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Preface

Introduction

This third edition takes as its theme ‘increasing harmonization in financial statements;
mixed comparability and diversity in assurance and corporate reporting’.

January 2005 marked a significant stage in the move towards acceptance of interna-
tional financial reporting standards (IFRS) as the basis for harmonizing financial state-
ments. It was the date from which listed companies in member states of the European
Union (EU) were required to apply IFRS in their consolidated financial statements, in
place of the accounting standards of their home countries. Beyond Europe other coun-
tries have taken a range of attitudes. Some have adopted the IFRS in full; some have
revised their national standards to incorporate the main aspects of IFRS with some local
variation; others are still considering their options.

The third edition of this book reflects the contrasting forces of the focus on global
harmonization, on the one hand, and the desire to retain some element of national
identity control, on the other hand. The national identity remains most apparent in the
regulation of assurance of the quality of financial statements and in the wider narrative
reporting that accompanies the financial statements.

In an ideal world there would be no further scope for a comparative study of inter-
national financial reporting because harmonization would be complete. In reality, dif-
ferences persist. Although the International Organization of Securities Commissions
(I0SCO) endorsed IFRS in 2000, it left an option for individual securities commissions
to scrutinize the IFRS and add further conditions to them. The IASB has faced the chal-
lenge of establishing confidence in its independence as a standard setter, while having
no direct powers of enforcement or scrutiny. In the period from 2000 to 2005 we
observed the legislators of two major economic groupings (the EU and the US) using the
language of ‘convergence’ while preserving territorial positions. The European
Commission retained its right of political control over the legal process across member
states. The Securities and Exchange Commission of the United States awaited reassur-
ance about mechanisms for enforcement of high-quality international accounting
standards that would retain a level playing field for US companies.

The challenge to accounting standards took a new direction following the collapse of
a major US company, Enron, which showed that even the US accounting standards were
not immune from criticism. It seemed that the mechanisms of corporate governance
and regulatory oversight were inadequate to protect stakeholders. Further corporate
scandals indicated that problems of this kind could exist in large listed companies in
countries beyond the US.

Corporate failures caused a major loss of confidence for investors in global markets.
To restore confidence, the processes of corporate governance and assurance (including
audit) have been revised significantly in many countries, although regulation remains
primarily under national laws. We are now aware that the implementation of any system
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of financial reporting is critically dependent on the quality of the corporate governance
and assurance mechanisms of the national regulator.

As a separate aspect of accountability for social and environmental matters, there has
been increasing emphasis on corporate social reporting (CSR) to the point where high-
quality CSR information is seen as essential by those evaluating investment possibilities.
Information about responsibilities to employees, customers, communities and society in
general is now a common feature of many annual reports. It is part of the wider focus
on narrative reporting to explain the activities of the business.

In this third edition we aim to provide insight into the areas of comparability, and
the persistence of diversity, in the corporate annual reports of listed companies across
global markets. We also indicate how national diversity may continue to be significant
for non-listed companies and for reporting in a national context. All the developments
we have described in this introduction are fascinating to researchers and we have built
into the third edition a wide range of examples of research studies in this area that will
be of interest to students and may offer ideas for their own future research projects.

Aim of the book

This text aims to bring to undergraduate and postgraduate courses in accounting and
finance an awareness of similarities and differences in accounting practices and an abil-
ity to analyze the causes and consequences of those similarities and differences. There is
a strong emphasis placed on IASB Standards as the focus of comparison.

The book aims also to familiarize students with the growing body of research into
international accounting practices, giving detailed explanation of research methods that
may encourage students to apply such techniques in project work.

Structure of the book

The book is divided into five modules (Parts 1 to 5) each of which deals with a sepa-
rate aspect of international corporate reporting. The full text is suitable for a full
15-week semester but the modular structure allows lecturers to plan selectively for
shorter courses.

The third edition starts in Part 1 by describing in Chapter 1 the achievements of the
IASB in establishing its position as an international standard setter and explaining in
Chapter 2 how the IFRS have developed to be more rigorous in application. Chapter 3,
entirely new to this edition, provides a new feature by exploring the complex framework
of assurance mechanisms that have been established to give credibility to international
and national reporting practices. It reflects the actions taken by a wide range of institu-
tions, both statutory and voluntary, to restore confidence in financial reporting after the
Asian economic crisis and the collapse of Enron in the US.

Part 2 presents the well-regarded analytical focus of the book by setting the analytical
framework for the study of accounting practice and explaining the methods used in var-
ious types of comparative reporting study. The institutional framework is described in
Chapter 4, covering in general terms the influence of the political system, the economic
system, the legal system, the tax system, the financing system and the accounting pro-
fession. Cultural influences on accounting rules and practice are critically evaluated in
Chapter 5 using well-known academic sources. Classification of accounting systems, as
presented in Chapter 6, provides a framework indicating international similarities and

xiii
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differences. Practical approaches to measuring international differences in accounting
rules and practices are presented in Chapter 7, drawing on methods established in the
research literature that are suitable for student project applications.

Part 3 describes two powerful forces that are shaping the development of interna-
tional standards: the US with its system of US GAAP and the EU with 25 member states
committed to the application of IFRS from 200S. The accounting system in the US is a
rival to the IFRS as a potential global accounting system. The approach taken by the EU
in undertaking to require all listed companies to use IFRS from 2005 has given a major
endorsement to IFRS.

Part 4 describes how a selection of countries have moved towards adoption of IFRS.
We have included in our selection two countries with strongly established capital mar-
kets (UK and Japan), three countries with established capital markets in Europe (France,
Germany and The Netherlands) and two countries that are still at relatively early stages
of development of capital markets (Poland and China). In these country chapters we
relate accounting developments to the institutional environment within which account-
ing practice operates. We recognize that whatever selection we make does not please
everyone; to meet this concern there is further information on other countries in the
Lecturer’s Guide provided to accompany this edition.

Part 5 takes us to the international capital markets with a discussion in Chapter 14 of
the motivations and strategies of investors and listed companies who operate across
national boundaries in investing and in issuing shares. Chapter 15 is new to this edition
and reflects the growing importance of narrative reporting in achieving transparency in
financial reporting. The chapter explains and illustrates the range of approaches taken
by companies to improve transparency through disclosure. Chapter 16 is also new to
this edition and explains the significant achievements of IFRS in bringing harmoniza-
tion to accounting regulation and practice in three areas: business combinations;
segmental reporting; and foreign currency translation.

Particular features

We have retained from previous editions the features that students and lecturers have
identified as particularly helpful:

o there is a strong emphasis on IASB Standards as a basis for convergence of accounting
measurement and disclosure, with explanation of how the IASB is receiving careful
and serious attention from standard-setting authorities in many countries;

o experienced researchers show how the methods used in research papers may be under-
stood and applied in undergraduate honours and postgraduate courses;

e linking themes across chapters explain harmonized accounting and national reporting
differences in the context of an institutional framework, a cultural perspective and
a comparison with IFRS;

e examples of accounting practices drawn from published accounts;

e names of major companies in each country are given as a guide to students intending
to investigate further;

® case studies are drawn from practice and from research studies to illustrate the general
points of principle contained in early chapters;

e end-of-chapter questions encourage students to analyze and compare the information
within and between chapters;

® an accompanying Lecturer’s Guide assists students and lecturers in the practical explo-
ration of the wealth of material available for study of aspects of international
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accounting. This Guide is available free to lecturers adopting this text and can be
accessed via a Supplement download site at www.pearsoned.co.uk/roberts

New features of this edition are:

® focus on accountability in corporate reporting;

® description of corporate governance and assurance initiatives that have developed out of
Enron and other major corporate failures;

e transparency and disclosure through narrative information in annual reports, explaining
the legislation and guidance available and giving examples of the range of practices
that have emerged;

® the development of financial reporting practices across Europe is integrated in one chapter
with particular reference to Poland as the largest economy entering the EU in the
2004 enlargement.

Flexible course design

The material in this book is sufficient for a full semester’s course of study, in the typical
half-year semester lasting around 15 weeks. For shorter periods the modular structure
allows selection of relevant material. For a course focusing on the comparison of IASB and
US GAAP as global influences on European accounting, Parts 1 and 3, with Chapter 10,
would form a suitable basis. For a study of research methods in comparative financial
reporting, Part 2 with Chapters 14 and 15 give methods of research and their application.
To contrast the rate of implementation of IFRS in different regimes, Part 1 with Chapters 10
and 12 would provide an interesting comparison between Europe and Japan. For those
wishing to establish a basis for comparative financial analysis, Part 1 with Chapters 14 and
16 give the basis for understanding and comparing consolidated financial statements.

Target readership

This book is targeted at final-year undergraduate students on degree courses in account-
ing or business studies. It is also appropriate for use in a core module of a specialist
postgraduate MSc taught course or an MBA. It has an international perspective, in its
basis of IFRS, and so is not restricted to study within a particular country. It is also a
useful basis for research students in planning research projects in comparative financial
reporting.

The book should also be of interest to professional readers and general management
because it focuses on analysis of financial statements rather than techniques of prepara-
tion of accounts.

Support material: project work and tutorial guidance

For students learning about comparative accounting practices, it is essential to have
first-hand experience of that practice. This means students must handle, read, observe
and think about accounting information as it appears in practice. It may be in printed
annual reports; increasingly it is also available on company websites.

As a first step in familiarization we have included selected Exhibits in the country
chapters. In the student section of the Lecturer’s Guide we suggest questions that will
help students to think about the Exhibits and may help the tutor in guiding discussion.
We also suggest tutorial question sheets for every chapter.

XV
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The next step for students is to carry out project work with company material. In this
way they discover the practical problems of reading and understanding annual reports
that we have all experienced as researchers and that equity analysts experience in prac-
tice. To make efficient use of class time we have provided project material in the
Lecturer’s Guide available via the Supplement download site. We also give the project
assignment sheets and instructions for students. The projects and relevant materials
cover:

relating perceptions of culture to accounting values;

comparisons of accounting policies and harmonization measures;
disclosure and measurement practices, with the comparability index;
assessment of voluntary disclosure;

reconciliation statements; and

the use of web-based materials.

Companion website

On the Companion website, www.pearsoned.co.uk/roberts, lecturers will find pro-
ject material that can be downloaded, as well as tutorial notes and guidance on end-
of-chapter questions. Lecturers will find overheads for lectures and ideas on how to plan
and assess teaching.
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Introduction to Part 1

In Chapters 1 and 2 we explain in detail the most ambitious and far-reaching influence
for harmonization, represented by the work of the International Accounting Standards
Board (IASB) and its predecessor the International Accounting Standards Committee
(IASC). The IASB and IASC have not worked in isolation, as Chapter 1 shows in describ-
ing the multitude of bodies and groups which have worked towards particular aspects of
harmonization across particular country groupings. However, the work of the IASB and
IASC has provided a comprehensive set of IASB Standards, described in Chapter 2.
To some extent, that work lay in the background of national accounting standard-
setting for many years; it has now come to the fore in a very visible manner because of
the desire to achieve a set of standards that are acceptable to stock exchange regulators
in markets around the world.

Chapter 3 is new to this edition and reflects the enormity of changes in corporate
governance and assurance across many countries. There have been events, particularly
the Asian economic crisis of 1997 and the collapse of Enron in 2001, that have severely
shaken confidence in accounting information. Restoring confidence and providing
assurance in the integrity and reliability of financial reporting has posed a major chal-
lenge to regulators around the world. Chapter 3 leads with the Sarbanes-Oxley Act of
2002 in the US, described as the most significant legislation in the US since that of the
1930s, following the Wall Street crash. Chapter 3 explains the procedures taken in a
range of countries in recent years to establish or reinforce confidence in the financial
reporting systems of companies.

Purpose of Part 1

The chapters of Part 1 have two major aims. The first is to explain the workings
of the IASB and the standards (IAS and IFRS) that it is controlling. The second is
to explain the system of assurance and audit that surrounds the implementation
of IFRS.

Part 1 forms a self-contained module that describes the system of reporting and assur-
ance facing listed companies that have chosen, or are obliged, to use global standards.
If they are using IFRS then they face the challenges of implementing the standards
described in Chapter 2 and they will probably be drawn into the processes of consultation
described in Chapter 1. If they are using US GAAP, either by choice or by compulsion, they
may be closer to satisfying the US regulators but may be less comparable to the growing
body of companies using IFRS. Chapter 1 described the convergence project that is remov-
ing some of the differences between IFRS and US GAAP. Whatever the global reporting sys-
tem used, companies face the requirements of assurance demanded by the organizations
described in Chapter 3.
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Learning outcomes
Specific learning outcomes are set out at the start of each chapter but overall, on completion
of Part 1, the student should be able to:
® explain and discuss the work of the IASB in setting a system of international reporting
standards;
@ explain and discuss the key features of each IAS and IFRS, knowing the main steps
in development of each standard;

@ explain and discuss the mechanisms for audit and assurance that have been formed in
recent years in response to crises of confidence caused by major financial collapses.
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Learning outcomes

After reading this chapter you should be able to:
@ Discuss the arguments for and against global accounting standards.

@ Describe the main international organizations that are encouraging international
cooperation.

® Explain the nature and operations of the IASB.
@ Understand the challenges facing the IASB in its work.

@ Understand the key stages of historical development of international accounting
standards.

@ Describe the main features of the Framework for the Preparation and Presentation
of Financial Statements.

@ Explain how multinational companies demonstrate their use of global accounting
standards.

m Introduction

The main purpose of this chapter is to establish a comprehensive knowledge and under-
standing of the nature and operation of the International Accounting Standards Board
(IASB) and the development of International Financial Reporting Standards (IFRS) that
are capable of achieving wide international acceptance. The work of the IASB is set in the
context of other organizations supporting global harmonization. To maintain a critical
understanding of the achievements of the IASB it is important to be able to weigh the
benefits of global standards against the limitations of losing national identity. We begin
with a summary of the support for, and opposition to, global accounting standards. We
then explain the wider range of activities towards global and regional harmonization
before explaining in detail the IASB and its operations. We summarize the conceptual
framework underpinning IFRS and conclude with a description of the variety of ways in
which multinational companies show their use of global standards.

m Global accounting standards: support and opposition

1.2.1 The case for global accounting standards

Exhibit 1.1 sets out a simple statement of the argument for having global accounting
standards that are accepted and applied in all countries for all companies. Read this
statement and think about whether you agree with it.

We know that companies do find themselves reporting different measures of profit and
net assets in different capital markets, solely because different accounting rules are applied.
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m An argument in favour of global accounting standards

Accounting is essentially concerned with measurement, so it would be reasonable to expect
that principles of measurement should be the same in any country. The language used to add
words of explanation may differ but the reported values should not be affected by barriers of
language. Companies operating and reporting in more than one country should not experi-
ence different measures of financial outcomes solely because of the accounting principles of
the country in which the head office is located.

Exhibit 1.2 gives examples based on companies’ annual reports where these companies are
required to report profits using two different sets of accounting rules. We know about these
differences because the companies provide the information to stock market regulators in
other countries. However, in many cases companies only report in their home stock mar-
ket and so we never know how much the reported accounting profit or loss depends on the
nature of the accounting rules.

We also know that even before the European Union made IFRS compulsory for listed
companies in 2005, increasing numbers of companies were using IFRS or US GAAP in
preference to their national standards in group accounts.! There was an increasing com-
petition between the two systems as to which would take the international lead. So let
us explore further the benefits to companies of having one set of accounting standards
that can be applied anywhere in the world. There are benefits to the companies in

m Reported differences in profit under different accounting rules

Comparing US GAAP and UK GAAP
ScottishPower (2003/4 annual report p.114)
£m

Profit for the year under UK GAAP 482.6
Profit for the year under US GAAP 789.3
Difference as a % of US GAAP 38.9%
Comparing US GAAP and Norwegian GAAP
Norsk Hydro (2003 annual report, Note 28)

NOK million
Operating profit for the year under Norwegian GAAP 23,948
Operating profit for the year under US GAAP 24,358
Difference as a % of US GAAP 1.7%
Comparing Chinese (PRC) GAAP and IFRS
China Petroleum & Chemical Corporation (2003 Annual Report, p.160)

RMB millions
Net profit under the PRC Accounting Rules and Regulations 19,011
Net profit under IFRS 21,593
Difference as a % of IFRS 12.0%

! Haller (2002), Tarca (2004).
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preparing information, to investors and other stakeholders in using information, and to
national governments and other regulators in ensuring that the business of a company
operating in their country gives a fair benefit to the country.

For multinational companies the availability of one set of global accounting standards
reduces the costs compared with dual reporting. At present stock exchange regulators, par-
ticularly the Securities and Exchange Commission (SEC) in the US, may require a foreign
registrant company to prepare financial statements using a set of accounting standards
familiar to the stock exchange. Even if the company does not have to produce a full set of
financial statements, it may have to produce a ‘reconciliation’ statement explaining the
differences between reported profit and reported net assets under two different sets of
accounting standards. This dual reporting involves additional costs of preparation and
may confuse readers who cannot understand why accounting numbers are different when
the operations of the business are unchanged.

The benefits to multinational companies of having one set of global accounting stan-
dards are:

reduction in costs;

reduction in the risk of uncertainty and misunderstanding;

more effective communication with investors;

comparability within the group of parent and subsidiaries in different countries;
comparability with other companies in the industry, nationally and internationally;
comparability of contractual terms, such as lending contracts and management
performance bonuses;

reduction in excuses for non-disclosure based on national perceptions of secrecy;

e sharing and extending best practice.

For investors, the benefits of global accounting standards lie in having assurance about
the comparability and the high standard of the accounting information provided. We
know from research? that even professional fund managers do not fully understand the
complexities of comparing accounting information prepared under different rules. One of
the ways in which they cope with this uncertainty is to avoid investing in companies
whose accounting they do not understand. This may well lead to missed opportunities for
those whose investments are being managed. The benefits to investors of having one set
of global accounting standards are:

e reduces the cost of obtaining information by reducing the need to learn different
accounting systems;

e reduces the likelihood of making poor decisions by reducing the risk of misunder-
standing different accounting systems;

e reduces the risk of missing investment opportunities through avoiding unfamiliar
national accounting;?

e allows investors to focus on global comparability of activity across industries rather
than being confined to investments within particular countries;

@ helps investors whose attention is limited because of the amount of information
available and the limits to information processing power.*

2 Miles and Nobes (1998).
3 Miles and Nobes (1998).
4 Hirshleifer and Teoh (2003).
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For national governments, accounting information gives a basis for taxation and for
ensuring that companies operating in their country show sufficient care for the
resources used in the country. Some national governments set accounting rules in legis-
lation. Others allow independent standard-setting bodies to set national standards. In
either case there is a cost of establishing and reviewing the accounting standards. Very
often we see cases where the national accounting regulations of one country look much
like those of another and it seems wasteful of time and effort to develop national rules
that are almost identical to established rules that appear to work well elsewhere. There
is also a need for those who regulate the national stock markets to ensure that there is
a fair market for investors. So if the national government and national regulators can
accept a set of global standards there are benefits in:

e reducing the cost of setting and monitoring national accounting regulation;
e avoiding duplication of effort across national boundaries;

e encouraging international flows of capital across national borders;

e giving greater confidence to international investors and lenders;

e developing countries having access to high quality standards;®

e reducing pressure on national governments from multinationals.®

1.2.2 Questioning the trend towards uniformity

For those who support the need for convergence on one set of global standards, the
next question is ‘which set to choose’? This is the first point of disagreement because
some believe that generally accepted accounting principles in the US (US GAAP) pro-
vide a high quality set of standards that would be acceptable anywhere in the world.
Others believe that a more neutral approach is to draw on the international financial
reporting standards (IFRS) of the International Accounting Standards Board (IASB).”
Some feel that IFRS are closely influenced by the Anglo-American model and have
a homogeneity that does not recognize national diversity.® Mutual recognition of dif-
ferent approaches, with benchmarks to guide comparability, would be more respectful
of different identities. The US regulators take the view that US standards are high qual-
ity and question anything that does not meet the detailed content of US GAAP. Other
countries take the view that US rules are biased towards US needs and want to have
a direct involvement in setting a truly international set of standards. This second view
has been helped greatly by the European Commission recommending that, from 2005,
all listed companies in EU member states will apply IFRS. Other countries have adopted,
or adapted, IFRS in their national accounting regulations. The debate is not yet resolved
and so this book will start with a detailed discussion of the work of the IASB and the
IFRS it sets, but it will also give detail of the US system of financial reporting as a poten-
tial alternative global approach.

Among those who ask more fundamental questions about convergence on one set of
global standards, some ask ‘what creates true harmony?’. McLeay et al. (1999) argue that
the level of harmony depends on adopting the same accounting method under the

5 Chamisa (2000).
¢ Rahman (1998).
7 Leuz (2003).

8 Hoarau (1995).
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same circumstances (such as across the same industry), rather than forcing uniformity
on all companies regardless of circumstances.

Others question the suitability of either US GAAP or IFRS. Both are written for compa-
nies in highly developed capital markets. They are then used as a basis for an accounting
system in developing economies that have little or no capital market transactions, and
may not be appropriate to such economies.’ There have been stages in the development
of the IASB, and its predecessor IASC, when projects were begun with the intention of
focusing on developing economies, but relatively little has emerged.

For national companies with little or no international need for support or financing,
the benefit of international standards, rather than national standards, may be limited.
Particular problems are:

e national companies have limited opportunities to influence an international standard
setter;

e the company’s business and economic circumstances may not be faithfully repre-
sented by the prescribed accounting procedures of the global standard.

For investors the use of global standards may appear intuitively appealing but the
investors may not understand the basis on which the standards have been written, par-
ticularly the strong focus on serving the needs of developed capital markets. Limitations
for investors are:

@ using global standards gives an appearance of comparability but hides real differences
in commercial activity;

e the use of global standards, particularly in the early years of changeover, can cause
confusion nationally, especially if the global standards are seen as reducing preci-
sion.10

For national governments the attraction of saving costs may be outweighed by the loss of
control over the nature and content of the accounting standards. Also the government
still has the task of ensuring compliance with the standards. Limitations for national
governments are:

e There is no reason to believe that ‘one system fits all’.

e Harmonizing on full disclosure may be detrimental to developing countries by
putting them at a competitive disadvantage.!!

e Developing countries may not be able to influence global standards as much as devel-
oped countries.!?

@ Global standards are not essential for companies operating within a single country.

e Comparability of financial reporting standards needs comparability of compliance.

e Incentives for companies to avoid compliance may dominate, so that high-quality
standards do not guarantee high-quality financial reporting.!?

e Having a monopoly standard setter rather than competitive standards may lead to
poorer standards.!*

9 Larson and Kenny (1995).

10 Barth et al. (1999).

1 Kirby (2001).

12 Rahman (1998).

13 Ball et al. (2003), Holthausen (2003).
14 Sunder (2002).
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1.2.3 Harmonization or standardization?

1.3.1

Even when there is agreement that the benefits of global accounting standards outweigh
the limitations, there is still a question of ‘What kind of standards?’. Do we want harmo-
nization leading to harmony, or standardization leading to uniformity? Harmonization is
a process by which accounting moves away from total diversity of practice. The end result
is the state of harmony where all participants in the process cluster around one of the
available methods of accounting, or around a limited number of very closely related meth-
ods. Standardization is a process by which all participants agree to follow the same or very
similar accounting practices. Where this agreement is achieved, the end result is a state of
uniformity.!s

Those who support an aim of achieving harmony take a liberal view of what is meant
by similarity of accounting method. It may be achieved as a result of natural forces such
as changes in culture, growth of economic groupings, international trade, political
dependency, or evolution of new securities markets. Such forces cause enterprises,
accounting organizations or national regulators to learn from and imitate each other’s
practices. International organizations seeking to promote harmony are usually formed
by groups of like-minded individuals or representatives of national organizations, who
try to use powers of persuasion and argument to promote harmonization.

Those who support an aim of achieving uniformity take a much stricter view of what
is meant by the same or very similar accounting practices. Achievement of uniformity
within a defined period of time requires the intervention of a regulator or facilitator. The
regulator may try to use powers of persuasion and argument to establish a body of sup-
port but eventually the powers of enforcement are used to ensure full compliance, with
penalties being applied for non-compliance.

Organizations supporting international cooperation

Before we move into the detailed study of the work of the International Accounting
Standards Board, we provide a flavour of the organizations around the world that are
seeking to harmonize aspects of international accounting practice or at least to foster
understanding. Some are private-sector federations of interested bodies, some are gov-
ernmental or intergovernmental organizations, and some others rely on committed
individuals for their continuity.

The following sections explain a variety of leading international accountancy orga-
nizations. Some operate at a regional level defined by geographic linking of more than
one country or state. Others have a worldwide level of operation, although membership
and geographical coverage may vary from one to the next.

Regional accountancy bodies

Regional accountancy bodies are in the main non-governmental organizations
(NGOs). Although at the outset a number of these bodies had ambitions to develop
accounting standards, little real success has been achieved. Most of these regional
professional organizations have concentrated their energies on educational matters,
organization of conferences and the general dissemination of information to their

15 Tay and Parker (1990).
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members and the wider business community. Some have acted as effective pressure
groups at global level, ensuring that their distinctive regional voice is heard in the
international accounting standard-setting process. The leading regional accountancy
bodies are listed in Exhibit 1.3.

The lack of any significant progress in standard setting by regional bodies is partly
due to the problem of enforcement. Non-governmental bodies generally lack the

m The leading regional accountancy bodies

12

ECSAFA Eastern, Central and Southern African Federation of Accountants
This is a body which represents professional accountancy bodies in the region.
www.ecsafa.org

ABWA Association of Accountancy Bodies in West Africa
Members are Nigeria, Ghana, Liberia, Sierra Leone and Senegal.
www.ican-ngr.org/affiliates/affil.ntm

AFA Association of Southeast Asian Nations (ASEAN) Federation of Accountants
The economic linkages fostered by ASEAN led naturally to the linking of
professional accountants. Brunei, Indonesia, Malaysia, the Philippines,
Singapore and Thailand are the member nations.
www.afa-central.com

CAPA Confederation of Asian and Pacific Accountants
Established by professional accountancy bodies as a forum for discussion of
accounting problems met by accountants in Asia and Pacific countries.
www.capa.com.my

FEE Fédération des Experts Comptables Européens (Federation of European
Accountants)
Brings together professional bodies from European countries, including but not
restricted to the EU, to work towards enhancing European harmonization.
www.fee.be

NRF Nordic Federation of Public Accountants
The NRF includes Denmark, Finland, Iceland, Norway and Sweden.
www.nrfaccount.se

ASCA Arab Society of Certified Accountants
ASCA was established in London in 1984 as an Arab professional institution
with an international character. It has members in Bahrain, Egypt, Emirates,
Jordan, Kuwait, Libya, Oman, Palestine, Saudi Arabia, Syria, Tunisia, Yemen.
www.ascasociety.org

I1AA Interamerican Accounting Association
Membership covers accountancy bodies in countries of Central and South
America. Activities include translation of International Accounting Standards.
Works closely with IFAC.

ICAC Institute of Chartered Accountants of the Caribbean
Members are the chartered accountancy bodies of The Bahamas, Barbados,
Belize, Guyana, Jamaica, St Kitts-Nevis, St Lucia, Trinidad and Tobago, Antigua
and Barbuda.
www.icac.org.jm
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power to insist on compliance with their rules. For a regional accounting standard-
setting body to be effective one of the following methods of enforcement would be
required:

e the professional accountancy bodies or auditing authorities of each member state of
the region agree to apply or approve the regional standards rather than national
variations;

e those who govern companies (management or regulators) in each member state agree
to apply or approve the regional standards rather than national variations;

e national legislators or standard setters agree on the use of common regional
standards;

e national stock exchanges agree to accept the standards defined on a regional
basis.

The first two of these conditions have not generally been achieved, probably because
business which crosses national boundaries is international in nature rather than being
contained to a specific region linking a group of companies or states. Standardization
has required the intervention of wider groupings of accountancy bodies and interested
persons, intergovernmental organizations, and action by securities markets at an inter-
national level.

1.3.2 Wider groupings of accountancy bodies and interested persons

There are organizations which have formed to link accountancy bodies and interested
persons across national boundaries (see Exhibit 1.4). These have all formed as a result of
various voluntary initiatives. They are not driven by national governments.

Central to international cooperation in accounting is the International Federation
of Accountants (IFAC). Formed in 1977, its members are professional accountancy
bodies in many countries. The mission of IFAC is to serve the public interest, strength-
en the accountancy profession worldwide and contribute to the development of
strong international economies by establishing and promoting adherence to high-
quality professional standards, furthering the international convergence of such stan-
dards, and speaking out on public interest issues where the profession’s expertise is
most relevant. In relation to its members IFAC acts as leader, facilitator, collaborator
and observer.!®

The IFAC Council contains one representative from each member body. It meets
once each year to elect the IFAC Board and to discuss changes to the Constitution. The
IFAC Board contains 21 members from 17 countries. These members are elected for
three-year terms and are responsible for setting policy and overseeing IFAC operations,
the implementation of programmes, and the work of IFAC technical committees and
task forces. The Board meets three times a year. Detailed work is carried out by the tech-
nical committees and task forces, supported by a full-time Secretariat headquartered in
New York.

Each committee is given responsibility in particular technical areas of IFAC work cov-
ering auditing, education, ethics and the public sector. From the perspective of pub-
lished financial information perhaps the most important work is that of the IAASB (see
Chapter 3). International Standards on Auditing (ISAs) are intended for international
acceptance.

16 [FAC Constitution, revised (2003).
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Organizations of accountancy bodies and interested persons linking
across national boundaries

IFAC

IFAD

IAASB

IASB

G4

EAA

IAAER

International Federation of Accountants

Supports IASB as source of international accounting standards. Important work
in the area of auditing is done by IAASB (see below). IFAC also has committees
dealing with Education, Ethics, Financial and management accounting, and the
Public sector. Organizes World Congress of Accountants every five years.
www.ifac.org

International Forum on Accountancy Development

Brings together development banks, agencies and international accounting firms
to discuss coordinating resources when assisting nations to develop the
profession. Encouraged by IFAC.

www.ifad.net

International Auditing and Assurance Standards Board

A committee of IFAC (see above). Issues International Standards on Auditing.
Aims to establish high quality auditing, assurance, quality control and related
services standards and to improve the uniformity of practice by professional

accountants throughout the world.

www.ifac.org/IAASB

International Accounting Standards Board

Founded by private-sector professional accountancy bodies with the purpose
of issuing International Financial Reporting Standards (section 1.4).
www.iasb.org

Group of Four (G4)

Accountancy bodies in the US, Canada, the UK, Australia and New Zealand
worked together in the late 1990s to provide joint input to the development of the
work of IASC and to influence international developments. (G4 + 1 was the name
given to this group plus the IASC.) Dissolved at start of 2001 because of potential
duplication with new IASB work.

European Accounting Association

International organization bringing together institutional and individual
membership from around the world. Organizes annual conference and publishes
an academic journal.

www.eaa-online.org/home/index.cfm

International Association for Accounting Education and Research
Academic community members concerned with promoting excellence in
education and research.

www.iaaer.org

IFAC encourages international accountancy cooperation on a sub-global basis. To this
end it recognizes specific regional accountancy bodies (see Exhibit 1.5) whose views are
actively sought by IFAC committees as representing the distinctive views and interests

of their members.

Neither IFAC nor its recognized regional bodies have attempted directly to devel-
op accounting standards at an international level. Instead IFAC accepts that the IASB
is the major source of authoritative guidance on standardization of international

accounting practices.
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m Regional accountancy bodies recognized by IFAC

CAPA
ECSAFA
ABWA
FEE

IAA

Confederation of Asian and Pacific Accountants
Eastern, Central and Southern African Federation of Accountants
Association of Accountancy Bodies in West Africa

Fédération des Experts Comptables Européens (Federation of European
Accountants)

Interamerican Accounting Association

1.3.3 Intergovernmental organizations

IASB works closely with a number of intergovernmental bodies. These are shown in
Exhibit 1.6. These bodies cooperate with each other and with IASB.
Chapter 9 considers the work of the European Commission in more detail.

1.3.4 Organizations of securities markets and analysts

Exhibit 1.7 lists some of the coordinating organizations for securities markets, analysts
and fund managers.

Securities markets regulators are particularly interested in the presentation of
accounting information as a means of ensuring an efficient market. They have the
power to accept or refuse a company’s access to the market. The regulators seek to apply
strict accounting requirements but also want to avoid undue restrictions which will

m Intergovernmental organizations

EU

OECD

ISAR

European Commission

European Commission issues Directives which form a basis for national law
within each member country. Accounting Directives (Fourth and Seventh) are
largely concerned with harmonization of presentation in financial statements.
The Internal Market Directorate-General has the main responsibility.
<http://europa.eu.int/comm/dgs/internal_market/index_en.htm>

Organization for Economic Cooperation and Development

Established by 24 of the world’s ‘developed’ countries to promote world trade
and global economic growth. Is concerned with financial reporting by multinational
companies. OECD has a Working Group on Accounting Standards, issues
guidelines for multinational companies, carries out surveys and publishes reports.
Work extends to Central and Eastern Europe, e.g. the Coordinating Council on
Accounting Methodology in the CIS (Former Soviet Union).

www.oecd.org/home

Intergovernmental Working Group of Experts on International Standards of
Accounting and Reporting

Operates within the United Nations, with a particular interest in accounting and
reporting issues of the developing countries. Carries out surveys and publishes
reports. Makes recommendations with regard to transnational companies.
www.unctad.org

15
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=4illeiilf . Organizations of securities markets and analysts

10SCO International Organization of Securities Commissions
Securities regulators around the world come together to promote high
standards in the operation of securities markets.
WWW.i0Sco.0rg

CFA Institute Chartered Financial Analysts Institute
(Formerly AIMR: Association for Investment Management and Research). A
US body which educates and examines investment analysts, and carries out
research.
www.cfainstitute.org

EFFAS European Federation of Financial Analysts’ Societies
Has developed the European method of financial analysis. This involves a
standardized approach to the classification and presentation of financial
statements.
www.effas.com

CESR The Committee of European Securities Regulators
Established by a European Commission Decision of June 2001.
www.europfesco.org

FEAS Federation of Euro-Asian Stock Exchanges
25 members, all emerging stock exchanges in Eastern Europe, Central and
South Asia and the Middle East.
www.feas.org

inhibit growth of the market. They are able to enforce regulations on those companies
which seek to raise finance through the stock market.

Analysts who are writing reports on companies need some reassurance about compa-
rability and need to be aware of the usefulness of a standard approach to accounting
practice when making international comparisons.

1.3.5 Preparers’ organizations

Financial Executives International (FEI)!” is a US-based association for corporate finance
executives. It was founded in 1931 as the Controllers Institute of America and became the
Financial Executives Institute in 1962. In November 2000 it opened membership to finan-
cial executives around the world and took the ‘International’ description into its title. One
aspect of FEIs activity is lobbying standard setters as a representative of chief finance offi-
cers. Zeff (2002) suggests that the challenges given by the FEI to FASB on controversial
issues give an indication of the type of political pressure that IASB may face in future.

IR The IASCF and the IASB

16

The International Accounting Standards Committee Foundation (IASCF) is an indepen-
dent body, not controlled by any particular government or professional organization. Its
main purpose is to oversee the IASB in setting the accounting principles which are used

17 www.fei.org
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by businesses and other organizations around the world concerned with financial
reporting.
The objectives of the IASB as stated in its Constitution!® are:

(a) to develop in the public interest, a single set of high-quality, understandable and
enforceable global accounting standards that require high-quality, transparent and
comparable information in financial statements and other financial reporting to help
participants in the world’s capital markets and other users make economic decisions;

(b) to promote the use and rigorous application of those standards; and

(c) to bring about convergence of national accounting standards and International
Accounting Standards and International Financial Reporting Standards to high-quality
solutions.

These objectives were seen as giving a more precise focus to the objectives originally
written in 1973 (see section 1.7).

The updated wording reflects the growing emphasis on the world’s capital markets
and the move towards rigour in application. The term ‘high-quality’ is also emphasized;
this reflects a strong US influence on the constitutional changes that formed the IASB
(see section 1.7.5 and also Chapter 8).

1.4.1 The Trustees

The governance of the IASCF rests with the Trustees. There are 19 Trustees, initially
appointed by a Nominating Committee but thereafter taking responsibility themselves
for filling vacancies as these arise. Trustees are required to show a firm commitment to
the IASB as a high-quality global standard-setter, to be financially knowledgeable, and to
have the ability to meet the time commitment expected. Fach Trustee must have an
understanding of, and be sensitive to, international issues relevant to the success of an
international organization responsible for the development of high-quality global
accounting standards for use in the world’s capital markets and by other users. To ensure
an adequate geographic representation it is required that six Trustees be appointed from
North America, six from Europe, four from the Asia/Pacific region and three from any
area, subject to overall geographic balance. Other conditions are attached to the
appointment of Trustees in order to ensure a broad spread of interests. The appointment
is for a term of three years, renewable once.

The Trustees meet twice in each year and are responsible for fundraising. They
appoint the members of the IASB, the members of the International Financial Reporting
Interpretations Committee and the members of the Standards Advisory Council.

1.4.2 The International Accounting Standards Board (IASB)

The IASB comprises 14 members, appointed by the IASCF Trustees. Twelve of the Board
members commit all their time in paid employment to IASB (described as ‘full-time’) and
two are in part-time employment with IASB. The foremost qualification for membership
of the Board is technical expertise. The people chosen represent the best available com-
bination of technical skills and background experience of relevant international business
and market conditions. The selection is not based on geographical representation.

18 Issued 2000, revised 2002.
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1.4.3

The idea of balance requires at least five to have a background as practising auditors, at
least three a background in the preparation of financial statements, at least three a back-
ground as users of financial statements, and at least one an academic background.

Publication of an exposure draft, standard or interpretation requires approval by eight
of the 14 members of the Board. Other matters require a simple majority of those present,
subject to 60 per cent attendance either in person or by telecommunications link.

The International Financial Reporting Interpretations
Committee (IFRIC)

The IFRIC emerged in 2002 as a revised version of the Standing Interpretations
Committee (SIC). There are 12 members of IFRIC, appointed by the IASCF Trustees. One
role of IFRIC is to interpret the application of standards, in the context of the IASB’s
framework, and to produce draft Interpretations for public comment, from which it pre-
pares a final version of the Interpretation. A second role for IFRIC, added in 2002, is to
address practice issues for which no relevant IFRSs exist. In these circumstances IFRIC
must apply the principles of the IASB Framework (see section 1.8). Once a Draft
Interpretation has been approved by IFRIC, the document is submitted to the Board. It
is then released for public comment provided that no more than four Board members
object to its publication. IFRIC reconsiders its proposals in the light of comments
received and then submits the final Interpretation to the Board for approval. A simple
majority of the Board is sufficient.?

1.4.4 The Standards Advisory Council

1.4.5

The Standards Advisory Council provides a forum for participation by organizations and
individuals from a wide range of interests and geographic representation. The SAC advises
the IASB on agenda decisions and the priorities of the IASB’s work, informs the IASB of the
views of organizations and individuals on the Council and gives other advice to the IASB or
the Trustees. There are around 30 members of the SAC.

Financing the IASB

From its inception in 1973 the International Accounting Standards Committee
described itself as a ‘low budget organization’, relying a great deal on help from persons
around the world who were willing to give time to support its activities. Professional
accountancy bodies made contributions. International organizations gave grants for spe-
cific projects. Sales of publications also made a contribution.

From 2000 the responsibility for fundraising has fallen on the IASCF Trustees. They have
continued to raise funds from existing sources but have also explored others such as con-
tributions from multinational companies and stock markets whose needs are served by the
IASB. There is a challenge in being seen to raise funds in a balanced way from contributors
in many countries so that different countries can be seen to be making fair contributions,
especially where those countries find they are not represented on the IASB. There is also
a challenge in balancing transparency of information on sources of finance against the
desire of some donors to maintain confidentiality. It is important to know that the

19 TASB Insight, January 2002, p. 2.
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IASC Foundation, sources of operating revenues, 2003

2003 2002
(£000) (£000)
Contributions 9,680 11,675
Other income 22 24
Publications and related revenues 2,957 2,303
Less direct cost of sales (1,398) (1,272)
1,559 1,031
Total operating revenues 11,261 12,730

Source: International Accounting Standards Committee Foundation annual report (2003), Statement of
Activities, p. 16.

independent standard-setter is not influenced by significant contributors. Hence there is a
list of IASCF ‘underwriters and supporters’ at the end of the annual report. Categories of
funders cover Accounting firms, Underwriter companies, Supporters, Central Banks and
Government Entities, International Organizations, and Other Official Organizations and
Associations.? Exhibit 1.8 sets out the operating revenues for 2003.

m Operation of the IASB

1.5.1

The IASB issues International Financial Reporting Standards (IFRS). The generic term
‘IFRS’ is defined as including the new IFRS issued by the IASB, the existing IASs issued
by the predecessor IASC, and the Interpretations issued by IFRIC (or its predecessor
SIC).2! This section explains the procedures by which a proposal eventually becomes
a standard. It then continues by explaining the IASB’s lack of direct powers of
enforcement. Finally it discusses the consultation process that establishes acceptance
of the IFRS.

Procedure for issuing a standard

First of all there has to be an idea. Ideas may come from IASB members, the Standards
Advisory Council, other organizations and individuals and the IASB staff. Whatever the
source, the first stage is a project proposal which is approved by the IASB.

The IASB in 2001 set an initial technical agenda with ambitious targets. Several
topics were planned for simultaneous exposure and debate in several countries, with
feedback to the IASB to achieve convergence. Before any Standard is issued the IASB
publishes an Exposure Draft for comment by a specified date. Comments received on
Exposure Drafts are available on the IASB website, unless respondents request confi-
dentiality. However there is more consultation behind the scenes. Exhibit 1.9 sets out
the due process described by the IASB in its revision of IAS 32 and IAS 39 published
in December 2003.

20 JASCF Annual Report 2003, p. 23.
21 IAS 1 Presentation of Financial Statements, revised December 2003, para 11.
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Due process in revising IAS 32 and IAS 39

® Published an exposure draft in June 2002; received over 170 comment letters.

® Conducted nine round-table discussions in March 2003, in which over 100 organizations
and individuals took part.

® Discussions with the Standards Advisory Council and the IASB’s partner standard-
setters.

@ Discussions about the issues raised on the exposure draft in every Board meeting from
March to October 2003. The IASB considered 61 agenda papers about issues raised on
the exposure draft, amounting to over 1,200 pages.

® Further exposure draft on ‘macro hedging’ published in August 2003. Received over
120 comment letters. Proposals continued to be reviewed but the revised standards
were not delayed for this one issue to be completed. A further revision was
envisaged.

® In March 2004 issued an Amendment to IAS 39 on Fair Value Hedge Accounting for a
Portfolio Hedge of Interest Rate Risk.

@ In April 2004 published an exposure draft on a proposed limited amendment to the
Fair Value Option, in response to concerns of some supervisory bodies that the fair
value option might be used inappropriately.

Source: based on IASB Insight, January 2004, p. 2; IASB Insight, April/May 2004, p. 1.

The IASB announced in 2004 that it would take steps to improve communication
with its constituents and the transparency of the Board’s deliberative processes.
Observer Notes for IASB meetings are available on the website ahead of meetings.
Webcasting is also envisaged.??

1.5.2 Power of enforcement

The power of enforcement has diminished over time. When the IASC was founded its
members agreed to use their best endeavours and persuasive influence to ensure
compliance with the standards. It was intended that each professional accounting
association within the IASC would ensure that the external auditors would satisfy
themselves as to observance of the standards and would disclose cases of non-
compliance; appropriate action was to be taken against any auditor who did not fol-
low these recommendations. Later, revised wording of the agreement among members
acknowledged that IASC pronouncements would not override the standards followed
by individual countries. By 1982, the agreement no longer contained the requirement
that the auditors should disclose the extent of non-compliance. The failure of the
agreement to make any mention of obligations placed on auditors continues; the
route to enforcement has now moved in the direction of applying the powers of
national stock exchanges which subscribe to the IOSCO agreement on the acceptance
of core standards.

One of the key concerns of the US SEC relates to the rigour and enforceability of
IASB Standards. Comments made by respondents indicate that effective enforcement

22 JASB Insight, January 2004, p. 4.
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will require the cooperation of many organizations. One view is that the SEC should
not accept IASB Standards until all the arrangements are in place; the alternative view
is that by accepting IASB Standards the major securities regulators will encourage
such arrangements more quickly.

1.5.3 Consultation

The TASB has to gain acceptance of its standards by national regulators. It has no
power to force acceptance, and so must rely on its powers of persuasion and the
quality of its standards. It therefore liaises with national standard setters by hav-
ing ‘liaison members’ of the Board whose particular remit includes maintaining
liaisons with national standard setters in Australasia, Canada, France, Germany,
Japan, the UK and the US. The IASB also holds meetings with other standard
setters.23

An important liaison activity took place at a joint meeting in Norwalk,
Connecticut, US, in September 2002, when the IASB and the Financial Accounting
Standards Board (FASB) pledged to use their best efforts to make their existing finan-
cial reporting standards fully compatible as soon as was practical, and to coordinate
their future work programmes to ensure that, once achieved, compatibility was main-
tained. To achieve this, they agreed a programme of short-term and longer-term
actions to remove a variety of differences.?* The intensification of this programme dur-
ing 2004 was explained by the IASB chairman in terms of the window of opportunity
given by support from senior business leaders and policymakers in the US. He also
pointed out that no effort to develop truly global standards would be successful
without the participation of the US.%

m The IASB standards

As explained earlier, the IASB has responsibility for issuing new IFRSs, taking over and
gradually updating the inherited IASs, issuing IFRICs as developed by IFRIC and taking
over the inherited SICs. The IASB indicated that it would create a ‘stable platform’ of
standards in preparation for the changeover to IFRS in Europe and elsewhere in 2005.
This ‘stable platform’ was completed in March 2004.26 Standards issued after that date
would not take effect until 2006.

The standards in issue at March 2004 are shown in Exhibit 1.10. In each case the title
of the standard is followed by the date of the most recent version and the history of
previous revisions. There are notes indicating amendments brought about either by the
Comparability Project (see section 1.7.3) or by the achievement of the core standards
programme (see section 1.7.4).

23 JASCF Annual Report 2002, p. 4.
24 JASCF Annual Report 2002, p. 5.
25 JASB Insight, April/May 2004, p. 8.
26 JASB Insight, April/May 2004, p. 1.
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m IASB Standards in issue, March 2004

IFRS 1 First-time Adoption of International Financial Issued 2003
Reporting Standards
IFRS 2 Share-based Payment Issued 2004
IFRS 3 Business Combinations Issued 2004
IFRS 4 Insurance Contracts Issued 2004
IFRS 5 Non-current Assets held for Sale and Issued 2004
Discontinued Operations
IAS 1 Presentation of Financial Statements Revised 2003, superseding 1997 version,
which replaced former IAS 1, 5 and 13
IAS 21 Inventories Revised 2003, superseding 1993 version,?
superseding 1975 version
IAS 3 Consolidated Financial Statements (withdrawn) Superseded by IAS 27 and IAS 28
IAS 4 Depreciation Accounting (withdrawn) Now in IAS 16, 22 and 38
IAS 5 Information to be Disclosed in Financial Superseded by IAS 1 (1998)
Statements (withdrawn)
IAS 6 Accounting Responses to Changing Prices Superseded by IAS 15
(withdrawn)
IAS 71 Cash Flow Statements Issued 1992, superseding 1977 version
IAS 8' Accounting Policies, Changes in Accounting Revised 2003, superseding 1993 version,?
Estimates and Errors superseding 1978 version
IAS 9 Research and Development Costs (withdrawn) Superseded by IAS 38
IAS 10 Events after the Balance Sheet Date Revised 2003, superseding 1999 version,
superseding 1978 version, reformatted 1995
IAS 11' Construction Contracts Issued 1993,2 superseding 1979 version
IAS 12 Income Taxes Issued 1996, superseding 1979 version,
reformatted 1995
IAS 13 Presentation of Current Assets and Current Superseded by IAS 1 (1998)
Liabilities (withdrawn)
IAS 14 Segment Reporting Issued 1997, superseding 1983 version,
reformatted 1995
IAS 15 Information Reflecting the Effects of Changing Withdrawn 2003
Prices (withdrawn)
IAS 16 Property, Plant and Equipment Revised 2003, superseding 1998 version;
issued 1993, superseding 1982 version
IAS 17 Leases Revised 2003, superseding 1997 version,
superseding 1982,2 reformatted 1995
IAS 18 Revenue Issued 1993,2 superseding 1982 version
IAS 19 Employee Benefits Amended 2002, 2000, issued 1998,
superseding 1993 and 19822 versions
IAS 20 Accounting for Government Grants and Issued 1983, reformatted 1995
Disclosure of Government Assistance
IAS 21 The Effects of Changes in Foreign Exchange Revised 2003, superseding 1993 version,?
Rates superseding 1983 version
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IAS 22 Business Combinations (withdrawn) Withdrawn March 2004, see IFRS 3
IAS 23 Borrowing Costs Issued 1993,? superseding 1984 version
IAS 24 Related Party Disclosures Revised 2003, superseding 1984 version,
reformatted 1995
IAS 25 Accounting for Investments (withdrawn) Now in IAS 32, 39 and 40
IAS 26 Accounting and Reporting by Retirement Issued 1987, reformatted 1995
Benefit Plans
IAS 27 Consolidated and Separate Financial Revised 2003, superseding 2000 version,
Statements superseding 1989 version, reformatted 1995
IAS 28 Investments in Associates Revised 2003, superseding 2000 and 1998
revisions, superseding 1989 version,
reformatted 1995
IAS 291 Financial Reporting in Hyperinflationary Issued 1989, reformatted 1995
Economies
IAS 30 Disclosure in the Financial Statements of Banks Issued 1990, reformatted 1995
and Similar Financial Institutions
IAS 31 Interests in Joint Ventures Revised 2003, superseding 2000 version,
amended 1998, issued 1990, reformatted
1995
IAS 32 Financial Instruments: Disclosure and Revised 2003, superseding 2000 version
Presentation and 1998 version, issued 1995
IAS 33 Earnings per Share Revised 2003, issued 1997
IAS 34 Interim Financial Reporting Issued 1998
IAS 35 Discontinuing Operations (withdrawn) Withdrawn 2004, see IFRS 5
IAS 36 Impairment of Assets Revised 2004, superseding 1998 version
IAS 37 Provisions, Contingent Liabilities and Issued 1998, supersedes parts of IAS 10
Contingent Assets
IAS 38 Intangible Assets Revised 2004, replaces 1998 version
IAS 39 Financial Instruments: Recognition and Revised 2003, superseding 2000 version,
Measurement issued 1998
IAS 40 Investment Property Revised 2003, issued 2000
IAS 41 Agriculture Issued 2001

' Indicates that the IAS was acceptable to IOSCO as a core standard without further revision.
2 Indicates that the IAS was listed for attention in the Comparability Project exposure draft E 32.

Although it is useful to have the standards listed in numerical sequence, for purposes
of considering the impact and relevance of the standards it is more convenient to
rearrange them according to the accounting issues they address. This rearrangement is
presented in Exhibit 1.11.

Chapter 2 contains summaries of the key aspects of each standard, explaining where
there were controversial issues to settle in the Comparability Project. It gives an indi-
cation of the work that was undertaken in moving forward from the Comparability
Project in meeting the IOSCO target.

The IFRICs and SICs are listed in Exhibit 1.12.
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m Classification of IASB standards, by accounting issue

Disclosure and presentation

General aspects
IFRS 1 First-time Adoption of International Financial Reporting Standards
IAS 1 Presentation of Financial Statements

Specific aspects

IAS 7 Cash Flow Statements

IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors
IFRS 5 Non-current Assets Held for Sale and Discontinued Operations
IAS 14 Segment Reporting

IAS 24 Related Party Disclosures

IAS 33 Earnings per Share

IAS 34 Interim Financial Reporting

Asset recognition and measurement

IAS 2 Inventories

IAS 16 Property, Plant and Equipment
IAS 36 Impairment of Assets

IAS 23 Borrowing Costs

IAS 25 Accounting for Investments
IAS 38 Intangible Assets

IAS 40 Investment Property

Liability recognition and measurement

IAS 10 Events after the Balance Sheet Date

IAS 37 Provisions, Contingent Liabilities and Contingent Assets
IAS 12 Income Taxes

IAS 17 Leases

IAS 19 Employee Benefits

Financial instruments: Assets and Liabilities
IAS 32 Financial Instruments: Disclosure and Presentation
IAS 39 Financial Instruments: Recognition and Measurement

Recognition of economic activity

IAS 11 Construction Contracts

IAS 18 Revenue

IAS 20 Accounting for Government Grants and Disclosure of Government Assistance
IFRS 2 Share-based Payment

Measurement of inflation
IAS 29 Financial Reporting in Hyperinflationary Economies

Group accounting

IAS 21 The Effects of Changes in Foreign Exchange Rates
IFRS 3 Business Combinations

IAS 27 Consolidated and Separate Financial Statements
IAS 28 Investments in Associates

IAS 31 Interests in Joint Ventures

Specialist industries

IAS 26 Accounting and Reporting by Retirement Benefit Plans

IAS 30 Disclosure in the Financial Statements of Banks and Similar Financial Institutions
IAS 41 Agriculture

IFRS 4 Insurance Contracts

24



Chapter 1 ¢ Developing global accounting standards

m List of IFRICs and SICs, December 2004

SIC-7

SIC-10
SIC-12
SIC-13
SIC-15
SIC-21
SIC-25
SIC-27
SIC-29
SIC-31
SIC-32

IFRIC 1
IFRIC

IFRIC 2
IFRIC 3
IFRIC 4
IFRIC 5

There were no IFRICs in issue at March 2004. Many SICs had been taken into revisions of IAS or new IFRS
and withdrawn, leaving the following list remaining:

IFRICs issued later in 2004 were:

Introduction of the Euro (IAS 21)

Government Assistance — No Specific Relation to Operating Activities (IAS 20)
Consolidation — Special Purpose Entities (IAS 27)

Jointly Controlled Entities — Non-Monetary Contributions by Venturers (IAS 31)
Operating Leases — Incentives (IAS 17)

Income Taxes — Recovery of Revalued Non-Depreciable Assets (IAS 12)
Income Taxes — Changes in the Tax Status of an Enterprise or its Shareholders (IAS 12)
Evaluating the Substance of Transactions involving the Legal Form of a Lease
Disclosure — Service Concession Arrangements

Revenue - Barter Transactions Involving Advertising Services

Intangible Assets — Web Site Costs

Changes in Existing Decommissioning, Restoration and Similar Liabilities
Amendment to SIC-12 Consolidation — Special Purpose Entities

Members’ Shares in Co-operative Entities and Similar Instruments

Emission Rights

Determining Whether an Arrangement contains a Lease

Rights to Interests arising from Decommissioning, Restoration and Environmental
Rehabilitation Funds

14 Changing styles of setting international standards

The IASC was formed in 1973 through an agreement made by professional accountancy
bodies from Australia, Canada, France, Germany, Ireland, Japan, Mexico, The
Netherlands, the UK and the US. Its objectives at that time were:

e to formulate and publish in the public interest accounting standards to be observed
in the presentation of financial statements and to promote their worldwide accep-
tance and observance; and

e to work generally for the improvement and harmonization of regulations, accounting
standards and procedures relating to the presentation of financial statements.

From 1983 the membership of IASC included all the professional accountancy bodies
that were members of IFAC.?” A joint meeting of all members took place every two and
a half years. Although IASC is older than IFAC by four years, the creation of IFAC
brought into being a global structure from which IASC could obtain wider authority.?

In May 2000 the IASC agreed a change in its Constitution to reflect the changing
nature of the work of setting international accounting standards. IASC retained its inde-
pendence by having its own constitution that, from 2000, could be altered only by a
meeting of the Trustees. Under the 2000 Constitution the members ceased to have
a formal role in the decisions of the IASC Foundation.

27 For membership of IFAC, see website.
28 A useful historical discussion of the operation of the IASC is provided by Cairns (2002), Ch. 1.

25



Part 1 e Setting and regulating international financial reporting standards

26

Various phases have been identified in the standard-setting process operated by the
IASC as predecessor of the current IASB (see Exhibit 1.13). It issued International
Accounting Standards (IASs). This section discusses those phases and the factors which
have influenced a change of direction.

1.7.1 The early standards

The first standards from the IASC in the 1970s were basic, straightforward and largely
non-controversial. They had a high level of generality and concentrated primarily on
matters of presentation and disclosure rather than more controversial issues of mea-
surement (Nair and Frank, 1981).

1.7.2 Increasing use of permitted alternatives

Standards issued during the 1980s dealt with more complex issues reflecting problem-
atic subjects under active consideration in the leading accounting countries. This led to
increasingly frequent use of options within which the prevailing accounting practices of
most of the major accounting nations could be accommodated. In this way the IASs did
not pose a threat to national differences. It had been noted that most IASs had two
acceptable alternative treatments because of the necessity of ensuring that the required
75 per cent of the 14 voting members of the Board voted in favour (see comments of
Arthur R. Wyatt, IASC, in Fleming, 1991).

Empirical research studies have from time to time been made on the effectiveness of
IASC. A study of the application of accounting methods by major companies in a range
of major accounting nations over the 1970s found that IASs had little impact on the
accounting practices of the companies surveyed. Except for a few instances, companies
which followed a particular accounting method prior to the promulgation of the stan-
dard continued to follow the same practice after the standard was issued (Evans and
Taylor, 1982). Of the initial 16 standards issued, eight permitted alternative accounting
treatments, and hence allowed flexibility (Choi and Bavishi, 1982). That flexibility was
attributed to attempts to accommodate the variety of treatments that existed in report-
ing standards already adopted by developed countries.

By the mid-1980s other researchers were also observing that the IASs had not succeeded
in changing existing national standards, or in establishing new standards. For example,
studies showed that in eight of the 24 international standards issued up to 1984, alterna-
tive solutions were permitted (Most, 1984). This was perceived as being due to lack of
enforceability. The programme of IASs was seen as having value insofar as it succeeded in

Phases in the development of the work of the IASC

Stage

1 Issue of general standards 1973-79

2 Development of more detailed standards 1980-89

3 Reduction of flexibility — Comparability Project 1989-95

4 10SCO core standards programme 1995-99

5 Convergence and Improvements 2000-05 and beyond
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codifying generally accepted practice (McKinnon and Janell, 1984). However, by the end
of the 1980s there was a high degree of flexibility within the standards.

Purvis et al. (1991), analyzing compliance with IASs as indicated in an IASC survey of
1988, found a high level of national conformity with those standards issued early in the life
of the IASC but much lower levels of conformity for those issued closer to 1988. The authors
observed that the results were not surprising since the nature of the earlier standards,
addressing fundamental issues at a general level, meant that countries could comply with
minimum need for change, especially in view of the permitted alternative treatments.
Furthermore the passage of time permitted countries which initially had non-conforming
standards to adopt new ones in line with IASs.

A reaction to the extent of choice in IASs began in 1989 with a project to reduce flex-
ibility. A second phase began in 1995, intended to meet the demands of IOSCO for an
acceptable set of core standards.

1.7.3 The Comparability Project

1.7.3.1

In 1989 the IASC launched a major initiative to bring greater comparability to financial
statements.

Exposure draft E 32

The initiative was represented by an exposure draft, E 32, which contained proposals to
reduce the number of alternative treatments allowed in the IASs issued to date. The
exposure draft contained recommendations on matters of free choice that might have
had a material effect on the definition, recognition, measurement and display of net
income and assets and liabilities in the financial statements of an enterprise. E 32 was
seen as the first stage in a continuing process of improvement; it acknowledged that free
choice had been necessary in the past to gain acceptance of certain standards.

The IASC also decided to reformat all IASs in such a way as to highlight the signifi-
cant points of principle in bold italic type. The document would also present, in normal
type, explanations of each significant point of principle in the standard.

1.7.3.2 Need for change

The main impetus for these changes was the increase in cross-border financing. Wyatt
(in Fleming, 1991) claimed that the American Institute of Certified Public Accountants
(AICPA) along with other accounting bodies had agreed in writing to attempt to ensure
that the standard-setting bodies in their countries moved towards international
standards. IOSCO encouraged the IASC in its project and, according to Wyatt, intended
to encourage securities regulators in member countries to require use of IASs, providing
that the IASC could produce results of adequate quality.

1.7.3.3 Statement of intent

The initial proposals contained in E 32 were modified and explained further in a
Statement of Intent issued in 1990. The Statement of Intent explained that, where it was
not possible to gain agreement on a single recommended approach, there would be
a ‘benchmark treatment’ and an ‘allowed alternative treatment’. The word ‘benchmark’
had gained greater acceptance than the word ‘preferred’ used in the exposure draft E 32.
The benchmark treatment was to be regarded as a point of reference for the Board when
making its choice between alternatives.
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Following on from the Comparability Project, the trend was to make IASs more pre-
scriptive. Some national accounting traditions appear to be at variance with the resulting
standards and removal of previously permitted options to focus on one method only has
inevitably been a process of robust negotiation. In that process, some observers have iden-
tified increasing dominance of accounting principles originating in the US and the UK.

1.7.3.4 Potential for success

The potential for the Comparability Project to succeed depended on the level of conformity
existing at the time of the project and the subsequent intentions of national standard set-
ters with regard to the subsequent revision of IASs. Research has been undertaken assessing
the extent to which the financial reporting practices of countries agreed with the account-
ing practices contained in the standards issued by the IASC following the Comparability
Project. The results showed that there was substantial agreement (Salter et al., 1996; Roberts
etal., 1996). Partners in major firms of accountants were asked to indicate the percentage
of significant organizations in their country which already followed the recommended
accounting treatments (benchmark or allowed alternative) contained in the IASs that were
to take effect from January 19935. The average level of national agreement with the IASs was
68.4 per cent. The results for the US (75.96 per cent) and the UK (74.78 per cent), seen as
countries with a strong influence on the development of IASs, were higher than the aver-
age but Australia, classed within the ‘Anglo-Saxon’ sphere of influence, was lower (64.75 per
cent). Malaysia (70.80 per cent) has a tradition derived from British influence. Japan (63.86
per cent) and Germany (57.70 per cent) were lower but the flexibility of group accounting
in France contributed to a higher score (71.69 per cent).

In no single country did corporate accounting practice exactly match the revised rules
resulting from the Comparability Project. The countries with the least change required
in bringing existing practice into line with the revised IASs tended to belong to the
UK/US tradition. Countries with the greatest change required were typically those clas-
sified as ‘code law’ countries (see section 4.4.2) which are regarded as adopting a con-
servative approach to measurement of accounting income and assets.

1.7.3.5 Evaluation of the Comparability Project

Some of the more interesting debates resulting from the Comparability Project will be dis-
cussed in Chapter 2, in explaining the context of specific standards as they are operating
in their revised form. The Comparability Project was a bold initiative to reduce options but
there are views that it did not entirely succeed because of strong interest groups. It has
been suggested that the standard setters of the member states of the EU did not give suffi-
cient signs of unity on issues where the US influence was dominant (a detailed discussion
has been provided by Gernon et al., 1990). The Comparability Project did achieve some
reduction of options compared with accounting practice in the UK and US but left a
number of allowed alternatives in areas where UK and US practice differed, including
amortization of goodwill, deferred taxation, valuation of property, plant and equipment,
inventory valuation and accounting for fundamental errors (Weetman et al., 1993).

1.7.4 The Core Standards programme

1.7.41

Relations with I0SCO
In its present form IOSCO dates from the mid-1980s. Its objectives include:

o the establishment of standards and effective surveillance of international securities
transactions;
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e provision of mutual assistance to ensure the integrity of the markets by a rigorous
application of standards and by effective enforcement against offenders.

A working party was established to cooperate with the IASC with a view to identify-
ing accounting standards which security regulators might be ready to accept in the case
of multinational offerings. At its annual conference in 1987 a resolution was passed to
promote the use of common standards in accounting and auditing practice. In that same
year IOSCO became a member of the IASC Consultative Group. IOSCO gave active sup-
port to the E 32 Comparability Project, and in 1996 IOSCO accepted observer status on
the IASC Board.

1.7.4.2 ldentifying the Core standards

1.7.5

In 1995 the IASC made a significant agreement with IOSCO. The agreement stated
that the goal of both IASC and IOSCO was that financial statements prepared in
accordance with IASs can be used in cross-border offerings and listings as an alterna-
tive to national accounting standards. The achievement of this goal was made con-
ditional on completion of the IASC Work Programme, scheduled for 1999. The Work
Programme concentrates on a core set of standards and has come to be referred to
more commonly as ‘the core standards programme’. By March 1996 the Board had
revised the target date to March 1998, in response to requests from international
companies and from members of IOSCO. The revised target saved 15 months on the
original plan.

The core standards programme was a very significant step towards helping companies
which had a listing on stock exchanges outside their own country and were sometimes
required to prepare their financial statements using the generally accepted accounting
principles of that country. That condition was applied in particular by the US SEC, and
the detail of the additional disclosures was perceived as deterring many companies from
seeking a listing in US stock markets.

In effect, IASs were already acceptable for cross-border listings on most major stock
exchanges before the core standards programme was put in place. The notable exceptions
were the US, Canada and Japan. Japan and Canada indicated by various actions that they
were favourably disposed to IASs and so the key factor for acceptability was the US SEC.

I0SCO acceptance and a ‘stable platform’

On completion of the Core Standards programme at the end of 1998 the IASC had to
turn its attention to making the standards effective, in competition with the influence
of US GAAP. Companies in other countries, such as Germany, were looking for global
listings, including US listings, and were exploring the relative attractions of US GAAP
and IASC standards as the basis for consolidated financial statements.

The reaction to the IASC’s initial exploration of the issues indicated that there would
be no easy answer. For acceptance of IASC standards in the US, the SEC indicated that it
would expect to see a standard-setting Board which had all the features of the FASB, par-
ticularly a relatively small number of full-time members and the choice of the best
experts available, regardless of geographical origin. The European Commission wanted
to see a broader-based Board with guaranteed geographical spread of representation.
During the comment period it became apparent that, to have a credible future in the US
capital market, the JASC would need to act in a way consistent with the expectations of
the SEC.
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Early in 2000 the IASC Board indicated that it approved of a structure based on
a Board of experts and that it would not pursue the alternative of geographical repre-
sentation on the Board. The geographical spread would come in a Standards Advisory
Council which would not have direct standard-setting responsibilities. The SEC then
indicated its approval of this direction by issuing a Concept Release as the first stage of
the SEC’s own consultative process. The Concept Release (February 2000) identified
what the SEC regarded as the necessary components of a high-quality financial report-
ing framework and asked questions about the elements of such a framework. The ques-
tions asked were set under various headings:

@ Are the core standards sufficiently comprehensive? (Q1-Q3)
e Are the IASC standards of sufficiently high quality? (Q4-Q7)
@ Can the IASC standards be rigorously interpreted and applied? (Q8-Q26)

These questions were originally signalled in a press release published by the SEC in April
1996.%

The questions on ‘high quality’ are directed towards how closely the IASC stan-
dards resemble US GAAP. Overall the questions focus mainly on interpretation and
enforcement, with relatively little enquiry into the intrinsic merits. High-quality
standards are said to consist of a comprehensive set of neutral principles that require
consistent, comparable, relevant and reliable information that is useful to those who
make capital allocation decisions. There were 26 questions, supported by detail
described as ‘supplementary information’ indicating areas where the SEC might have
concerns. The problems were seen to lie as much in enforcement as in the standards
themselves.

The phrase ‘high-quality standards’ has appeared in abundance in comments from
the SEC, so that the appearance of this phrase in the revised Objectives of the
Constitution was not a great surprise.

1.7.5.1 10SCO acceptance

In May 2000 IOSCO announced completion of its assessment of the accounting
standards issued by the IASC. The Presidents Committee of IOSCO referred to the
30 standards and related interpretations evaluated by them (described as ‘the IASC
2000 standards’). It recommended that IOSCO members permit incoming multina-
tional issuers to use the IASC 2000 standards to prepare their financial statements for
cross-border offerings and listings, as supplemented where necessary by one or more
of three supplemental treatments of reconciliation, disclosure and interpretation.

® Reconciliation means requiring reconciliation of certain items to show the effect of
applying a different accounting method, in contrast with the method applied under
IASC standards.

e Disclosure means requiring additional disclosures, either in the presentation of the
financial statements or in the footnotes.

e Interpretation means specifying the use of a particular alternative provided in an IASC
standard, or a particular interpretation in cases where the IASC standard is unclear
or silent.

29 The Press Release is not available electronically but is summarized in the Report on Promoting Global
Pre-eminence of American Securities Markets, SEC, October 1997, www.sec.gov/news/studies/acctgsp.htm.
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This resolution confirmed the good working relationship between IASC and 1I0SCO
but left considerable discretion with the separate market regulators who were the mem-
bers of IOSCO. It was for each securities commission or regulator to decide whether to
accept the IOSCO recommendation and whether to apply supplemental treatments. In
particular, if the SEC in the US were to continue requiring reconciliations to US GAAP
there would be a risk that foreign registrants on US stock exchanges would regard this as
too costly and troublesome and would apply US GAAP in preference to IASB Standards.
Chapters 8 and 9 explain in more detail how the regulators in the US and the EU pro-
ceeded from this point.

1.7.5.2 A stable platform for 2005

When the IASB started to plan its work programme in 2001, an important focus was the
intention of the European Commission to adopt IFRS for all listed companies in mem-
ber states from 1 January 200S5. It was clear that these countries would require time to
prepare for the change to IFRS. The IASB decided that only those standards issued by
March 2004 would apply from 1 January 2005. Any standards issued after March 2004
would apply from 2006 or later. This would give a ‘stable platform’ in March 2004
followed by 21 months without further changes.

To achieve the stable platform the IASB put in place an Improvements project to raise
the quality and consistency of financial reporting generally. The general phase of improve-
ments removed options in IASs that had caused uncertainty and reduced comparability.
This general phase produced a set of revised standards issued in December 2003. Specific
improvements were made to IAS 32 and IAS 39. New standards given priority for 2005 were
developed in IFRS 2 (share-based payments), IFRS 3 (business combinations), IFRS 4
(insurance contracts) and IFRS 5 (non-current assets and discontinued operations).

1.7.5.3 Beyond the stable platform

The IASB continued to develop projects after March 2004. The subjects identified for
attention were:

Business combinations — phase II

Exploration and evaluation assets

Convergence with national standard setters

Financial instruments and insurance

Disclosures of risks arising from financial instruments
Revenue recognition

Measurement

Accounting standards for small and medium-sized entities.

The Board also invited comments on its process of consultation, aware that there
were views that it was too remote and not sufficiently accessible to its constituents. In
response the website contains expanded notes for observers of the Board meetings.

1.7.6 IASB and developing countries

By 1989 research was observing that IASs were strongly influenced by the accounting
practices of developed countries, and there appeared to be a potentially patronising
assumption that the accounting standards of these countries should be adopted by oth-
ers (Rivera, 1989). The author of the 1989 study identified problems as:
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@ lack of a structured theoretical accounting framework underlying the preparation of
specific standards;

e a multiplicity of permitted reporting options introduced in the current standards;

e atendency to address only those issues developed in or related to advanced economic
environments where sophisticated markets and information prevail;

e lack of enforceability of international standards at local and international level.

During the 1990s attention was drawn to the apparent overrepresentation of the
interests of developed nations on the Board of IASC. It was asked whether the views
and evidence of the developing countries, as a majority of the membership by
number, were being heard and considered (Wallace, 1990). It was suggested in the
same study that the most critical issue concerning the adoption of the IASs was their
relevance to developing countries. A study published at the same time (Hove, 1990)
found that the US and the UK exerted very significant levels of influence on IASC
standards. The reason suggested was that both countries had devoted considerable
time and effort to developing extensive and well-codified sets of standards and would
therefore have most to lose if any international standards were fundamentally
different from their own. The study noted, however, that the influence of the UK and
the US was unlikely to be directed towards the particular interests of less-developed
countries.

The issue of developing countries has not been resolved in the changes implemented
since 2000, which have focused on the accounting needs of developed capital markets
and the long-term future of the IASC as an organization. When the IASB was formed as a
group of experts, regardless of national representation, the Standards Advisory Council
was offered as the representative forum. In the 2003 annual report of the IASC
Foundation the SAC was afforded two paragraphs, mainly describing discussions of its
constitutional role.*°

In 2002 the IASB announced the start of a process for developing accounting
standards for small and medium-sized entities (SMEs). The Board decided that the SME
standards should be developed by extracting fundamental concepts and principles from
the TASB Framework and from IFRS and interpretations. Any modifications would be
based on the needs of users but would start from the position of assuming no change to
the principles of recognition and measurement in IFRS. Developing countries are likely
to have particular problems in taking IFRS to small companies but it seemed that the
particular needs of entities in such countries would not receive special attention in this
project. Emerging and transition economies were mentioned in passing in the 2003
report of the IASB chairman.?!

IASB framework

In 1989 the IASC issued a framework which has been adopted by the IASB and may be
regarded as a statement of key principles to be applied in accounting practices (IASC,
1989). The framework is not itself an accounting standard. The purpose of the frame-
work document is to assist:

30 JASCF Annual Report (2003) paras 59-60.
31 TASCF Annual Report (2003) para 74.
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e the Board in development and review of IASs;

e the Board in promotion of harmonization by providing a basis for reducing the
number of alternative accounting treatments permitted by IASs;

e national standard-setting bodies in developing national standards;

e preparers of financial statements in applying IASs and dealing with topics on which
IASs do not yet exist;

e auditors in forming an opinion as to whether financial statements conform
to IASs;

e users in interpreting financial statements prepared in conformity with IASs;

e those interested in the formulation of IASs by providing information about the
approach used by the IASC (now IASB).

The framework deals with:

e the objectives of financial statements;

e the qualitative characteristics that determine the usefulness of information in finan-
cial statements;

e the definition, recognition and measurement of the elements from which financial
statements are constructed;

e concepts of capital and capital maintenance.

The framework document is concerned with general-purpose financial statements
which normally include a balance sheet, an income statement, a statement of change in
financial position, and those notes and other statements and explanatory material that
are an integral part of the financial statements. ‘Financial statements’ does not include
reports by directors, statements by the chairman, or discussion and analysis by manage-
ment that may be included in an entity’s financial or annual report.

The users of financial statements are identified as present and potential investors,
employees, lenders, suppliers and other trade creditors, customers, government and
their agents and the public. Although all of the information needs of these users
cannot be met by financial statements, it is reasonable to think that providing the
information needs of investors will ensure that most of the needs of other users can
be satisfied.

1.8.1 Objective of financial statements

The objective of financial statements is to provide information about the financial
position, performance and changes in financial position of an enterprise that is useful to a
wide range of users in making economic decisions. They do not provide all the informa-
tion users need since they largely portray the financial effects of past events and do not
necessarily provide non-financial information. Financial statements also show the
results of the stewardship of management or the accountability of management for the
resources entrusted to it. In particular:

1 Economic decisions taken by users require an evaluation of the ability of an enterprise
to generate cash and the timing and certainty of their generation.

2 The financial position of an entity is affected by the economic resources it controls, its
financial structure, its liquidity and solvency, and its capacity to adapt to changes in
the environment in which it operates. Information about financial structure is useful
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1.8.2

1.8.2.1

1.8.2.2

1.8.2.3

in predicting future borrowing needs and how future profits and cash flows will be
distributed amongst those with an interest in the enterprise and how further finance
is likely to be raised.

3 Information about performance and the variability of performance of an enterprise is
required to assess potential change in economic resources and is useful in predicting
the capacity of the enterprise to generate cash flow and its efficiency in employing
additional resources.

4 Information about changes in financial position is useful in order to assess an enter-
prise’s investing, financing and operating activities.

In order to meet this objective financial statements are prepared on the underlying
assumptions of an accruals-based accounting system and that the enterprise is a going
concern and will continue in operation for the foreseeable future.

Qualitative characteristics

In order that financial statements should be useful to the users, the following qualitative
characteristics should be present and the constraints noted.

Understandability

Information should be readily understandable by users who have a reasonable knowl-
edge of business and economic activities and accounting, and a willingness to study the
information with reasonable diligence.

Relevance

Information is relevant where it influences the economic decisions of users by helping
them to evaluate past, present or future events or confirming, or correcting, their past
evaluation. The relevance of information is affected by its materiality — i.e. whether its
omission or misstatement could influence the economic decisions of users. Materiality
provides a threshold or cut-off point for the provision of information.

Reliability
Reliability is expressed in terms of freedom from error and bias: information represents

what it purports to represent. Within this concept of reliability are issues of faithful rep-
resentation, substance over form, neutrality, prudence and completeness:

e faithful representation: a balance sheet and an income statement should
represent faithfully the transactions and other events which meet the recognition
criteria;

® substance over form: information is presented in accordance with the substance and
economic reality and not merely the legal form;

e neutrality: information has not been selected or presented so as to encourage a pre-
determined result or outcome;

e prudence: there is a degree of caution in the exercise of judgements such that assets or
income are not overstated and liabilities or expenses are not understated, but not per-
mitting the deliberate understatement or overstatement of items;
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o completeness: information must be complete within the bounds of materiality and
cost.

1.8.2.4 Comparability

Financial statements of an entity should be capable of being compared through time.
Financial statements of different entities should be comparable for the same period.
Measurement and display of the financial effect of similar transactions and other events
must be carried out in a consistent way throughout an enterprise and over time for that
enterprise and in a consistent way for different enterprises.

1.8.2.5 Constraints on relevant and reliable information

The constraints are timeliness, balanced against benefits and costs. There are also
constraints in selecting a balance of qualitative characteristics:

e timeliness: if there is undue delay in reporting information it may lose its relevance;
management need to balance the relative merits of timely reporting and the provision
of reliable information;

® balance between benefit and cost: in imposing accounting standards on preparers,
accounting standard-setting organizations should apply the constraint that benefits
derived from information should exceed the costs of providing it;

® balance between qualitative characteristics: there may be constraints in the balance
between relevance and reliability — those seeking reliability may ask for more
detail than would be considered necessary on grounds of relevance; those empha-
sizing the relevance of information may have to recognize some sacrifice of
reliability.

1.8.3 True and fair view or fair presentation

The IASB framework does not include a discussion of the concept of ‘true and fair’ but
it asserts that the application of the principal qualitative characteristics and of appro-
priate accounting standards normally results in financial statements that convey what is
generally understood as a true and fair view. The framework gives ‘presenting fairly’ as
equivalent wording.

1.8.4 Definition, recognition and measurement

The broad classes of transactions portrayed in financial statements are called elements
of financial statements. The elements relating to the measurement of financial position
are assets, liabilities, and equity. Those relating to the measurement of performance are
income and expenses. For an item to be reported in a balance sheet or income statement
it must first of all meet the definition of an element and then satisfy the criteria for
recognition. These elements are defined as follows:

® an asset is a resource controlled by the enterprise as a result of past events and from
which future economic benefits are expected to flow to the enterprise;

® a liability is a present obligation of the enterprise arising from past events, the settle-
ment of which is expected to result in an outflow from the enterprise of resources
embodying economic benefits;
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1.8.4.1

1.8.4.2

1.8.4.3

1.8.4.4

1.8.5

® equity is the residual interest in the assets of the enterprise after deducting all its liabilities;

® income is increases in economic benefits during the accounting period in the form of
inflows or enhancements of assets or decreases of liabilities that result in increases in
equity, other than those relating to contributions from equity participants;

® expenses are decreases in economic benefits during the accounting period in the form
of outflows or depletions of assets or incurring of liabilities that result in decreases in
equity, other than those relating to distributions to equity participants.

An item that meets the definition of an element should be recognized (i.e. incorpo-
rated in words and numerical amount in accounting statements) if (and only if):

e it is probable that any future economic benefits associated with the item will flow to
or from the enterprise; and
e the item has a cost or value that can be measured with reliability.

Items that meet the definition of an element but fail to meet the criteria for recogni-
tion may warrant disclosure in the notes to the financial statements if knowledge of the
item is considered to be relevant to the evaluation of the results of the enterprise.

Assets

An asset is recognized in the balance sheet when it is probable that the future economic
benefit will flow to the enterprise and the asset has a cost or value that can be measured
reliably. When expenditure has been incurred that meets the definition of an asset but
fails the recognition test because it is considered improbable that economic benefit will
flow to the enterprise beyond the current accounting period, the transaction should be
recognized as an expense in the income statement.

Liabilities
A liability is recognized in the balance sheet when it is probable that an outflow of

resources embodying economic benefits will result from the settlement of a present obli-
gation and the amount at which the settlement will take place can be measured reliably.

Income

Income is recognized in the income statement when an increase in future economic
benefits related to an increase in an asset or decrease of a liability has arisen that can be
measured reliably.

Expenses

Expenses are recognized in income statements when a decrease in future economic bene-
fits relating to a decrease in an asset or an increase of a liability has arisen that can be
measured reliably.

Measurement: concepts of capital maintenance

The IASB framework is least specific when discussing the measurement methods that
should be used in recognizing the elements of the financial statements. It merely lists
the different measurement bases that are currently used, namely Historical cost; Current
cost; Realizable value; and Present value. The framework declines to express a preference
for any of these bases of measurement.
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In the context of making no recommendation on measurement it is perhaps surpris-
ing that the framework ventures into capital maintenance. It offers the guidance that the
selection of the appropriate concept of capital (i.e. invested money, invested purchasing
power or physical output capacity) and hence the concept of capital maintenance by an
enterprise should be based on the needs of the users of its financial statements.

The concept of capital maintenance provides the link between the concepts of capital
and profit and imposes some limitation on the measurement processes adopted.

The framework points out that selection from the available concepts of capital main-
tenance and measurement bases provides a wide range of accounting models that can be
used in the preparation of financial statements. It is claimed that the framework is
applicable to the range of accounting models and that at present there is no intention
to prescribe one particular model for general adoption.

Multinational companies

It has become common for multinational companies to express their accounting results by
reference to an internationally accepted approach. This has been perceived as being more
acceptable to the investing public and to stock exchange regulators. At present, many com-
panies have two internationally recognized approaches from which to choose — US GAAP
and IFRS.

An example of the use of US GAAP as a global standard is seen in Exhibit 1.14 where
Matsushita uses domestic GAAP for individual companies in the group but then applies
US GAAP for the group accounts.

The use of IFRS by multinational companies depends on the status of IFRS in the
home country of the parent company (see Exhibit 1.15).

Research has shown that companies claiming to comply with IASs in 1996 did not
necessarily comply in all respects (Street et al., 1999) and this limited compliance con-
tinued into 1999 (Cairns, 1999). It is important for the credibility of the IASB that the
claim for compliance is not misleading. Even where companies make clear the areas in
which they do not comply, it could nevertheless cause confusion in the minds of those
using the accounts. It has been suggested that companies referring to the use of IASs in
their financial statements should preferably comply with all material aspects of all IASs
(Cairns, 1999).

Use of US GAAP, Matsushita

1. Summary of significant accounting policies
(b) Basis of preparation of Consolidated Financial Statements

The Company and its domestic subsidiaries maintain their books of account in conformity
with the financial accounting standards of Japan and its foreign subsidiaries in conformity
with those of the countries of their domicile.

The consolidated financial statements presented herein have been prepared in a manner and
reflect adjustments which are necessary to conform with accounting principles generally
accepted in the United States of America.

Source: Matsushita Electric Industrial Co Ltd, annual report (2004), p. 51.
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m Variations in status of IFRS

® |FRS used as national standards, with explanatory material added

® |FRS used as national standards, plus national standards developed for topics not
covered by IFRS

@ IFRS used as national standards, with some cases of modification for local conditions or
circumstances

@ National accounting standards separately developed but based on and similar to the
relevant IFRS; national standards generally provide additional explanatory material only

® National accounting standards separately developed but based on and similar to the
relevant IAS in most cases; however, some standards may provide more or less choice
than IFRS; no reference is made to IFRS in national standards

@ As in previous case except that each standard includes a statement that compares the
national standard with the relevant IFRS

® National standards developed separately
@ National standards do not exist at the present time
@ No national standards; IFRS not formally adopted but usually used

IAS 1, Presentation of Financial Statements, requires that:

An entity whose financial statements comply with IFRSs shall make an explicit and
unreserved statement of such compliance in the notes. Financial statements shall not
be described as complying with IFRSs unless they comply with all the requirements
of IFRSs.

An increasing number of companies now present financial statements that conform
with IFRS. However, because of the strict wording of IAS 1 (revised), some are silent
because they do not comply as completely as the IAS requires. Four approaches may be
identified.

1 In some cases, national requirements conform with IFRS. In such instances there may
be no practical problem from the point of view of the company but it is important for
the user of the financial statements to know that this is the case. An example is shown
in South Africa by Barloworld (Exhibit 1.16).

m Statement of accounting policies, Barloworld
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Accounting policies and basis of preparation

The financial statements are prepared in accordance with International Financial Reporting
Standards (IFRS), previously referred to as International Accounting Standards (IAS) and with
South African Statements of Generally Accepted Accounting Practice. They have been pre-
pared on a basis consistent with the prior year.

Source: Barloworld (South Africa), Annual Report (2003), Notes to the Annual Financial Statements, www.barloworld.com
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2 In other cases, IFRS are used where national requirements are silent. This gives partial
compliance with IFRSs. Exhibit 1.17 (Saipem) provides an instance of using International
Accounting Standards where national accounting standards fail to cover a specific area.

= il Accounting policies, Saipem

Preparation criteria

The Consolidated Financial Statements at 31st December 2003 were prepared in accordance
with the criteria established in paragraph 3 of Law Decree 127 of 9/4/1991 (hereinafter
referred to as “Decree”), and comply with the accounting principles set by the “Consigli
Nazionali dei Dottori Commercialisti e dei Ragionieri” (Italian Council of Public Accountants)
and, where silent, those set by the International Accounting Standards Board (I.A.S.B.). The
true and correct presentation of the Consolidated Balance Sheet and Income Statement has
not deviated from paragraph 4 of Decree art.29.

Source: Saipem (ltaly), Annual Report (2003), p. 91, www.saipem.eni.it

3 Some companies present full financial statements in conformity with IFRS as the
main financial statements (see Roche, Exhibit 1.18). Others produce the group finan-
cial statements in IFRS but retain national accounting rules for the parent company
financial statements (see Stora Enso, Exhibit 1.19).

= il il Accounting policy for consolidated financial statements, Roche

1. Summary of significant accounting policies
Basis of preparation of the consolidated financial statements

The consolidated financial statements of the Roche Group have been prepared in accordance
with International Financial Reporting Standards (IFRS), including standards and interpreta-
tions issued by the International Accounting Standards Board (IASB). They have been
prepared using the historical cost convention except that, as disclosed in the accounting poli-
cies below, certain items, including derivatives and available-for-sale investments, are shown
at fair value. They were approved for issue by the Board of Directors on 2 February 2004.

Source: Roche (Switzerland), Annual Report (2003), p. 75. www.roche.com

m Accounting principles, Stora Enso

Presentation of financial accounts

Stora Enso prepares annual and interim financial accounts conforming to international finan-
cial reporting standards (IFRS). These reports are published in Finnish, Swedish, English and
German. In addition, Stora Enso makes an annual reconciliation with US GAAP (Form 20-F).

Extract from auditors’ report

In our opinion, the consolidated financial statements prepared in accordance with
International Financial Reporting Standards (IFRS) give a true and fair view of the consoli-
dated result of operations, as well as of the financial position of the Stora Enso Group. The
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consolidated financial statements have been prepared in accordance with prevailing rules
and regulations in Finland and can be adopted.

The parent company’s financial statements have been prepared in accordance with
the Finnish Accounting Act and other rules and regulations governing the preparation
of the financial statements. The parent company financial statements give a true and a
fair view, as defined in the Accounting Act, of the Company’s result of operations and
financial position. The parent company’s financial statements can be adopted and
the members of the Board of Directors and the Chief Executive Officer of the parent
company discharged from liability for the period audited by us. The proposal of the
Board of Directors regarding the distributable funds is in compliance with the Finnish
Companies’ Act.

Helsinki, 13 February, 2004.

Source: Extract from Stora Enso (Finland) Financials (2003) p. 5, p. 107. www.storaenso.com

4 Some companies include in the financial report a reconciliation showing the differ-
ences between national accounting practices and the requirements of IFRS or US
GAAP (there are examples in later chapters). Stora Enso (Finland) (Exhibit 1.20)
provides a reconciliation between IFRS and US GAAP.

Finally, an interesting example of meeting a range of user needs is shown by the Russian
company Gazprom (Exhibit 1.21) which produces a statutory consolidated financial

m Reconciliation of IFRS and US GAAP results, Stora Enso
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Note 28—Summary of differences between International Financial Reporting
Standards and Generally Accepted Accounting Principles in the United States

The Group’s consolidated financial statements are prepared in accordance with IFRS, which
differ in a number of respects from the accounting principles generally accepted in the United
States (“U.S. GAAP”). Such differences include methods for measuring and presenting the
amounts shown in the consolidated financial statements, as well as additional disclosures
required by U.S. GAAP.

Reconciliation of net profit (loss) and shareholders’ equity

The following is a summary of the significant adjustments to net profit (loss) and
shareholders’ equity required when reconciling such amounts recorded in the Group’s
consolidated financial statements to the corresponding amounts in accordance with
U.S. GAAP. The most significant adjustments relate to the accounting for business
combinations. As further detailed below, the business combination of STORA and Enso is
accounted for as a uniting of interests under IFRS but is accounted for using the purchase
method under U.S. GAAP. This difference affects the valuation of a number of financial state-
ment accounts at the date of the combination. For presentation purposes in the
reconciliation, which follow, the “Reverse acquisition” item includes solely the impact of val-
uation differences that arose using the purchase method under U.S. GAAP. The other recon-
ciling items reflect the pre-and post-combination differences between IFRS and U.S. GAAP.
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Reconciliation of net profit (loss)
For the year ended December 31,
2001 2002 2003 2003
€ € € $
(in millions)

Reconciliation of net profit (loss)
Net profit (loss) in accordance with IFRS (restated) 917.9 (240.7) 137.9 173.7
U.S. GAAP adjustments:

a) Employee benefit plans (restated) 2.3 (11.0) 0.8) (1.0)
b) Reverse acquisition (638.3) (204.5) (59.7) (75.2)
c) Acquisition of Consolidated Papers Inc. (14.6) (153.1) 7.8 9.8
d) Provision for future reforestation costs 1.8 (1.5) 0.8 1.0
e) Derivative financial instruments 19.8 140.2 133.8 168.5
f) Impairment of goodwill (10.1) - (47.1) (59.3)
g) Impairment of fixed assets - 71.8 4.9) 6.2)
h) Stock based compensation 9.2) 9.2 (1.2) (1.5)
i) Synthetic option hedge 24.2 - - -
j) Pension surplus refund 11.9 10.9 2.4 3.0
k) Amortization of goodwill 3.2 148.8 116.1 146.3
I) Restructuring costs - - 20.7 26.1
m) Biological assets - - (24.1) (30.4)
n) Share of results in associated companies (10.2) (12.8)

Deferred tax effect of U.S. GAAP (18.5) (73.6) (87.1) (46.7)
adjustments (restated)

Net income (loss) in accordance with U.S. GAAP  875.4 (3083.5) 234.4 295.3

Reconciliation of shareholders’ equity
As of December 31,

2002 2003 2003
€ € $
(in millions)

Reconciliation of shareholders’ equity
Shareholders’ equity in accordance with IFRS (restated) 8,034.8 7,952.9 10,018.8
U.S. GAAP adjustments:

a) Employee benefit plans (restated) (32.4) (86.3) (45.7)
b) Reverse acquisition 658.3 598.6 7541
c) Acquisition of Consolidated Papers Inc. 257.0 195.8 246.6
d) Provision for future reforestation costs 22.7 23.5 29.6
f) Impairment of goodwill 52.8 5.7 7.2
g) Impairment of fixed assets 64.8 49.4 62.2
h) Stock based compensation - (1.2) (1.5)
j) Pension surplus refund (8.9) (1.5) (1.9)
k) Amortization of goodwiill 152.0 268.1 337.7
I) Restructuring costs - 20.7 26.1
m) Biological assets - (886.7) (1,117.0)
n) Share of results in associated companies - (54.2) (68.3)
Deferred tax effect of U.S. GAAP adjustments (restated) (21.6) 228.7 288.1

Shareholders’ equity in accordance with U.S. GAAP 9,184.5 8,363.5 10,536.0

Source: Stora Enso (Finland) Form 20-F (2003), from pages F-67 and F-69. www.storaenso.com
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m Income statements and reconciliation statement, Gazprom

OAO GAZPROM
CONSOLIDATED STATEMENT OF INCOME
for the year ended 31 December 2003
(in million Roubles)

Note

4,15
4,16
4,16
4,16

17
17
18
18

13
13

21

INCOME FROM AND EXPENSES ON ORDINARY ACTIVITIES

Sales of goods, products, works and services (less value added tax,
excise tax and other similar mandatory payments)

Cost of goods, products, works and services sold

Commercial expenses

Management expenses

Gross profit from sales

OTHER INCOME AND EXPENSES
Interest income

Interest expense

Income from investments in other companies
Other operating income

Other operating expenses
Non-operating income
Non-operating expenses

Profit of associates

Extraordinary income

Extraordinary expenses

Profit before profit tax
Deferred tax assets
Deferred tax liabilities

Current profit tax
Other similar payments

Net profit of the reporting period before minority interest

Minority interest
Net profit of the reporting period
FOR REFERENCE

Non-temporary tax liabilities
Basic profit per share (in roubles)

A.B. Miller
Chairman of the Management Committee

E.A. Vasilieva
Chief Accountant

For 2003 For 2002
844,566 613,745
(503,535) (381,665)

(503) (200)
(51,312) (43,748)
289,216 188,132

3,787 4,041
(31,471) (29,902)
1,121 828
821,017 655,957
(841,251) (674,294)
81,819 66,353
(83,655) (64,136)
10,705 5,754
134 194

(157) (230)
251,265 152,697

(988) 15,108
(28,000) (32,741)
(41,565) (23,894)

(7,102) (9,282)
173,610 101,888
(2,733) 2,077
170,877 103,965
10,375 4,545
8.34 4.86
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OAO GAZPROM
IFRS CONSOLIDATED STATEMENT OF INCOME

for the year ended 31 December 2003
(in millions of Russian Roubles)

Notes Year ended 31 December
2003 2002
5,22 Sales 819,753 644,687
5,23 Operating expenses (593,415) (496,713)
5 Operating profit 226,338 147,974
Exchange gains 55,564 23,553
Exchange losses (40,424) (32,988)
Interest income 15,295 10,636
16,17 Interest expense (32,301) (29,265)
3 Monetary gain - 31,380
15,24 Gains on and extinguishment of restructured liabilities 4,007 13,908
Net monetary effects and financing items 2,141 17,224
11 Share of net income of associated undertakings 3,478 4,285
19 Gains (losses) on available-for-sale investments 5,017 (3,729)
Profit before profit tax and minority interest 236,974 165,754
18 Current profit tax expense (42,368) (54,187)
18 Deferred profit tax expense (32,449) (81,945)
18 Profit tax expense (74,817) (136,132)
Profit before minority interest 162,157 29,622
29 Minority interest (3,062) (667)
Net profit 159,095 28,955
26 Basic and diluted earnings per share (in Roubles) 8.02 1.39
A.B. Miller E.A. Vasilieva
Chairman of the Management Committee Chief Accountant
30 June 2004 30 June 2004

The accompanying notes are an integral part of these financial statements.
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(Continued)

OAO GAZPROM
NOTES TO THE IFRS CONSOLIDATED FINANCIAL STATEMENTS — 31 DECEMBER 2003
(in millions of Russian Roubles)
25 RECONCILIATION OF RAR PROFIT TO IFRS NET PROFIT
Year ended 31 December
2003 2002
RAR profit per consolidated statutory accounts 170,877 121,598
Effects of IFRS adjustments:
Deferred tax expense (4,229) (82,242)
Transition period current profit tax expense 6,564 (20,203)
Net effect of additional taxes other than on income (106) (6,605)
Impairment provisions and other provisions (14,813) (6,883)
Monetary gain - 31,380
Net effect on indexation of revenues and costs - 18,593
Discount related to restructured tax and other liabilities - 4,473
Difference in gains on extinguished restructured tax liabilities (3,066) (16,259)
Losses on available-for-sale investments (2,198) (4,806)
Gain from sale of treasury shares 4,679) (1,057)
Net decrease (increase) in depreciation charge 1,287 (3,596)
Derecognition of income related to penalties and interest (125) (4,264)
Other 9,583 (1,174)
IFRS net profit 159,095 28,955

Source: Gazprom, Statutory consolidated financial report (2003) p. 3 and IFRS consolidated financial statements (2003) pp. 4 and 31.
www.gazprom.ru/eng/
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report, based on Russian GAAP, and an IFRS financial report. These give financial state-
ments of quite different appearance and content. A reconciliation statement is provided,
linking reported profit in each system. The reconciliation shows that the IFRS reported
profit is considerably more prudent than the RAR profit. The main causes are: recording a
deferred tax expense, carrying out an impairment test and reporting the effect of restruc-
tured liabilities. The restructured liabilities resulted from an amicable agreement with cred-
itors in 2002. For IFRS purposes, in 2002, the present value of the liabilities was calculated
as RR 10,373m and compared with the nominal value of RR 13,211m. The resulting
decrease was recognized in the consolidated statement of income for 2002 as a gain aris-
ing on the extinguishment of a liability. In subsequent years the carrying amount of the
liability increases when the present value is recalculated at the discount rate. The increase
in the liability is recognized in the IFRS income statement as an interest expense caused by
the discount ‘unwinding’

From 2005 the consolidated financial statements of some multinationals are bound by
the regulations of their home country, particularly those in the European Union
(see Chapter 9). In other parts of the world multinational companies will continue to exer-
cise choice in presenting consolidated financial statements. Time will tell whether US GAAP
or IFRS becomes the dominant means by which non-US and non-EU multinational com-
panies will choose to achieve the wider international acceptance of their annual reports.
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- Summary and conclusions

This chapter has shown that the IASB has made significant steps towards global
convergence of accounting standards for listed companies. The expertise and accumu-
lated experience of the IASB and its predecessor IASC has increasingly been recognized
by other international standard setters. However, there is a question mark remaining
over the likelihood of unconditional acceptance by the most significant stock
market regulators and national legislators. Complementing the work of the IASB, there
are many organizations working towards achievement of harmonization and standard-
ization. Not all seek to be active at a global level, some being satisfied with regional
action. Multinational companies have moved towards use of global accounting stan-
dards, either IFRS or US GAAP, but some are selective in mixing international and
national practices.

Key points from the chapter:

e The arguments in favour of global accounting standards are expressed in terms of
benefits for preparers, investors and regulators in terms of transparency, comparabil-
ity, cost saving and understandability.

e The arguments against global accounting standards are that apparent comparabil-
ity of rules may hide underlying real differences in the transactions and events
that are reported; national control of standard setting is lost; the standards are
being used in developing countries without regard for their specific needs; and
giving monopoly position to one organization may reduce quality through lack of
competition.

e The work of the IASB is complemented by that of other organizations, such as IFAC,
harmonizing related aspects such as auditing, corporate governance, education and
training, ethics and stock market regulation.

e The IASB has emerged from a process that began with the IASC forming in 1973; there
was constant change in the IASC’s methods of working as international standards
gained greater acceptance.

e [O0SCO's acceptance of international accounting standards in 2000 was the key event
leading to acceptance of IFRS as being suitable for developed capital markets.

e The decision of the EU to require IFRS for all listed companies from 2005 was a fur-
ther key event in encouraging the wider acceptance of IFRS.

e [t is important to read the ‘accounting policies’ notes of any multinational company
to know what combination of global standards and national standards has been
applied by the company.
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The following questions test your understanding of the material contained in the chapter and allow
you to relate your understanding to the learning outcomes specified at the start of this chapter. The
learning outcomes are repeated here. Each question is cross-referenced to the relevant section of
the chapter.

Discuss the arguments for and against global accounting standards
1 Explain the arguments that support the development of global accounting standards
(section 1.2.1).

2 Explain the arguments against the development of global accounting standards (section 1.2.2).

3 Discuss the relative merits of harmonization and standardization as ways of achieving global
comparability in accounting rules and practice (section 1.2.3).

Describe the main international organizations that are encouraging international cooperation

4 To what extent does the work of other international organizations complement the work of the
IASB (section 1.3)?

5 What are the relative benefits and limitations of regional groupings of accountancy bodies, wider
international groupings of accountancy bodies, intergovernmental organizations and representative
groupings of interests such as securities markets regulators or financial executives (section 1.3)?

Explain the nature and operations of the IASB

6 To what extent do the stated objectives of the IASC Foundation and the IASB provide
something more than the work already done by other international organizations having an
interest in accounting matters (section 1.4)?

7 Compare the objectives as stated in the 2000 Constitution with those of the 1973 Constitution.
What do you learn about the history of the changing nature of the work of the IASC and the
intended future direction of the IASB (sections 1.4 and 1.7)?

8 What are the benefits and potential limitations of having a Standards Advisory Council
(section 1.4.4)?

9 What are the benefits and potential limitations of having an International Financial Reporting
Interpretations Committee (section 1.4.3)?

Understand the challenges facing the IASB in its work

10 What mechanisms exist to ensure the independence of the IASB as a standard-setting body?
Is there any potential risk that the financing arrangements for the IASB might jeopardize its
independence? What other factors may influence independence (section 1.4.5)?

11 Is the process for issuing a standard sufficient to ensure that all interested parties are con-
sulted? What are the benefits and potential limitations of the process (section 1.5.1)?

12 Is the IASB able to be effective in enforcing its standards? To what extent do established
national practices in developed countries inhibit the work of the IASB (section 1.5.2)?

Understand the key stages of historical development of international accounting standards

13 How and why has the nature of the work of the IASC and IASB changed over time
(section 1.7)?
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14 Was the 1989 Comparability Project a success (section 1.7.3)?
15 What necessitated the implementation of the core standards programme (section 1.7.4)?
16 What is the purpose of the Improvements project (section 1.7.5.2)?

17 Does the IASB meet the needs of developing economies (section 1.7.6)?

Describe the main features of the Framework for the Preparation and Presentation of
Financial Statements

18 Why did the IASC decide it was necessary to issue a Framework in 1989 (section 1.8)?

19 What possible explanations are there for the measurement section being the least well devel-
oped section of the Framework (section 1.8.5)?

Explain how multinational companies demonstrate their use of global accounting standards

20 What information should readers look for in understanding the use of global accounting stan-
dards by multinational companies (section 1.9)?
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Learning outcomes

After reading this chapter you should be able to:

® Explain the key issues and main principles of each international financial reporting
standard.

@ Understand the aims and achievements of the Comparability Project, the IASC’s
Core Standards programme and the IASB’s Improvements Project in reducing
options available under international standards.

@ Relate the IFRS to the Framework in categories of assets, liabilities, recognition,
measurement, group accounting and special needs of particular user groups.

@ Form an opinion on the extent to which a company’s stated accounting policies
are consistent with IFRS.

Introduction

The purpose of this chapter is to establish knowledge and understanding of the state of
International Financial Reporting Standards (IFRS) at March 2004 which marked the
achievement of a ‘stable platform’ (see section 1.7.5.2). It also explains the process by
which successive projects narrowed down the options and removed ambiguities that had
existed in earlier versions of standards. For each standard there is an explanation of its
development through the Comparability Project of the early 1990s, the Core Standards
programme of 1995 to 1999 and the Improvements Project of 2001 to 2004. The chap-
ter will help you to understand the problems of achieving convergence and global accep-
tance of a single treatment of each accounting issue.
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2.2.1

Exhibit 1.10 in Chapter 1 contains a table listing IFRSs in numerical sequence, and
then Exhibit 1.11 rearranges them according to the accounting issues they address. This
arrangement is used in this chapter.

This chapter summarizes the key issues and main content of each standard. It
explains the progression through the Comparability Project of 1989, the Core Standards
programme of 1995-99 and the further refinements carried out in the IASB’s
Improvements Project prior to acceptance of IFRS by those countries which identified
2005 as the target year for implementation.!

We explained in Chapter 1 that ‘IFRS’ is a collective description for the International
Financial Reporting Standards issued by the IASB and the International Accounting
Standards issued by the predecessor IASC. For clarity in this chapter we use the separate
labels ‘IFRS’ and ‘IAS’ to reflect the titles of specific standards as at January 2005. It is
important to note that, in the language of standard-setting, ‘should’ is interpreted as
‘must’, while ‘may’ is interpreted as ‘is permitted’.

Disclosure and presentation

Disclosure and presentation of information is fundamental to providing the users of
financial statements with information which meets their particular needs. IFRS have hith-
erto taken two routes to disclosure and presentation. One route dealt with general issues
and the other with specific aspects. Standards of a general nature covered disclosure of
accounting policies, types of information to be presented in financial statements and the
presentation of current assets and current liabilities. Standards of a more specific nature
focused on the reporting of cash flow; disclosure of fundamental errors; changes in
accounting policy; segmental reporting; and the disclosure of related parties and their
transactions with the enterprise. The common thread in all these standards is the tension
between being open with those who have a legitimate right to information and preserv-
ing the commercial confidentiality which gives the enterprise its competitive advantage.

First-time adoption of IFRS (IFRS 1)

IFRS 1 was issued June 2003, effective for the first IFRS financial statements for a period
starting on or after 1 January 2004. Earlier application was encouraged.

When an entity applies international standards for the first time it must make an explicit
statement of compliance. This must be total compliance; the company may not specify
exclusions. It must recognize all assets and liabilities that are required by IFRS and must not
recognize assets and liabilities that are not permitted by IFRS. All measurements must follow
IFRS. The application must be retrospective. That means that in general the company must
present the financial statements as if IFRS had always been used by the company. The stan-
dard sets out some exemptions from this rule, relating to matters that would be too difficult
to reconstruct historically. Comparative figures in the financial statements must comply
with IFRS. There must be an explanation of how the transition from previous GAAP to IFRS

LIt is impossible for any text book to be totally up-to-date with the rate at which the international financial
reporting standards are developing. You should refer to press releases and summaries on the website of the
IASB www.iasb.org and to the analyses and summaries provided by Deloitte Touche Tohmatsu on the website
www.iasplus.com.
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affected the entity’s reported financial position, performance and cash flow. Exhibit 2.1
shows how T-Online reported first-time adoption of IFRS, complying with IFRS 1.

m Presentation of IFRS 1 information, T-Online

Notes to the consolidated financial statements.

Summary of accounting principles.

Commencing with the 2003 financial year, the consolidated financial statements of
T-Online International AG, Darmstadt, Germany are prepared in compliance with the
International Financial Reporting Standards (IFRS) of the International Accounting
Standards Board (IASB), notably IFRS 1 (First Time Adoption of IFRS), the International
Accounting Standards (IAS), and the statements of the International Financial Reporting
Interpretations Committee (IFRIC).

The criteria for exemption from the obligation to prepare consolidated financial
statements in compliance with German accounting rules pursuant to Sec. 292 a of the
German Commercial Code (HGB) are met. The consolidated financial statements, in
compliance with German Accounting Standard 1 issued by the German Accounting
Standards Committee (DRSC), are also consistent with the European Union directive
on consolidated accounts (Directive 83/349/EEC). To achieve equivalence with con-
solidated financial statements prepared in accordance with German commercial law,
all material information and notes under German commercial law that extend beyond
IASB rules are stated.

From 20083, the consolidated statement of income is classified by the cost of sales for-
mat and the consolidated balance sheet is classified by the term of assets and liabilities.
The primary basis of segmental reporting in accordance with IAS 14 is geographical. As
T-Online’s combined business model is based on unified provision of service from access
and non-access segments, there is no secondary segmental reporting by product.

Financial Reporting/Auditing
Commencing 2003, under the terms of admission to Frankfurt Stock Exchange’s
Prime Standard (Exchange Rules, Section 62), the T-Online consolidated financial
statements are prepared in accordance with International Financial Reporting
Standards (IFRS). T-Online is consequently exempted from preparing financial state-
ments in accordance with the German Commercial Code (HGB).

The consolidated financial statements are made publicly available within 90 days
and the quarterly Group reports within 45 days of the reporting date.

Further details on significant accounting regulations are provided in the combined
Group Management Report and the notes to the T-Online consolidated financial
statements.

Overview

T-Online International AG changed its consolidated accounting method from HGB to
IFRS/IAS as of January 1, 2003 and is for the first time presenting its consolidated
financial statements for the 2003 financial year in accordance with IFRS. Taking the
January 1, 2002 opening balance as our starting point, we thus have IFRS-based
asset and earnings figures for 2002 and 2003. We will concentrate in this report on
these figures, extended in certain instances to cover a five year period.
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[38] Material differences in accounting methods between IFRS/IAS and the
German Commercial Code (HGB).

Following first-time adoption of IFRS/IAS in the 2003 financial year, we present a
reconciliation of Group net income/loss and Group shareholders’ equity from HGB
to IFRS for 2002 in the table below.

Millions of €

Group net Group Group

income/loss shareholders’ shareholders’
2002 equity equity

Dec. 31, 2002 Jan. 1, 2002
HGB (459.3) 5,365.8 5,814.0
Intangible assets 18.2 4.9 (8.3)
Provision for T-Motion 13.9 0.0 0.0
Other provisions (7.6) 0.7) 6.9
Revenue deferral 0.5 (0.8) (1.3)
Deferred taxes (47.6) 150.6 198.2
Minority interests (2.8) 2.1) 8.7)
IFRS (489.7) 5,517.7 6,005.8

a) Intangible assets.
In accordance with the principles of IFRS/IAS, the intangible assets acquired from
and developed by Deutsche Telekom AG on establishment of the legal predecessor
of T-Online International AG (customer base, know-how) are carried at EUR 0.

On meeting the requirements of IAS 38, the development costs of software created
by T-Online International AG and T-Online France were-in deviation from the HGB
treatment-capitalized and amortized over the software’s economic useful life.

b) Provisions.

Some provisions recognized in accordance with HGB are not recognized or are
measured differently under IFRS. For example, the pension provisions recognized
in the Group financial statements in accordance with HGB and in line with U.S. GAAP
(SFAS No. 87) are measured differently in the IFRS/IAS Group financial statements.
Provisions for operating expenses are not permissible under IFRS.

c) Deferred taxes.

Differences in income tax effects mostly involve deferred taxes on loss carryforwards,
primarily at T-Online International AG. Most importantly, deferred taxes must be

capitalized under IFRS/IAS, while recognition of deferred tax assets is optional under
Sec. 274 HGB.

Source: T-Online annual report (2003) pages, 16, 70, 98, 121, www.t-online.net
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2.2.2 Presentation of financial statements (IAS 1)

IAS 1 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 200S. Earlier application was encouraged.

2.2.2.1 Key issues

The objective of IAS 1 is to ensure comparability of financial statements. This includes
both comparability from one period of time to the next for a particular entity and com-
parability within the same period of time for more than one entity. It prescribes the basis
for preparation of general purpose financial statements.

2.2.2.2 Approachin IAS 1

The standard specifies a complete set of financial statements as:

balance sheet

income statement

statement of changes in equity

cash flow statement

notes, including a summary of significant accounting policies, significant judge-
ments made by management and the basis of estimates used in the financial
statements.

The standard defines ‘IFRS’ as comprising International Financial Reporting
Standards, International Accounting Standards and Interpretations (IFRIC and SIC).
It then explains a set of ‘Overall Considerations’, comprising:

fair presentation and compliance with IFRSs
going concern

accrual basis of accounting

consistency of presentation

materiality and aggregation

offsetting

comparative information.

The most interesting of these is ‘fair presentation’. It is defined in the standard as ‘pre-
sent fairly’ without mentioning the phrase ‘true and fair’ which appeared in the
Framework document (para. 46) as an alternative phrase. The change in emphasis could
be seen as indirect evidence of a stronger US influence. The US wording is ‘fair presen-
tation in accordance with generally accepted accounting principles’. IAS 1 asserts that in
virtually all circumstances a fair presentation is achieved by compliance with applicable
IFRSs. The words ‘true and fair view’ may be seen on the one hand as allowing a higher
degree of flexibility and judgement but on the other hand as permitting a looser
approach to matters of detail. As an apparent compromise, IAS 1 allows that in
extremely rare circumstances, where compliance with a standard would be so mislead-
ing as to conflict with the objective of fair presentation, a company shall depart from
compliance with that requirement.

The 2003 version of IAS 1 prohibits the presentation of items of income and expense
as ‘extraordinary items’. The Board felt that the nature or function of a transaction or
event, rather than its frequency, should determine its presentation within the income
statement. Assets and liabilities are classified as current/non-current or else they are pre-
sented in order of liquidity.
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Mlustrative structures of financial statements are appended to IAS 1. The appendix is
not part of the proposed standard and is therefore not intended to be mandatory. The use
of a suggested format for presentation, even in an appendix, is a new departure for IASs.

The Statement showing changes in equity is a compromise which allows both the US
format showing all changes in equity and the UK format showing total recognized gains
and losses of the period. The UK approach must be accompanied by a note showing all
changes in equity. The US-type format will include as a subtotal the total gains and
losses of the period.

2.2.2.3 Reducing the options

The exposure draft E 53, leading to IAS 1 (1997), updated and brought into one document
general aspects of disclosure and presentation, taken from earlier versions of IAS 1,
IAS 5 (information to be disclosed in financial statements) and IAS 13 (presentation
of current assets and current liabilities). IAS 5 and IAS 13 were then withdrawn. E 53
sought to improve comparability and so effectively reduce options in disclosure. However
one option remained. IAS 13 had allowed a choice as to whether or not current assets and
current liabilities should be presented as separate classifications in the balance sheet. That
choice was preserved in E 53 and IAS 1 (1997). It was effectively removed in 2003 by
giving precedence to a current/non-current presentation. The alternative is to present
assets and liabilities in increasing or decreasing order of liquidity, but this may
only be used where it is reliable and more relevant that a current/non-current presenta-
tion (e.g. in a financial institution that is lending and borrowing for long-term and short-
term periods but does not have a trading cycle of the type found in a manufacturing
business).

Comment on E 53 resulted in the inclusion in IAS 1 (1997) of the limited ‘fair pre-
sentation’ override described earlier. It was retained in the 2003 version but with a
stronger restriction on the rare circumstances under which it would be necessary.

Prohibiting extraordinary items in IAS 1 (2003) is a further step in reducing the flex-
ibility of accounting under IFRS.

2.2.3 Cash flow statements (IAS 7)

IAS 7 was issued in 1992.

2.2.3.1 Key issues

The purpose of IAS 7 is to provide information which is useful to users of financial state-
ments in making economic decisions. It assumes that economic decisions require an
evaluation of the ability of an enterprise to generate cash and cash equivalents and also
an assessment of the timing and certainty of the generation of cash. The standard
requires an enterprise to present a cash flow statement as an integral part of its financial
statements.

2.2.3.2 Approach in IAS 7

Cash flows should be classified according to whether they arise from operating, invest-
ing or financing activities.

There are two ways of reporting cash flows from operating activities. The direct
method requires separate disclosure of each major class of gross cash receipt and gross
cash payment. The indirect method permits adjustment to the net profit or loss
identified in the profit and loss account to eliminate the effects of transactions of
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a non-cash nature. There is no preference expressed between these alternatives but
enterprises are encouraged to report cash flows from operating activities using the
direct method.

The total cash flows from operating, investing and financing activities will equal the
change in cash and cash equivalents, defined as short-term, highly liquid investments
(having a maturity of three months or less from the date of acquisition).

The standard also encourages enterprises to disclose, by way of a note to the accounts,
additional information that may be relevant to users, including amounts of undrawn
borrowing facilities; amounts in each major category of activity relating to joint ven-
tures reported using proportional consolidation; and amounts in each major category of
activity for each reported industry and geographical segment.

Reducing the options

IAS 7 was fundamentally revised in 1992, superseding a funds flow statement of 1977. The
funds flow statement of 1977 dealt with statements of changes in financial position, which
concentrated on changes in the funding of the enterprise. IAS 7 concentrates on changes in
cash and cash equivalents. In making that change, the IASC was reflecting changing inter-
national thinking where it had been recognized that statements covering all changes in
financial position were complex and did not help users’ understanding so effectively as
statements of changes in cash position. The revision allowed choice between the direct and
indirect method of preparing the operating cash flow. The indirect method is more com-
monly used because it is more convenient for companies to prepare this from the existing
accounting information. The direct method requires analysis of the cash records.
IAS 7 was acceptable to IOSCO as a core standard.

Accounting policies, Changes in accounting estimates
and Errors (IAS 8)

IAS 8 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was encouraged.

Key issues

Particular difficulties arise when unusual circumstances cause a change in the outcome
of an event already reported. Difficulties for accounting practice are also encountered
where a change in one accounting period invalidates comparability with earlier periods.
An unusual item arising in one period may cause problems for comparability.

The general proposition underpinning the standard is that all items of income and
expense recognized in a period should be included in the determination of the net profit
or loss for the period. This proposition is applied in recommending treatment for three
difficult areas: the cumulative effect of changes in accounting policy; changes in estimates;
and the effect of errors. The common aspect is that all give rise to problems of compara-
bility from one accounting period to the next.

2.2.4.2 Approach in IAS 8

Changes in accounting policy should only be made if required by statute or by account-
ing standard, or if the change results in more reliable and more relevant information
about transactions and events. The required accounting treatment is to adjust the
opening balance of retained earnings, or other component of equity, presented as if
the new accounting policy had always been applied. Where the change in accounting
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policy is voluntary, the entity must explain the change, give a reason, and quantify
the effect of the change.

Changes in accounting estimates result from the uncertainties of business. Such uncer-
tainties are found in bad debts, warranties, and useful lives of depreciable assets. The
effect on profit and loss should be reported in the period of the change, or in that period
and future periods if the change takes effect over those periods. The nature and amount
of the change should be disclosed.

Errors may arise in measurement, recognition, presentation or disclosure. Material errors
that are discovered promptly are corrected before the financial statements are issued. If
a material error comes to light after the financial statements are issued, it must be corrected
by restating the comparative amounts for the prior period in which the error occurred. If it
was even further back in time, the opening balances of the prior period must be adjusted.

2.2.4.3 Reducing the options

2.2.5

IAS 8, issued in 1978 and superseded in 1993, previously covered a larger collection of items
in the profit and loss account, particularly extraordinary items, prior period items, funda-
mental errors and changes in accounting policies. It tried to accommodate those countries
that preferred to make adjustments in the current period profit and loss account and those
countries that preferred to make adjustments to opening balances of retained profit for the
current period. The Comparability Project drew attention to the treatment of adjustments
resulting from prior period items. E 32 proposed that the preferred treatment should be an
adjustment to opening retained earnings but that an allowed alternative should remain in
passing the item through the income statement of the current year. The 1993 version
defined ‘fundamental errors’ and voluntary changes in accounting policies. The benchmark
treatment for these was to adjust the opening balance of retained earnings but there was an
allowed alternative of reporting the cumulative effect in the current year’s profit and loss
account. The 2003 revision removes this alternative. It also removes the concept of ‘funda-
mental’ errors which was difficult to define. Extraordinary items, formerly dealt with in
IAS 8, are now prohibited under IAS 1. The overall result is a considerable tightening of the
comparability of profit and loss accounts in representing the results of the period without
distortion by the cumulative effects of previous periods.

Discontinued operations (IFRS 5)

IFRS 5 was issued in March 2004 to be applied to periods beginning on or after 1 January 2005.
Earlier application was encouraged.

2.2.5.1 Key issues

The full title of IFRS 5 is Non-current Assets Held for Sale and Discontinued Operations.
Discontinued operations cause the results of a period to be of limited usefulness for
forecasting by users of accounts. It would be desirable for companies to give separate
disclosure of discontinued operations but this raises questions of what should be
disclosed, what should be measured, and what is meant by ‘discontinued’.

2.2.5.2 Approach in IFRS 5

The standard deals only with presentation and disclosure. Recognition and measure-
ment principles of other IFRS apply, particularly those on impairments and provisions.
A discontinued operation is a component of an entity that has been disposed of or is
classified as ‘held for sale’. It will represent a separate major line of business or
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geographical area of operations. It will be part of a single coordinated plan to dispose of
a separate major line of business or geographical area of operations, or be a subsidiary
acquired exclusively with a view to resale.

There must be separate disclosure in the income statement of revenue,expenses and
pre-tax profit of discontinued operations. Net cash flows must also be disclosed sepa-
rately. This helps those seeking to make forecasts of continuing operations.

2.2.5.3 Reducing the options

IFRS 5 supersedes IAS 35 issued 1998, which in turn superseded part of IAS 8 issued 1992.
The revision of IAS 8 in 1992 (see section 2.2.4.3) incorporated a requirement for certain
disclosures about discontinuing operations. It resulted in variable practice and did not
address the more difficult questions surrounding the recognition and measurement of the
gain or loss on discontinuance. One difficult question is to decide on the precise date at
which discontinuance should be recognized. A second difficult question is to decide pre-
cisely which costs are attributable to the discontinuing operation. The project on
Discontinuing Operations was part of the package targeted for completion as a core stan-
dard. The title was chosen deliberately to reflect the Board’s view that the discontinuance
of an operation should be recognized in the financial statements before the process of dis-
continuing was completed. The Board also agreed, in giving approval for the project, that
the operation would be treated as discontinuing once the enterprise was committed to
discontinue the operation without any realistic possibilities of withdrawal. A draft
Statement of Principles issued in November 1996 added further suggestions relating to
disclosure, recognition and measurement. The recognition and measurement aspects
were not taken forward in the exposure draft E 58, which preceded IAS 35.

However, IAS 35 was not compatible with the US standard SFAS 144 Accounting for
the Impairment or Disposal of Long-Lived Assets (a FASB standard issued in 2001).
As part of the project to reduce the differences between IFRS and US GAAP, the IASB
moved closer to US GAAP on the subjects of assets held for sale, the timing of the clas-
sification of operations as discontinued and the presentation of such operations. The
wording changed from ‘discontinuing’ in IAS 35 to ‘discontinued’ in IFRS 5. The change
in wording reflects the focus on the later stage of the production or service process as
recognized in IFRS 5.

2.2.6 Segment reporting (IAS 14)
IAS 14 was revised in 1997.

2.2.6.1 Key issues

Expert users of financial statements will almost always say that the information about
segments is by far the most interesting part of the total package. On the other hand, the
competitive edge may be lost if business rivals and customers learn too much about the
enterprise.

The key issues in segment reporting are concerned with deciding how much detail is
desirable and how to define segments so that the information provided is comparable
across a range of enterprises and from one period to the next.

2.2.6.2 Approach in IAS 14

IAS 14 applies to enterprises whose securities are publicly traded and other economi-
cally significant entities. An enterprise should report financial information by
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segments — specifically, the different business segments and the different geographical
areas in which it operates. Business segments are components based on products or
services with similar risks and returns. Geographical segments are based on a particular
economic environment, by location of assets or customers.

IAS 14 requires that an enterprise should look to its internal organizational structure
and internal reporting systems for the purpose of identifying those segments. It is likely
hat most enterprises will identify their business and geographical segments as the orga-
nizational units for which information is reported to the Board of Directors and to the
Chief Executive Officer.

Under IAS 14 one basis of segmentation is to be primary and the other secondary. For
each primary segment the enterprise must disclose: revenue; operating result; the basis of
inter-segment pricing; carrying amount of segment assets and segment liabilities; cost of
acquiring property, plant, equipment and intangibles; depreciation; non-cash expenses
other than depreciation; and share of profit or loss of equity and joint venture invest-
ments. For secondary segments, disclosures are: revenue; assets; and costs of acquiring
property.

The sum of the separate segments should equal the aggregate amounts in the finan-
cial statements. If that is not the case, a reconciliation statement should be disclosed
explaining the difference. Other segmental disclosures are encouraged on a voluntary
basis.

2.2.6.3 Reducing the options

IAS 14 was revised in 1997 from a reformatted 1995 version of the previous standard,
issued in 1981. Exposure draft E 51, Reporting Financial Information by Segment, was issued
in June 1996. It reflected many of the reporting requirements of IAS 14 (1981) but added
new disclosures and sought to change the way in which segments were identified.
It looked to the company’s organizational structure and internal reporting system for the
purpose of identifying its reportable business and geographical segments. The IASC ben-
efited from the extensive input from financial analysts to this project. The international
organizations of analysts had confirmed to the IASC, in various comments prior to the
issue of E 51, that segment information was essential to meet the needs of a range of users
of financial statements.

The review of IAS 14 was undertaken in parallel with similar reviews of existing require-
ments in the US and Canada. This was reflected in E 51 by the emphasis on the company’s
organizational structure and internal reporting system. However, the IASC Board started
with the objective of providing insight into how diversity affects the overall risks and
returns. This in turn required enterprises to disclose information about segments based on
industrial and geographical distinctions. The standard-setters in the US and Canada seek to
provide information about business activity. In consequence, they permit an enterprise to
disclose segments based on the organizational structure of the enterprise, even where such
segments cover a number of different industries or geographical areas.

The IASC Board approved IAS 14 in January 1997 but postponed publication until July
1997 to allow for harmonization efforts by the US and Canadian standard-setters. This
resulted in particular in the idea of ‘primary’ and ‘secondary’ bases of segmentation. One
other tightening of requirements is that the inter-segment transfers must be measured on
the basis of the actual transfer pricing practice used in the enterprise (previously a differ-
ent method could be used for segment disclosure purposes). The accounting policies used
for segment reporting must be those of the main financial statements.
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2.2.7 Related party disclosures (IAS 24)

IAS 24 was revised in December 2003 to be applied for accounting periods beginning on or after
1 January 200S. Earlier application was encouraged.

2.2.7.1 Key issues

When close relationships exist between one enterprise and another, there may be con-
cerns as to whether the relationship is beneficial or detrimental. Such relationships exist
where one party has the ability to control the other party or exercise significant influ-
ence over its financial and operating decisions. In the absence of information the user
of financial statements cannot make an informed judgement about the relationship or
about transactions resulting from the relationship.

The key issues in IAS 24 are the definition of related parties and the specification of
what should be disclosed about relationships and the transactions resulting from those
relationships.

2.2.7.2 Approach in IAS 24

Parties are considered to be related if one party has the ability to control the other party
or exercise significant influence (participation in policy decisions) over the other party
in making financial and operating decisions. The detailed definition covers joint con-
trol, common control, subsidiaries, associates and joint ventures. ‘Significant influence’
may be gained by share ownership, statute or agreement. ‘Close family members’ are
defined as family members who may be expected to influence, or be influenced by, an
individual in dealings with an entity.
The following relationships are not necessarily related parties:

e companies simply having a director in common;

e providers of finance, trade unions, public utilities, government departments and
agencies in their normal dealings with an enterprise;

e business contacts such as a customer, supplier, franchisor, distributor or agent.

Related party relationships where control exists should be disclosed irrespective of
whether there have been transactions between the parties. If there have been transac-
tions between related parties, the reporting enterprise should disclose the nature of the
related party relationship as well as the type of transaction. Aggregation of similar items
can be made unless separate disclosure is necessary for an understanding of the effect on
the financial statements.

The standard requires disclosure of the compensation (all employee benefits) of key
management personnel, including any director.

2.2.7.3 Reducing the options
The 2003 standard superseded the 1995 reformatting of the standard which was first
issued in 1984. IOSCO indicated that IAS 24 was acceptable as a core standard. The 2003
version was strengthened by requiring disclosure of the compensation (employee bene-
fits) of key management personnel and by expanding and clarifying definitions and
disclosure requirements of the previous version.
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2.2.8 Earnings per share (IAS 33)

2.2.8.1

IAS 33 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was encouraged.

Key issues

The objective of IAS 33 is to set out principles for the disclosure and presentation of earn-
ings per share which will improve performance comparison among different enterprises
in the same period and among different accounting periods for the same enterprise.
The standard pays particular attention to the number of shares issued, which forms the
denominator of the formula for earnings per share.

2.2.8.2 Approach in IAS 33

The standard applies to enterprises whose ordinary shares are publicly traded. The enter-
prise should disclose basic earnings per share and diluted earnings per share with equal
prominence on the face of the income statement. (‘Basic earnings per share’ indicates
the earnings available to existing shareholders, while ‘diluted earnings per share’ indi-
cates the earnings available if all potential conversions to ordinary shares took place.)

There should be disclosure of the amounts used in calculating the earnings per share.
The method of calculation is also prescribed. In particular, a weighted average number
of shares in issue should be calculated for use as the denominator. The IASC has worked
closely with international organizations of financial analysts on this project.

2.2.8.3 Reducing the options

2.2.9

The 2003 revision superseded the version of 1997 which was the first IAS dealing with
earnings per share. Its main achievement was harmonization with the US standard FAS
128, Earnings per Share (issued 1997) so far as the denominator (number of shares) is con-
cerned. Initiatives by financial analysts to reach a worldwide consensus on the numera-
tor (definition of earnings) have not yet led to agreement. IAS 33 was part of the agreed
work programme of core standards. The 2003 revision gave additional guidance and
examples on selected complex matters.

Interim financial reporting (IAS 34)
IAS 34 was issued in 1998.

2.2.9.1 Key issues

National securities regulators have various rules as to which companies should publish
interim financial reports and how frequent the interim reporting should be. The key
accounting issues are:

e Is the interim financial report intended to help in predicting the current financial
year’s results, or is it intended to help with projections more generally?

® Where the business activity is spread unevenly over the year, should it be reported as
it occurs, or should there be smoothing of revenue and expenses over the year as a
whole?

It is for national securities regulators and stock exchanges to decide which companies
should be required to publish interim financial reports, and how frequently this should
occur.
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2.2.9.2 Approach in IAS 34

An interim report should include a condensed balance sheet, condensed income state-
ment, condensed cash flow statement, condensed statement of changes in equity, and
selected explanatory notes. Items should be reported in relation to the figures of the
period (year-to-date basis) and not in relation to estimated annual data.

The accounting principles must be the same as those used in the company’s annual
financial statements. The same definitions of assets, liabilities, income and expenses
must be used for interim reporting as for annual financial statements. Revenues and
costs must be recognized when they occur, and not be anticipated or deferred. The
interim tax expenses must be measured using the expected effective annual income
tax rate.

The standard applies if an enterprise is required, or elects, to publish an interim
report. The standard encourages at least half-yearly reporting for all public companies,
within 60 days after the period end.

2.2.9.3 Reducing the options

A Point Outline paper, Interim Financial Reporting, issued early in 1996, was the first stage
of a major initiative on this subject. The outline paper identified 27 basic issues of this
type. The most important issues were to establish comparability with the annual reports
and to ensure that the interim statement represents the actual revenues and costs of the
period rather than a smoothing of results over the year. The steering committee pub-
lished a draft Statement of Principles in September 1996, and E 57 followed in August
1997. The standard was issued in February 1998.

m Asset recognition and measurement

Valuation of assets has an impact on reported net income: overstating assets leads to
overstating net income. The application of prudence suggests that perceived risk arising
from overstatement of assets is greater than perceived risk from understatement of the
same magnitude. Standards dealing with asset valuation therefore show a common
theme of prudence. Consistency is also an essential feature because users of financial
statements need to understand the asset base from which income is generated.
Disclosure of the nature of the asset is essential so that users can appreciate the relative
risk, subjectivity of valuation and liquidity of the asset. Some or all of these factors are
found in each of the IFRSs dealing with assets.

2.3.1 Inventories (IAS 2)

IAS 2 was revised in December 2003 to be applied for accounting periods beginning on or after
1 January 2005. Earlier application was encouraged.

2.3.1.1 Key issues

The valuation of inventories is an important aspect of the determination of profit, or net
income, of an enterprise. The standard is based firmly in historical cost accounting. It
provides rules for valuation which ensure that profit is not anticipated until it is earned
when the inventories are sold. It also ensures that inventories include all the costs of
bringing them to their present condition and location.
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2.3.1.2 Approach in IAS 2

The standard contains rules for valuation. Key aspects are:

@ inventories should be measured at the lower of cost and net realizable value;

@ cost should comprise all costs of purchase, cost of conversion and other costs incurred
in bringing the inventory to its present location and condition;

@ costs include a systematic allocation of fixed and variable production overheads based
on the normal capacity of the production facilities; overhead costs are included to the
extent that they are incurred in bringing the inventories to their present location and
condition;

e in limited circumstances borrowing costs are included in the cost of inventories (see
IAS 23, section 2.3.4);

e standard cost or the retail method may be used to approximate to cost.

Where specific costs cannot be attributed to identified items of inventory, the stan-
dard permits first-in-first-out (FIFO) or weighted average cost formulas.
The standard also contains rules for disclosure.

2.3.1.3 Reducing the options

The 2003 version superseded a 1993 revision of the standard, first issued in 1975. In imple-
mentation of the Comparability Project this standard was controversial. E 32 included
last-in-first-out (LIFO) as the allowed alternative but the Statement of Intent announced
that LIFO and base stock would not be permitted. Subsequent strong opposition from
countries using LIFO restored the LIFO approach as the allowed alternative but subject to
disclosure of cost using the benchmarked FIFO or weighted average approaches. The stan-
dard was acceptable to IOSCO as a core standard. The major change in the 2003 version
was removal of LIFO as an allowable measure of inventory cost.

2.3.2 Property, plant and equipment (IAS 16)

IAS 16 was issued in December 2003 to be applied for accounting periods beginning on or after
1 January 200S. Earlier implementation was encouraged.

2.3.2.1 Key issues

The principal issues in accounting for property, plant and equipment are the timing of
recognition of the assets, the amount at which they are carried in the balance sheet, and
the depreciation to be recorded. The standard also covers disclosure of information.

2.3.2.2 Approach in IAS 16

The standard explains the conditions for recognition of an asset, which follow the gen-
eral conditions of the IASB Framework. At the point of recognition the asset is measured
at cost. Subsequently the entity will choose either the cost model of measurement or the
revaluation model. Under the cost model the asset is carried at cost less accumulated
depreciation and accumulated impairment losses. Under the revaluation model the asset
is carried at fair value less accumulated depreciation and accumulated impairment losses.
If revaluation is chosen it must be carried out regularly. If an item of property, plant and
equipment is revalued, the entire class to which that asset belongs shall be revalued.

The standard also sets out rules for depreciation, allocating the depreciable amount
of an asset on a systematic basis over its useful life.
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Extensive disclosure requirements are set out for the primary financial statements and
the notes to the accounts.

2.3.2.3 Reducing the options

The 2003 version replaced a 1998 revision of the version issued in 1993, superseding
the 1982 version. In the Comparability Project, it was proposed in E 32 that the pre-
ferred treatment of gross carrying amount would be historical cost while the allowed
alternative would be revaluation, using a prescribed approach. The wording of the 1998
revision of the standard was different, referring to measurement subsequent to initial
recognition, but the sentiment remained the same in regarding historical cost as the
benchmark treatment and revaluation as the allowed alternative.

Depreciation was initially dealt with separately in IAS 4 which was one of the early
standards and was very general in nature. It was withdrawn in 1999 because the subject
was covered in IAS 16, IAS 22 and IAS 38. The most interesting aspects of depreciation
are those relating to property, plant and equipment, now dealt with in IAS 16.

It is stated in IAS 16 that the carrying amount of an item of property, plant or equip-
ment should not exceed its recoverable amount. In order to determine the recoverable
amount of an asset it may be necessary to consider the extent of impairment.
Impairment became a separate project (see section 2.3.3). IAS 16 was acceptable to
IOSCO for the Core Standards programme. The 2003 revision was mainly concerned
with providing additional guidance and clarification within the established principles.

2.3.3 Impairment of assets (IAS 36)

IAS 36 was revised in March 2004 to be applied to business combinations with agreement dates
on or after 31 March 2004.

2.3.3.1 Key issues

It is an aspect of prudence in accounting that assets should not be overvalued in the bal-
ance sheet. There is a risk that this may arise under historical cost accounting. In some
cases where fixed assets are depreciated on the basis of historical cost, that depreciation
may not take into account a sudden change in circumstances that causes the value of
the asset to decrease. Such an unexpected decrease would be an example of impairment
of the asset, beyond normal depreciation, which would require recognition in the finan-
cial statements. The standard deals with two key questions:

e What are the conditions which show that impairment has occurred?
e What method or methods should be used for measuring the impairment?

2.3.3.2 Approach in IAS 36

An asset is regarded as being impaired if its carrying amount (the net book value in the
accounting records) exceeds its recoverable amount. Assets should be reviewed at each
balance sheet date for indications of impairment. Where such indications are found,
there must be a detailed calculation of recoverable amount, defined as the higher of an
asset’s fair value (less costs to sell) and its value in use. ‘Fair value less costs to sell’ is the
amount that could be obtained from selling the asset in an arm’s length sale, minus the
costs of disposal. ‘Value in use’ is the present value of the future cash flows expected
from an asset or a cash-generating unit.
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If the carrying amount of an asset or a cash-generating unit exceeds recoverable
amount, an impairment loss is recognized. An impairment loss recognized in a prior
period should be reversed, and income recognized, if there has been a favourable change
in the estimates that were used when the last impairment loss was recognized. The
recoverable amount of an intangible asset with an indefinite life must be measured
annually, irrespective of whether there is any indication that it may be impaired.

Disclosure of impairment losses during the accounting period should be given for
each class of asset. IAS 36 applies to all assets except for inventories, deferred taxes,
financial assets, investment property, biological assets, assets arising from construction
contracts and employee benefits.

2.3.3.3 Reducing the options

The 2004 version superseded the standard first issued in 1998. Impairment became the
subject of a project announced in June 1996. Impairment was already covered in specific
standards but had not been coordinated across standards. IAS 36 (1998) followed the
exposure draft E 55 in setting general principles to be applied to all assets. The standard
was revised in 2004 as part of the IASB’s project on business combinations. The effect
was to apply a stricter rule to intangible assets with indefinite lives. Some definitions
were clarified. The date of implementation was matched to the date of implementing
IFRS 3 (see section 2.8.2).

2.3.4 Borrowing costs (IAS 23)

IAS 23 was revised in 1993.

2.3.4.1 Key issues

In most instances, the interest charges on borrowed funds will be reported as an expense
of the period in which they arise. There are occasions, however, when companies wish
to argue that interest charges are an asset rather than an expense, because they create
a benefit for the future. This argument might apply, for example, to interest charged on
finance borrowed to pay for a development project.

2.3.4.2 Approach in IAS 23

The standard allows two treatments. One is that borrowing costs should be recog-
nized as an expense in the period in which they are incurred. The alternative treat-
ment is that borrowing costs may be capitalized as part of the cost of an asset where
the borrowing costs are directly attributable to the acquisition, construction or pro-
duction of an asset which necessarily takes a substantial period of time to get ready
for its intended use or sale. Reporting the borrowing costs as an asset should cease
when substantially all the activities necessary to prepare the asset for its use or sale
are complete.

Disclosure is required of the amount of borrowing costs capitalized during the period
and the capitalization rate used.

2.3.4.3 Reducing the options

The 1993 revision was based on the first version of the standard, issued in 1984. Prior
to the Comparability Project, the standard allowed free choice of capitalizing or not cap-
italizing borrowing costs incurred on assets being made ready for their intended use.
E 32 proposed a preferred treatment and an allowed alternative which were eventually
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reflected in the revised standard. However, initial reaction to E 32 resulted in a change
of thinking by the IASC, indicated in the Statement of Intent, to require capitalization
of borrowing costs which met particular criteria. This revised thinking was presented
in E 39, which evoked a range of comments. From that point IASC decided to revert,
in revising IAS 23, to its proposals as set out in E 32.

IOSCO indicated that IAS 23 was acceptable for the purpose of the Core Standards
programme.

2.3.5 Intangible assets (IAS 38)
IAS 38 was revised in March 2004. Early adoption was encouraged.

2.3.5.1 Key issues

An intangible asset is an identifiable non-monetary asset without physical substance.
‘Identifiable’ means that the asset is separable from the entity or arises from legal rights.
The standard sets rules for recognition and measurement.

2.3.5.2 Approach in IAS 38

IAS 38 applies to all intangible assets unless they are within the scope of another stan-
dard. An intangible asset shall be recognized if, and only if, it is probable that expected
future economic benefits attributable to the asset will flow to the entity; and the cost of
the asset can be measured reliably. After initial recognition the entity must make
a choice. It can choose either the cost model or the revaluation model. The cost model
records the asset at cost less accumulated depreciation and accumulated impairment
losses. The revaluation model carries the asset at fair value at the date of revaluation less
any subsequent accumulated amortization losses. The frequency of revaluation depends
on the volatility of the fair value of the asset.

Some intangible assets may have an indefinite useful life because there is no foresee-
able limit to the period over which such assets are expected to generate cash flows. An
intangible asset with an indefinite useful life should not be amortized. It should be
tested annually for impairment, in accordance with IAS 36.

Internally generated goodwill is not recognized as an asset because it is not ‘identifi-
able’ (it is not separable from the entity and does not arise from legal rights). Internally
generated intangible assets are classified into a research phase and a development phase.
The treatment then follows that set out for research and development expenditure (see
section 2.3.6).

2.3.5.3 Reducing the options

IAS 38 was first issued in 1998. The exposure draft E 50 Intangible Assets, which preceded
IAS 38, had included controversial proposals that all intangible assets should be amor-
tized over a useful life not exceeding 20 years; subsequent measurement should be made,
under the allowed alternative treatment, by reference to an active secondary market; and
there should be particular restrictions on initial recognition and measurement for intan-
gible assets.

Having considered responses to the exposure draft, the Board announced in July 1996
that it would not impose a 20-year limit on the useful life but that there would be
a rebuttable presumption that useful life did not exceed 20 years. Where asset lives were
held to exceed 20 years an enterprise would be required to calculate recoverable amount
every year in accordance with the Board'’s proposals on Impairment.
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In July 1997 the Board approved a new exposure draft E 60, to include research and
development activities. In approving the exposure draft, the Board agreed to require an
annual impairment test for internally generated intangible assets that were not yet avail-
able for use.

Further changes to E 60 were presented in E 61, prior to issue of IAS 38. IAS 38 (1998)
was broadly consistent with E 60 except that the Board withdrew E60’s proposal to
require an annual impairment test of internally generated intangible assets amortized
over more than five years, and withdrew E 60’s proposed requirement to disclose the
amount of expenditure on certain intangible items recognized as an expense during the
period (e.g. software and advertising). For consistency of treating all intangibles, IAS 38
included the definitions and recognition criteria of IAS 9 for research and development.

IAS 38 was revised in 2004 for consistency with IFRS 3 Business Combinations. The
main changes are in the definition of an intangible asset, the criteria for initial recogni-
tion and the recognition of subsequent expenditure on research and development. The
standard allows that an intangible asset might have an indefinite useful life.

2.3.6 Research and development costs (IAS 38)

IAS 38 was revised in March 2004, paragraphs 42—-43 and 54-62, superseding IAS 9, issued in
1993, replacing the 1978 version.

2.3.6.1 Key issues

Although research and development is now part of IAS 38, it is dealt with separately here
because of its importance. The key issue is whether research and development expendi-
ture should be reported as an expense or as an asset. The standard gives definitions:

e research is original and planned investigation undertaken with the prospect of gain-
ing new scientific or technical knowledge and understanding;

e development is the application of research findings or other knowledge to a plan or
design for the production of new or substantially improved material, devices, products,
processes, systems or services prior to the commencement of commercial production
or use.

2.3.6.2 Approach in IAS 38

The IAS requires that:

e Expenditure on research should be recognized as an expense in the period in which it
is incurred. No intangible asset should be recognized.

e An intangible asset arising from development should be recognized if, and only if, spe-
cific conditions can be demonstrated. The conditions, set out in paragraph 57, relate
to the reliability of the asset and the expectation of future economic benefits. The
amount of development costs recognized as an asset should be amortized and recog-
nized as an expense on a systematic basis so as to reflect the pattern in which the
related economic benefits are recognized.

e Financial statements should disclose the amount of research and development costs
recognized as an expense in a period. Where the development expenditure is treated
as an asset there must be disclosure of the amortization method used and rates used;
and a reconciliation of the opening and closing balances of unamortized develop-
ment costs of the period.
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2.3.6.3 Reducing the options

The first standard on this subject was IAS 9, issued in 1978 and revised in 1993. It was
withdrawn in 1998 when IAS 38 was issued and included coverage of research and
development costs. IAS 9 (1978) permitted development cost to be reported as an
asset and amortized, providing that such development cost met specified criteria.
There was free choice for companies in this matter. In the Comparability Project, E 32
sought to have the preferred treatment as charging all research and development
expenditure as an expense of the period, with the allowed alternative of recogni-
zing development expenditure as an asset under tightly controlled conditions. The
Statement of Intent proposed a harder line, insisting that development cost must be
reported as an asset if it met the specified conditions. The revised IAS 9 in 1993 main-
tained this harder line.

Despite the firmer approach of the revised IAS 9, the standard was included in the
list of core standards to be revised by 1998 for the agreement with IOSCO. This
reflected concern in some countries that it would be preferable to account for
research and development costs as one item, reporting all as an expense of the period.
It was agreed in 1997 that the standard on intangible assets should also cover
research and development activities for achievement of the Core Standards pro-
gramme. [AS 38 (1998) did not go so far as to insist on expensing all development
expenditure but if the development expenditure meets the stated conditions it must
be reported as an asset.

2.3.7 Investment property (IAS 40)

IAS 40 was revised in December 2003. Early adoption was encouraged.

2.3.7.1 Key issues

The key issue relates to the measurement of the tangible fixed asset of property, where
this is held as an investment for the purpose of earning rental or for an expected
increase in value (also called ‘capital appreciation’). It is not used in the day-to-day
activity of the business. In some countries, including the UK, there is a view that
the asset should be valued on a market value basis; in others there is a view that the
asset is no different from any other property asset and should be recorded at depreci-
ated cost.

2.3.7.2 Approach in IAS 40

IAS 40 requires enterprises to choose one of two accounting models and to apply the
chosen model consistently across all investment properties. The first model is a fair
value model and the second is a depreciated historical cost model. Under the fair value
model the investment property should be measured at fair value and the changes in fair
value should be recognized in the income statement. (That is quite controversial
because it puts an unrealized gain in the income statement.) The cost model matches
the benchmark treatment of IAS 16 in measuring the asset at depreciated cost, less any
accumulated impairment losses. Where the cost model is chosen, the fair value of the
investment should be discussed as supplementary information.

A property interest that is held by a lessee under an operating lease may be treated as
an investment property provided it meets the definition of an investment property,
is accounted for as a finance lease, and uses the fair value of the asset.
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2.3.7.3 Reducing the options

IAS 40 was first issued in 2000, replacing part of IAS 25 Accounting for Investments. 1AS 25
had permitted several different treatments for investment property. IAS 40 narrowed
down that choice considerably and also requires more disclosure about investment prop-
erty. An exposure draft E 64, issued in 1999, proposed that only the fair value model
should be allowed. The Board had not previously proposed a fair value model as a sole
requirement for any non-financial asset. The comment letters received indicated that
there were reservations in some quarters about applying fair value to non-financial
assets. By permitting fair value accounting but also leaving a cost model in place, the
Board hopes that there will be evolution in the use of the fair value model. The revision
in 2004 dealt with an inconsistency between IAS 17 and IAS 40. It was specific to prop-
erty held by a lessee under an operating lease. The Board discussed the wider issue of
removing the choice between fair value and cost models in IAS 40 but concluded that
more time was needed for preparers and users to gain experience of using a fair value
model.

Liability recognition and measurement

Reporting of liabilities also has an impact on reported net income: understating lia-
bilities leads to overstating net income. The application of prudence suggests that the
risk of understatement of liabilities should be taken very seriously. Standards dealing
with liabilities will therefore show a common theme of ensuring that all liabilities are
acknowledged as fully as possible. Disclosure of the maturity date of the liability is
very important. For longer-term liabilities the user of financial statements will be
interested in the commitment of future cash flows to loan interest and capital repay-
ments. There will also be an interest in the gearing (ratio of long-term loans to equity
finance).

2.4.1 Events after the balance sheet date (IAS 10)

IAS 10 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was encouraged.

2.4.1.1 Key issues

There are many situations existing at the balance sheet date whose outcome will be
determined by future events that may or may not occur. If the likelihood of occurrence
is high, the liability will be accrued and reported in the balance sheet. If there is a lesser
likelihood of occurrence, the liability may be declared contingent and reported in a note
to the accounts. Contingent liabilities are treated in IAS 37 (section 2.4.2).

2.4.1.2 Approach in IAS 10

Events that occur after the balance sheet date but before the date on which the financial
statements are authorized for issue may indicate a need to make adjustments to assets and
liabilities or may require disclosure. The essential test is whether the event provides addi-
tional evidence about conditions existing at the balance sheet date or provides informa-
tion relating to the applicability of the going concern assumption. An example requiring
adjustment is the loss on a trade receivable which is confirmed by the bankruptcy of the
customer occurring after the balance sheet date.
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Dividends of a period that are proposed or declared after the balance sheet date but
before approval of the financial statements should not be recognized as a liability of the
period. Disclosure by way of note is required.

2.4.1.3 Reducing the options

IAS 10 was first issued in 1978, reformatted in 1995 and revised in 1999. The 1978 ver-
sion of IAS 10 dealt with provisions and contingent liabilities. These were matters of con-
cern to IOSCO for the Core Standards programme and the revision of IAS 10 was seen as
essential. This revision was taken to a separate project, resulting in IAS 37 (see section
2.4.2) and leaving IAS 10 covering only events after the balance sheet date. The 2003
revision of IAS 10 strengthened the 1999 version in confirming that proposed dividends
should not be recognized as a liability.

2.4.2 Provisions, contingent liabilities and contingent assets (IAS 37)
IAS 37 was issued in 1998.

2.4.21 Key issues

The standard prescribes the accounting and disclosure for all provisions, contingent lia-
bilities and contingent assets except for those relating to financial instruments carried at
fair value, and some other special applications.

2.4.2.2 Approach in IAS 37

Provisions are defined as liabilities of uncertain timing or amount. A constructive obliga-
tion arises from actions established by past practice. A contingent liability is a possible
obligation that arises from past events, in circumstances where the existence of the
obligation will be confirmed by future events. A contingent liability also exists where
a present obligation exists but there is some uncertainty about its measurement. A con-
tingent asset is a possible asset arising from past events whose existence will be confirmed
by a future event.

The standard sets conditions for recognition of provisions based on the existence of
a present obligation and on the probability of an outflow of resources arising.
Contingent liabilities and assets should not be recognized in the financial statements.
A provision should be measured as a best estimate of the expenditure required to settle
the present obligation at the balance sheet date. Discounted present value should be cal-
culated where the effect of the time value of money is material. The standard contains
decision trees and illustrations of how the various items are to be dealt with.

2.4.2.3 Reducing the options

IAS 37 is based on aspects of IAS 10 (1995 revision) which required consideration for the
Core Standards programme and it adds some new material. The revision of IAS 10 was an
essential element of the Core Standards programme. IOSCO had called for a review of the
measurement requirements relating to provisions and contingencies. Guidance was
required to define more clearly the nature of contingencies so that the revised standard
could provide a basis for distinguishing on-balance-sheet and off-balance-sheet items.
There was also a particular concern with the use of provisions in financial statements.
A Discussion Paper, produced jointly by a working group of standard-setting bodies in
Australia, Canada, the UK, the US and the IASC, served as a basis for developing a revised
standard. The project continued as a joint project of the UK Accounting Standards Board
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(ASB) and the IASC. E 59, Provisions, Contingent Liabilities and Contingent Assets, was
issued in August 1997 following from a draft Statement of Principles. The tentative con-
clusions brought forward in E 59 were that a provision should be recognized when the
enterprise had no realistic alternative but to pay out resources. The provision should be
measured at the discounted present value of the expected settlement amount. Provision
should be made for restructuring when there was a detailed plan and a demonstrable
commitment. There should be provision for future losses only in respect of onerous
contracts. Eventually the concerns about provisions and contingencies emerged as
a separate project leading to IAS 37.

2.4.3 Income taxes (IAS 12)

IAS 12 was revised in 1996.

2.4.3.1 Key issues

Taxes on income are accrued as an expense of the period to which the income and operat-
ing expenses relate. To the extent that there are timing differences between an enterprise’s
accounting income and taxable income (as defined by the relevant tax authorities) the tax
effect is included in the tax expense in the income statement and in the deferred tax bal-
ance in the balance sheet.

2.4.3.2 Approach in IAS 12

IAS 12 requires that a deferred tax liability should be recognized for all taxable tempo-
rary differences (apart from some specified exceptions). A deferred tax asset may be rec-
ognized (for the carry-forward of unused tax losses and unused tax credits) to the extent
that it is probable that future taxable profit will be available against which the unused
tax losses and unused tax credits can be utilized. The term ‘temporary differences’ is used
because it covers temporary timing differences and also some differences between
accounting treatment and tax treatment which are not due to timing.

Measurement of current tax liabilities and assets should be at the amount expected to
be paid or recovered under law as enacted at the balance sheet date. Measurement of
deferred tax liabilities and assets should be at the tax rates which are expected to apply
when the liability is settled or the asset is realized.

The standard prohibits discounting of liabilities. It also sets out disclosure require-
ments for taxes.

2.4.3.3 Reducing the options

IAS 12 was first issued in 1979, reformatted in 1995 and revised in 1996. The 1979 ver-
sion of IAS 12, Accounting for Taxes on Income, permitted either the deferral method or
a liability method. IAS 12 (1996) does not permit the deferral method. The revised IAS 12,
Income Taxes, implements the proposal in exposure draft E 49 (October 1994) that partial
application of deferred taxation accounting should not be permitted. In these and other
more detailed matters the stricter attitude of the revised IAS 12 contrasts with the
permissiveness of the original IAS 12 and the exposure draft E 33.

The approach adopted in the revised IAS 12 has similarities to that used by the FASB
in FAS 109, Accounting for Income Taxes. The IASC Board consulted major accounting
firms and over 100 multinational companies, in arriving at the conclusion that the new
approach could be applied internationally.
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2.4.4 Leases (IAS 17)

IAS 17 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 200S. Earlier application was encouraged.

2.4.41 Key issues

The IASB Framework states that transactions and other events ought to be accounted for
and presented in accordance with their substance and financial reality and not merely
with their legal form. A finance lease has the effect in substance of a loan-financed pur-
chase, and should therefore be reported as such. The accounting standard covers the
lessee and the lessor.

2.4.4.2 Approach in IAS 17

IAS 17 covers aspects of both lessee and lessor accounting. We have included it in the
‘liability’ section because the main concern has been to record the lessee’s liability for
a lease. For the lessee the main concern is reporting the full liability of the finance lease,
which in turn brings the asset onto the balance sheet. For the lessor the main concerns
are reporting revenue from leasing and reporting the value of the lease as an asset.

1 Lessee

The standard requires a finance lease to be reported in the balance sheet as an asset
and an obligation. The income statement should report depreciation of the asset and
interest on the remaining balance of the liability. The finance lease method must be
applied in IAS 40 to investment properties held under operating leases (see sec-
tion 2.3.7).

An ‘operating lease’ is any lease other than a finance lease. The full rental payment
under the lease should be charged to the income statement over the life of the lease, the
allocation being made on a systematic basis that is representative of the time pattern of
the user’s benefit.

The commitment for minimum lease payments under finance leases and under
non-cancellable operating leases with a term of more than one year should be dis-
closed in summary form, giving the amounts and periods in which the payments will
become due.

2 Lessor

The problems lie in reporting income of the period and the nature of the asset.
The income of the period should be calculated to achieve a constant rate of return on the
lessor’s net investment or net cash outstanding over the life of the asset. The asset
should be recognized as an account receivable, at an amount equal to the net investment
in the lease.

2.4.4.3 Reducing the options

IAS 17 was first issued in 1982 and reformatted in 1995. It was added to the Core Standards
programme in June 1996 and revised in 1997. In the Comparability Project, E 32 sought to
reduce the flexibility available to lessors in reporting income and also sought to deal
with leveraged leases (finance leases structured so as to distribute tax benefits advanta-
geously). The Statement of Intent noted that further work would be required in this area.
Consequently IAS 17 was reformatted but without significant change in principles. The
options were not reduced as a result of the Comparability Project.
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This meant that IAS 17 was among those standards not acceptable to IOSCO as a core
standard. IOSCO asked for a review of IAS 17 in three areas considered essential: lessor
accounting, leveraged leases and more specific disclosures. Within the work programme
an exposure draft was planned to deal with these items in particular, and in the longer
term a more fundamental review will be considered. A starting point was a joint
Discussion Paper (July 1996) of a working group from the standard-setting bodies of
Australia, Canada, New Zealand, the UK and the US, together with the IASC.

Exposure draft E 56 was issued in February 1997, proposing enhanced disclosure by
lessees, enhanced disclosure by lessors, and that a lessor should use the net investment
method to allocate final income (the net cash investment method would no longer be
permitted). The enhanced disclosures were contained in the revised standard issued at
the end of 1997. This requires enhanced disclosure by lessees, enhanced disclosure by
lessors, and that a lessor should use the net investment method to allocate finance
income (the net cash investment method is no longer permitted). The IASC also stated,
when it issued the revised standard, that it planned to consider a more fundamental
reform of the lease standard once it had finished its Core Standards work programme.
This would involve the capitalization of all leases with a term of more than one year. The
IASB did not make this fundamental change in the Improvements Project of 2003
because a larger project on leases remained on its agenda. The 2003 revision is consis-
tent with the change to IAS 40 in defining the treatment of investment property held
under an operating lease (see section 2.3.7).

2.4.5 Employee benefits (IAS 19)

IAS 19 was amended in 2002.

2.4.5.1 Key issues

In many countries the provision of retirement benefits is a significant element of the
remuneration package for an employee. The cost to the employer may fluctuate from
one accounting period to the next, depending on the type of plan. Employers also pro-
vide other benefits to employees such as paying salaries or wages during periods of
absence from work, or bonuses in addition to normal rates of pay. The employer may
pay for benefits which continue to be received after the employee has ceased to work for
the employer in circumstances other than retirement. The common feature of all these
benefits is that the payments made by the employer are not always spread evenly over
time. The standard prescribes the amount of the cost that should be recognized and the
information to be disclosed in the financial statements of the employing enterprise.

2.4.5.2 Approach in IAS 19

A defined contribution plan is a retirement benefit plan under which amounts to be paid as
retirement benefits are determined by reference to the earnings of an investment fund
which is created from the contributions made. An enterprise’s contribution to the fund, in
respect of service in a particular period, should be recognized as an expense in that period.
A defined benefit plan is an arrangement whereby an enterprise provides benefits for its
employees such that the benefits are determined or estimated in advance of retirement
from the provisions of a document or from the enterprise’s practice. The reported expense
in the current period must follow a series of rules which concentrate on the pension
obligation as a liability and the assets relating to the plan, measured at fair value.
Extensive disclosures are required.



Chapter 2 e International financial reporting standards

2.4.5.3 Reducing the options

IAS 19 was issued in 1993 as Retirement Benefit Costs. Following exposure draft E 54
(1996) a revised IAS 19, Employee Benefits, was issued in 1998 and amended in 2000
and 2002.

The Comparability Project introduced a benchmark and an allowed alternative treat-
ment for a defined benefit plan, in order to limit the free choice existing under the stan-
dard as issued in 1993.

Under either approach to a defined benefit plan, the important aspect was the mea-
surement of the expense. Items were reported in the balance sheet in the categories of
assets and liabilities. However, these did not necessarily meet the framework document
criteria for definition and recognition. The balance sheet entries were a result of the deci-
sion about the expense and therefore the standard contradicted the framework to some
extent, in allowing the contents of the income statement to determine the nature of an
asset or a liability.

Following on from the Comparability Project, it became clear that further work
would be required for the Core Standards programme, particularly in considering
those balance sheet items resulting from IAS 19 which do not meet the definition of
an asset or a liability. There were two particular weaknesses. The nature of retirement
benefit arrangements were not consistent in all countries. The standard also provided
insufficient guidance on the balance sheet consequences of reporting retirement ben-
efit costs in the income statement. The exposure draft E 54, Employee Benefits (1996),
proposed a single actuarial method for measuring the expected liability for retirement
benefits and also provided accounting procedures for other forms of employee bene-
fits such as paid absences, bonuses and all forms of post-employment benefits. The
revised IAS 19 was issued in January 1998. Some amendments of detail were made in
2000 and in 2002.

ﬂ Financial instruments: assets and liabilities

The IASB'’s accounting standards on financial instruments have caused considerable con-
troversy during their development because they have dispensed with traditional
approaches to thinking differently about assets and liabilities. An ideal vision of rele-
vance in measurement is that eventually all assets and liabilities should be measured at
their fair value at each accounting date, with the changes in fair value recorded as gains
or losses of the period. To reach that vision from a starting point of historical cost would
take a very long time, particularly where assets and liabilities do not have a readily ascer-
tainable market value. The IASB has started the process of thinking differently about
measurement by focusing on the fair value of financial instruments, where there is
a market price or there is information that allows a fair value to be estimated. In the
course of developing ideas on fair value the IASB and its predecessor IASC found that
separating disclosure and presentation from measurement was a practical way of devel-
oping the more challenging accounting aspects. Ideally there would be one standard
covering disclosure, presentation and measurement.

2.5.1 Financial instruments: disclosure and presentation (IAS 32)

IAS 32 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was permitted.
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2.5.1.1 Key issues

International financial markets are changing rapidly, with widespread use of a variety of
financial instruments. These could be traditional instruments such as bonds, or they
could be derivative instruments such as interest rate swaps. The standard aims to enhance
financial statement users’ understanding of the significance of on-balance-sheet and off-
balance-sheet financial instruments to the financial position, performance and cash flows
of an enterprise. The standard deals with presentation and disclosure.

2.5.1.2 Approach in IAS 32

Ideally a standard on this topic should address measurement issues as well as disclosure. It is
explained below that the measurement issues are more difficult to resolve. Accordingly, IAS
32 is primarily a disclosure standard but it is coordinated with IAS 39 (see section 2.5.2).

The standard explains in detail matters of classification and presentation. In the
balance sheet the reporting enterprise must classify the instrument according to the
substance of the contractual arrangement on initial recognition. Where a ‘compound’
financial instrument contains both a liability and an equity element, the enterprise
should classify the component parts separately. The standard gives definitions of
financial liability and equity instrument for classification purposes. Interest, divi-
dends, losses and gains relating to a financial instrument must be reported in the
income statement. Offsetting a financial asset and a financial liability is permitted
only in specific circumstances.

In order to provide an understanding of risk, for each class of financial asset, liability
and equity instrument disclosure is required of:

terms, conditions and accounting policies
interest rate risk

credit risk

fair value

hedges.

2.5.1.3 Reducing the options

IAS 32 was first issued in 1995. An exposure draft E 48 (January 1994) set out the results
of a joint project with the Canadian Institute of Chartered Accountants. Comments
from other standard-setting bodies indicated that E 48 was too ambitious and could dis-
tance the IASC from those standard-setting bodies which were reluctant to accept some
of the proposals.

As a result of these views and of the comments from others on the exposure draft,
the IASC decided to separate the disclosure and the measurement aspects into two sep-
arate projects. The disclosure aspects resulted in the issue of IAS 32. Recognition and
measurement were set to follow as a priority. In March 1997 a Discussion Paper exam-
ined major recognition and measurement issues for financial instruments. An exposure
draft was expected in October 1997 but somewhat surprisingly a press release from the
IASC in September announced that the IASC staff would recommend to the Board that
the IASC should adopt the US standards on financial instruments as an interim step,
followed by joint work with international standard-setters to agree a harmonized inter-
national standard. It was recognized by the IASC staff that it would be impossible to
produce an international standard within the timescale for completion of the Core
Standards programme. At its meeting in November 1997, the Board decided to develop
both a comprehensive standard and an interim standard. The interim standard was issued
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in 1998 with limited amendments. There were more amendments in 2000, linked to the
development of IAS 39. Changes made in 2003 were further technical details.

2.5.2 Financial instruments: recognition and measurement (IAS 39)

IAS 39 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was permitted. An amendment was issued in March 2004.
Further modifications were considered by the Board during 2004.%

2.5.2.1 Key issues

IAS 39 establishes principles for recognizing and measuring financial assets, financial lia-
bilities and some contracts to buy or sell non-financial items (such as commodities).
Presentation is dealt with in IAS 32 (see section 2.5.1). The financial assets and financial
liabilities held at the balance sheet date are measured using rules specified in IAS 39. One
of these rules is ‘fair value’. The fair value is reported in the balance sheet and the change
in value is recognized in the profit or loss of the period. This means that IAS 39 may
cause significant changes in the appearance and content of the balance sheet and the
statement of profit or loss, when compared to traditional historical cost accounting.

In particular IAS 39 sets rules for recognizing and measuring derivatives. Examples
seen in annual reports are an interest rate swap, a currency swap, a currency future,
a currency forward contract, a commodity future and a commodity forward contract.
A derivative is a financial instrument or contract with three characteristics:

1 Its value changes in response to a change in an interest rate, or a commodity price, or
a foreign exchange rate, or the price of an equity security (share), or some other
underlying variable.

2 It requires no initial investment or involves a relatively small initial investment.

3 It is settled at a future date.

These three characteristics bring risk to the derivative. Investors and others with a stake
in companies using such derivatives should know of the risks involved.

2.5.2.2 Approach in IAS 39
Recognition

An entity shall recognize a financial asset or a financial liability on its balance sheet when,

and only when, the entity becomes a party to the contractual provisions of the instrument.

Tests for recognition and derecognition are explained in terms of risks and rewards of own-

ership. The initial measurement of a financial asset or financial liability is at fair value.
Four categories of financial instrument are defined in IAS 39:

1 A financial asset or financial liability at fair value through profit or loss. This description
is applied to a financial asset or liability held for trading.

2 Held-to-maturity investments. These are non-derivative financial assets or liabilities that
the entity intends to hold to maturity.

3 Loans and receivables. These are non-derivative financial assets with fixed payments
that are not quoted in an active market.

4 Available-for-sale financial assets. These are non-derivative financial assets that are
available for sale and not classified under 3, 2, or 1 above.

2 The website www.iasplus.com has a section updating the discussions on IAS 39.
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Measurement

Definitions are given for the rules of measurement:

® Fair value. This is the amount for which an asset could be exchanged, or a liability set-
tled, between knowledgeable, willing parties in an arm’s length transaction.

® Amortized cost. This is the amount at initial recognition (usually cost) minus repayments
of principal, plus or minus the cumulative amortization caused by allocated interest (the
‘effective interest’), minus any reduction for impairment or non-collectibility.

e Effective interest rate. This is the rate that exactly discounts estimated future cash
receipts or payments to the net carrying amount of the financial asset or financial lia-
bility. The effective interest method then amortizes the asset or liability using the effec-
tive interest rate.

Reporting

The rules of measurement and the reporting of the gain or loss depend on the type of
financial instrument, as in Exhibit 2.2.

Hedging

A hedging instrument is a designated derivative or a non-derivative financial asset or
financial liability whose fair value or cash flows are expected to offset changes in the
value of a hedged item. An example of a fair value hedge is holding a financial instru-
ment that offsets the risk of a fixed rate loan. An example of a cash flow hedge is the use
of a swap to exchange a variable rate interest payment for a fixed rate interest payment.
If the hedge arrangements are ‘qualifying items’ (this means that they meet the very
strict tests of ‘effectiveness’ set by IAS 39) then the gains and losses are ‘offset’ (matched
against each other) and there is no effect on the reported profit or loss of the period. An
amendment issued in March 2004 extended the rules on hedging to allow hedging items
to be viewed in combination as a ‘hedged portfolio’.

The fair value option

IAS 39 (December 2003) allowed companies to designate any financial asset or financial
liability as one to be measured at fair value, with changes in fair value reported in profit

Measurement rules of IAS 39

Type of financial instrument Measurement Gain or loss is reported in:

A financial asset or financial Fair value Profit or loss

liability at fair value through

profit or loss

Held-to-maturity investments Amortized cost using the In profit or loss when the
effective interest method asset or liability is

derecognized or impaired

Loans and receivables

Amortized cost using the
effective interest method

In profit or loss when the
asset or liability is
derecognized or impaired

Available-for-sale financial
assets

Measurement depends
on type

Directly in equity through
the statement of changes
in equity
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or loss. This is described as ‘the fair value option’. Some European regulators objected to
this option as giving too much freedom to companies to create profits and losses. An
exposure draft was issued in April 2004 proposing limits on the types of financial asset
and liability to which the option may be applied. In all cases where the option is exer-
cised the fair value must be verifiable.

2.5.2.3 Reducing the options

IAS 39 was first issued in March 1999 and revised in 2000. There was a growing aware-
ness internationally that derivative financial instruments were becoming used more
frequently and there was no information in the annual report of the risks carried by
companies or the magnitude of the exposure to risk. National standard-setters were start-
ing to deal with the problems of financial instruments. In 1997 the IASC had worked
with the Canadian Institute of Chartered Accountants to produce a Discussion Paper on
Accounting for Financial Assets and Financial Liabilities. There was some agreement
among commentators that fair value was necessary to give consistency and relevance to
users but there was unease about reporting unrealized gains in the statement of profit or
loss. IAS 39 (1999) was regarded as an interim solution while the IASC continued to work
on this problem with the major national standard-setting bodies. Revisions in 2003 pro-
vided additional guidance on derecognition, use of fair value, assessment of impairment
and some aspects of hedge accounting.

Some commentators were concerned that the rules for identifying hedged items were
too strict. These rules did not reflect the idea of having a collection of matched items
(called a portfolio hedge or ‘macro hedging’). An amendment in March 2004 introduced
the idea of a portfolio hedge but the tests of effectiveness remained strictly defined.

Commentators continued to raise objections during 2004, on matters of detail such
as the fair value option, to which the IASB responded with an exposure draft in April
2004 (see section 2.5.2.2). The IASB acknowledged further concerns with three detailed
exposure drafts in July 2004. Consequently the idea of a ‘stable platform’ by March 2004
was not achieved in the case of IAS 39. The lack of a stable platform was further com-
plicated in Europe by the reluctance of the European Commission to endorse IAS 39 (see
section 9.5.3.1).

m Recognition of economic activity

Recognition is dealt with in the framework document. Recognition becomes particularly
significant where an economic activity of the enterprise extends over a period of time:
the question arises as to when the economic activity may prudently be reported in the
financial statements. Issues of recognition arise for construction contracts, revenue
earned, and government grants received ahead of the activity earning those grants.

2.6.1 Construction contracts (IAS 11)
IAS 11 was revised in 1993.

2.6.1.1 Key issues

Construction contracts may extend over more than one accounting period. The stan-
dard sets out recognition criteria for the allocation of revenue and costs to more than
one period; recognition reflects the percentage of the contract completed in the period.
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2.6.1.2 Approach in IAS 11

When the outcome of a construction contract can be estimated reliably, contract revenue
and contract costs associated with the construction contact should be recognized as rev-
enue and expenses, respectively, by reference to the stage of completion of the contract
activity at the balance sheet date. When it is probable that total contract costs will exceed
total contract revenue, the expected loss should be recognized as an expense immediately.

When the outcome of a contract cannot be estimated reliably, revenue should be rec-
ognized only to the extent of contract costs incurred that it is probable will be recover-
able. Contract costs should be recognized as an expense in the period in which they are
incurred.

For all contracts in progress at the balance sheet date, for which costs incurred plus
recognized profit (less recognized losses) exceed progress billings, the net amount should
be presented as an asset. Where progress billings exceed costs incurred plus recognized
profits (less recognized losses) the net amount should be presented as a liability.

Disclosures are required to show how these rules have been applied in the period.

2.6.1.3 Reducing the options

IAS 11 was first issued in 1979. Prior to the Comparability Project, IAS 11 allowed free
choice in revenue recognition between the percentage of completion method and the
completed contract method. Implementation of E 32 in the revised IAS 11 permitted
only the percentage of completion method. IAS 11, as revised in 1993, was acceptable to
IOSCO as a core standard.

2.6.2 Revenue (IAS 18)

IAS 18 was revised in 1993.

2.6.2.1 Key issues

As a general principle, revenue is recognized when it is probable that future economic
benefits will flow to the enterprise and these benefits can be measured reliably. The stan-
dard applies this principle to the sale of goods, the rendering of services and the use by
others of enterprise assets yielding interest, royalties and dividends.

2.6.2.2 Approach in IAS 18

Revenue should be measured at the fair value of the consideration received or receivable.
Revenue from the sale of goods should be recognized when the enterprise has trans-
ferred to the buyer the significant risks and rewards of ownership of the goods. The
enterprise should not retain a continuing management involvement of the type usually
associated with ownership and should not retain effective control over the goods sold.

When the outcome of a transaction involving the rendering of services can be esti-
mated reliably, revenue associated with the transaction should be recognized by refer-
ence to the stage of completion of the transaction at the balance sheet date. When the
outcome of the transaction cannot be estimated reliably, revenue should be recognized
only to the extent of the expenses recognized that are recoverable.

Interest should be recognized on a time proportion basis that takes into account the
effective yield on the asset. Royalties should be recognized on an accrual basis in accor-
dance with the substance of the relevant agreement. Dividends should be recognized
when the shareholder’s right to receive payment is established.
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The enterprise should disclose the accounting policies adopted for the recognition of rev-
enue, including the methods adopted to determine the stage of completion of transactions
involving the rendering of services and the amount of each significant category of revenue
recognized during the period, identifying the amount arising from barter exchange.

2.6.2.3 Reducing the options

IAS 18 was issued in 1982. In the original version of IAS 18 the recognition of revenue
on service contracts allowed either the percentage of completion method or the com-
pleted contract method. Following the Comparability Project, the revised standard
(1993) permitted only the percentage of completion method. The revised standard was
acceptable to IOSCO as a core standard.

2.6.3 Accounting for government grants and disclosure of government
assistance (IAS 20)

IAS 20 was reformatted in 1995.

2.6.3.1 Key issues

Government grants may be received by the enterprise in advance of the performance of
the activity which is financed by the grant. The activity may be the use of a fixed asset
purchased with the grant, or the subsidizing of operating costs such as the training of
the workforce. Government grants should not be recognized until there is reasonable
assurance that:

e the enterprise will comply with the conditions attached to them;
e the grant will be received.

2.6.3.2 Approach in IAS 20

Government grants should be recognized as income over the periods necessary to match
them with the related costs which they are intended to compensate, on a systematic
basis. They should not be credited directly to shareholders’ interest.

A government grant that becomes receivable as compensation for expenses or losses
already incurred or for the purpose of giving immediate financial support with no future
related costs should be recognized as income of the period in which it becomes receivable.

Government grants relating to assets should be presented in the balance sheet either
as deferred income or as a deduction in arriving at the carrying amount of the asset. The
standard expresses no preference as to how the grants should be reported in the income
statement.

Repayment of a grant relating to income should be first deducted from any deferred
credit. The remaining amount of the repayment should be recognized immediately as an
expense. Repayment of a grant related to an asset should be recorded by increasing the
carrying amount of the asset or reducing the deferred income balance. Any appropriate
additional depreciation to date should be recognized immediately as an expense.

Disclosures are also prescribed.

2.6.3.3 Reducing the options

IAS 20 was first issued in 1983. IOSCO accepted IAS 20 as a core standard. However, there
were indications that some members of IOSCO would like to propose different treat-
ments for particular types of grants which have come into existence since IAS 20 was
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issued. At that time it was thought that the IASC would resist any attempt to create
exceptions to the general principle of a standard and would expect new types of grant
to be reported consistently with the principles stated. This expectation appears to have
been confirmed by the lack of any further changes to the standard.

2.6.4 Share-based payment (IFRS 2)

IFRS 2 was issued in February 2004 for annual periods beginning on or after 1 January 2005.
Early implementation was encouraged.

2.6.4.1 Key issues

Some entities grant shares or share options to employees or other parties. A share option
is the right to buy shares in future at a price fixed today. These shares and share options
are part of the remuneration (reward) for directors, senior executives and many other
employees. There is no immediate payment of cash, as with wages or salaries. The gain
to the employees lies in the future when it is hoped that the share price will rise. The
key question is: Should the grant of shares or share options be recognized in profit or
loss as a cost to the company?

2.6.4.2 Approach in IFRS 2

IFRS 2 requires an entity to recognize share-based payment transactions in its financial
statements. Where an entity makes a share-based payment transaction, it must measure
the goods or services received at their fair value. If that fair value can not be measured
reliably then the entity must measure value in terms of the equity instruments granted.

For transactions with employees the entity is required to measure the fair value of the
equity instruments granted. Estimating the fair value of services received from employees
would be very difficult. The fair value is measured at the date when the right is granted.

For other types of transactions the standard assumes, in the first instance, that there
will be a reliable fair value for the goods and services provided.

The IFRS sets out various disclosure requirements. These are intended to enable users
of financial statements to understand the nature, the value and the effect of share-based
payment transactions.

2.6.4.3 Reducing the options

This standard is extremely controversial. The IASB takes the view that having no infor-
mation means that users of financial statements are at a disadvantage. Those who dis-
agree raise several objections. They say:

e ‘The entity is not a party to the transaction. It is the existing shareholders who trans-
fer some of their ownership interest to the employees.’

o ‘The employees do not provide services for the option. They have already been paid
in cash for their services.’

e ‘There is no cost to the entity because there is no sacrifice of cash or other assets.’

® ‘Recognizing an expense here is inconsistent with the Framework definition of
expense.’

e ‘Farnings per share is hit twice — once in the income statement and again in the dilu-
tion of future earnings per share’.

The IASB rejects all these arguments. The conclusions formed by the IASB are similar to
those formed by the FASB in the US, in its standard SFAS 123.
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Measurement of inflation

The Framework document says relatively little about measurement of changing prices.
In the separate standards there is a clear preference for historical cost accounting,
although some specific alternatives are permitted (e.g. in IAS 16). There were two stan-
dards, IAS 15 and IAS 29, dealing particularly with changing prices (inflation). IAS 15
(issued 1981, reformatted 1995) encouraged enterprises to present a supplementary
statement reflecting the effects of changing prices. It was withdrawn in December 2003
after consultation. The consultation respondents agreed with the IASB’s reasoning that
IAS 15 was voluntary and very few companies were using IAS 15. In addition ‘the Board
does not believe that entities should be required to disclose information that reflects the
effects of changing prices in the current economic environment’. This leaves only IAS 29
which insists on the use of the current unit of purchasing power in the primary finan-
cial statements where there is a hyperinflationary economy.

Measurement of changing prices was not a significant theme of the agreement with
IOSCO on core standards and has taken a relegated position in the IASB’s work pro-
gramme. That ought not to diminish the importance of the issue in economic terms, but
does perhaps indicate the dominance of historical cost accounting.

2.7.1 Financial reporting in hyperinflationary economies (IAS 29)
IAS 29 was reformatted in 1995.

2.7.1.1 Key issues

Financial statements of an enterprise that reports in the currency of a hyperinflationary
economy should be stated in terms of the measuring unit current at the balance sheet date.

2.7.1.2 Approach in IAS 29

The existence of hyperinflation is indicated by the following characteristics of a coun-
try’s economic environment:

e the general population prefers to keep its wealth in non-monetary assets or a rela-
tively stable foreign currency;

e amounts of local currency held are immediately invested to maintain purchasing
power;

@ prices may be quoted in a relatively stable foreign currency;

@ sales and purchase on credit take place at a price which compensates for the loss of
purchasing power during the period of credit;

e interest rates, wages and prices are linked to a price index;

e the cumulative inflation rate over three years is approaching, or exceeds, 100 per cent.

For accounting records maintained in historical cost terms, non-monetary balance
sheet items are restated to current monetary units by applying a general price index.
Monetary items need no restatement as they are already expressed in monetary units
current at the balance sheet date. Each item in the income statement needs to be
restated by applying the change in the general price index from the date when that
item was initially recorded.

For accounting records maintained in current cost terms, most balance sheet items will
be expressed in monetary units of currency at the balance sheet date and will not need
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restating. Cost of sales and depreciation are recorded at current cost of the time they are
consumed. Other expenses and all revenues are recorded at monetary amounts of the
date they occur. All revenues and expenses must be restated into the measurement unit
of the balance sheet date by applying an appropriate general price index.

The gain or loss on the net monetary position should be included in net income and
separately disclosed.

2.7.1.3 Reducing the options

IAS 29 was first issued in 1989. It was reformatted in 1995 without any change because
it was acceptable to IOSCO as a core standard.

Group accounting

Many countries which have firm preferences for domestic accounting practices in the
financial statements of individual companies turn nevertheless to the IASB for guidance
on group accounting. Thus it has been possible to encounter group accounts published
under IFRS accounting policies, accompanied by parent company accounts using domes-
tic practices. In some countries there are established domestic standards for group
accounting. IFRS deal with many of the problem areas of group accounting, such as for-
eign exchange rates (IAS 21); the nature of a business combination (IFRS 3); consolidated
financial statements and investments in subsidiaries (IAS 27); investments in associates
(IAS 28); and interests in joint ventures (IAS 31).

All the standards relating to group accounting were acceptable to IOSCO for the Core
Standards programme. Accounting for goodwill, dealt with in IAS 22, was probably the
most controversial aspect of acquisition accounting. The IASB identified business com-
binations as an early target for its Improvements Project.

2.8.1 The effects of changes in foreign exchange rates (IAS 21)

IAS 21 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was encouraged.

2.8.1.1 Key issues

The financial statements of an enterprise may be affected by foreign exchange rates in two
ways. The enterprise may undertake transactions in foreign currencies; it may also operate
part of its business in a foreign country which has a different currency. The standard sets
out procedures for recording transactions undertaken in a foreign currency and translation
of financial statements produced in a foreign currency. Each enterprise presents its finan-
cial statements in one currency, which is called the ‘presentation currency’.

2.8.1.2 Approach in IAS 21

84

The standard applies two ideas: the ‘functional currency’ and the ‘presentation currency’. The
functional currency is the currency of the primary economic environment in which the
entity operates. An entity does not have a free choice of functional currency; it is deter-
mined by the facts of the situation. The presentation currency is the currency in which
the financial statements are presented. This can be chosen by the reporting entity.

The standard requires every entity to identify its functional currency and measure its
results and financial position in that currency.
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A foreign currency transaction may involve buying and selling goods or services
priced in another currency. It may involve borrowing or lending where the amounts
payable or receivable are denominated in another currency. It may involve buying or
selling assets, incurring or settling liabilities, all in a foreign currency. Transactions of
this type must be recorded on initial recognition, in the functional currency, by apply-
ing the spot rate of exchange at the date of the transaction.

At subsequent balance sheet dates, foreign currency monetary items are translated
using the closing rate. Non-monetary items measured in historical cost in a foreign cur-
rency are translated using the exchange rate at the date of the transaction. Non-monetary
items measured at fair value in a foreign currency are translated using the exchange rates
of the date of the valuation.

Exchange differences on the settlement of monetary items or on the translation of
monetary items are recognized in the profit or loss of the period in which they arise.
When a gain or loss on a non-monetary item is recognized directly in equity, any
exchange component is also recognized in equity. When the gain or loss on a non-
monetary item is recognized in profit or loss, any exchange component is also recog-
nized in profit or loss.

If the functional currency of an entity is not the presentation currency, then the
results and financial position must be translated into the presentation currency. Assets
and liabilities are translated at the closing rate at the balance sheet date. Income and
expenses are translated at exchange rates at the dates of transactions (average rates for a
period are an acceptable compromise). All resulting exchange differences are recognized
as a separate component of equity.

If the entity’s functional currency is that of a hyperinflationary economy, there are sep-
arate rules. The entity must restate its financial statements in accordance with IAS 29 before
carrying out translation to the presentation currency using the closing rate of exchange
for all amounts (assets, liabilities, equity, income, expenses and comparative figures).
However, where amounts are translated into the currency of a non-hyperinflationary
economy, comparative amounts must be those of the relevant prior year as reported (not
adjusted for subsequent changes in the price level or in exchange rates).

On the disposal of a foreign operation, the cumulative amount of the exchange dif-
ferences deferred in the separate component of equity relating to that foreign operation
must be recognized in profit or loss when the gain or loss on disposal is recognized.

The standard prescribed disclosures that help the user of financial statements under-
stand the exchange differences, the functional currency applied and the presentation
currency chosen.

2.8.1.3 Reducing the options

IAS 21 was issued in 1983 and revised in 1993. The Comparability Project revised IAS 21 to
clarify the required treatment of exchange differences on long-term foreign currency mon-
etary items. It also provided some interim guidance on accounting for hedges, pending the
production of an international accounting standard on financial instruments, and it trans-
ferred aspects of accounting in hyperinflationary economies to a specific standard on that
topic. IAS 21 was acceptable to IOSCO as a core standard. The treatment of hedges was
subsequently moved to IAS 39. The revision of IAS 21 in 2003 was part of the IASB’s
Improvements Project. IAS 21 had given companies freedom to choose one of several func-
tional currencies, which could lead to inappropriate choices. The revised IAS 21 focuses on
the underlying economy that determines the pricing of transactions. The revision took the
view that an ‘integral’ foreign subsidiary could not have a functional currency that differed
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from that of the parent. This eliminated another source of variability in translation of the
results of foreign subsidiaries for consolidation with the parent’s financial statements.
A clearer rule on the treatment of subsidiaries in hyperinflationary economies eliminates
the flexibility possible previously.

2.8.2 Business combinations (IFRS 3)

IFRS 3 was issued in March 2004, replacing IAS 22. It applies to accounting for business
combinations where the date of the agreement is on or after 31 March 2004.

2.8.2.1 Key issues

Most business combinations involve an acquisition of one enterprise (the acquiree) by
another (the acquirer). The result is a combined organization where the location of control
is clear, although the separate operations of each enterprise may continue to be identifiable.
In relatively rare cases, two enterprises unite their interests in such a way that control con-
tinues to be located in the separate entities, but with mutual sharing of risks and benefits.
IFRS 3 treats all business combinations as an acquisition. It requires use of the acquisition
method. Under this method the acquirer recognizes the acquiree’s identifiable assets, liabil-
ities and contingent liabilities at their fair values at the date of acquisition. The acquirer also
recognizes goodwill, which is subsequently tested for impairment but is not amortized.

2.8.2.2 Approach in IFRS 3

The standard asserts that in a business combination the result is almost always that one
entity, the acquirer, obtains control of one or more other businesses, the acquiree. All
business combinations must be accounted for by applying the acquisition method.

The acquirer measures the cost of the business combination as the aggregate of the
fair values at the date of exchange of the assets given, liabilities taken on and equity
instruments issued by the acquirer, in exchange for the acquiree, plus any costs directly
attributable to the business combination.

The acquirer recognizes the identifiable assets, liabilities and contingent liabilities of
the acquiree at fair value at the date of acquisition.

The acquirer then recognizes goodwill acquired in a business combination as an asset
and measures that asset at cost. Cost is calculated as the excess of the cost of the business
combination over the net fair value of the identifiable assets, liabilities and contingent
liabilities of the acquiree.

After initial recognition the acquirer measures goodwill acquired in a business com-
bination at cost less any accumulated impairment losses.

If the acquirer’s interest in the net fair value of the identifiable assets, liabilities and con-
tingent liabilities exceeds the cost of the business combination, the acquirer should reassess
the identification and measurement of net fair value. If an excess remains after reassessment,
the excess should be recognized immediately in profit or loss. This excess is also known as
‘negative goodwill’ but the standard does not use the description ‘negative goodwill’.

2.8.2.3 Reducing the options

IFRS 3 replaced IAS 22 which was issued in 1983, revised in 1993 and revised again in
1998. This standard has seen many changes, reflecting changing views on accounting
for business combinations.

In 1983 there were two approaches to business combinations. One was acquisition
accounting and the other was uniting of interests. The Comparability Project tightened
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up the definition of a uniting of interests in order to reduce the scope for manipulation
of reported profits and net assets. In the case of acquisition accounting, the project dis-
continued the previous practice of permitting goodwill on acquisition to be set against
shareholders’ interests. Amortization became the required treatment.

The preferred treatment for negative goodwill was proposed as allocation over the rel-
evant assets. The allowed alternative was proposed as recording deferred income to be
amortized over a period not normally exceeding five years.

The preferred treatment of minority interests was seen as according more closely with
the historical cost basis of accounting. The allowed alternative reflected the opinion of
those who regarded the group as a consolidated economic entity.

IOSCO indicated that it would accept IAS 22 as a core standard but nevertheless the
IASC decided in 1995 to revise those aspects of IAS 22 dealing with goodwill. The discus-
sion of impairment tests for longer-lived assets and the production of a general standard
covering intangible assets both had an impact on the goodwill aspects of IAS 22. In par-
ticular, the Board proposed eliminating the allowed alternative for negative goodwill.

In July 1998 the Board reached agreement in principle on IAS 22 (revised) Business
Combinations. The revisions were consistent with the proposals in E 61 with regard to the
amortization of goodwill, the treatment of negative goodwill and the measurement of the
identifiable assets and liabilities of the acquiree at fair value. IAS 22 continued to allow
‘pooling of interest’ or ‘merger accounting’ for a merger that was seen as a ‘uniting of inter-
ests’. This treatment has been eliminated by IFRS 3. IAS 2 also revised the treatment of neg-
ative goodwill, presenting it as a negative asset to be released to income according to the
circumstances causing the negative goodwill. The treatment of negative goodwill changed
again with IFRS 3, to become recognized immediately as a gain.

2.8.3 Consolidated and separate financial statements (IAS 27)

IAS 27 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 200S. Earlier application was encouraged.

2.8.3.1 Key issues

A parent company (i.e. an enterprise that has one or more subsidiary companies that
it controls) should normally present consolidated financial statements.

IAS 27 applies the entity concept in regarding all the assets and liabilities of group enter-
prises as being controlled by the group as an entity. The strength of control requires all the
assets and liabilities to be aggregated in the group balance sheet even where the parent
company owns less than 100 per cent of the equity of a subsidiary. The minority interest
in net assets is presented within the equity section, separately from the parent sharehold-
ers’ equity.

2.8.3.2 Approach in IAS 27

‘Control’ in the context of this standard is the power to govern the financial and oper-
ating policies of an enterprise so as to obtain benefits from its activities.
A parent need not present consolidated financial statements if, and only if:

e the parent enterprise is itself a wholly-owned subsidiary, or

e the parent is a partially-owned subsidiary of another entity and its other owners do
not object; and

e the parent’s debt or equity instruments are not traded in a public market; and
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e the parent is not filing financial statements with a securities commission for the pur-
pose of issuing financial statements; and

e the ultimate parent or any intermediate parent produces consolidated financial state-
ments for public use that comply with IFRS.

Consolidated financial statements must include all subsidiaries. The only exception is
where the subsidiary is acquired with a view to disposal within 12 months and the man-
agement is actively seeking a buyer. In preparing consolidated financial statements,
intra-group balances and transactions must be eliminated in full. Investments in such
excluded subsidiaries should be classified as ‘held for trading’ and accounted for in accor-
dance with IAS 39. The separate financial statements of the parent and subsidiaries must be
prepared as of the same reporting date. Consolidated financial statements must be prepared
using uniform accounting policies for like transactions and events in similar circumstances.

When separate financial statements are prepared by the parent company, investments
in subsidiaries, jointly controlled entities and associates must be accounted for either at
cost or in accordance with IAS 39. The same treatment must be applied for each category
of investments.

2.8.3.3 Reducing the options

IAS 27 was issued in 1989 and reformatted in 1995. The first standard on consolidated
financial statements was issued in 1976 (IAS 3). This pre-dated the EU Seventh Directive
and probably influenced the Directive as well as being available for member states in
implementing it. IAS 27, in replacing IAS 3, brought the concept of control into IASs and
removed some of the exemptions previously allowed in IAS 3. IAS 27 was acceptable to
IOSCO as a core standard. IAS 27 was included in the Improvements Project of IASB. The
title was changed to show that its coverage includes subsidiaries, joint ventures, and
associates in the separate financial statements of the parent or investor. The revised
IAS 27 clarifies the exemption from consolidation, the reporting of minority interests,
and the treatment of investments within separate financial statements where these are
required by national regulations.

2.8.4 Investments in associates (IAS 28)

IAS 28 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was encouraged.

2.8.4.1 Key issues

Entity A may be regarded as an associate of entity B where B has significant influence
and A is neither a subsidiary nor an interest in a joint venture. Significant influence is
presumed where B holds, directly or indirectly, more than 20 per cent of the voting
power of A. An entity should include in its consolidated financial statements its share of
the profits and losses of an associate.

2.8.4.2 Approach in IAS 28

An investment in an associate should be accounted for in consolidated financial state-
ments using the equity method. An exception to this is when the investment is
acquired and held exclusively with a view to its disposal within 12 months, in which
case it should be classed as ‘held for trading and accounted for under IAS 39’. Under the
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equity method the investment is initially recognized at cost and the carrying amount
is increased or decreased to recognize the investor’s share of the profit or loss of the
investee after the date of acquisition. Associates accounted for using the equity method
should be classified as non-current assets and disclosed separately in the balance sheet.
The investor’s share of the profit or loss of the investee is recognized in the investor’s
profit or loss. In the investor’s separate financial statements the investment in an asso-
ciate must follow the equity method as described in the standard. Disclosures are
prescribed in the standard.

2.8.4.3 Reducing the options

2.8.5

IAS 28 was issued in 1989, reformatted in 1995 and revised in 2000. IAS 28 (1989) replaced
the aspects of IAS 3 dealing with associates. It was not revised in the Comparability Project
and was acceptable to IOSCO as a core standard. The revisions made in 2000 were for
updating and consistency with other standards. IAS 28 was revised in 2003 as part of the
Improvements Project, mainly to reduce alternatives in the application of the equity
method and in accounting for investments in separate financial statements.

Interests in joint ventures (IAS 31)

IAS 31 was revised in December 2003 to be applied for annual periods beginning on or after
1 January 2005. Earlier application was encouraged.

2.8.5.1 Key issues

The standard identifies three broad types of joint venture structures. Each is character-
ized by the existence of a contractual arrangement entered into by two or more ventures
that establishes joint control (i.e. the agreed sharing of the power to govern the finan-
cial and operating policies of an economic activity so as to obtain benefits from it).

An enterprise should include in its consolidated financial statements its proportion-
ate share of assets, liabilities, income and expenses of a jointly controlled entity. The
enterprise should also include in its separate financial statements (and hence in the con-
solidated financial statements) its share of assets and liabilities controlled jointly with
other venturers. This requirement for proportional consolidation is in contrast to the
normal practice of full consolidation as set out in IAS 27.

2.8.5.2 Approach in IAS 31

Definitions are provided to distinguish various types of joint activity:

e In jointly controlled operations, each venturer uses its own assets and incurs its own
expenses and liabilities; the joint venture agreement provides a means by which the
revenues from the sale of the joint product are shared amongst the venturers.

e For jointly controlled assets, there is joint control and ownership of assets constructed
or acquired and dedicated for the purpose of the joint venture — each venture takes a
share of the output from the assets and each bears an agreed share of the expenses
incurred; this does not involve the setting up of a new entity.

e Jointly controlled entities involve the creation of a new entity in which each venturer has
an interest — this entity owns assets, incurs liabilities and expenses and earns income;
each venturer is entitled to a share of the results of the jointly controlled entity, which
will maintain its own accounting records and present financial statements.
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2.8.5.3

2.9.1

2.9.2

2.9.3

2.9.3.1

The accounting treatment of jointly controlled operations and jointly controlled
assets is relatively straightforward. For jointly controlled entities there are different
approaches available. The venturer may report its interest in a jointly controlled entity
using proportionate consolidation. The alternative treatment is that a venturer should
report its interest in a jointly controlled entity using the equity method. Although
equity accounting is permitted, the standard states that proportionate consolidation
better reflects the substance and economic reality of a venturer’s interest in a jointly
controlled entity.

Reducing the options

IAS 31 was issued in 1990, reformatted in 1995 and revised in 2000. IAS 31 did not
feature in the Comparability Project of 1989 and was acceptable to IOSCO as a core
standard. The revisions made in 2000 related to updating for consistency with other
standards. The limited revisions in 2003 were made for consistency with changes to IAS
27 and IAS 28.

Specialist organizations and industries

The IASB has continued the tradition of the IASC in focusing its attention mainly on
general standards rather than industry-specific matters. However, there are some spe-
cialist standards, covering retirement benefit plans, banks and similar financial insti-
tutions, agriculture and insurance contracts. The agriculture project was initially
funded by the World Bank and is important to countries that have an agricultural
economy.

Accounting and reporting by retirement benefit plans (IAS 26)

This standard deals with the accounting practices required where a retirement benefit
plan exists as a reporting entity separate from the enterprise which employs the persons
concerned. There is a separate standard, IAS 19, which sets out the method by which the
enterprise accounts for retirement benefit costs in its own financial statements.

Disclosure in the financial statements of banks and similar
financial institutions (IAS 30)

The standard recognizes the special needs of banks in reporting matters of solvency, lig-
uidity and relative risk attaching to different types of business. It covers aspects of
accounting policies and disclosures which are particularly significant to those who use
the financial statements of banks and financial institutions.

Agriculture (IAS 41)
IAS 41 was issued in 2001.

Key issues

The key issue is valuing biological assets at fair value rather than historical cost.
The standard sets out the accounting treatment, financial statement presentation,
and disclosures related to agricultural activity. It applies to biological assets, agricultural
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produce at the point of harvest, and government grants relating to biological assets.
It does not apply to products that are the result of processing after harvest. It covers, for
example, vines and grapes but not the wine produced. Likewise, it covers dairy cattle and
milk but not the cheese manufactured from the milk.

2.9.3.2 Approach in the standard

The standard requires assets to be measured at fair value less estimated point-of-sale costs
from initial recognition up to the point of harvest. There is a presumption that fair value
can be measured reliably for a biological asset. Where this is not possible, the enterprise
should apply cost minus accumulated depreciation and minus any impairment losses.

The change in value of the biological asset must be included in the net profit or loss
of the period. This allows the enterprise to report changes in fair value throughout the
period up to harvest. An unconditional government grant related to a biological asset
must be recognized when it becomes receivable. If the grant is conditional then recog-
nition must wait until the conditions are met.

2.9.4 Insurance contracts (IFRS 4)

The standard specifies the financial reporting for insurance contracts by an insurer as
a temporary measure until the Board completes the second phase of its project on insur-
ance contracts. In particular it covers the treatment of insurance liabilities.

- Summary and conclusions

This chapter has set out the key issues and approach taken in each of the IFRSs. It has
explained how options have been reduced in moving down the route of international
harmonization and has indicated the extent to which differences remain. In later chap-
ters, the accounting practices of separate countries will be discussed in the context of
adoption and implementation of the IFRSs.

Key points from the chapter:

It is rarely necessary to learn the details of accounting standards because you can usually
gain access to a reference manual and check the detail. However, it is useful to know two
or three key facts about each standard that will help you think about accounting issues
when you read annual reports or compare companies’ accounting practices. When you
are revising, make a summary of each standard in three sentences, answering the follow-
ing questions:

® What is the accounting issue addressed in the standard?
® What is the most important requirement of the standard?

e Why might this requirement cause problems for some companies or countries?

If you have this basic set of information clear in your mind, you will then be able to
add to it by using reference sources to build more detailed understanding as and when
you need it.

Also it is important to update your knowledge. At least once each month check the
IASB website, for news of its work programme, and make a note in the margin of the book
against any standard that is in the process of being updated, amended or replaced.
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The following questions test your understanding of the material contained in the chapter and allow
you to relate your understanding to the learning outcomes specified at the start of this chapter. The
learning outcomes are repeated here. Each question is cross-referenced to the relevant section of
the chapter.

Explain the key issues and main principles of each international financial reporting

standard

1 For each IFRS or IAS, summarize in no more than three sentences the key issues and main
principles.

Understand the aims and achievements of the Comparability Project, the IASC’s Core
Standards programme and the IASB’s Improvements Project in reducing options avail-
able under international standards
2 To what extent have the Comparability Project, the Core Standards programme and the

Improvements Project reduced options in relation to:

(a) disclosure and presentation?

(b) asset recognition and measurement?

(c) liability recognition and measurement?

(d) financial instruments?

(e) economic activity?

(f) group accounting?

3 To what extent is reduction of options necessary or desirable in relation to:
(a) disclosure and presentation?
(b) asset recognition and measurement?
(c) liability recognition and measurement?
(d) financial instruments?
(e) economic activity?
(f) group accounting?

4 Which areas have given the IASC and IASB particular problems in seeking to reduce options in
relation to:
(a) disclosure and presentation?
(b) asset recognition and measurement?
(c) liability recognition and measurement?
(d) financial instruments?
(e) economic activity?
(f) group accounting?

5 Which influences appear strongest where there has been resistance to reducing
options?

Relate the IFRS to the Framework in categories of assets, liabilities, recognition,
measurement, group accounting and special needs of particular user groups
6 Choose one accounting standard in each of the following groups and relate the key
issues and content of the standard to relevant aspects of the Framework (as outlined in
Chapter 1):
(a) disclosure and presentation
(b) asset recognition and measurement
(c) liability recognition and measurement
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(d) financial instruments
(e) economic activity
(f) group accounting

Form an opinion on the extent to which a company’s stated accounting policies are
consistent with IFRS

7 Obtain the annual report of any listed company and turn to the accounting policies statement.
Read the company’s statement on compliance with IFRS (if any) and then compare each
accounting policy description with the relevant section of this chapter. Assess the company’s
apparent consistency with IFRS.

The following questions link Chapters 1 and 2

8 To what extent has the ‘stable platform’ of the IASB’s Improvements Project reduced options
that remained after completion of the Core Standards programme?

9 To what extent did the Core Standards programme reduce options that were not resolved after
the comparability project?

10 Are the circumstances of the Improvements Project sufficiently different from those of the Core
Standards programme to allow global acceptance of the IFRS?

11 Why is the position of the US regulators so significant to the global acceptance of IFRS?
Which issues attract the particular attention of the US regulators?

12 Which new themes have been added to the IASB’s programme since the Core Standards
programme was completed? What are the apparent reasons for adding these new themes?

References and further reading

This chapter draws on material contained in IASB publications, particularly:
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International Financial Reporting Standards, published annually.
Various Exposure Drafts and Statements, as indicated in the chapter.
The IASB website at www.iasb.org
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Discussions covering the move towards the IOSCO targets are to be found in:

Cairns, D. (2002) A Guide to Applying International Accounting Standards, 3rd edn. London:
Butterworths.
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Learning outcomes

After reading this chapter you should be able to:

® Explain and evaluate the steps taken around the world to improve the credibility of
financial reporting.

® Explain and evaluate developments in audit and assurance.
® Explain how the development of corporate governance has affected financial reporting.

@ Explain how developments in corporate social responsibility are reflected in financial
reporting.

® Explain and evaluate the effectiveness of regulation in ensuring compliance with
requirements for financial reporting.

® Explain how research into credibility and assurance is developing.

Introduction

It has become apparent that developing high-quality international accounting standards
is necessary, but not sufficient, to give capital markets sufficient confidence in the
reliability of financial reporting. Mechanisms have emerged for encouraging, or enforcing,
compliance and for identifying good practice. We explained in section 1.5.2 that the IASB
has no powers of enforcement of IFRS. It relies on national governments and regulators to
support the adoption of these standards and set a system of penalties on those who fail to
comply. This chapter explains how national and international authorities have been work-
ing towards supporting high-quality financial reporting. These authorities may be:

departments of national governments,

independent bodies supported by governments,

independent bodies supported by capital market regulators,

transnational bodies with an interest in the orderly conduct of capital markets,
transnational bodies with an interest in improving corporate governance,
transnational bodies with an interest in improving auditing and ethical standards.

The chapter begins with an overview of frameworks proposed for improving the credibility
of financial reporting. These frameworks, in seeking to reduce or eliminate the prospect of
repeating some of the major crises of recent years, range beyond financial reporting.
However, high-quality financial reporting is an essential aspect of the proposals. The
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chapter describes in more detail the initiatives that have developed in auditing and assur-
ance, corporate governance and corporate social responsibility. It then discusses ways in
which these initiatives help those who need to have confidence in corporate financial
reports. It concludes with an overview of research directions in this area of study.

Improving the credibility of financial reporting

Why is it so important to improve the credibility of financial reporting? In the period
1995-2000 the IASC was working on its Core Standards programme, as explained in Chap-
ter 1. During that period the effectiveness of accounting in emerging markets was called into
question as a result of the East Asian financial crisis of 1997. The ‘financial meltdown’,
which directly affected Thailand, Malaysia, South Korea, Indonesia, Hong Kong, Singapore
and Taiwan,! led to questions about the reliability of the financial statements of companies
in those countries. The word ‘transparency’ was linked to calls for internationally recognized
standards of accounting and auditing for the private sector. The Chairman of the Securities
and Exchange Commission in the US gave a much-publicized speech entitled “The Numbers
Game'. In that speech, where he called for greater transparency and comparability, he said:

. . . the significance of transparent, timely and reliable financial statements and its importance
to investor protection has never been more apparent. The current financial situations in Asia
and Russia are stark examples of this new reality. These markets are learning a painful lesson
taught many times before: investors panic as a result of unexpected or unquantifiable news.?

At that stage the problems of transparency were seen primarily as an issue for emerging
markets where the experience and expertise of the long-established markets could be of
benefit. It was assumed that supplying international standards for accounting and audit-
ing would bring this expertise to an international stage, to the benefit of all participants.
The main focus of the debate was on whether international accounting standards or US
accounting standards would give the stronger basis from which to achieve this aim.

It was therefore a much greater shock in November 2001 when a very large US
company called Enron announced that it was restating its financial statements for the
period from 1997 to 2001 because of ‘accounting errors’. As the details of the ‘errors’
emerged, there was a rapid fall in market confidence and investor trust. By the end of
2001 Enron had filed for bankruptcy.® The effects of the collapse of Enron rippled across
the world throughout 2002. Questions were asked about the reliability of accounting
information, the reliability of audit, the effectiveness of monitoring by major sharehold-
ers and the effectiveness of bodies intended to safeguard the rights of employees and
investors. In the US there were Congressional enquiries.* In July 2002 the US President
signed the Sarbanes-Oxley Act which set out a significant expansion of US securities law,
regulation of corporate governance, disclosure, reporting and accounting requirements
and penalties.’ The Sarbanes-Oxley Act is very wide-ranging and has an effect on com-
panies and audit firms around the world that have activities in the US (see section 3.2.3).

! Pilbeam (2001); Business America (1998).

2Quoted in TASC Insight, October 1998, p. 3. Also available on SEC website at
www.sec.gov/news/speech/speecharchive/1998/spch220.txt.

3There is a ‘links’ page on the library section of the Institute of Chartered Accountants in England and Wales
that provides a useful guide to Enron sources. The link was archived in May 2004 but may still be effective:
www.icaew.co.uk/librarylinks/index.cfm?AUB=TB2I 29490, MNXI_29490.

4 Congressional Committee (2002).

SHermsen et al. (2002).
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This section explains how finance ministers and professional accountancy bodies
have responded in their respective collective organizations by setting frameworks for
action to restore confidence.

3.2.1 The Financial Stability Forum (FSF)®

The Financial Stability Forum was established by the finance ministers of the G7
countries in 1999 to identify ways of avoiding or minimizing the effects of crises such
as the EFast Asian financial crisis of 1997/8. The Forum wanted to see strong regulation
of capital markets, banking and insurance. It identified 12 ‘standards’ that would be
particularly important in achieving this aim.” The word ‘standard’ is used here in a very
broad sense of ‘regulations or guidelines’ that have an international impact. Of these 12
standards, seven relate closely to financial reporting and are listed in Exhibit 3.1.
Chapters 1 and 2 have dealt with the first item listed; this chapter explains more on 2,
3, 5 and 7. Items 4 and 6 are specialized for banks and insurance companies.

3.2.2 The International Federation of Accountants (IFAC)?

Professional accountancy bodies around the world are members of IFAC. Its secretariat
work is funded by membership subscriptions but much of its activity relies on voluntary
service from organizations and individuals (see also section 1.3.2). IFAC develops pro-
nouncements on auditing and assurance, ethics, education and public sector accounting.

In October 2002 a Task Force on Rebuilding Public Confidence in Financial Reporting
came together at the request of IFAC to consider ways of restoring the credibility of finan-
cial reporting and corporate disclosure from an international perspective. The Task Force
had to face the loss of credibility caused by high-profile corporate failures, such as Enron,
and by the increased frequency of restated financial statements.® It also encountered the

m Standards relevant to financial reporting, as noted by the Financial Stability Forum

1 International Financial Reporting Standards, issued by the IASB
International Standards on Auditing, issued by the IAASB

The OECD Principles of Corporate Governance

A WO DN

The Core Principles for Effective Banking Supervision, issued by the Basel Committee on
Banking Supervision

o

The Objectives and Principles of Securities Regulation, issued by IOSCO

6 The Insurance Core Principles, issued by the International Association of Insurance
Supervisors

7 Principles on insolvency, being developed by the World Bank

Source: IFAC (2003) extracted from Rebuilding Public Confidence in Financial Reporting, Appendix 3

6 IFAC (2003) Appendix 3.
7 IFAC (2003) Appendix 3.
8 www.ifac.org.

9 ‘Restatement’ means that the company has submitted revised financial statements to the regulator, usually
with a lower profit than was first reported.
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m Task Force on Rebuilding Public Confidence in Financial Reporting

98

Recommendations of the Task force:
1 Effective corporate ethics codes, in place and monitored.

2 Effective financial management and controls from corporate management.

3 Reduce incentives to misstate financial information (e.g. pressures to meet analysts’
forecasts, or to satisfy management reward schemes).

Improved oversight of management, carried out by independent directors.

Give attention to the threats to auditor independence.

Give greater attention to audit quality control procedures.

Codes of conduct for other market participants, such as analysts and credit-rating agencies.
Strengthen auditing standards and regulations.

Strengthen accounting and reporting practices.

o © 0O N o Oa »

Raise the standard of regulation of companies issuing equity in the market.

perception of unfairness where it seemed that business losses had caused hardship for
shareholders, employees and those expecting pensions from private pension schemes,
while those running companies had made themselves richer despite the losses.!°

The Task Force made ten recommendations, shown in Exhibit 3.2. The Task Force said
that these ten recommendations would need to be taken up at national and interna-
tional level, to influence legislation and other forms of regulation.

3.2.3 The Sarbanes-Oxley Act 2002

The Sarbanes—-Oxley Act was the reaction of US legislators to the crisis of confidence fol-
lowing Enron. It has an international impact because its terms are drawn very widely.
It applies to all companies that are registered with the SEC and listed on a US stock
exchange and to the auditors of those companies.!! This section lists the main recom-
mendations of the Act as they affect auditing and the regulation of corporate reporting. An
impression of the impact of Sarbanes—Oxley in the US may be gained from the web page
devoted to listing the extensive rulemaking and reports that have emerged as a result.!?

3.2.3.1 Auditing

The Act establishes a Public Company Accounting Oversight Board (PCAOB)'3? as a non-
profit corporation subject to administration and oversight by the Securities and Exchange
Commission (SEC) of the US. The PCAOB oversees the audits of public companies and relat-
ed matters. All auditors of public companies must register with the PCAOB. This includes
audit firms in other countries where those firms audit parent companies or subsidiaries of
companies listed on US stock exchanges. The audit firm must identify public audit clients,

10 TFAC (2003), p. 5.

1 Sarbanes—Oxley: A Guide for Europeans, by Daniel Dooley, www.pwcglobal.com.

12 Spotlight on Sarbanes-Oxley Rulemaking and Reports, www.sec.gov/spotlight/sarbanes-oxley.htm.
13 www.pcaob.org.
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all accountants associated with those clients, list fees earned for audit and non-audit
services, explain their audit quality procedures and identify all legal proceedings against the
firm in connection with an audit. The PCAOB is required to inspect all professional accoun-
tancy firms that audit public companies. All audit committees in companies must consist
of independent directors (see section 3.3.3 and section 8.4.3.1). Audit firms are appointed
by, and report to the audit committee. The PCAOB is required to adopt standards for audit-
ing, quality control, ethics and independence. It may look to standards established by
recognized professional organizations such as the AICPA.! The Act restricts consulting work
that auditors may undertake for their clients. There is a list of prohibited work. Tax services
are not on this list but must be approved by the company’s audit committee. The Act
requires five-year rotation of the audit partner. An audit firm may not audit a public
company whose officers worked for the audit firm within the previous year.!s

The European Commission objected to the PCAOB’s intention to apply its rules to
auditors working for any EU company listed on the US Stock exchanges. Registration
with the PCAOB would extend to European audit firms engaged by US subsidiaries in
Europe if the US subsidiary had turnover that was 20 per cent or more of the group total.
The European Commission began discussions with the SEC in August 2003.1°

3.2.3.2 Executives of a company

The Act requires the company’s chief executive officer and chief financial officer to cer-
tify the financial statements.!” This is a serious process involving personal certification
of the financial statements (see Exhibit 3.3) with serious penalties if the personal certifi-
cation is later found to be untrue. The Act prohibits improper influences on auditors and
requires executives to forfeit their bonuses and equity gains if financial statements are
restated after they have been issued. This condition reflects the growing frequency of
such restatement occurring with US companies.

3.2.3.3 Accounting standards and disclosure

The Act requires specific disclosures in financial reports, including information about
internal control systems'® and about off-balance-sheet transactions (which were part of
the Enron problem)!' and it requires the SEC to develop rules on ‘proforma’ disclo-
sures.?? This reflects concern over the growing practice of presenting financial state-
ments, as supplementary information, that do not conform to US GAAP. They are used
by companies as a preferred form of presentation but users of financial statements have
no assurance about the comparability or reliability of such presentations.?!

The SEC is also required to study the adoption by the US financial reporting system
of a ‘principles-based accounting system’, reporting back within one year of the legisla-
tion (see section 8.3.3). This reflects a concern that in Enron the detail of accounting rules

14 www.aicpa.org/index.htm.

15 Commission Adopts Rules Strengthening Auditor Independence, www.sec.gov/news/press/2003-9.htm.
16 Accountancy, August 2003, p. 14.

17 www.sec.gov/rules/final/33-8124.htm.

18 Final Rule: Management’s Reports on Internal Control Over Financial Reporting and Certification of Disclosure in
Exchange Act Periodic Reports, www.sec.gov/rules/final/33-8238.htm.

19 Final Rule: Disclosure in Management’s Discussion and Analysis about Off-Balance Sheet Arrangements and
Aggregate Contractual Obligations, www.sec.gov/rules/final/33-8182.htm.

20 Final Rule: Conditions for Use of Non-GAAP Financial Measures, www.sec.gov/rules/final/33-8176.htm.

21 Cautionary Advice Regarding the Use of ‘Pro Forma’ Financial Information in Earnings Releases,
www.sec.gov/rules/other/33-8039.htm.
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m Certification by Chief Executive Officer

CERTIFICATION
I, Carlos M. Gutierrez, certify that:

1. | have reviewed this annual report on Form 10-K of Kellogg Company;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual
report, fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officers and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(a) and 15d-15(e)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

b) Evaluated the effectiveness of the registrant’s disclosure controls and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period cov-
ered by this report based on such evaluation; and

c) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of
an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal
control over financial reporting; and

5. The registrant’s other certifying officers and | have disclosed, based on our most recent evaluation of inter-
nal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board
of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which could adversely affect the registrant’s ability to record, process, summarize and report
financial data; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls.

/s/ CARLOS M. GUTIERREZ

Carlos M. Gutierrez

Chairman of the Board and Chief Executive Officer of Kellogg Company
Date: March 9, 2004

Source: Kellogg Company, US, annual report on form 10-K for the fiscal year ended 27 December 2003, www.sec.gov

was used to justify inappropriate accounting treatments which would have been less
acceptable in a system focusing on the principles of fair presentation.

The Act permits the SEC to recognize standards established by a private-sector standard-
setter provided the standard-setter is acceptable to the SEC and ‘considers’ international
convergence in developing standards. FASB meets those conditions. Section 1.5.3 describes
the work of the FASB in discussing convergence with the IASB.
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3.2.3.4 Protection, penalties and funding

The Act provides legal protection to any employee who assists a federal agency,
a member or committee of Congress, or a supervisory employee (this is sometimes
described as ‘whistleblowing’). This reflects concern that in Enron some employees
may have been aware of problems with the company’s accounting practices,
but were in fear of action against them or loss of employment. It sets criminal
penalties for corporate fraud and for shredding documents. This is because docu-
ments were allegedly shredded relating to Enron, thus impeding investigation. The
cost of this regulatory activity is significant. Some of the costs are carried by regis-
tration fees and annual fees paid by accounting firms, while the remaining costs are
carried by a fee charged to public companies in proportion to their market capital-
ization.

3.2.4 The World Bank??

The World Bank and the International Monetary Fund (IMF) have together developed a
system of benchmarks as an early warning mechanism, based on such international best
practices as the World Bank’s Principles and Guidelines for Effective Insolvency and
Creditor Rights Systems (April 2001).

At the global level, these benchmarks set minimum international standards for trans-
parency, market efficiency, and financial discipline. At the national level, they guide pol-
icy reform by identifying economic and financial vulnerability.

Countries are then evaluated against the benchmarks in Reports on the Observance
of Standards and Codes (ROSCs).?* This is a wide-ranging evaluation which includes a
Program on Accounting and Auditing.?* It aims to assess the comparability of national
accounting and auditing standards with international accounting and auditing stan-
dards and to assist the country in developing and implementing a ‘country action plan’
for improving the institutional framework that underpins the corporate financial report-
ing regime in the country. Exhibit 3.4 lists the countries for which ROSC accounting and
auditing modules have been published. One of the limitations of the process is that the
World Bank only reviews countries that are borrowing money (creditor countries).
Donor countries are not scrutinized.

ROSC Accounting and Auditing modules

Bangladesh Egypt Macedonia Romania
Bulgaria Jamaica Mauritius Slovakia
Colombia Kenya Morocco Sri Lanka
Croatia Lebanon Philippines South Africa
Czech Republic Lithuania Poland Ukraine

Source: www.worldbank.org/ifa/rosc_aa.html at June 2004

22 www.worldbank.org.
23 www.worldbank.org/ifa/rosc.html.
24 Overview of the ROSC Accounting and Auditing Program, January 2004, www.worldbank.org/ifa/rosc_aa.html.
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m Auditing and assurance
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Regulation of audit and assurance is a national activity because it relies on national law
and enforcement mechanisms. We have shown in section 1.7.5 that the US SEC linked
the acceptability of the Core Standards to the rigour of their application. We have also
explained in section 3.2 that the East Asian financial crisis and the collapse of Enron in
the US both led to questions about the reliability of the assurance process. Assurance
comes primarily from independent audit but it comes also from the directors of the com-
pany explaining the controls that they have put in place. This section explains interna-
tional activity to strengthen the quality and reliability of independent audit and also
explains how the board of directors gives assurance through an audit committee.

3.3.1 International Auditing and Assurance Standards Board (IAASB)>°

In 2002 IFAC established the International Auditing and Assurance Standards Board
(IAASB). The TAASB is an independent standard-setting body which aims to serve the
public interest by setting high-quality auditing standards. It encourages convergence of
national and international standards to strengthen public confidence in the global
auditing and accounting profession.?® It was created to accelerate and improve trans-
parency of standard-setting activities in international auditing and assurance.

The TAASB has 18 volunteer members. Most of these are experts from around the world
who have significant experience in auditing. There are also ‘public members’ who may be
members of IFAC member bodies but are not engaged in the public practice of auditing.
Members were initially appointed by the IFAC Board, with future nominations coming
from the Public Interest Oversight Board (see section 3.3.2). Financial support comes from
IFAC membership subscriptions and the Forum of Firms. This forum consists of account-
ing firms who share the aim of promoting high standards of financial reporting and
auditing worldwide. A Consultative Advisory Group to the IAASB consists of organiza-
tions with an interest in the development of international auditing standards.

3.3.1.1 Widening acceptance of ISAs

In 2002 the IAASB staff began working towards revision of the auditing standards in
anticipation that the European Union would adopt International Standards on Auditing
(ISAs) for 2005 audits.?” In its 2003 annual report the TAASB stated that more than
70 countries have indicated that they either have adopted ISAs or noted that there are
no significant differences between their national standards and ISAs. ISAs have been
translated by member bodies into more than 20 languages, including French, German,
Russian and Spanish.

The IAASB Action Plan 2003-04 identified the evidence of growing support for inter-
national standards on auditing:

® The European Commission is currently proposing that by 2005 national auditing
standards in the European Union (EU) should require auditors of financial statements
to comply with ISAs in the performance of their audits. This proposal has been well
received by most member states.

25 www.iaasb.org.
26 Annual Report, 2003, International Auditing and Assurance Standards Board, www.iaasb.org.
27 JAASB Action Plan 2003-04, January 2003, www.iaasb.org.
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e The International Organization of Securities Commissions (IOSCO) has begun to
review ISAs to determine whether they will endorse them for use in international cap-
ital markets. The TAASB is working proactively with IOSCO to assist in the review
process. IFAC has identified endorsement of ISAs by IOSCO and their adoption by the
European Union as major strategic objectives.

e There is an increased support for the development of a worldwide public accounting
profession responsive to the demands for a global marketplace and for the conver-
gence of national and international standards, with national bodies continuing to set
standards for local regulatory purposes and uniquely local situations.

e There is a rapidly growing demand for audits conducted in accordance with ISAs
for cross-border filings and financing activities. Concurrently, a number of national
standard-setters in various countries have expressed support for convergence of
national and international auditing and assurance standards and have been consider-
ing how to achieve convergence of national standards with ISAs, the implications
thereof, and the process to be followed to achieve this goal.

e The World Bank and other regional development banks have expressed support for an
initiative to establish one set of auditing and assurance standards for both private and
public sector entities.

e Launched in 2001, the Forum of Firms (FOF) conducts its business primarily through
the Transnational Auditors Committee (TAC). Members of FOF voluntarily agree to
meet certain requirements. Commitment to the obligations of membership in the
FOF will contribute to raising the standards of the international practice of auditing
in the interest of users of the profession’s services.

There is no consistent manner in which countries explain how they are harmonizing
with ISAs. Exhibit 3.5 gives information on Australia, as an example of a country
which is working towards compliance with ISAs but with identified amendments

Australian Auditing Standards Board (AuASB) Harmonization Policy

In January 2003, the AUASB issued a release describing their policy on international harmo-
nization. The Australian Accounting Bodies, as members of the International Federation of
Accountants (IFAC), are committed to the development of a worldwide accountancy profes-
sion with harmonized standards. Consequently, the AuASB endeavours to ensure that
Australian auditing and assurance standards cover all matters dealt with in International
Standards on Auditing (ISAs). Their objective is that compliance with AUSs should also con-
stitute compliance with ISAs by the beginning of 2005.

In certain circumstances, the Board has had to add extra material by way of footnotes and
appendices to respond to local conditions. Occasionally, the Board has to make substantive
changes to an ISA to comply with the Australian regulatory environment. Where this hap-
pens, the departure from the ISA is highlighted in the text.

The Australian Board issues exposure drafts prepared by the International Auditing and
Assurance Standards Board (IAASB) concurrently and makes use of Australian comments in
its submission on the exposure draft to the IAASB. In addition the AUASB also provides tech-
nical support to Australians who are members of the IAASB.

Source: www.icaa.org.au
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China

In March 2002, the Ministry of Finance adopted four auditing pronouncements formulated by
the Chinese Institute of Certified Public Accountants (CICPA). The pronouncements, which
took effect from July 1, 2002, and their international counterparts are as follows:

Specific Independent Auditing Equivalent International Auditing

Standards (SIAS) Standard

#26: Attendance of Physical Inventory #501: Audit Evidence — Additional

Counting Considerations for Specific ltems

#27: Confirmation #505: External Confirmation

Independent Auditing Practice Equivalent International Auditing

Pronouncement (IAPP) Standard

#9: Performing Agreed-upon Proced- #920: Engagements to Perform Agreed-upon

ures regarding Financial Information Procedures regarding Financial Information

#10: Review of Financial Statements #910: Engagements to Review Financial
Statements

All four pronouncements are generally consistent with the principles of the equivalent
International Auditing Standards.

Source: IASplus China Newsletter, April 2002.

where these are needed for compliance with national regulation. Exhibit 3.6 gives
information on China, where the Ministry of Finance publishes auditing standards
using the principles of ISAs. Exhibit 3.7 gives information from Hong Kong on the tar-
get of full convergence with ISAs.

3.3.1.2 Obstacles to progress?®

Exhibit 3.7
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Progress in harmonizing national auditing standards with ISAs is not as fast as that of har-
monizing national accounting standards with IFRS. One reason is that effective regulation
of audit requires government backing and for some governments the improvement of
financial reporting is not high priority. Effective auditing standards require regulation, an
effective auditing profession, a culture of compliance and a sound base of corporate gover-
nance. Some governments may not be able to cope with the magnitude of the changes
required; others may have vested interests not to make the changes required.

The World Bank in its ROSC process (see section 3.2.4) reviews accounting and auditing
standards against IFRS and ISAs as benchmarks. However, while a country is matching its

Hong Kong

In terms of technical standards, Council issued a mandate three years ago to benchmark
Hong Kong’s accounting, auditing and ethical standards against international standards. This
task will be accomplished by the end of 2004 when Hong Kong standards will be fully
converged with international standards.

Source: Extract from members’ handbook of the Hong Kong Society of Accountants, www.hksa.org.hk/main.php

28 Street and Needles (2002).
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auditing standards to ISAs on paper, this is no guarantee that there is adequate education
for professional accountants to know the ISAs or understand how to apply them. The World
Bank produces the report but it is for the national government to implement change.

3.3.1.3 Issuing ISAs

IAASB operates ‘due process’ in developing ISAs. Draft standards and statements are
issued as exposure drafts for public review and comment. Comments received are con-
sidered prior to finalization of the standard. IAASB meetings are open to the public, with
agenda materials being publicly available. The IAASB includes three ‘public members’
who bring a broader interest to the discussions. All IAASB exposure drafts and standards
are available free of charge on the website (see Exhibit 3.8).

ISA 700, The Auditor’s Report on Financial Statements, requires that the opinion para-
graph of the auditor’s report should clearly indicate the financial reporting framework
used to prepare the financial statements (including identifying the country of origin of
the financial reporting framework when the framework used is not International
Accounting Standards) and state the auditor’s opinion as to whether the financial state-
ments give a true and fair view (or are presented fairly, in all material respects) in accor-
dance with that financial reporting framework and, where appropriate, whether the
financial statements comply with statutory requirements.

m International Standards on Auditing and other IAASB documents

AUDITS AND REVIEWS OF HISTORICAL FINANCIAL INFORMATION
100-999 International Standards on Auditing (ISAs)

100-199 INTRODUCTORY MATTERS
120 Framework of International Standards on Auditing

200-299 GENERAL PRINCIPLES AND RESPONSIBILITIES

200 Objective and General Principles Governing an Audit of Financial Statements

210 Terms of Audit Engagements

220 Quality Control for Audit Work

230 Documentation

240 The Auditor’s Responsibility to Consider Fraud and Error in an Audit of Financial
Statements

250 Consideration of Laws and Regulations in an Audit of Financial Statements

260 Communications of Audit Matters with Those Charged with Governance

300-499 RISK ASSESSMENT AND RESPONSE TO ASSESSED RISKS

300 Planning

310 Knowledge of the Business

315 Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement

320 Audit Materiality

330 The Auditor’s Procedures in Response to Assessed Risks

400 Risk Assessments and Internal Control

401 Auditing in a Computer Information Systems Environment

402 Audit Considerations Relating to Entities Using Service Organizations
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500-599 AUDIT EVIDENCE

500 Audit Evidence

500R Audit Evidence

501 Audit Evidence—Additional Considerations for Specific ltems
505 External Confirmations

510 Initial Engagements—Opening Balances

520 Analytical Procedures

530 Audit Sampling and Other Selective Testing Procedures
540 Audit of Accounting Estimates

545 Auditing Fair Value Measurements and Disclosures

550 Related Parties

560 Subsequent Events

570 Going Concern

580 Management Representations

600-699 USING WORK OF OTHERS

600 Using the Work of Another Auditor

610 Considering the Work of Internal Auditing
620 Using the Work of an Expert

700-799 AUDIT CONCLUSIONS AND REPORTING

700 The Auditor’s Report on Financial Statements

710 Comparatives

720 Other Information in Documents Containing Audited Financial Statements

800-899 SPECIALIZED AREAS
800 The Auditor’s Report on Special Purpose Audit

Engagements
1000-1100 International Auditing Practice Statements (IAPSs)
2000-2699 International Standards on Review Engagements (ISREs)

ASSURANCE ENGAGEMENTS OTHER THAN AUDITS OR REVIEWS OF
HISTORICAL FINANCIAL INFORMATION

3000-3699 International Standards on Assurance Engagements (ISAEs)
RELATED SERVICES

4000-4699 International Standards on Related Services (ISRSs)
DISCUSSION PAPERS

STUDIES

Source: IAASB website. The full text of all publications, together with additional information on the IAASB, recent
developments, and outstanding exposure drafts, are to be found on the IAASB’s website at www.iaasb.org
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3.3.2 Public Interest Oversight Board (PIOB)

In November 2003 IFAC announced further reforms to increase confidence in the work of
IFAC. In particular it set up the mechanism for establishing a Public Interest Oversight
Board (PIOB) to oversee the activities of IFAC in setting standards for auditing and ethics.
The PIOB takes over the role of nominating members of the IAASB.

3.3.3 Audit committees

Forming an audit committee is part of good corporate governance (see section 3.4). However
the presence of an audit committee has not prevented major corporate collapses and ques-
tionable conduct by executive directors. Attention has therefore been given in more than
one country since 2001 to make audit committees more effective. Exhibit 3.9 summarizes
some recent international initiatives on audit committees. Chapters 8, 10 and 11 describe in
more details the initiatives in the US, EU and UK to improve the effectiveness of audit com-
mittees. In the US there have been several initiatives on audit committees, the most recent
coming from Sarbanes-Oxley (see section 8.4.3.1). In the UK the report chaired by Sir
Robert Smith set out in detail what is expected of an audit committee (see section 11.6.4).

m Initiatives on audit committees

European Union
The High Level Group of Company Law experts (2002) included in their report some
recommendations on the nature and role of the audit committee.

us
Sarbanes-Oxley (2002) contained legislation on the role and composition of audit committees.

The New York Stock Exchange (2002) issued new rules on the composition and conduct of
audit committees.

Ireland
The Review Group on Auditing made recommendations that were incorporated into the
Companies (Audit and Accountancy) (Amendment) Bill 2001.

France
The Bouton Report (2002) ‘Promoting better corporate governance in listed companies’ set
out rules for audit committees.

Canada
There is a mandatory requirement for companies to establish audit committees under the
Canada Business Corporations Act.

The Toronto Stock Exchange amended its rules in April 2002 to give guidance on the inde-
pendence of the external auditor.

Australia

The Corporations Act does not require Australian companies to establish audit committees.
However CLERP 9 (2002) recommended mandatory regulation to impose audit committees
on the top 500 listed companies, leaving the ASX Corporate Governance Council to develop
best practice standards.

Source: Summarized from Appendix lll, Smith Report (2003).
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m Corporate governance and financial reporting
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It appears that equity investors have a keen interest in seeing good quality corporate
governance in companies in which they invest. A survey by McKinsey? found that
investors are willing to pay more for a company that is well-governed. This lowers the
cost of capital for the company and so it is in the interests of the company to show good
practice in corporate governance.

3.4.1 What is corporate governance?*

There is no unique definition of the term ‘corporate governance’. Some writers do not
attempt to define it. A very simple definition is found in the report of the Cadbury
Committee in the UK:

Corporate governance is the system by which companies are directed and controlled.?!

For some countries the ‘system’ may involve laws or regulations imposed by govern-
ment; for other countries the ‘system’ may depend largely on private sector market forces
in a strong equity market. Corporate governance describes the interaction of sharehold-
ers, managers and those who supervise managers in a company, but it also describes the
assurance needed to satisfy a wider public interest about the proper conduct of business.

3.4.2 Corporate governance codes

From the late 1990s onwards there has been an explosion of codes of corporate governance.
Some are established under the authority of national governments, some are imposed by
national securities regulators on listed companies, and many are voluntary codes proposed
by institutions or bodies with an interest in improving the way in which companies are
managed. In countries where there are competitive capital markets the investment com-
munity has shown interest in offering codes of good practice for corporate governance.
Ownership concentration affects the type of corporate governance. Where the own-
ership of companies is widely spread, there is a wider gap between the shareholders
who own the company and the managers who run the company. Some form of super-
visory body is required to ensure that the managers act in the interests of the share-
holders. In some countries a separate supervisory board oversees the activities of the
executive board of directors who carry out the day-to-day management; in other coun-
tries there is a single board of directors with a strong representation of independent
directors (‘non-executives’) to balance the activities of the executive directors.
Business practice also affects the approach to corporate governance. One approach to
managing a business may involve strong emphasis on co-operative relationships and con-
sensus, with inclusion of employees in the running of the business. A different approach
may rely on competition and market forces, with a focus on those who own the business.
The legal system of the country will influence the nature of corporate governance.
A country with strong code law will probably have corporate governance regulations
based in law. A country with a common law tradition will probably develop corporate

29 McKinsey Investor Opinion Survey, June 2000.
30 Comparative Study of Corporate Governance Codes Relevant to the European Union and Its Member States.
Section IIL.A.

31 Cadbury Report (1992) paragraph 2.5.
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governance through private sector self-regulation. (See section 4.4 for further discussion
of code law and common law systems.)

3.4.3 What to look for in corporate governance codes

Whatever the form of the regulations for corporate governance, particular features to
look for in codes of corporate governance are:

o stakeholder and shareholder interests,
e supervisory and managerial bodies,
e code enforcement and compliance.

This section describes each feature in more detail and then summarises general guidance
provided by the OECD. Case studies on specific codes, analysing them in the OECD
framework, are provided at the end of this chapter.

3.4.3.1 Stakeholder and shareholder interests

Shareholders are the owners of a company. Good corporate governance will ensure
that managers act in the best interests of shareholders (see the research perspectives in
section 3.7). It will also require that shareholders take an active interest in how the
company is managed. A fair voting system is ‘one share, one vote’. Shareholders
should then use their votes in general meeting to indicate approval or disapproval
of the acts of managers. In practice the voting arrangements, conduct of meetings and
activity of shareholders are all very variable between countries and within countries.

The wider stakeholder interest extends to creditors, employees and the public inter-
est in general. Most legislative systems have some protection for creditors but codes of
governance may encourage transparency of information for them. In some countries
employees have a formal involvement in the management of a company. Accountability
to the public interest and the needs of society has become increasingly important.

3.4.3.2 Supervisory and managerial bodies

The first question to ask here is: How do the managers of the company meet to run the
business? In some countries the regulation requires a two-tier board structure. There is an
executive board of the managers or directors who run the business on a day-to-day basis.
There is a supervisory board of experienced business persons who can oversee and guide
the executives. This supervisory board may include representatives of employees or lenders
as well as shareholders. In other countries the regulation requires a single board structure.
In this case the rules of corporate governance usually expect to find a strong representa-
tion of independent (non-executive) directors, with wide experience in business, to exer-
cise control over the activities of the executive directors. Corporate governance codes set
limits on the number or proportion of each type of director or manager.

The next question to ask is how the roles of the executive and non-executive direc-
tors are defined. The non-executives may form the audit committee, and they may set
the remuneration of the executive directors. Corporate governance codes define these
roles for the non-executive directors and set out the powers they should have to allow
them to exercise independence.

The third question is to ask how the directors are accountable for their actions. How
do we know that they have carried out the duties expected? Corporate governance codes
set out guidance on how frequently, and in how much detail, the directors should report
on their activities.
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3.4.3.3 Code enforcement and compliance

Codes of governance may rely, partly or totally, on market forces to enforce compliance.
Shareholders will vote against the reappointment of directors who do not demonstrate
high standards of governance. Other stakeholders may also monitor compliance with
codes. There is a growing body of ‘watchdog’ organizations who monitor, compare and
evaluate the corporate governance reports of companies. Evidence of compliance is
found in corporate governance reports, usually included in the company’s annual
report. There may be a requirement for such reports to be audited. However in general
the auditor gives an opinon on the process of creating the corporate governance report,
not on its content.

3.4.4 Organization for Economic Cooperation and Development (OECD)*?

In April 2004 the governments of the 30 OECD countries approved a revised version of
the OECD’s Principles of Corporate Governance. These Principles were first published in
1999. They give a benchmark to the member governments, mainly from developed
countries, but are also used by the World Bank in working to improve corporate gover-
nance in emerging markets. The Principles emphasize the importance of a regulatory
framework in corporate governance that promotes efficient markets, facilitates effective
enforcement and defines the responsibilities of the regulatory and enforcement author-
ities. The Principles cover the following headings:

Ensuring the basis for an effective corporate governance framework
The rights of shareholders and key ownership functions

The equitable treatment of shareholders

The role of stakeholders in corporate governance

Disclosure and transparency

The responsibilities of the board.

These headings are used to analyze specific corporate governance codes in the case
studies at the end of this chapter.

3.4.4.1 Ensuring the basis for an effective corporate governance framework

This section of the OECD framework is directed at ensuring an effective regulatory
framework. It recommends that the corporate governance framework should promote
transparent and efficient markets, be consistent with the rule of law and clearly articu-
late the divisions of responsibilities among different supervisory, regulatory and enforce-
ment authorities.

3.4.4.2 The rights of shareholders and key ownership functions

This section sets out basic rights for shareholders. These basic rights should allow share-
holders to have their ownership registered and to be able to buy and sell shares. The
shareholders should be able to obtain relevant and material information about the com-
pany on a regular and timely basis. They should be able to participate effectively in the
key corporate governance decisions and to vote in general meetings of shareholders.
They should be able to use that vote to elect and remove members of the board of direc-
tors and to make their views known on the remuneration of directors. Institutional

32 OECD (2004).
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investors, who act on a ‘good faith’ (fiduciary) basis on behalf of their investments,
should make clear their attitudes to corporate governance and their voting policies.
Shareholders should have the rights to share in the profits of the company. All these
rights and obligations may be well-established in developed capital markets, where
they are usually contained in company law rather than a voluntary code. Nevertheless
they are important points to emphasize in emerging markets.

3.4.4.3 The equitable treatment of shareholders

Equitable treatment means that all shareholders of the same class of shares should be
treated equally. All investors should have the same access to information. Minority
shareholders should be protected against abusive actions by controlling shareholders.
Insider trading should be prohibited. Members of the board of directors should declare
their interest in any transaction affecting the company.

3.4.4.4 The role of stakeholders in corporate governance

The corporate governance framework should respect the rights of stakeholders estab-
lished by law or through mutual agreements. Such stakeholders will include individual
employees and their representative bodies. They should be able to communicate their
concerns about illegal or unethical practices to the board without risking their rights as
employees. Stakeholders will also include creditors. The corporate governance frame-
work should be matched by an efficient insolvency framework and by effective enforce-
ment of the rights of creditors.

3.4.4.5 Disclosure and transparency

This section is particularly relevant to corporate financial reporting and so it describes
the OECD recommendations in detail.3® The corporate governance framework should
ensure that timely and accurate disclosure is made on all material matters regarding the
company, including the financial situation, performance, ownership and governance of
the company. Disclosure should include, but not be limited to, matters relating to:

The financial and operating results of the company

Company objectives

Major share ownership and voting rights

Remuneration policy for members of the board and key executives, with information
about board members including their qualifications, selection process, other director-
ships and whether they are regarded as independent directors

Related party transactions

Foreseeable risk factors

Issues regarding employees and other stakeholders

Governance structures and policies, particularly the implementation of any code of
corporate governance.

A ON =
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From the above list, only item 5, related party transactions, is covered by an IFRS
(IAS 24, see section 2.2.7). The remainder of this list indicates the importance of
descriptive disclosures that are still largely a matter of national regulation rather than
international standards. (See Chapter 15 for further discussion of narrative disclosures.)

The OECD continues by recommending that information should be prepared and
disclosed in accordance with high-quality standards of financial and non-financial

33 OECD (2004), section V.
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disclosure. An annual audit should be conducted by an independent, competent and
qualified auditor, in order to provide an external and objective assurance to the board
and shareholders that the financial statements fairly represent the financial position and
performance of the company in all material respects. External auditors should be
accountable to the shareholders and owe a duty to the company to exercise due profes-
sional care in the conduct of the audit. Channels for disseminating information should
provide for equal, timely and cost-efficient access to relevant information by users. The
corporate governance framework should be complemented by an effective approach
that addresses and promotes the provision of analysis or advice by analysts, brokers, rat-
ing agencies and others, that is relevant to decisions by investors, free from material con-
flicts of interest that might compromise the integrity of their analysis or advice.

These recommendations from the OECD are designed to encourage national regula-
tors to incorporate rules for disclosure and transparency in their national frameworks
and codes. They also provide a useful starting point for evaluating the extent to which
the annual reports of companies appear to be meeting these expectations on disclosure
and transparency.

3.4.4.6 The responsibilities of the board

The OECD'’s final set of recommendations relates to the board of directors. The corpo-
rate governance framework should ensure the strategic guidance of the company, the
effective monitoring of management by the board, and the board’s accountability to the
company and the shareholders. In this section the OECD does not specify the details of
the structure of the board but it sets out key features of ethical conduct and effective
management as follows. Board members should:

act in the best interests of the company and the shareholders;

treat all shareholders fairly;

apply high ethical standards;

fulfil certain key functions (listed in the report) including ensuring the integrity of the
accounting and financial reporting system, including independent audit, and ensur-
ing that appropriate systems of control are in place for risk management, financial
and operational control and compliance with law and standards;

@ exercise objective independent judgement;

@ have access to accurate, relevant and timely information.

3.4.5 National codes of corporate governance

Many countries now have codes of corporate governance. Some are issued by govern-
ment, others by committees representing key stakeholders having an interest in matters
of governance. Exhibit 3.10 lists examples of codes in various countries, showing the
name of the body issuing the code. The ECGI website gives a link to each code in English
as well as in the national language. The exhibit also gives the website reference for the
body issuing the code, where this is available.

3.4.6 Researching international corporate governance

Denis and McConnell (2003) survey research into corporate governance systems
around the world. They categorize this research into two ‘generations’. The first ‘gen-
eration’ of research investigated corporate governance in US companies and then
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m National codes of corporate governance

Australia
Principles of Good Corporate Governance and Best Practice Recommendations

ASX Corporate Governance Council, March 2003
www.asx.com.au/about/I3/AboutCorporateGovernance_AA3.shtm

Brazil
Recomendacdes sobre Governanga Corporativa

Comissao de Valores Mobilidrios (CVM) — Securities and Exchange Commission of Brazil
www.cvm.gov.br/

China
Code of Corporate Governance for Listed Companies in China

Issued by: China Securities Regulatory Commission, State Economic and Trade Commission, 7
January 2001

www.csrc.gov.cn/en/homepage/index_en.jsp

France
The Corporate Governance of Listed Corporations: Principles for corporate governance

Based on consolidation of the 1995, 1999 and 2002 AFEP and MEDEF’s reports, Association
Francaise des Entreprises Privées (AFEP) and MEDEF (French Business Confederation),
October 20083

www.medef.fr/staging/site/page.php

Germany
German Corporate Governance Code

Government Commission, 2003
www.corporate-governance-code.de/index-e.html

Hong Kong
Model Code for Securities Transactions by Directors of Listed Companies: Basic
Principles

Hong Kong Stock Exchange Listing Requirements, Appendix 10, June 2001
www.hkex.com.hk/index.htm

Japan
Revised Corporate Governance Principles

Japan Corporate Governance Forum, October 2001
www.jcgf.org/en/index.html

Kenya
Principles for Corporate Governance in Kenya

Private Sector Initiative for Corporate Governance

www.ecgi.org/codes/country_documents/kenya/sample_code.pdf [local website not
found]
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Malaysia
Malaysian Code on Corporate Governance

Securities Commission Malaysia, March 2000
www.sc.com.my/wel.html

The Netherlands
The Dutch corporate governance code

Corporate Governance Committee, December 2003
www.commissiecorporategovernance.nl/

Sweden
The NBK Rules, The Naringslivets Borskommitte

NBK (The Swedish Industry and Commerce Stock Exchange Committee), February 2003
www.stockholmsborsen.se/regulations/index.asp?lank=4&lang=eng

Corporate Governance Policy — guidelines for better control and transparency for owners of
companies quoted on the Swedish stockmarket

Sveriges Aktiesparares Riksférbund (The Swedish Shareholders’ Association), 26 October
2001

www.aktiespararna.se/

UK
The Combined Code on Corporate Governance

The Financial Reporting Council (FRC), July 2003
www.frc.org.uk/
Audit Committees — Combined Code Guidance (the Smith Report)

A report and proposed guidance by a Financial Reporting Council appointed group chaired
by Sir Robert Smith, 2003

www.frc.org.uk/

Review of the role and effectiveness of non-executive director (The Higgs Report),
Department of Trade and Industry, January 2003
www.dti.gov.uk/cld/non_exec_review/

us
Final NYSE Corporate Governance Rules

New York Stock Exchange, November 4, 2003
WWW.nyse.com

Restoring Trust — The Breeden Report on Corporate Governance for the future of
MCI, Inc.

The United States District Court for the Southern District of New York, August 2003
www.nysd.uscourts.gov/

This table contains examples of the codes that exist in a selection of countries. Access to all the codes listed above,
and to a more extensive list, is possible through the website of the European Corporate Governance Institute Index
of Codes, www.ecgi.org/codes/all_codes.htm

As an additional source of information the home page for the specific codes in this table is shown under each entry.
These all have an English language version.
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applied the same research methods to study companies in other major world
economies, primarily Japan, Germany and the UK. The second ‘generation’ begins
with the work of La Porta et al. (1998) in which they present empirical evidence to
show that there are significant differences across countries in the degree of investor
protection. Countries with low investor protection are generally characterized by a
high concentration of equity ownership within firms and a lack of significant public
equity markets. La Porta et al. (1998) provided valuable data for other researchers by
developing objective measures of investor protection across 49 countries. The mea-
sures are constructed from variables related to shareholder and creditor rights, and
variables related to the rule of law.

m Corporate Social Responsibility

The European Commission has defined Corporate Social Responsibility (CSR) as ‘a con-
cept whereby companies integrate social and environmental concerns in their business
operations and in their interaction with their stakeholders on a voluntary basis’.3* This
definition was the basis of a Green Paper (a discussion paper) that was intended to
launch a debate about the concept of corporate social responsibility and the develop-
ment of a European framework to promote CSR. It might seem strange to use the word
‘voluntary’ in the definition and then initiate a debate on a process that is likely to
increase compulsion, but the Commission was probably reflecting the momentum
already gathering pace from other quarters.

3.5.1 ‘Triple bottom line’ reporting

In its communication on the EU Strategy for Sustainable Development (May 2001)
the European Commission invited all publicly-quoted companies with at least
500 staff to publish a ‘triple bottom line’ in their annual report to shareholders that
measures their performance against economic, environmental and social criteria.
The three aspects of economic performance, environmental performance and social
performance is described as ‘the triple bottom line’ of CSR reporting. The phrase
‘bottom line’ is used to link this idea with the traditional financial reporting of
earnings for shareholders, often called ‘the bottom line’ of the statement of profit
or loss.

In its communication of July 2002 on CSR,3® the Commission proposed establishing
a Multi-stakeholder Forum on CSR and then inviting the Forum to develop commonly
agreed guidelines and criteria for measurement, reporting and assurance.

3.5.2 Sustainability

The idea of ‘sustainability’ is drawn from the study of ecology, where it represents
the degree to which the earth’s resources may be exploited without damaging the
environment. Sustainable development means planning the long-term use of resources
that do not damage the environment. This initial focus on physical resources has been

3 COM (2001) 366.
35 COM (2002) 347.
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extended to thinking about satisfying present needs of society without sacrificing future
needs of society. The Global Reporting Initiative (see next section) gives the following
explanation:

‘Achieving sustainability requires balancing the complex relationships between current eco-
nomic, environmental and social needs in a manner that does not compromise future needs.’3®

3.5.3 Global Reporting Initiative (GRI)®’

The GRI was launched in 1997 as a joint initiative of the US non-governmental organi-
zation Coalition for Environmentally Responsible Economies (CERES) and United
Nations Environmental Programme with the goal of enhancing the quality, rigour and
utility of sustainability reporting. Guidelines were published in 2000 and updated in
2002. In that period GRI developed into a new permanent global institution, creating an
accepted disclosure framework for sustainability reporting.

GRI has identified the trends that have caused this rapid movement:

the search for new forms of global governance;

reform of corporate governance;

the global role of emerging economies;

rising visibility of and expectations for organizations;

measurement of progress towards sustainable development;

governments’ interest in sustainability reporting;

financial markets’ interest in sustainability reporting;

emergence of next-generation accounting, such as ‘business reporting, ‘intangible
assets analysis’, ‘value reporting’.

The GRI report produced by a company will reflect the recommendation of five sec-
tions of the Reporting Guidelines:

1 Vision and strategy. This section contains a statement of the sustainability vision of the
reporting organization and also a statement from the chief executive officer.

2 Profile. This covers the profile of the organization, the scope of the report and the pro-
file of the report.

3 Governance structure and management systems. This covers details of structure and gov-
ernance, stakeholder engagement, overarching policies and management systems.

4 GRI content index. This is a table identifying the location of each element of the GRI report.

5 Performance indicators. These cover economic, environmental and social performance
indicators, described in detail in the guidelines. They are intended to reflect the
company’s particular circumstances and so vary in nature for each organization.
Exhibit 3.11 sets out some of the main headings in the GRI Guidelines.

The Guidelines set out Principles for reporting. Transparency and inclusiveness form
the starting point. Transparency in reporting is an exercise in accountability, which
requires a clear and open explanation of an individual’s actions to those who have a right
or reason to inquire. Inclusiveness means engaging with stakeholders. These two qualities
inform decisions about what information is reported, the quality and reliability of what is
reported, and the accessibility of reported information. These in turn lead to qualitative

36 GRI (2002) p. 9.

37 www.globalreporting.org.
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m Headings and examples for CSR performance indicators

Economic performance indicators

Direct impacts
® Monetary flows between the organization and its key stakeholders
® How the organization affects the economic circumstances of those stakeholders

Indirect impacts

® Costs or benefits for a community not fully reflected in the monetary amount of
a transaction

Environmental performance indicators

® Materials, e.g. percentage of recycled materials used
® Energy, e.g. energy sources used

® Water, e.g. total water use

® Biodiversity, e.g. activities to protect special habitats

® Emissions, e.g. greenhouse gas emissions

Social performance indicators

® Labour practices and decent work, e.g. labour relations, health and safety

® Human rights, e.g. policies and practices related to international conventions
® Society, e.g. policies to manage impact on community

® Product responsibility, e.g. policies regarding customer health and safety

Source: examples based on Section 5 Performance Indicators, GRI Sustainability Reporting Guidelines (2002)

characteristics of completeness, relevance, sustainability context, accuracy, neutrality,
comparability, clarity and timeliness. This list looks very much like the qualitative charac-
teristics of financial reporting set out in the IASB Framework (see Chapter 1). The only
unfamiliar phrase is ‘sustainability context’ which means that the reporting company
should seek to place its performance in the larger picture of ecological, social, or other con-
straints, where this larger picture adds significant meaning to the reported information.

The GRI website lists companies that confirm the use of the GRI Guidelines. Exhibit
3.12 is taken from the annual report of BASF, a German company in the chemicals
sector. The Introduction to the annual report explains how sustainability reporting has
been combined with other information to give a single corporate report rather than
three separate documents. The heading to the GRI Index shows that a further recom-
mendation of the GRI Guidelines has been implemented, with the detail of the index
covering more than one page.

3.5.4 The Accountability Rating®®

The Accountability Rating® has been developed by AccountAbility and csrnetwork™.
AccountAbility is a professional institute whose mission is to promote accountability for
sustainable development. It develops innovative and effective accountability tools and

38 www.accountability.org.uk and www.csrnetwork.com.
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3.5.5

About this report

We have further developed BASF’s reporting: This Corporate Report combines our sustain-
ability reporting in a single publication. The new report provides information on all three
dimensions of sustainable development and thus replaces the three individual reports we
have published to date. You can find additional information and data on the Internet. We are
orienting our reporting to the recommendations of the Global Reporting Initiative (GRI), and
we are actively involved in the discussions to further develop the initiative. Our data and
calculations are also based on international standards. In some areas, direct comparison of
individual data is made difficult due to portfolio changes, new plant startups and improve-
ments to our data collection method. This is stated in the text where this is the case.

GRI Index

This index shows you where you can find information on the core elements and indicators of the
Global Reporting Initiative (GRI) in this report and in our Financial Report (FR). Our online report-
ing provides additional information on some indicators at www.reports.basf.de. You can find the
complete version of the GRI index with all cross-references at www.reports.basf.de/gri-index.
Further information on GRI is available at www.globalreporting.org.

Source: BASF Corporate Report (2003) p. 3 Introduction ‘About this report’; GRI Index starts p. 69, following ‘Glossary’.

standards, called the AA1000 Series. The partner organization, csrnetwork™, is one of
the UK’s leading corporate social responsibility consultancies. The Accountability
Rating® was initially applied to the world’s 100 highest-revenue companies. Six areas
were scored: strategic intent, governance, performance management, stakeholder
engagement, assurance and public disclosure.?’

Dow Jones sustainability indexes

The Dow Jones sustainability indexes track the performance of market leaders in
sustainability. Companies apply to be included in the index and are assessed. The sus-
tainability assessment of each company is based on responses to a questionnaire and
the contents of documents provided by the company, including the annual report.
Five corporate sustainability principles are applied, covering strategy, innovation,
governance, the needs of shareholders and the well-being of employees and other
stakeholders.
There is a range of indexes, including

@ Dow Jones EURO STOXXM Sustainability Index (DJSI EURO STOXX). This consists of
the leading 20 per cent of Eurozone companies, evaluated for sustainability, from the
Dow Jones STOXXM 600 Index.

@ Dow Jones STOXXM Sustainability Index (DJSI STOXX). This consists of the leading
20 per cent of all companies, evaluated for sustainability, from the Dow Jones
STOXX™ 600 Index,

e Dow Jones Sustainability World Index (DJSI World). This consists of the leading
10 per cent companies, evaluated for sustainability, from the Dow Jones Global Index.

39 The Accountability Rating® 2004. AccountAbility and csrnetwork.
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These indexes are defined, and the constituent companies are listed, on the website.*°
These lists give a useful source for planning a research project into companies whose
annual report is likely to reflect high standards of sustainability.

3.5.6 FTSE4Good*'

The FTSE4Good Index Series is designed to create a family of benchmark and tradable
indices in response to the growing interest in socially responsible investment around the
world. Companies that are included in one of the indices must pass the eligibility crite-
ria detailed in the FTSE4Good Philosophy and Criteria document. There are four bench-
mark indices:

o FTSE4Good Global Index
e FTSE4Good USA Index
e FTSE4Good Europe Index
e FTSE4Good UK Index.

To be eligible, companies must meet criteria requirements in three areas:*

e working towards environmental sustainability;
e developing positive relationships with stakeholders;
e upholding and supporting universal human rights.

3.5.7 Fédération des Experts Comptables Européens (FEE)*

In June 2004 FEE called on the Multi-stakeholder Forum to recognize CSR at a level sim-
ilar to financial reporting. FEE launched an issues paper calling for action. The actions
proposed were:

® Companies should seek independent assurance on their CSR reports.

e Companies and those providing assurance should disclose information to stakeholders
regarding the independence of those providing assurance.

® Global Reporting Initiative (GRI ), as the global standard-setter for sustainability report-
ing, should ensure that indicators and other disclosures do not preclude assurance.
GRI should also encourage disclosures about internal and external assurance.

® Sustainability indexes, such as FISE4Good or the Dow Jones Sustainability Index,
when rating a company, should consider whether CSR reports have received
assurance.

® Stakeholder organizations should increase their members’ awareness of the issue of
assurance and engage with standard-setters.

e The European Commission and national governments should monitor reaction to CSR
legislation in France, Denmark and Sweden.

® [AASB should develop a specific standard on assurance for sustainability within its
assurance framework.

40 www.sustainability-indexes.com.

41 Ground Rules for the Management of the FTSE4Good Index Series (2001), FTSE International Limited.
www.ftse.com.

42 FTSE4Good Index Series: Inclusion Criteria (2003). FTSE International Limited.
43 www.fee.be.
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3.5.8 Monitoring for effective reporting

Standard and Poor’s** is an organization that provides independent financial informa-
tion, analytical services and credit ratings to the world’s financial markets. It has devel-
oped a Corporate Governance Score that provides a detailed analysis of a company’s
corporate governance standards by reference to global practices. In particular it has
developed a Transparency and Disclosure Study (for detail see section 15.2.2). The results
of surveys published in 2002 and 2003 covered Europe, the US, Asia Pacific and Russian
companies.

Laufer (2003) comments on the limitations of retaining a voluntary approach to
social accounting. There are those who complain of poor quality and lack of reliability
in voluntary reporting; there are others who worry that regulatory intervention would
destroy initiative and development. He regrets that the GRI Guidelines do not press for
external audit and concludes that decisions to defer third party auditing undermined an
appearance of legitimacy. The term ‘greenwashing’ refers to the idea of using disclosure
tactics that appear to meet expectations, because they are supported by reputable bod-
ies, but without in reality making any meaningful disclosures.

Regulating compliance

This section contrasts the direct statutory control imposed by the SEC in the US with
the private sector regulation of the UK where there is statutory support for the work
of the Financial Reporting Review Panel in taking action on defective accounts
and for the work of the Financial Services Authority in maintaining a fair market. The
US and the UK present two different approaches to government monitoring of
financial reporting by listed companies. The section then explains the initiatives
taken by stock market regulators to improve financial reporting across markets.
Further details on regulating compliance in separate countries may be found in
Chapters 8 to 13.

3.6.1 The US Securities and Exchange Commission (SEC)*°

The primary mission of the US Securities and Exchange Commission (SEC) is to protect
investors and maintain the integrity of the securities markets. It applies a basic principle
that all investors, whether large institutions or private individuals, should have access to
certain basic facts about an investment prior to buying it. To achieve this, the SEC requires
public companies to disclose meaningful financial and other information to the public,
which provides a common pool of knowledge for all investors to use to judge for them-
selves if a company’s securities are a good investment. A steady flow of timely, compre-
hensive and accurate information enables people to make sound investment decisions.

The SEC also oversees other key participants in the securities world, including stock
exchanges, broker-dealers, investment advisors, mutual funds, and public utility hold-
ing companies. Here again, the SEC is concerned primarily with promoting disclosure of
important information, enforcing the securities laws, and protecting investors who
interact with these various organizations and individuals.

# www.standardandpoors.com.

45 www.sec.gov.
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3.6.1.1 Enforcement

An important feature of the SEC’s effectiveness is its enforcement authority. Each year
the SEC brings between 400 and 500 civil enforcement actions against individuals and
companies that break the securities laws. Typical infractions include insider trading,
accounting fraud, and providing false or misleading information about securities and
the companies that issue them.

The Enforcement Division obtains evidence of possible violations of the securities laws
from many sources, including its own surveillance activities, other divisions of the SEC,
the self-regulatory organizations and other securities industry sources, press reports, and
investor complaints.

All SEC investigations are conducted privately. Facts are developed to the fullest
extent possible through informal inquiry, interviewing witnesses, examining broker-
age records, reviewing trading data, and other methods. Once the Commission issues
a formal order of investigation, the Division’s staff may compel witnesses by
subpoena to testify and produce books, records, and other relevant documents.
Following an investigation, SEC staff present their findings to the Commission for its
review. The Commission can authorize the staff to file a case in federal court or bring
an administrative action. Individuals and companies charged sometimes choose to
settle the case, while others contest the charges.

The Chief Accountant is the principal adviser to the Commission on accounting
and auditing matters. The Office of the Chief Accountant also works closely with
domestic and international private-sector accounting and auditing standards-setting
bodies (e.g. the Financial Accounting Standards Board, the International Accounting
Standards Board, the American Institute of Certified Public Accountants, and the
Public Company Accounting Oversight Board); consults with registrants, auditors,
and other Commission staff regarding the application of accounting standards and
financial disclosure requirements; and assists in addressing problems that may war-
rant enforcement actions.

3.6.1.2 Regulation FD*6

In 2000, the SEC adopted Regulation FD (Fair Disclosure) to address the selective dis-
closure of information by companies and other issuers. Regulation FD provides that
when an issuer discloses material nonpublic information to certain individuals or
entities — generally, securities market professionals, such as stock analysts, or holders
of the issuer’s securities who may well trade on the basis of the information - the
issuer must make public disclosure of that information. In this way, the new rule aims
to promote the full and fair disclosure.

Whenever an issuer, or any person acting on its behalf, discloses any material non-
public information regarding that issuer or its securities to any person in a defined class
(such as investors or market participants), the issuer shall make public disclosure of that
information:

e simultaneously, in the case of an intentional disclosure; and
e promptly, in the case of a non-intentional disclosure.

46 Regulation FD - Fair Disclosure, www.sec.gov/divisions/corpfin/forms/regfd.htm.
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3.6.2 UK: FRRP and UKLA

3.6.2.1 The Financial Reporting Review Panel*’

The Financial Reporting Review Panel (FRRP) is authorized by the Secretary of State to
examine departures from the accounting requirements of the Companies Act 1985 and
accounting standards. It has the power to appeal to a court of law to require directors to
correct and re-issue accounts that do not comply. The FRRP covers the accounts of all
public limited companies, whether listed or not, and some large private companies. Its
powers are much more limited than those of the SEC but it appears to have influenced
financial reporting compliance in the UK.

The Panel considers any matter drawn to its attention from a review of
accounts selected by the Panel, or by complainants or press comment. It initially
considers whether there is a case to answer. When there is such a case, the Chairman
appoints a Group to conduct the enquiry, normally made up of five members
including himself and the Deputy Chairman. Other members are chosen from
the Panel to provide a balance of experience relevant to the enquiry, excluding
any potential conflicts of interest. The Group’s discussions with the company are
confidential.

The Group puts its concerns to the directors and may discuss them in correspon-
dence and at meetings. The Panel encourages directors to consult with their auditors
and to take any other advice they feel they need. The process is informal but is
intended to combine efficiency with fairness. As defective accounts could mislead the
public, the procedures need to allow for speedy rectification. The Group aims to reach
agreement with the directors of the company by persuasion. If the Group is satisfied by
the company’s explanations, the case is closed and the fact that an enquiry was made
remains confidential. Where the directors do agree to take some form of remedial
action the Panel issues a Press Notice. The Panel does not comment on or discuss its
conclusions.

3.6.2.2 The UK Listing Authority*°

The Financial Services Authority (FSA) is another private sector body operating under
then authority of legislation. When it acts as the competent authority for listing it is
referred to as the UK Listing Authority (UKLA), and maintains the Official List. The
Financial Services and Markets Act 2000 imposes this requirement on the FSA and gives
the necessary powers to the competent authority. By this means the relevant European
Community Directives are implemented.

The UKLA has created a set of rules known collectively as the ‘Listing Rules’. They
reflect requirements that are compulsory under the relevant European Community
Directives, and additional requirements of the Financial Services and Markets Act. The
UKLA Sourcebook contains the Listing Rules and the UKLA Guidance Manual. The
Guidance Manual has been issued to help users understand the application of the Listing
Rules. The Combined Code (see section 3.4.5) is a voluntary code that sets out the prin-
ciples of good governance and a code of practice. It is attached to the Listing Rules for
information purposes.

47 www.frc.org.uk/frrp/.

48 Fearnley et al. (2000).
49 www.fsa.gov.uk/ukla/.
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The Sourcebook sets out all the rules for listed companies. Chapter 12°° contains the
rules for Financial Information. The main headings are:

comparative table and accountants’ report (12.1 to 12.20)

profit forecast and estimate (12.21 to 12.27)

pro forma financial information (12.28 to 12.36)

financial information outside comparative table or accountants’ report (12.37 to 12.39)
preliminary statement of annual results and dividends (12.40)

annual report and accounts (12.41 to 12.43)

corporate governance and directors’ remuneration (12.43A)

summary financial statements (12.45)

half-yearly report (12.46)

change of accounting reference date (12.60).

3.6.3 Associations of stock market regulators
3.6.3.1 International Organization of Securities Commissions (I0SCO)>’

IOSCO is an international association of securities regulators that was created in 1983.
The members of IOSCO are the securities regulators of more than 100 jurisdictions. The
SEC in the US is a member of IOSCO. The three core objectives of IOSCO are the pro-
tection of investors; ensuring that markets are fair, efficient and transparent; and the
reduction of systemic risk. IOSCO sets international standards, called Principles, for
securities markets. It claims to be the world’s primary forum of international coopera-
tion for securities regulatory agencies. One of the key themes of its technical committee
work is ‘Disclosure and Accounting’, focusing both on multinationals in established
markets and on emerging markets.

After the Asian crisis of 1997, IOSCO consolidated its work to that date in a set of
Principles of Securities Regulations that were recognized as key standards by the Financial
Stability Forum. Following the Enron collapse, three further sets of IOSCO Principles were
issued in 2002 to strengthen ongoing disclosure and reporting of material developments
by listed companies. Two more were issued in 2003 covering the activities of credit rating
agencies and addressing conflict of interest in sell-side analysts.

3.6.3.2 The Committee of European Securities Regulators (CESR)®?

The Committee of European Securities Regulators (CESR) was established by a European
Commission Decision of June 2001. This decision was taken in the light of the recom-
mendation of the Report of the Committee of Wise Men on the Regulation of European
Securities Markets (the Lamfalussy Report) as endorsed by the European Council and the
European Parliament. CESR is an independent committee bring together senior repre-
sentatives from national public authorities that act in the field of securities. It adopted
the previous work of the Forum of European Securities Commissions (FESCO). CESR
reports annually to the European Commission.

The work of CESR is prepared by Expert Groups formed specifically for each
project. One of its first actions was to issue, in 2003, a draft recommendation for

S0 www.fsa.gov.uk/pubs/ukla/chapt12-3.pdf.
ST www.iosco.org.
52 www.europfesco.org.

123



Part 1 e Setting and regulating international financial reporting standards

124

additional guidance regarding the transition to IFRS in 2005. It was effectively a
recommendation from the CESR members to themselves to encourage listed compa-
nies to prepare thoroughly for 2005 and communicate the process of preparation.
A recommendation was then issued in December 2003.53 The recommendation
covered the information that might be published in the year of transition to IFRS
implementation, the accounting framework to be used in interim financial reporting,
and achieving comparability in the presentation of comparative figures for previous
periods.

3.6.3.3 EU and US cooperation

The CESR and the SEC announced in 2004* that they intended to increase cooperation
and collaboration so as to identify emerging risks and engage in early discussion of
potential regulatory projects. One of their projects for 2004 was to explore an effective
infrastructure to support the use of IFRS. The aim was to ensure consistent application,
interpretation and enforcement of IFRS, with the objective of avoiding reconciliation
from IFRS to national GAAP.

kW4 A research perspective

We have seen from the previous sections that good corporate governance is required to
give confidence in financial accounting information, and that reliable disclosure of
financial accounting information is an essential aspect of effective corporate gover-
nance. This means there are two directions to take in identifying research questions that
link corporate governance and financial reporting.

A large body of research starts with an agency theory®S perspective that the separation
of managers from those who own the company can create a potential conflict for the
agent (manager). There is a legal duty on the manager, as agent, to serve the needs of
the principal (the shareholders) but this legal duty may conflict with self-interested
motives where the manager seeks to protect personal remuneration, reputation or job
security. The most frequent subject of research concerns the relationship between
accounting information and management compensation (remuneration) contracts. That
is because a great deal of this kind of research is produced in the US where it is common
for managers to receive rewards based on accounting targets and the information is pub-
lished in the annual report.

Reflecting the two directions identified at the start of this section, there are two dif-
ferent ‘schools’ of research into governance and financial reporting. One is governance
research,%® which takes the accounting information as given and asks how financial
accounting information is used in control mechanisms, mainly management compen-
sation contracts, that promote the efficient governance of companies. The other is con-
tracting research’’” which takes the contract as given and asks how the nature of the
contract affects managerial attitudes to accounting information.

Examples of research questions are set out in the next two sections.

53 CESR (2003).

54 Accountancy, July 2004, p. 75, www.sec.gov/news/press/2004-75.htm.
55 Jensen and Meckling (1976).

56 Bushman and Smith (2001).

57 Watts and Zimmerman (1986).
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3.7.1 Governance research

This section gives examples of research questions that ask how accounting information
is used to control managerial behaviour.

1 How frequently is accounting information used to determine the amount of
management compensation in reward schemes? Research shows that accounting
numbers have featured strongly in cash-based bonus schemes but in more recent
years there has been a rise in reward schemes based on stock price performance
(Sloan, 2001: 342).

2 How is accounting information used in the decision to change the chief executive
officer? Research finds an inverse relationship between earnings performance and the
rate of turnover of chief executives (Conyon and Flourou, 2002).

3 How is accounting information used in debt covenant contracts (Day and Taylor,
1995)? How is accounting information used in other forms of financial contracting, such
as using accounting information to restrict a company’s ability to pay dividends (Leuz
et al., 1998)?

4 How is accounting information used by management to reduce the risk of stockholder
litigation caused by accounting disclosure omissions or misstatements? Skinner
(1994) suggests that companies will voluntarily disclose bad news rather than cause
suspicion in the minds of investors by withholding information.

The academic literature in this area is dominated by papers in the US based on US
data. Bushman and Smith (2001), in noting this US dominance, suggest (p. 297) that
cross-country analyses are a promising way to assess the effects of financial accounting
information on economic performance. One of their reasons is the possibility of observ-
ing ‘grossly inefficient financial accounting and other regimes’ in the sample, which
they deem to be unlikely in the US context. That perhaps reflects a pre-Enron percep-
tion of US accounting.

3.7.2 Contracting and earnings management

How does the use of accounting information in management compensation contracts
affect managerial choices of accounting policies? Watts and Zimmerman (1986: 208)
offered the ‘bonus plan hypothesis’. This says that, other things being equal, managers
of firms with bonus plans are more likely to choose accounting procedures that shift
reported earnings from future periods to the current period. One form of this process
involves making choices that will not be challenged by the auditors. The accounting
policies must conform to acceptable accounting standards and the choice is then exer-
cised within the bounds of the accounting policy. This type of earnings management
does not breach accounting standards and so does not attract a qualified audit report.
It is not illegal but may be misleading for those who attempt to make forecasts of
future accounting figures based on the reported results. It is difficult to research
because there is no disclosure. A more extreme form of earnings management involves
some form of deception, such as entering dates on sales invoices that are earlier than
the date of despatch of goods, in order to increase reported revenue of the period. This
type of earnings management leads to headlines in the newspapers when the story
emerges. It is difficult to research prior to discovery because it is kept secret. There is
therefore a challenge to researchers to find indirect methods of identifying earnings
management.
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Most of the earnings management literature®® focuses on identifying whether it exists
and if so, what the causes are. The reasons identified are a desire to influence market
perceptions, to increase management’s compensation, to reduce the likelihood of vio-
lating lending agreements (debt covenants) and to avoid regulatory intervention. The
literature does not evaluate the extent of earnings management in the population as a
whole, and does not identify which accounting standards are most likely to be associat-
ed with earnings management.

The models used to test for earnings management are based on the presumption that
those who seek to distort reported profits will do so either through working capital
adjustments (called ‘accruals’ in the earnings management literature) or through depre-
ciation adjustments. To overstate profit a company might overstate inventory or receiv-
ables, or understate payables. It might also lengthen the life of fixed assets to reduce the
depreciation charge. Papers investigating earnings management® establish a ‘normal’
expectation of accruals based on a control group and then compare this outcome with
the level of accruals in a set of companies that are believed to be indulging in earnings
management.

3.7.3 Other aspects of managerial choice

How do changes in corporate governance regulations affect the voluntary disclosures
made by management? In a study of listed firms in Hong Kong, Ho and Wong (2001)
found that the existence of an audit committee was significantly and positively asso-
ciated with greater voluntary disclosure, while the percentage of family members on
the board was negatively related to the extent of voluntary disclosure.

3.7.4 Effectiveness of audit committees

A paper by DeZoort et al. (2002) provides a useful review of the empirical literature on
the effectiveness of audit committees and also gives suggestions for future directions of
research. They set out four areas of research investigation:

How does the composition of the audit committee give it adequate independence?

This area of research generally requires the use of survey research methods to discover
the independence issues, linked to the information available in the public domain about
the composition of the audit committee. It is also possible to observe extreme events
such as corporate failure or high levels of earnings management, and attempt to link
these to the composition of the audit committee.

How does the audit committee exercise its authority?

This also requires survey research to find out how the audit committees carry out their
work. As the corporate governance codes are extended, there may be more information
in the public domain describing the work of the audit committee but it is likely that sur-
veys will continue to be important for deeper insight.

8 Healy and Wahlen (1999).
59 Jones (1991), Dechow et al. (1995), Peasnell et al. (2000).
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Are adequate resources made available to the audit committee?

Resources available include the size of the committee and the support from external and
internal auditors. The flow of information to the committee and its access to external
advisers are also important resources. Research relates the effectiveness of the audit com-
mittee to the resources available to it.

How diligent is the audit committee in its work?

Measuring diligence generally involves measuring the attendance record of committee
members. This could be linked to discovery of fraudulent reporting or some other
extreme event, but linking to the general efficiency of the company is less easy to
quantify.

Summary and conclusions

This chapter has presented a range of the ways in which regulators and voluntary bodies
have sought to improve the credibility of corporate reporting through giving more assur-
ance and through encouraging relevant and reliable disclosures. What are the implications
of this explosion of assurance and monitoring activity for the person who seeks to analyze
the financial statements of companies? The question to ask is: How much assurance is
available for this particular set of financial statements? The clues will be found in the
annual report and other published documents, or on the company’s website. The follow-
ing list is a suggested system for establishing the assurance underlying an annual report.

@ Read the audit report. What are the audit regulations, accounting principles, company
law and codes of corporate governance that have been applied?

@ Read the report of the directors. What sources of authority do they mention?

@ Look for the certification by the directors. What is the wording? Who has signed it
personally?

@ Read the report of the supervisory board or the independent directors. What level of
authority and control have they exercised?

@ Read the corporate governance report. Which code has been applied? Is it full or par-
tial application? Is there an audit view on this report?

@ Read the corporate social responsibility report. Which guidance has been applied? Is
there an audit view on this report?

e Look beyond the annual report to the websites listed in this chapter. Is the company
listed as meeting the criteria of any of these evaluations?

Key points from the chapter:

There is a great deal of detail in this chapter and a wide range of bodies either setting
regulations or issuing guidance. For revision you will need to bring the detail down to a
manageable level. The following list may be helpful in collecting the detail under three
themes of auditing, reporting and regulatory control.

Auditing

e International Standards for Auditing are issued by the IAASB.

e Sarbanes-Oxley has set new conditions on the independence and regulation of audit
firms that affects audit firms.
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Audit committees show the commitment of independent directors in strengthening
the internal controls and the relationship with the external auditor.

Reporting

Corporate governance initiatives include requirements for companies to report how
they are complying with corporate governance codes.

Corporate social responsibility initiatives require companies to report their policies
and practices, with a focus on three themes of economic, environmental and social
performance.

Regulatory control

The Sarbanes—-Oxley Act (2002) has set an example that is being imitated in other
countries.

Stock market regulators have taken a strong lead in supporting corporate
governance initiatives and supporting global initiatives in accounting and audit-
ing standards.

Public Company Oversight has become an activity with statutory backing, even in
countries that would be regarded as having more of a professional tradition in

accounting values.

(oL X1 (1 \"AXR M Corporate governance: Germany
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The German Corporate Governance Code, revised in 2003, is issued by the Government
Commission for the German Corporate Governance Code. It sets statutory regulations
for the management and supervision of German listed companies.

Ensuring the basis for an effective corporate governance framework

The code presents statutory regulation. Recommendations are presented using the
verb ‘shall’. Companies can deviate from recommendations but must disclose this in
the annual report. Suggestions are presented using the verbs ‘should’ or ‘can’.
Companies can deviate from suggestions without disclosing this. The remaining pas-
sages of the Code require compliance under law.

The rights of shareholders and key ownership functions

Shareholders vote at meetings with one vote per share (2.1). The Code sets a procedure
for the general meeting (2.2) and the exercise of proxy votes (2.3).

The equitable treatment of shareholders
This is not covered in the Code.

The role of stakeholders in corporate governance

In enterprises having more than 500 employees, the Supervisory Board is one-third
employee representatives. Where there are more than 2,000 employees the fraction is
one half.
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Disclosure and transparency

The Management Board and the Supervisory Board shall report each year on the enter-
prise’s corporate governance in the annual report (4.3.5). Transparency is achieved by
prompt disclosure of any new facts that could influence the price of the company’s secu-
rities (6.1) and of specific levels of shareholding (6.2). All information made known to
financial analysts shall be disclosed to shareholders without delay (6.4). Information shall
be accessible on the company’s Internet site and publications shall also be in English (6.8).

The Code asserts (7.1) that shareholders and third parties are mainly informed by
the consolidated financial statements, using internationally recognized accounting
principles. They shall also be informed by interim reports, also using internationally
recognized accounting principles. For corporate law purposes of calculating dividend,
for shareholder protection, and for taxation, annual financial statements will be pre-
pared according to the German Commercial Code. The consolidated financial state-
ments shall be prepared by the Management Board and examined by the Supervisory
Board, to be publicly accessible within 90 days of the end of the financial year. Interim
reports shall be published within 45 days of the end of the reporting period. The con-
solidated financial statements shall contain information on stock option programmes
and on relationships with shareholders as ‘related parties’.

The responsibilities of the board

German companies have a dual board system. The Management Board manages the
enterprise. The Supervisory Board appoints and advises the members of
the Management Board and is involved in decisions of fundamental importance. The
Supervisory Board members are elected by shareholders at the annual general meeting.
The Management Board and Supervisory Board cooperate closely (3.1 to 3.10). The
Management Board has specific tasks and responsibilities (4.1). Its composition, and
the remuneration of members, are defined by the Supervisory Board (4.2). There are
strict rule applied to the Management Board to prevent conflicts of interest (4.3). The
tasks and responsibilities of the Supervisory Board are defined (5.1) as are those of
the chairman of the Supervisory Board (5.2). The Supervisory Board shall set up an
Audit Committee (5.3.2) and any other committees that increase the efficiency of the
Supervisory Board. There are rules for the composition and compensation of
the Supervisory Board (5.4) and for the avoidance of conflicts of interest (5.5). It must
examine its efficiency on a regular basis (5.6). The Supervisory Board appoints the
auditor and determines the audit fee (7.2). It receives the auditor’s report and includes
the auditor in its discussions on the annual financial statements.

(o LI X (I[s\"A< B Corporate governance: Japan

The Revised Corporate Governance Principles (2001) are set by the Japan Corporate
Governance Committee which brings together the interdisciplinary interests of schol-
ars, journalists and economists who wish to reform management.

Ensuring the basis for an effective corporate governance framework

This is a relatively short document setting out principles to be practised by directors, exec-
utive managers and shareholders. It does not specify any procedures for enforcement.
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(Continued)

The rights of shareholders and key ownership functions

The importance of the general meeting (Principle 13) and good investor relations
(Principle 14) are stressed. Executives should be ‘enthusiastic’ in meeting analysts and
others who convey information to investors and shareholders.

The equitable treatment of shareholders

Fairness is to be assured through internal control procedures (Principle 11) and dis-
closure (Principle 12). There is no guidance on fairness in voting arrangements for
shareholders.

The role of stakeholders in corporate governance

The only mention of stakeholders is found in the requirement to make regular
disclosures to show shareholders, investors, employees, customers and local
communities that the company’s business affairs have been efficient and fair
(Principle 12).

Disclosure and transparency

The chief executive officer must prepare an annual report on internal audit and con-
trol, to be included in the business report and the securities report (Principle 11). The
chief executive officer must make prompt disclosure of any information that might
affect the stock price, should make regular disclosures of information to stakeholders
and should have procedures to announce important information and prevent insider
trading (Principle 12).

The responsibilities of the board

Most of the principles are directed towards the board as the body supervising man-
agement (Principle 1). There is strong emphasis on the board having oversight over
the chief executive officer (Principles 1 and 2). The majority of the board should be
‘outside directors’ (Principle 3). An ‘outside director’ is a person who is not an execu-
tive or an employee; an ‘independent director’ is able to make decisions indepen-
dently of management. An outside director may not be independent of management
(e.g. a person who is providing legal services to the company) (Principle 4). A leader
of the board of directors is identified as a person separate from the Chief Executive
Officer (Principle 5). There should be a nominating committee to appoint directors,
a compensation committee to approve the pay of directors and an audit committee.
Each committee should consist of three or more directors. The majority of the
appointments committee and the compensation committee should be outside direc-
tors. The majority of the audit committee should be independent directors (Principle
6). The role of each committee is defined (Principle 7). The role of the chief executive
officer is defined (Principle 8) as is the Executive Management Committee working
under the CEO (Principle 9). A litigation committee should consider whether to com-
mence litigation against directors or executives when shareholders have made a claim
against such persons (Principle 10).
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oF- LN (I[e\"KIKE Corporate governance: UK

The Combined Code on Corporate Governance was issued by the Financial Reporting
Council (FRC) in July 2003. It replaced a previous version issued in 1998 based on the
Cadbury®® and Hampel®!' Reviews of Corporate Governance. The 2003 revision took in
the recommendations of the Higgs®? and Smith® reports.

Ensuring the basis for an effective corporate governance framework

The Code is prepared by the Financial Reporting Council which has oversight of the
process of setting accounting standards. It is enforced by the requirement of the Financial
Services Authority that all listed companies apply the Code as part of the Listing Rules.

The rights of shareholders and key ownership functions

There should be a dialogue with shareholders based on the mutual understanding of
objectives (D.1). The board should use the annual general meeting to communicate
with investors and encourage their participation (D.2). Proxy votes should be counted
and reported. The chairmen of the audit, remuneration and nomination committees
should attend the meeting to answer questions.

The equitable treatment of shareholders

In the UK this is an area covered by company law and the takeover code.

The role of stakeholders in corporate governance

Institutional shareholders should enter into a dialogue with companies based on the
mutual understanding of objectives (E.1). Institutional shareholders have a responsi-
bility to make considered use of their votes (E.2). The Combined Code does not refer
to other stakeholders.

Disclosure and transparency

The Code refers to accountability and audit. The board should present a balanced and
understandable assessment of the company’s position and prospects (C.1). It should
maintain a sound system of internal control to safeguard shareholders’ investment
and the company’s assets (C.2). An audit committee should be established to monitor
the integrity of the financial statements and to maintain an appropriate relationship
with the company’s auditors (C.3).

The Listing Rules of the Financial Services Authority require companies to include
in the annual report a statement on compliance with the Code. Schedule C of the
Code sets out detailed guidance on disclosure in this statement. In the first part of the
statement the company should explain its governance policies. In the second part it
either confirms that it complies with the Code or explains why it does not comply.
This is described as a ‘comply or explain’ approach.

%0 Cadbury Report (1992).
61 Hampel (1998).

62 Higgs (2003).

63 Smith (2003).
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The responsibilities of the board

Every company should be headed by an effective board, which is collectively respon-
sible for the success of the company (A.1). The annual report should include a state-
ment of how the board operates, including a high level statement of which types of
decisions are to be taken by the board and which are delegated to management (A.1.1).
There should be a clear division of responsibilities between the running of the board
(the chairman) and the executive responsibility for the running of the company’s busi-
ness (the chief executive). The board should include a balance of executive and non-
executive directors so that no individual dominates decisions of the board (A.3).
Independence of non-executive directors is defined in the code. Except for smaller
companies, at least half the board should be independent non-executive directors. The
chairman should be independent at the point of appointment. There should be a
transparent procedure for appointing new directors, based on a nominating commit-
tee (A.4). The board should receive timely information for its work and should
undergo regular training (A.S). It should evaluate its own performance annually (A.6).
Regular re-election and refreshing of the board should be planned (A.7).

(o LN I\ Corporate governance: US
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The corporate governance rules of the New York Stock Exchange (NYSE) were
approved by the SEC in November 2003. They are codified in Section 303A of the
NYSE’s Listed Company Manual.

Ensuring the basis for an effective corporate governance framework

Companies listed on the NYSE must comply with these standards of corporate gover-
nance. There are penalties for failing to follow a listing standard. The first level of
penalty is a public reprimand letter. The ultimate sanction is to suspend trading or
delist the company (Rule 13).

The rights of shareholders and key ownership functions

Matters such as voting rights and protection of minority interests are not covered in
this guidance.

The equitable treatment of shareholders

These issues are not covered in this guidance.

The role of stakeholders in corporate governance

There is no mention of stakeholders other than shareholders.

Disclosure and transparency

Listed companies must adopt and disclose corporate governance guidelines relating to
the responsibilities of directors (Rule 9). The website of each listed company must
include its corporate governance guidelines and the charters of its most important
committees. The information must be made available in print to any shareholder who



Chapter 3 e Confidence and assurance

requests it. Listed companies must also adopt and disclose a code of business conduct
and ethics for directors, officers and employees (Rule 10). Listed foreign private issuers
must disclose any significant ways in which their corporate governance practices differ
from those followed by domestic companies under NYSE listing standards (Rule 11).
This disclosure may be provided on the web site or in the annual report. It must be in
English and accessible from the US.

The responsibilities of the board

Listed companies must have a majority of independent directors (Rule 1) who must
have no material relationship with the listed company (Rule 2). The non-management
directors must meet regularly without the managing directors being present (Rule 3).
Some non-management directors may not meet the conditions for being regarded as
independent. If so the independent directors should meet separately at least once per
year. There must be a nominating committee (Rule 4) and a compensation committee
(Rule 5) each consisting entirely of independent directors. There must be an audit
committee that meets the standards of the SEC regulations (Rule 6) and this audit
committee must have at least three members who must be financially literate and
independent (Rule 7). The chief executive officer of each listed company must certify
to the NYSE each year that he or she is not aware of any violation by the company of
the NYSE corporate governance listing standards (Rule 12).

(o LN (Is\" XM Corporate governance: Kenya

In October 1999, the corporate sector, at a seminar organized by the Private Sector
Initiative for Corporate Governance formally adopted a national code of best practice
for Corporate Governance to guide corporate governance in Kenya.

Ensuring the basis for an effective corporate governance framework

The code has no statutory power of enforcement. The principles are designed to assist
companies formulate their own specific and detailed codes of best practice. The Private
Sector Corporate Governance Trust works towards helping corporate organizations
develop and improve their corporate governance practices.

The rights of shareholders and key ownership functions

The code describes the duties of shareholders to exercise authority in appointing and
overseeing the Board of Directors. Shareholders rights are specified, including the right
to obtain relevant information about the company on a timely and regular basis.

The equitable treatment of shareholders

There is specific guidance to the Board of Directors on equitable treatment of
shareholders, including minority and foreign shareholders. Members of the Board
must disclose material interests in transactions. Self-dealing and insider trading are
prohibited.
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The role of stakeholders in corporate governance

The directors are required to recognize the rights of stakeholders as established by law,
to develop a code of ethics and monitor the social responsibilities of the company.

Disclosure and transparency

The section of the code on Accounts: Audit and Disclosure reminds directors of their
statutory duties, requires an independent audit, and recommends an audit committee
be established to review the annual and half-year financial statements before submission
to the Board. The audit committee should focus particularly on changes in accounting
policy, significant adjustments arising from the audit, and major judgmental areas.

The responsibilities of the board

The code covers the composition of the Board, recommending at least one third non-
executives. It recommends a separate chairman and chief executive and also a compe-
tent company secretary. Re-election to the Board should take place at least every three
years. Service contracts for directors should not exceed three years. There should be an
independent remuneration committee. Potential conflicts of interest should be reported
to the Board and to the external auditors. Directors should receive formal training. The
code also sets out a detailed schedule for board meeting management and procedures.

o LY (I[s\"X Xl Corporate governance: Poland
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The Gdansk Institute for Market Economics issued a Corporate Governance Code in
July 2002 It is a self-regulatory process to address loss of confidence faced by the Polish
capital market. The Code requires companies to report on compliance or give reasons
for non-compliance. There is also a document ‘Best Practices in Public Companies in
2002’ which describes rules of conduct for all parties involved in the company.

Ensuring the basis for an effective corporate governance framework

The Warsaw Stock Exchange is empowered to make this a formal obligation of listing.
The Polish Corporate Governance Forum publishes a corporate governance rating
based on the Code.

The rights of shareholders and key ownership functions

The main objective of the company should be to operate in the common interests of
all the shareholders, which is to create shareholder value (principle I).

The equitable treatment of shareholders

The shareholders’ meeting should be convened and organized so as not to violate the
interests and rights of shareholders. The controlling shareholder should not restrict
the other shareholders in the effective exercise of their corporate rights (principle IV).
The company should not apply anti takeover defences against shareholders’ interests.
Changes in the company share capital should not violate interests of the existing
shareholders (principle V).
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The role of stakeholders in corporate governance

The discussion of the shareholders’” meeting (expanding on principle IV) criticises
instances of manipulative behaviour which has previously deprived minorities of their
rights. The Code describes in some detail the standards of good behaviour expected of
all shareholders.

Disclosure and transparency

The company should provide effective access to information, which is necessary to
evaluate the company’s current position, future prospects, as well as the way in which
the company operates and applies the corporate governance rules (principle VI). The
process for appointing the company’s auditor should ensure independence of
the auditor’s opinion (principle VII).

The responsibilities of the board

The composition of the supervisory board should facilitate objective oversight of the
company and reflect the interests of minority shareholders (principle II). The powers
of the supervisory board and the company by-laws should ensure an effective super-
visory board process and duly secure interests of all the shareholders.

- Questions

The following questions test your understanding of the material contained in the chapter and allow
you to relate your understanding to the learning outcomes specified at the start of this chapter. The
learning outcomes are repeated here. Each question is cross-referenced to the relevant section of
the chapter.

Explain and evaluate the steps taken around the world to improve the credibility of
financial reporting

1 What were the standards identified by the Financial Stability Forum? (section 3.2.1)
2 What were the recommendations of the IFAC Task Force? (section 3.2.2)

3 What were the main recommendations of Sarbanes-Oxley on auditing and assurance?
(section 3.2.3)

4 How does the World Bank contribute to developing accounting practices through ROSCs?
(section 3.2.4)

Explain and evaluate developments in audit and assurance
5 What is the role of the IAASB? (section 3.3.1)

6 To what extent are ISAs gaining international acceptance? (section 3.3.1.1)
7 What is the role of the Public Interest Oversight Board of IFAC? (section 3.3.2)

Explain how the development of corporate governance has affected financial reporting
8 What is meant by ‘corporate governance’? (section 3.4.1)

9 What is the purpose of corporate governance codes? (section 3.4.2)
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10 What are the main features of corporate governance codes? (section 3.4.3)
11 What guidance is provided by the OECD on principles of corporate governance? (section 3.4.4)

12 What is the range of bodies issuing national codes of corporate governance? (section 3.4.5)

Explain how developments in corporate social responsibility are reflected in financial
reporting

13 What is meant by ‘triple bottom line’ reporting? (section 3.5.1)

14 How does the GRI define ‘sustainability’? (section 3.5.2)

15 What is the Global Reporting Initiative? (section 3.5.3)

16 What is the Accountability Rating®?(section 3.5.4)

17 How are the Dow Jones sustainability ratings compiled? (section 3.5.5)
18 How is the FTSE4Good Index Series compiled? (section 3.5.6)

19 What are the proposals of FEE in relation to CSR? (section 3.5.7)

20 Does the requirement to report CSR ensure that the reporting is effective? (section 3.5.8)

Explain and evaluate the effectiveness of regulation in ensuring compliance with

requirements for financial reporting

21 How does the SEC regulate compliance in financial reporting by US listed companies?
(section 3.6.1)

22 How does the UK regulate compliance with accounting standards? (section 3.6.2)

23 How do stock market regulators control standards of reporting by listed companies? (sec-
tion 3.6.3)

Explain how research into credibility and assurance is developing

24 How does governance research contribute to an understanding of the relationship between
accounting information and managerial actions? (section 3.7.1)

25 How does research into contracting and earnings management contribute to an under-
standing of the relationship between accounting information and managerial actions?
(section 3.7.2)

26 How does research evaluate the effectiveness of audit committees? (section 3.7.4)
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Introduction to Part 2

Given the discussion in Part 1 of the work of the IASB, it would be reasonable for you to
ask why, without the IASB, financial reporting would vary from one country to another.
After all, accounting presents figures about financial performance and position and these
figures might be expected to rise above differences of language (recall, for example, the
arguments given in Exhibit 1.1). However, in practice the figures are servants of the influ-
ences under which they are created and the process by which they are communicated.
Part 2 focuses on the influences on financial reporting rules and practices.

Framework for comparative study

This book uses two frameworks, established in Part 2, to explain why accounting across
different countries may show signs of both diversity and harmony. The first framework
is that of the institutional and external influences on accounting rules and practice, as
explained in Chapter 4. In selecting the basis for a framework, Chapter 4 draws on aca-
demic research for justification. The headings used in Chapter 4 are:

political and economic system
legal system

taxation system

corporate financing system
accounting profession

other influences.

Chapter 4 describes general subdivisions within each of these categories and adds
some illustrative material. Two case studies at the end of Chapter 4 give added insight
relating to countries not covered in subsequent chapters.

The second framework used is that of cultural influences on accounting rules and
practice. Chapter 5 leads the reader through general considerations of culture, discusses
more specific links between culture and business, and finally addresses specific findings
regarding culture and accounting. The chapter draws on the academic literature for its
justification but also points to critical evaluation of the extent to which culture influ-
ences accounting values and practices.

The accounting values drawn as conclusions for Chapter 5 are:

professionalism versus statutory control
uniformity versus flexibility
conservatism versus optimism

secrecy versus transparency.

These are applied as a framework of discussion in the country chapters.

141



Part 2 e Contrasting harmonization and diversity across financial reporting systems

142

Classification of accounting systems

A considerable amount of effort from academics and practitioners has been devoted to
classifying accounting systems. In some cases the characteristics of the accounting prac-
tices are used as the basis for classification. In other cases the characteristics of the polit-
ical, economic and legal situations are used for classification. Deductive classification
schemes rely strongly on the knowledge or beliefs of the observer who chooses a set of
features which vary from one country to the next. Inductive classification systems look
to a large body of data, such as that generated by an international survey, and painstak-
ingly generate groups of data which seem to ‘belong’ together. From the clusters of data
which relate closely, the researchers draw conclusions about countries which have
accounting similarities and differences.

Chapter 6 describes and explains the research which has created a range of types of
classifications of accounting systems.

Measuring the differences and similarities

A full understanding of the existing and potential impact of the IASB requires the mea-
surement of differences and similarities across accounting systems. Differences and sim-
ilarities can be observed by practical persons but much of the systematic measurement
and analysis has been undertaken in the academic sphere. Chapter 7 explains the meth-
ods used in academic research to measure international differences. The chapter
discusses the importance of observed differences, and explains in simple terms how to
measure differences in the figures reported and how to measure differences in the
accounting methods used. Academic papers are cited and explained but simple illustra-
tions are also provided so that there is guidance for you if you are considering such
analysis in relation to a planned project or dissertation.

Purpose of Part 2

Part 2 is particularly useful as a module on which to base a study of analysis and research
methods in comparative financial reporting. It equips students with the analytical
framework and research methods that may be used in research projects. It also helps
them to understand and evaluate research papers in this field of study.

Learning outcomes

Specific learning outcomes are set out at the start of each chapter but overall, on completion
of Part 2, the student should be able to:

@ set out a framework of institutional and external influences which could be applied to
any country-specific study;

@ set out a framework of cultural factors and accounting values to be applied to any
country-specific study;

® explain the various approaches to accounting classification;

@ carry out a simple measurement of international differences in accounting practices
using data provided for the purpose.
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Learning outcomes

After reading this chapter you should be able to:

® Understand how various aspects of a country’s political and economic system have
influenced its accounting system.

@ Distinguish between common and code law systems and describe how the legal system
typically influences the system of accounting regulation.

@ Describe the ways in which the tax system can influence accounting rules and practices.

@ |dentify possible differences in the financing of companies internationally and describe
how these differences may help to explain differences in accounting rules and practices.

@ Understand how the way in which the accounting profession is organized can influence
accounting rules and practices.

@ Understand how a country might import or export accounting rules and practices.

Introduction

This chapter explores some of the reasons why financial accounting rules and practices
have differed across countries. Many factors have influenced the development of
accounting and there are many reasons why countries have developed different account-
ing systems.! This chapter explores some of the ways in which a society can organize
itself and how this has affected the way in which accounting is undertaken. Six differ-
ent features of a country are explored in this chapter, namely:

the political and economic system
the legal system

the taxation system

the corporate financing system
the accounting profession
religion.

Accounting rules and practices are not only developed inside a country, they may also
have been imported into the country. This chapter therefore concludes by looking at the
process of importing and exporting accounting rules and practices.

This chapter is primarily concerned with the position before the IASB began to wield
a significant influence on practices internationally. It therefore seeks at least partially to
answer the question of why moves towards increasing international harmonization have
become increasingly important in recent years. It also shows the factors that may con-
tinue to influence diversity in areas of accounting and accountability not regulated by
the IASB where national influences remain stronger.

The chapter proceeds by introducing a general model that explains the types of fac-
tors that influence accounting. It then carries on to look at two of these, namely insti-
tutional factors and external factors. Chapter 5 then explores what is meant by ‘culture’,
and looks at how the culture of a country can influence its accounting system.

! While accounting includes not only financial reporting but also management accounting, auditing and public
sector accounting, the term ‘accounting system’ is used in this book, unless otherwise stated, to mean the
financial reporting system. This includes both the rules or regulations and the actual practices of profit-orien-
tated limited liability companies.
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m Factors influencing the development of accounting systems

No two countries have identical accounting systems. In a few cases — such as that of the
UK and Ireland, or the US and Canada - the differences are relatively few and relatively
minor. In other instances, even of geographically proximate countries such as, for exam-
ple, the UK and France, or the US and Mexico, the differences have been much greater,
including some quite fundamental differences. Differences can exist at all levels of the
accounting system. For example, if the treatment of assets is considered, a wide range of
different rules and practices are found. Countries can adopt different valuation methods,
ranging from strict historical cost to full current cost systems or they can adopt quite dif-
ferent definitions of an asset — using either legal ownership- or economic control-based
definitions. Differences in the relative importance accorded to different accounting prin-
ciples — in particular the matching or accruals principle and the prudence or conser-
vatism principle — will also influence the accounting methods used.

Both measurement and disclosure rules vary across countries. Differences in disclosure
regulations include differences in the scope of the financial statements (whether only
group or group plus individual company accounts), differences in the types of organiza-
tions regulated (whether all large organizations or only listed companies), and differences
in the amount of information demanded. Many reasons have been given to explain why
accounting systems vary so much. Exhibit 4.1 illustrates the range of possible influences.

The influences on an accounting system

EXTERNAL ENVIRONMENT

Intrusive events:
e |solated
e Pervasive

/

CULTURE

Y
INSTITUTIONAL STRUCTURE

Legal system

Taxation system

Financing system
Educational system

L]

Accounting system:

CULTURE

Regulatory agencies
Professional organizations
Business enterprises

|
Y

ACCOUNTING PRACTICES

CULTURE

Source: Adapted from Doupnik and Salter (1995).
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The accounting system is the outcome of a complex process. It is influenced by and
it also influences a number of factors. Governmental or political, economic, legal, tax,
educational and financial systems are all important. Factors originating from outside a
country can also be important, and its past trading and colonial links and current pat-
terns of foreign investment can influence accounting. The culture of a country is also
important. It can perhaps best be seen as a moderating influence that either reinforces
or reduces the influence of these other factors. All of the following help to explain the
accounting regulations of a country:

e the objectives of accounting regulation, whether the needs of investors, creditors, the
government or other users are given precedence;

e the mode of regulation, whether by government, the profession or other group(s); and

e the extent and strictness of regulation.

However, accounting practices are not simply the result of regulations. Voluntary
practices are also important. As can be seen in Exhibit 4.1, voluntary practices are also
the outcome of a complex process, being influenced by a wide range of factors.

While both internal and external factors are important, in most developed western
countries the most important influences on the accounting system have been
the institutions of that country - in particular how it organizes its political and eco-
nomic, legal, financial and professional systems.? In contrast, as will be discussed later,
factors external to the country have often been as or even more important for many
developing countries. It is to the internal or institutional factors that we now turn our
attention.

m The political and economic system
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4.3.1 Types of systems

One of the most important determinants of accounting regulations and practices is the
political and economic system of a country. Differences in political systems will be
reflected in differences in how the economy is organized and controlled. This will in
turn influence the objectives or role of accounting.

What is particularly important to accounting is how a country organizes economic
relations. At one extreme, all the processes of production could be jointly owned and
controlled by society; prices, outputs, demand and supply would all be determined by
centralized plans. Accounting would then serve two roles — to help in centralized plan-
ning and to help in controlling the economy. Accounting need then be concerned only
with physical units; ‘profit’ would have no meaning or significance. One example of an
accounting system with many of these features was China prior to the economic reforms
of the 1980s. The Chinese system is described in Chapter 13, and illustrates an account-
ing system that was very different from any that exists in western liberal-democratic
societies.

At the other extreme would be a capitalist economic system with prices, output,
demand and supply all determined in the market place, with no government interfer-
ence. In practice of course, no country has gone this far, and government regulates and
controls at least some aspects of the market place and corporate behaviour.

2 Puxty et al. (1987).
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Government control can be manifested in a number of ways. The government may
own industrial organizations — in France, Italy and Spain, for example, the state has
traditionally owned a range of commercial companies, including large manufacturing
enterprises. Alternatively, even if it does not own any businesses, it may play an active
role in managing or controlling privately owned businesses. This state control can take
several different forms. The government may manage consumer demand with relatively
little contact with, or regulation of, business; alternatively, it may manage supply, being
actively involved in the regulation and control of businesses.

There are also differences between countries and inside any country over time with
respect to the predominant attitude towards business. Business—government relations
may be seen both by politicians and the general public mainly in terms of cooperation:
business may be seen as generally a ‘good thing’, operating in the interests of society to
generate wealth and employment. Alternatively, business—government relations may be
viewed in adversarial terms: large profits will then be seen as the outcome of exploita-
tion of workers, customers or other groups. Government will then regulate more to pro-
tect these less powerful groups, whether labour, customers or society in general.

4.3.2 The regulation of accounting

The extent to which the government actively controls the economy, and the means it
uses, will influence its willingness to control or regulate accounting, the regulatory struc-
tures used and the types of regulation.

If government believes in a ‘hands-off’ approach with minimal regulation of compa-
nies, accounting is also less likely to be heavily regulated by the state. Companies will
tend to be left to decide what to report and how to report it. Uniform accounting meth-
ods and the reporting of strictly comparable information will be relatively unimportant
and accounting regulation will probably be delegated to the profession or other inde-
pendent bodies.

If, instead, the government believes in a ‘hands-on’ approach to controlling the econ-
omy, it will be much more likely to regulate accounting. Accounting information will
now be needed by the government so that it can actively plan and manage corporate
behaviour. There is more likely to be a uniform or rigid system of financial reporting
imposed upon all companies.

4.3.3 Corporate attitudes towards accounting

The ways in which government-business relations are organized and the government’s
attitude towards business will affect the attitudes of business managers. If big business is
viewed with suspicion, managers are more likely to use financial statements to manage
business-society and business—-government relationships. Extra disclosures may be seen
as a way of demonstrating that the company is acting in socially desirable ways —
disclosure may thus be seen as a way of legitimating the actions and activities of busi-
ness. For example, there has been a significant amount of empirical and theoretical work
using legitimacy theory to try to explain social and environmental disclosures by com-
panies.®> Managers may also be more likely to favour measurement rules and practices
that reduce reported earnings.

3 See, for example, the special issue of Accounting, Accountability and Auditing Journal, No. 15.3, 2002.
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If, on the other hand, business—-government relations are generally cooperative and
profits are seen as a measure of success, companies will generally be less concerned with
trying to justify themselves. There may be less voluntary disclosure of information, espe-
cially social information. Companies are also less likely to favour conservative income
measurement rules and will instead tend to attempt to maximize rather than minimize
their reported earnings (this assumes, of course, that there is no adverse impact on the
company'’s tax bill).

4.3.4 Types of business organization

An important economic feature influencing accounting is the type of business organi-
zation that dominates the economy. Two features of business organizations are particu-
larly important in helping to explain accounting rules and practices:

e the complexity of business organizations
e the industrial structure of the country.

4.3.4.1 The complexity of business organizations

The way in which businesses are organized obviously has a major impact on the internal
accounting information system and management accounting in general. As a company
increases in size and complexity, the need for sophisticated management accounting sys-
tems increases — problems of control, performance evaluation and decision making all
increase. While less obvious, differences in business complexity also affect the financial
accounting system. If companies are generally small or family-owned there is little need
for external reporting and there should be relatively few accounting regulations. As com-
panies increase in size, both their impact upon society and their need for external
finance, whether by debt or equity, will increase. This means that there is a greater need
for external information and the amount of accounting regulation will increase in
response. As companies increase in size they are also likely to become more complex.
Typically, companies will start to arrange themselves into groups, with subsidiaries, asso-
ciates and/or joint ventures all becoming more important. Again, accounting regulations
will tend to reflect these changes. For example, greater emphasis will be placed upon the
regulation of group financial statements and extra disclosure requirements in areas such
as segment reporting will be more likely. As size increases, the need for more sophisticated
accounting also increases. For example, regulations in the areas of off-balance-sheet
finance, hedge accounting, financial instruments and share options should all become
increasingly important.

4.3.4.2 The industrial structure of a country

Some accounting issues are industry-specific. Whether or not a country regulates a
particular industry-specific issue will obviously depend upon the relative importance of
that industry to the economy. For example, if a country is highly dependent upon for-
eign trade and investment, with many of its companies being multinational, it is more
likely to be concerned with the issue of foreign currency transactions and translation
and is more likely to issue accounting regulations in this area. Other issues are even more
industry-specific. For example, accounting for the oil and gas industry has been an
important and contentious issue in the US. Issues of how to account for other extractive
industries and agriculture are generally more important in developing countries than in
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developed countries. Thus, IAS 41 Agriculture was a result of pressure from a number of
developing countries.

The importance of certain types of industry may also influence wider accounting
regulations. For example, the UK standard on research and development was strongly
influenced by the potential impact of alternative accounting methods on the behav-
iour of companies in the aero-engineering and other research and development-
dependent industries.* Likewise, one of the very few times when the US Congress
directly regulated accounting was over the issue of investment tax credits: Congress
was concerned that the accounting rules should not adversely affect the investment
behaviour of capital-intensive businesses and so impede the economic recovery of
the US.®

The importance or relevance of other accounting issues depends upon how the
economy of a country is structured. For example, accounting for pensions is an impor-
tant issue in the US, which has a very complex and detailed pension standard. This
reflects the particular institutional arrangements of the US, where many companies run
employee pension schemes. In other countries, pensions are run entirely by the state
or through private arrangements, and accounting for pensions is less important.
Likewise, the importance of issues such as leases and financial instruments depends
upon the ways in which banks and other financial institutions work and the types of
financing they provide.

4.3.5 The importance of inflation

Another important economic influence on accounting is inflation. As inflation rates
increase the problems of historical cost accounting also increase. Developed western
countries have seldom suffered from high inflation and have tended to view inflation
accounting with suspicion, and as a result a system of strict historical accounting is
found in much of continental Europe and North America.

Inflation continues to be a serious problem in some countries, though. Mexico,
Chile and Brazil, for example, have all had annual inflation rates of over 100 per cent
in the past. Obviously, when inflation is running at such levels, the historical cost of
an asset soon becomes irrelevant. Thus, various forms of inflation accounting are or
have been found in these countries. One interesting example of this is Brazil.® A new
corporation law was introduced in 1976 which was designed to strengthen the stock
market. One of its major concerns was the protection of minority shareholders, so it
introduced rules making the payment of dividends obligatory. Therefore, income had
to be clearly defined and this was done using a system of monetary corrections: official
monthly price indexes were used to update the values of assets, depreciation, cost of
sales and owners’ equity. These regulations were withdrawn in 1986 as part of a series
of anti-inflationary economic measures. Other Central and South American countries
have also used various forms of current cost accounting at various times. A description
of one such method can be seen in Exhibit 4.2 which reproduces part of the account-
ing policy statement of the Chilean electricity generation company, Empresa Nacional
de Electricidad SA (Endesa Chile).

4 Hope and Gray (1982).
S Zeff (1972).
¢ Doupnik (1987).
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m Endesa Chile: Price-level statements and accounting policy

Constant currency restatement:
The cumulative inflation rate in Chile as measured by the Chilean Consumer Price Index (“CPI”) for
the three year period ended December 31, 2002 was approximately 11.2%.

Chilean GAAP requires that the financial statements be restated to reflect the full
effect of loss in the purchasing power of the Chilean peso on the financial position and
results of operations of reporting entities. The method described below is based on a
model that enables calculation of net inflation gains or losses caused by monetary
assets and liabilities exposed to changes in the purchasing power of local currency.
The model prescribes that the historical cost of all non-monetary accounts be
restated for general price-level changes between the date of origin of each item and the
year end.

The financial statements of the Company have been price-level restated in order to reflect
the effects of the changes in the purchasing power of the Chilean currency during each year.
All non-monetary assets and liabilities, all equity accounts and income statement accounts
have been restated to reflect the changes in the CPI from the date they were acquired or
incurred to year-end.

The above-mentioned price-level restatements do not purport to represent appraisal
or replacement values and are only intended to restate all non-monetary financial statement
components in terms of local currency of a single purchasing power and to include in net
income or loss for each year the gain or loss in purchasing power arising from the holding of
monetary assets and liabilities exposed to the effects of inflation.

Source: Taken from the financial statements, year ended 31 December 2002, page 98, www.endesa.cl

m The legal system
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4.4.1 Types of legal system

Two types of legal systems are found in liberal-democratic countries, namely Romano-
Germanic or code law and common law legal systems.

The countries of continental Europe, Latin America and much of Asia have various
forms of code law. Laws are generally codified (often using a similar organizational
framework to that of the French Napoleonic codes of 1804-11). The philosophy behind
the laws in these countries may be described as one where the role of law is to describe
and mandate acceptable behaviour. Laws consist of rules and procedures that have to be
followed. Typically, commercial codes regulate the behaviour of all commercial organi-
zations, including the regulation of accounting.

The alternative to code law is common law. Here, the philosophy is one where the
role of law is to prohibit undesirable behaviour rather than to prescribe or codify desir-
able behaviour. This system has its origin in England from where it was exported to the
US and the Commonwealth, where it takes various forms. In common law countries
much of the law is developed by judges or the courts who set case law during the reso-
lution of specific disputes. Statute law does exist, but it tends to be less detailed and more
flexible than its equivalent in code law countries.
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4.4.2 Accounting and code law legal systems

In code law countries governments have generally regulated accounting as one part of
their measures to ensure orderly business conduct. Accounting regulations are one part
of a complete system of commercial regulations that apply to all business organizations.
Regulations are designed to protect all the parties to any commercial transaction and to
ensure orderly business conduct; emphasis is placed upon the protection of outsiders —
in particular, creditors. Creditors have been seen as one - and very often the most —
important user of financial statements. The tax authorities are often also an important
user, and accounting regulations have often been set with their needs in mind.
Shareholders have generally not been seen as so important. (This is not surprising when
it is realized that most businesses are not listed and do not have many external share-
holders.) The financial statements of individual companies have been more highly
regulated than are consolidated statements. This is because the tax authorities are inter-
ested in the individual company not the group, and most legal contracts with creditors,
suppliers or customers also occur at the individual company level.

In most code law countries accounting is regulated primarily through an accounting
code which is typically prescriptive, detailed and procedural. Thus, the accounting reg-
ulations include not only detailed disclosure rules but also measurement and bookkeep-
ing rules. It is quite common for countries to also have industry-specific regulations or
plans.

4.4.3 Accounting and common law legal systems

England is a good example of a common law country. Companies Acts have been
concerned mainly with disclosure of information for the protection of the owners of lim-
ited liability companies, that is, the shareholders. Not only have companies to follow the
specific provisions of the Companies Acts but they also have a general duty to present
financial statements that are ‘true and fair’. The courts have interpreted this legal require-
ment to mean that, unless a company can demonstrate otherwise, it must also follow
accounting standards as set by the private sector body, the Accounting Standards Board
(ASB). The standards set by the ASB are an example of piecemeal regulations — each stan-
dard covers one particular issue. They tend to be issued as a reaction to a particular busi-
ness problem and so are ad hoc rather than part of a larger plan. From 2005 the courts will
look to the IFRS rather than ASB standards in judging listed companies, but will continue
to apply common law principles in forming judgments.

The legislature has an even less important direct role in accounting regulation in
some other common law countries. For example, in the US while the legislature in the
form of the Congress has ultimate authority for the federal regulation of accounting, it
has used this in very few cases. Instead, it has delegated authority to the Securities and
Exchange Commission (SEC) which in turn has delegated authority for accounting stan-
dard-setting to an independent body, the Financial Accounting Standards Board (FASB)
(see Chapter 8).

In contrast to code law countries, the main reason for accounting regulation in com-
mon law countries, whether by the state directly or via delegated powers to other bod-
ies, has been the need to protect the owners of companies. Thus, accounting regulations
have tended to grow in a piecemeal fashion alongside the growth of limited liability
companies and the separation of owners and managers, with an emphasis on account-
ing and reporting at the group level. Accounting has often been regulated because the
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free market system has been seen to break down and has not provided sufficient infor-
mation of an adequate quality. Finally, because the emphasis is on equity providers
rather than creditors or taxation authorities, the measurement rules tend to be less con-
servative than those of code law countries.

m The taxation system
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4.5.1 The relationship between tax rules and financial reporting rules

In some countries, the taxation system is an important influence on accounting. In oth-
ers it has little or no influence on reporting rules and practices. Code law countries tend
to have common tax and financial reporting regulations, while common law countries
tend instead to keep the tax and financial reporting regulations separate from each
other. However, the precise relationship between the two varies across countries and
there are always exceptions to these generalizations. (For example, The Netherlands is
an important exception to this rule, as discussed in Chapter 10.)
Three types of tax systems can be identified. These are systems where:

e the tax rules and the financial reporting rules are kept entirely, or very largely, inde-
pendent of each other;

e there is a common system, with many of the financial reporting rules also being used
by the tax authorities;

e there is a common system, with many of the tax rules also being used for financial
reporting purposes.

4.5.2 Independent tax and financial reporting regulations

One of the best examples of this type of system is the UK. Here, the tax and financial
reporting rules are kept separate with the two being set by different bodies. For example,
depreciation in the financial statements is based upon a Financial Reporting Standard
(FRS), here FRS 15, which requires that the depreciation method used ‘should reflect as
fairly as possible the pattern in which the asset’s economic benefits are consumed by the
entity’ (paragraph 77). In contrast, the tax charge is based upon a system of predeter-
mined tax-depreciation allowances. Not only is tax depreciation uniform, but the rates
often serve economic policy objectives providing investment incentives. For example,
the first year capital allowance on fixed assets for small and medium sized enterprises
(SMEs) was increased from 40 per cent to 50 per cent for tax year 2004/05. (This is
despite a 2001 discussion paper issued by the Inland Revenue suggesting that small
companies’ taxation should be based upon reported profits.”)

While many other countries also have largely independent tax and reporting rules,
there are often some issues where the tax and accounting rules are not independent of
each other. For example, in the US the tax rules do not affect the financial reporting
rules or practices with the one exception of stock or inventory valuation. Thus, the
‘last-in-first-out’ (LIFO) system can be used for tax purposes only if it is also used for
financial reporting.

7 Inland Revenue Technical note 12 March 2001.
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4.5.3 The use of financial reporting rules by the tax authorities

Many of the countries of the Commonwealth follow the example of the UK with the
financial reporting rules being set without direct control or influence of the taxation
authorities. (Not only did the UK often export the English common law legal system, it
also exported its taxation system.) However, the tax system in many developing
Commonwealth countries is not as sophisticated and the rules are not as well developed
as they are in the UK. This has meant that the tax authorities have not set detailed and
all-embracing rules for the calculation of taxable income. Instead, they have tended to
rely wholly or largely upon reported earnings as the basis for calculating tax liabilities.
The accounting regulations are therefore by default also the tax regulations.

This has important implications for accounting practice. It means that where there are
no accounting regulations, or where the regulations permit some choice, there will be a
very much stronger incentive for managers to choose methods that minimize their tax lia-
bility. They will prefer not to choose the method that is most informative or the method
that best reflects the ‘true and fair’ position of the company if it leads to a higher tax bill.
It also means that companies will be more resistant to new accounting regulations that
increase their tax liability, thus making it more difficult to introduce such regulations and,
if they are introduced, increasing the problems of non-compliance.

4.5.4 The use of tax rules for financial reporting

The third alternative is where the tax authorities set detailed rules for the calculation of
taxable earnings and these rules have to be followed not only in the tax returns but also
in the external financial statements. There are variations in exactly how the system
works, but this approach can be found in most of the countries of Western Europe. The
systems in place in France and Germany will be discussed in Chapter 10. Another exam-
ple is that of Austria.® Commercial law regulates financial reporting. Here, there are sev-
eral tax allowances that can be claimed only if they are also disclosed in the financial
reports; this applies even if the resultant values would not otherwise be allowed by the
commercial law. For these items, the tax rules take precedence. Most companies attempt
to provide information of most use to external report readers. They therefore show the
tax allowances as a separate item in untaxed reserves in the balance sheet rather than
treat them as changes in the value of the relevant assets.

For example, Telekom Austria discloses in its Balance Sheet two types of untaxed
reserves.” One of these is ‘Reserves from special depreciation’ which contains two
items: ‘Continuation of special depreciation as per section 8 and 122 of the Austrian
Income Tax Act 1972’ and ‘Transfer of hidden reserves as per Section 12 of the
Austrian Income Tax Act’. The second type of untaxed reserve is simply investment
allowances as per section 10 of the Austrian Income Tax Act. The consistency
between tax and accounting rules is further seen in the income tax notes which states
that ‘no deferred taxes were recorded in 2003’.

Comumercial law may also allow companies to choose between alternative accounting
treatments when the tax authorities do not prescribe a particular treatment (e.g. LIFO or
FIFO for inventory). In these cases, whichever method is used for financial reporting
purposes will also be used by the tax authorities.

8 Wagenhofer (2001).
9 Telekom Austria, 2003 annual report, available at http://telekom.at.
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Tax is calculated at the individual-company rather than at the group level. This is one
reason why accounting for the individual company has traditionally been considered
more important than group accounting in much of Western Europe. It also means that
companies are often far more restricted in their choice of methods of accounting at the
individual-company level than at the group level. Thus, the tax rules have been largely
responsible for a two-tier system of regulation and reporting in many EU countries, with
accounting at the group level converging much more towards an international norm.

m The corporate financing system
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Companies can be financed in a variety of ways. Both debt and equity can take many
different forms and can be provided by many different types of individuals and institu-
tions. The way in which a company is financed affects accounting in a number of ways.
For example, if equity finance is relatively more important than debt finance, account-
ing regulations are more likely to be designed to provide forward-looking information
useful for investment decision-making purposes. If debt financing is relatively more
important, accounting measurement rules should be relatively more conservative, being
designed to protect creditors. The sophistication of finance providers and the extent to
which they have to rely upon financial statements will also impact significantly upon
accounting disclosures — both mandatory and voluntary.

4.6.1 Corporate financing patterns

Average debt-equity ratios provide an indication of differences in financing across
countries.’® One study of the relationship between culture and financing patterns in
22 countries!! found some significant differences in debt-equity ratios even after
controlling for differences in performance, legal system, GDP and financial institutions. The
highest corporate debt ratios were found in Germany (71 per cent), Italy (65 per cent), The
Netherlands (63 per cent), France (62 per cent) and Japan (61 per cent). In contrast, the low-
est ratios were found in the US (47 per cent), Australia (45 per cent), Greece (44 per cent),
and Taiwan and China (both 42 per cent). Differences in corporate financing patterns will
also be reflected in differences in stock market activity. Exhibit 4.3 provides some informa-
tion on the major stock markets.!2

Looking first at the number of companies listed, the five largest markets are, perhaps
surprisingly, Mumbai followed by the Canadian exchange (TSX), the Spanish exchange,
NASDAQ® and then London. However, as a measure of the size of the market, the
number of companies listed is less important than the number of companies that are
actively traded. For Mumbai the value of share trading (turnover) was relatively low, indi-
cating the presence of many inactive stocks. Reflecting the long history of foreign trading
and financing in the UK, the London Stock Exchange (LSE) had until very recently, more

10 Average debt-equity ratios only provide an indication of differences. They will be affected by differences in
the samples chosen and by differences in the accounting rules used in different countries.

1 Chui et al. (2002).

12 World Federation of Exchanges website www.world-exchanges.org. Again, a word of warning is in order.
Differences in market structures and differences in the methods of data collection mean that these figures are
not strictly comparable, although they do indicate important differences.

13 NASDAQ or the National Association of Securities Dealers Automated Quotation System is a computerized
quotation system which allows potential buyers and sellers of securities traded on the over-the-counter (OTC)
market to locate the market makers who will buy and sell OTC securities.
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m Major equity markets, 2003

Domestic Turnover No. of
market value ($bn) companies listed Domestic
market
) . . ) capitalization

Exchange Value ($bn) | Domestic International| Domestic International as % of GDP*
EU
Euronext 2,076.4 1,911.2 11.1 1046 346 62.7%
Copenhagen 118.2 62.3 1.5 187 7 40.2%
Germany 1,079.0 1,200.9 98.4 684 182 31.2%
Helsinki 170.3 163.4 2.3 142 3 95.4%
Irish 85.1 43.8 0.3 55 11 44.5%
Italian 614.8 708.2 112.3 271 8 36.4%
London 2,460.0 2,143.3 1,463.0 2,311 381 111.0%
Luxembourg SIS 0.3 0.01 44 198 105.2%
Spanish 726.2 928.3 4.7 3,191 32 63.6%
Stockholm 293.0 260.3 43.0 266 16 66.7%
Vienna 56.5 10.9 0.3 104 21 14.8%
Warsaw 374 9.0 <0.1 202 1 14.3%
OTHER
Australian 585.4 366.9 5.1 1,405 66 91.7%
Hong Kong 714.6 295.2 0.5 1,027 10 286.7%
NSE India 252.9 202.8 0 911 0 23.5%
Korea 298.3 459.0 0 684 0 43.4%
Mexico 122.5 23.9 1.6 158 79 17.5%
Mumbai 278.7 89.1 0 5,644 0 27.2%
NASDAQ 2,844.2 6,703.3 359.9 2,951 343 19.0%
New York 11,323.0 8,778.3 728.4 1,842 466 86.0%
Osaka 1,951.5 106.6 0 1,140 0 35.7%
Shanghai 360.1 251.6 0 780 0 24.8%
Shenzhan 152.9 136.4 0 505 0 12.7%
Singapore 148.5 | 91.9 total N/a 475 76 113.6%
South Africa 168.3 70.7 28.1 390 21 88.0%
Switzerland 727.1 564.3 43.0 289 130 183.1%
Taiwan 379.1 591.2 0.4 669 5 93.3%
Tokyo 2,953.1 2,092.1 0.3 2,174 32 49.5%
TSX, Canada 888.7 4711 0.4 3,561 38 77.3%

* End of 2002
Source: World Federation of Stock Exchanges 2003, Tables 1.1, 1.3, 1.5 and 4.5, www.world-exchanges.org

foreign listings than any other market. Also popular is the second largest by number of
companies, NASDAQ, which tends to attract rather smaller foreign companies or foreign
companies requiring less financing than does the New York Stock Exchange (NYSE), and
Euronext, which tends to attract mainly companies from nearby European countries.
Euronext was established in 2000 from the exchanges of Amsterdam, Paris and Brussels.
In 2002 the London futures market and the Portuguese stock markets joined.

However, it is not only the number of companies listed that is important; the size of the
companies listed is also relevant. One measure of size is the market value of a company’s
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4.6.2

Stock market capitalization 1990-2002 (US $bn)

1990 1992 1994 1996 1998 2000 2002
Euronext 761.0 1105.7 1903.3 2271.7 1538.7
Germany 355.3 346.9 499.3 664.9 1086.7 1270.2 686.0
London 850.0 928.4 1145.3 1642.6 2372.7 2612.2 1856.2
Nasdaq 310.8 618.8 793.7 1511.8 2243.7 3597.1 1994.5
NYSE 26921 3798.2 4147.9 6842.0 10277.9 11534.6 9015.3
Tokyo 2928.5 2318.9 3592.2 3011.2 2439.5 31567.2 2089.3
TSX (Canada) 241.9 241.9 315.1 487.0 543.4 766.2 570.2

Source: World Federation of Stock Markets web pages

shares or its stock market capitalization. If we look at the stock market capitalization of
domestic companies only, then a rather different pictures emerges. NYSE is now clearly the
most important stock market. Indeed, its domestic capitalization is more than the combined
value of the next four exchanges (i.e. Tokyo, NASDAQ, London and Euronext). A further
measure of the significance of the equity market is the ratio of domestic market capitaliza-
tion to gross domestic product (GDP) which relates the size of the equity market to the out-
put of the domestic economy. This ratio is shown in the final column of Exhibit 4.3.

Exhibit 4.4 provides details of the domestic capitalization of seven major equity mar-
kets in the period 1990-2002. From this, it can be seen that while the NYSE is now much
larger than any other exchange, this is a relatively recent phenomenon. Indeed, it was
briefly overtaken by Tokyo in the late 1980s/early 1990s. Exhibit 4.4 also shows some
other interesting changes in relative capitalization since 1990. These suggest that
Euronext has been a success so far. It is also noticeable that only Tokyo has decreased in
size over this period. In contrast, London, the German exchange and Canada (TSX) have
each approximately doubled in capitalization over this period.

Market liquidity and financial institutions

There are differences not only in the size of the various stock markets but also in their
liquidity or depth. In particular, there are differences in the proportion of listed compa-
nies that are actively traded and the relative importance of a few large companies. For
example, Exhibit 4.5 shows the capitalization and turnover of the most important Swiss
companies. In Exhibit 4.3, we saw that the Swiss exchange had 289 domestic companies
listed at the end of 2003. So these two tables taken together imply that a significant
number of Swiss companies must be hardly traded at all.

There are a number of reasons why some markets are more liquid than others.
Cultural factors may affect individuals’ saving habits and attitudes to stock market trad-
ing. Historical factors affecting the growth of stock markets and the relationships
between banks and industrial companies are obviously also important, as are current
institutional arrangements. Particularly important here are the costs and ease of trading,
the ways in which pensions are organized and the range of financial intermediaries that
exist. For example, pension premiums of current employees may be used to finance
existing pension commitments; alternatively, they may be held and invested in the
stock market until used to finance the future pensions of current employees. Investment
trusts and unit trusts are important in some countries, both being designed to allow
individuals to invest cheaply and efficiently in the stock market.
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The ten most important shares on the Swiss exchange in 2003

Percentage of total Percentage of SWX all
Security share turnover share index capitalization
Novartis AG 16.77 18.69
Nestlé AG 8158 16.38
UBS AG 12.77 12.38
Credit Suisse Group 9.86 7.08
Roche Holding AG 9.83 12.14
Zurich Financial Services 4.90 &2
Swiss Reinsurance Co. 4.56 3.53
ABB 2.79 *
Adecco SA 2.27 1.30
Swisscom AG 1.64 1.32
Compagnie Financiére Richemont AG * 2.04
Total percentage accounted for by top 10 79.01 78.23%

* Not in top ten for this category.

Source: www.swx.com/markets/reports/2003

At the risk of too much simplification, two models may be identified. In the ‘UK
model’ there is a long history of an active stock market. A wide range of financial inter-
mediaries exists, with pensions being increasingly financed through insurance compa-
nies, and investment and unit trusts being important depositories of personal savings.
Complementing this is the role of banks, which have traditionally provided only short-
term or medium-term financing to industry. This contrasts sharply with what might be
termed the ‘German model’. Here, the financial system is dominated by approximately
4,000 banks, although commercial banking is dominated by the ‘Big Three’ of Deutsche
Bank, Dresdner Bank and Commerzbank. The banks tend to be less specialized than in
the UK, with no distinction between commercial and investment banks, and they
increasingly offer life insurance and pension products. While other types of financial
institutions do exist, they are far less important than in the UK. The banks are the repos-
itory of most personal savings and have tended to have close relationships with indus-
trial companies. They offer more long-term loans than do UK banks, and they often also
hold shares in industrial companies as well as acting as proxy shareholders for their pri-
vate customers. They are also more likely to have representatives on the boards of com-
panies than do their equivalent in the UK.

4.6.3 Equity ownership patterns

From an accounting perspective, what is important is not only the size of the equity
market but also its micro-structure. The amount of active trading that occurs, and the
types of traders that exist, affect the level of demand for both financial information in
general and for particular types of information. For example, if individual small share-
holders are active investors then there will be more demand for financial statements
orientated to relatively unsophisticated shareholders. If most shares are owned by a
small number of pension funds or investment trusts then more emphasis will proba-
bly be placed on investor—corporate relationships. Important concerns may then be
the protection of private shareholders and the prevention of insider trading.

Exhibit 4.6 provides some information on the popularity of share ownership in eight

countries.
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Percentage of individuals owning shares

1980s | 1990-96 1997 1998 1999 2000 2001 2002
Australia N/A N/A 20 32 41 40 N/A 37
Hong Kong N/A 94 10 16 N/A 16 21 20 20
Korea N/A ‘95 5 6 7 9 © 8 8
Germany 88 7 ‘94 6 6 7 8 10 9 8
Switzerland N/A N/A N/A N/A N/A 32 N/A 24
Sweden N/A N/A N/A N/A N/A 22 22 21
UK N/A N/A 28 24 25 25 24 22
Canada '86 18 96 37 N/A N/A N/A 49 N/A 46

Note: ‘The results are not directly comparable because of different time periods in which the data were collected,
different definitions, methodologies, sources, and different sample selections, sizes and treatment.’ (page 2)

Source: ‘International Share Ownership’, Australian Stock Exchange, June 2003, p. 2.

The proportion of the population owning shares has tended to remain remarkably
stable in most countries over the last few years, and there remain some significant dif-
ferences across countries. Private share ownership appears particularly common in
North America and Australia. In contrast, only approximately one in five of the popula-
tion in the UK, Switzerland, Sweden or Hong Kong own shares while the figure is much
lower in Germany despite its relatively high standard of living. While this table tells us
something about the number of individuals owning shares, a more important determi-
nant of the demand for accounting information is the relative importance of private
shareholders and other types of shareholders as providers of finance. That is, not only
are the number of shareholders important but also important is the size of their share-
holdings. Unfortunately, up-to-date information on this is far more difficult to obtain as
it is not routinely collected by stock markets. To give some idea of the differences that
can be found across countries Exhibit 4.7 gives some data on three very different coun-
tries - Sweden, Japan and Thailand. What is most apparent here is simply the differences
across the three countries.

The most important differences lie in the relative importance of individuals, financial
institutions and non-financial corporations. Thailand shows what is probably a fairly
typical picture for a developing country, with most shares owned by individuals or for-
eigners, with non-financial enterprises holding a much smaller proportion of the stock

Share ownership in Sweden, Japan and Thailand (all figures are percentages)

Sweden Japan Thailand
(2002) (2003) (2003)
Household 18.3 20.5 G283
Non-financial enterprises 8.0 21.8 15.0
Financial enterprises 30.6 34.5 7.4
Public sector 8.8 0.2 3.6
Foreigners S 21.8 24.8
Other - 8.7 7.6
Total 100 100 100

Source: World Federation of Stock Exchanges web pages. www.world-exchanges.org
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market and financial institutions being a very minor player. Sweden and Japan are more
typical of developed countries although it is noticeable how much more important non-
financial enterprises are in Japan than in Sweden. This reflects the fact that Japanese
companies will often hold, on a long-term basis, relatively small shareholdings in com-
panies in the same group of companies that they do business with to show their long-
term commitment and shared interests in maintaining good relationships.

W& The accounting profession

A further important influence on the regulation and practice of accounting may be the
accounting profession itself. The size, role, organization and importance of the accounting
profession all result from the interplay of the various factors discussed earlier in this chap-
ter. For example, the role of the auditor and the way in which the profession is regulated
(whether by government or self-regulation) both depend upon the type of legal system in
place. Likewise, the importance of the profession - in terms of who it audits and how many
audits are conducted — depends upon the types and numbers of companies that exist.

The profession in turn influences the institutions of a country and its accounting sys-
tem. The way in which the profession is organized and society’s attitude towards accoun-
tants and auditors will tend to affect auditors’ ability to influence or control the behaviour
of companies and their reporting systems. The extent to which auditors are independent
and their power relative to the companies which they audit are important here. Whether
auditors are seen as being independent, powerful professionals, or instead are seen as being
under the control or influence of the companies they audit will affect the perceived value
of financial statements, and this will happen even if these perceptions are wrong.

4.7.1 Size of the accounting profession

Some idea of the size of the accounting profession in a range of countries can be seen
from the data given in Exhibit 4.8. This illustrates some very large differences. The most
extreme difference emerges between the UK and Germany: there are approximately
189,000 financial accountants in the UK and Ireland and only 10,000 in Germany.
While this example is commonly discussed, it is somewhat misleading. The UK figures
are overstated when compared to most other countries. It is common for people to
retain membership of an accounting body even if they have moved into industry or
commerce - or, indeed, even retired — and this accounts for at least one-half of the UK
and Ireland figures. Movement from accounting into industry or commerce on qualifi-
cation or relatively soon after gaining full membership of an accounting body is com-
mon in the UK. In contrast, the German figure is considerably understated compared to
most other countries. There are many more tax experts (Steuerberater) than accountants
(Wirtschaftspriifer). Also excluded from these figures are a second tier of auditors who can
audit only private companies. The typical role of the accountant is also smaller in coun-
tries such as Germany than in the UK. Many of the tasks undertaken by professional
accountants in the UK are undertaken by engineers, lawyers or other professionals
in much of Western Europe with the term ‘accountant’ being more synonymous with
the role of the auditor in the UK. However, while some of the differences in the size of
the profession are explicable by methods of definition, large differences still remain. In
particular, it remains true that the profession tends to be relatively larger in the
Commonwealth and the US than it is in Western Europe or Japan.
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Public Accountants (AICPA)

Year
Country Professional body start Size Population (m)
Australia Institute of Chartered 1885 39,100 19.3
Accountants of Australia (ICAA)
Australian Society of Certified 1886 102,000
Public Accountants (ASCPA)
China Chinese Institute of Certified 1988 129,000 1,285
Public Accountants
France Ordre des Experts-Comptables 1952 16,000 59.5
et des Comptables Agrées (OECCA)
Germany Institut der Wirtschaftsprufer (IdW) 1931 10,000 82.0
India Institute of Chartered Accountants 1949 88,400 1,025.1
of India
Japan Japanese Institute of Certified 1927 13,200 127.3
Public Accountants (JICPA)
Netherlands Nederlands Instituut van 1895 13,000 15.9
Registeraccountants (NIVRA)
UK & Ireland” Institute of Chartered Accountants 1880 105,800 63.3
in England & Wales (ICAEW) 121,400
Institute of CA of Scotland (ICAS) 1854 12,900
15,000
Institute of CA of Ireland (ICAI) 1888 11,200
12,500
Association of Chartered Certified 1891 49,100
Accountants (ACCA) 86,900
USA American Institute of Certified 1927 336,800 285.9

* For UK and Ireland the first figure represents number of members in the UK and Ireland and the second figure is
the total number of members.

Not only are there major variations in the size of the profession, but there are also a num-
ber of other important differences. There are differences in the degree of the profession’s
independence - in most of the common law countries the profession has traditionally been
largely self-regulating, taking responsibility for the licensing of accountants or auditors,
including setting entry requirements, training and examinations. (In recent years this self-
regulation has been moderated by the establishment of Oversight Boards having statutory
powers, for example the PCAOB in the US, as described in section 3.2.3.1.) In contrast, in
the code law countries many of these roles are carried out by the state. Similar differences
exist with respect to control of the audit —- who determines auditing guidelines or standards,

and under what authority auditors act.

4.7.2 Accountants’ role in regulation

Accounting regulations may or may not be set by the profession. As discussed above,
in code law countries accounting regulations are generally set by the government.
However, even here the profession often plays a role. It may act as an adviser to the
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government, providing input into the regulatory process. It may issue standards or
recommendations in areas where there are no legal regulations. It may issue pro-
nouncements that explain or expand government regulations. The French profession
in the form of the OEC and the CNCC provides a good example of this approach (as
discussed in Chapter 10).

In common law countries, the regulation of accounting tends to be delegated by the
government to an independent body. The Financial Accounting Standards Board (FASB)
in the US, the Australian Accounting Standards Board (AASB) and the UK Accounting
Standards Board (ASB) are examples. However, these distinctions are becoming blurred
with the establishment of standard-setting bodies such as the German Accounting
Standards Board (see section 10.3.3) and the Accounting Standards Board of Japan
(see section 12.3.5).

m Other influences

There are a number of other factors which have affected various accounting rules and
practices in one or more countries. Particularly important are:

religion,

accidents of history,

the exporting or imposition of accounting rules or practices by more powerful or
sophisticated societies,

the importing of accounting rules or practices from another country or countries.

4.8.1 Religion

The most obvious example of the influence of religion on accounting is with respect to
Islam, and in particular, Islamic banking. There has been a significant increase in
Islamic banking since it started in the 1960s in Egypt. Now, even several global western
banks such as Deutsche Bank and Citibank offer Islamic banking services to their cus-
tomers.

The most obvious difference from western or secular banks is that under Islamic law,
riba or usury is considered to be wrong. This means that banks cannot charge interest.
Instead, they have set up a range of alternatives that are designed to share both risks and
returns between the borrower and the lender. Also, in manner similar to western ethical
funds, the banks will not invest in organizations that do not follow Quranic injunctions.
In this case, they will not invest in or lend to non-Islamic banks and companies involved
in alcohol, gambling, or rearing pigs.

This obviously affects accounting as there will be no loans or interest, but instead
‘participations’ and ‘investment accounts’. There is considerable debate about whether
or not specific accounting standards are required or whether instead IFRS are sufficient.
However, many Islamic financial institutions use the accounting standards issued by the
Accounting and Auditing Organization for Islamic Financial Institutions rather than
IFRS. This organisation was setup in 1993 in Bahrain and has issued 16 standards to
date.

4 Drummond (2001); Karim (2001).
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4.8.2 Accidents of history

There are numerous examples of accounting rules or practices originating from shocks
to the system or accidents of history. For example, much of the early UK company law
legislation, including accounting regulations, was the result of financial crises or col-
lapse of companies. Other more significant examples of major economic shocks include
the collapse of the US and German stock markets in the 1920s. Similar events in the two
countries resulted in very different institutions and regulations. In the US the collapse
of the stock market led to the creation of the SEC and increased accounting regulations
to protect and encourage share ownership (see section 8.3.1). In Germany, the collapse
of the stock market and the resulting increase in debt financing led to regulations which
were focused upon creditor protection. The Asian economic crisis of 1997 was a major
shock across several countries (see section 3.2) but the most significant shock of recent
years for accounting was the failure of the US company Enron (see section 3.2 and
Chapter 8).

4.8.3 The exporting/imposition of accounting

Accounting regulations and practices have always been exported and imported from
the earliest days of double-entry bookkeeping. Exporting occurs for a number of rea-
sons.!’> The profession itself has always been one source. For example, Price
Waterhouse started in London in 1849, but then opened offices in New York and
Chicago before it opened its second UK office in Liverpool in 1904. Several US
accounting firms were set up by UK-trained accountants. This movement of accoun-
tants led to many early similarities between accounting in the UK and the US.
International trade in accountants and accounting firms continues to the present
time, with the larger firms being active worldwide. This means that they often export
their accounting and auditing standards and these are then used where there are no
local regulations.

A second major factor in the export of accounting has been colonialism. The UK
and France exported many of their legal and administrative structures and their educa-
tional systems to their colonies. Following independence, local factors have become
more important and the influence of the former colonial powers has declined.!® But
many institutions have not changed very much. For example, all of the Caribbean
Economic Community (CARICOM) members (which are English-speaking, former
British colonies), with the one exception of Barbados, have Company Acts based upon
various UK Companies Acts ranging from the 1829 Act to the 1948 Act.!” Similar influ-
ences can also be seen in the former French colonies of Africa which use accounting
codes based upon the French code.!®

Depending upon the history of a country, the accounting system may show evidence
of many different influences. For example, as will be discussed in Chapter 11, Japanese
accounting regulations reflect the exporting of both German and US regulations. One par-
ticularly interesting example of a country influenced by a large number of other countries

15 See, for example, Parker (1989).

16 Cooke and Wallace (1990), China and Poullaos (2002).
17 Chaderton and Taylor (1993).

18 United Nations (1991).
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is Turkey. (See Case study 4.1 for a description of the various external influences on the
Turkish accounting system.) Another example of a group of countries that has been influ-
enced by a variety of more developed systems are the ASEAN countries. (See Case study 4.2
for information on these.)

4.8.4 The importing of accounting

Countries may have sought to retain the exported accounting systems in the face of
forces for indigenisation of accounting.!” Alternatively, they may instead have sought
actively to import accounting regulations or practices. This may have been done because
developing accounting rules is both expensive and time-consuming. It is much less cost-
ly to see what other countries have done and to select those rules that most suit your
own needs. Thus countries may import an entire set of rules, or specific rules only. The
countries of Eastern Europe are a good example of the importation of accounting.
Having overthrown communism they sought links with the EU and faced the task of
completely overhauling their accounting systems. Most already had a chart of accounts
in place from the previous regime, as a basis for bookkeeping, but their accounting
regulations had to be rewritten. They tended to look to the countries of Western
Europe and the EU for models of regulation. Consequently they imported aspects of EU
accounting as well as IASB accounting.?’ In a similar way, individual companies may also
import accounting practices from other countries or from the IASB. Below are some
examples of the accounting policies used by some European companies:

Use of IFRS compatible local rules and US rules by German companies: Allianz Group (2003):
In accordance with section 292a of the German Commercial Code (HGB) the consolidat-
ed financial statements have been prepared in conformity with International Financial
Reporting Standards (IFRS). All standards currently in force for the years under review have
been adopted in the presentation of the consolidated financial statements.

. . . IFRS do not provide specific guidance concerning the reporting of insurance
transactions in annual financial statements. In such cases as envisioned in the IFRS
Framework, the provisions embodied under accounting principles generally accepted in
the United States of America (US GAAP) have been applied.

Use of IFRS and local rules by Finnish companies: Nokia (2003)

The consolidated financial statements of Nokia Corporation, a Finnish limited liability
company with domicile in Helsinki, are prepared in accordance with International
Accounting Standards (IAS). The consolidated financial statements are presented in mil-
lions of euro (EURm), except as noted, and are prepared under the historical cost conven-
tion except as disclosed in the accounting policies below. The notes to the consolidated
financial statements also conform with Finnish Accounting legislation.

Use of US GAAP by Dutch companies: Royal Dutch Petroleumn Company (2003)

Previously published Financial Statements were presented based on accounting policies
which were in accordance with Netherlands and US in all material respects. With effect
from 2003, the financial statements are presented in accordance with US GAAP, with sep-
arate financial statements presented under Netherlands GAAP.

19 Annisette (2000).
20 See, for example, King et al. (2001) or Daniel et al. (2001).
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- Summary and conclusions

This chapter has provided an overview of many of the factors that influence accounting.
It is always dangerous to generalize too much; there will always be exceptions to any
generalizations, and there will always be countries that do not follow the typical pattern.
As long as this is recognized, there are enough similarities across countries to make gen-
eralizations possible. Therefore, in this chapter we have seen how accounting rules and
practices are influenced by a large number of quite different factors. Particularly impor-
tant are the following:

the political and economic system,

o the legal system,

the taxation system,
the corporate financing system,
the accounting profession.

Finally, we also saw how a country may import and export accounting rules and practices.

Key points from the chapter:

There is no simple universal relationship between any particular institution and the
accounting system. All the factors identified are important as are their interactions.

Accounting and accountants are influenced by the institutions of a country and by
external influences and they in turn can also influence a country’s institutions in
many complex and changing ways.

The political and economic system, the taxation system and the corporate financing
system all tend to influence the demand for accounting information and the objec-
tives served by the financial reporting system.

The most important users of financial statements may be shareholders or they may be
creditors or taxation authorities.

The type of legal system a country has and the strength of the accounting profession
tend to influence who regulates accounting, and the rigidity of the regulations.

The regulatory structures and the users both tend in turn to influence the specific
measurement rules adopted and the extent of disclosures made, whether mandatory
or voluntary.

(o: LN (IR M Accounting in Turkey: external influences
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Legal requirements that affected accounting entered Turkish business life for the first
time with the adoption of the Commercial Code (Law on Commerce) in 1850, which
was a translation of the first and third books of the French Commercial Code. By 1864,
translation of the whole of the French Commercial Code had been completed.

From 1850 until about 1925, the impact of French accounting on Turkish accounting
practice was significant. This was because most of the instructors or authors on account-
ing and tax in Turkey had received their accounting education in France. Since Italian
accounting principles were largely adopted by the French, the so-called Italian System of
Accounting practised in Turkey was first introduced through French publications.
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In 1926 a new Commercial Code was introduced based mainly on the Commercial
Codes of Italy and Germany. However, sections of the new code were taken from the
Commercial Codes of Belgium, France, Austria, Hungary, Chile, Argentina, Spain,
Romania, Britain and Japan as well as Italy and Germany. The copying of elements of
foreign law led to the Turkish Code being piecemeal, and it was therefore not as effec-
tive as planned.

During the period 1926-60, Turkish accounting practice was considerably influ-
enced by German accounting. This influence became more pronounced after several
well-known German management and accounting professionals emigrated to Turkey
in the early 1930s, fleeing the Nazi regime in Germany. In this period, most of the stu-
dents going abroad went to Germany for accounting education and many Turkish
state economic enterprises employed German consultants for the reorganisation of
their accounting systems. Another German influence on the Turkish accounting sys-
tem was the introduction of income tax based on the 1950 German model.

After the defeat of Germany in the Second World War the USA emerged as the main
influence. Of particular importance was the Marshall Plan of economic help which
marked the beginning of US business involvement on Turkey. More and more students
were sent to the USA for business education and special institutions and programmes
were established in Turkey to introduce American management theories and practice.
The impact of American accounting practice has been even more pronounced over the
last three decades.

Source: Cooke and Curuk (1996), p. 341.
European Accounting Review, Taylor & Francis www.tandf.co.uk/journals

(oL (1 \"2: %W Accounting in ASEAN: external influences

The comparative analysis of national corporate and companies law within ASEAN sug-
gests four patterns of development: (1) A British approach (adopted by Bruneij,
Malaysia and Singapore); (2) A Dutch approach (adopted by Indonesia); (3) A US
approach (adopted by the Philippines); and (4) A mixed-country approach (adopted
by Thailand). Accordingly, Brunei, Malaysia and Singapore (all former British
colonies), have each adopted a Companies Act modelled on the UK Companies Act
1948 and the Australian Uniform Companies Act 1961. However, the Companies Act
of Singapore has undergone considerable changes since first enacted in 1967.
Indonesian Commercial Code, 1848, was patterned on the early Dutch Commercial
Code with some minor amendments. Under this system, law is codified, and company
legislation prescribes rules in details for accounting and financial reporting.
Unfortunately, many of the amendments that have been made in The Netherlands
since 1848 were not incorporated in the commercial code in Indonesia. As a result,
Indonesia is operating an out of date commercial code adopted in the nineteenth cen-
tury that is incomputable with today’s commercial environment. . . . It is therefore
obvious that company laws in ASEAN have been affected strongly by each country’s
former colonial links despite the appropriateness of such legislation to its environ-
ment. [The] British group (Brunei, Malaysia, Singapore) was mainly influenced by [the]
British, and [the] non-British group (mainly the Philippines, Thailand and Indonesia)
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(Continued)

was influenced by [the] US, Japan, The Netherlands and Germany, reflecting its impor-
tant trading links with these major economic powers during the late 1800s and early
1900s. With this backdrop, it is obvious that accounting practice which is a product
of accounting education and training in ASEAN has been structured based on the
corporate legal environment created by colonial powers during their administration
without due regard to local needs and conditions.

Source: Yapa (2003), p.270 (references excluded from quote).
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The following questions test your understanding of the material contained in the chapter and allow
you to relate your understanding to the learning outcomes specified at the start of this chapter. The
learning outcomes are repeated here. Each question is cross-referenced to the relevant section of
the chapter.

Understand how various aspects of a country’s political and economic system have
influenced its accounting system

1 What are the main institutional influences on accounting practices in general? (section 4.2)
2 Which of the influences identified above are most important in your country? (section 4.2)

3 Why might the importance of the various influences identified differ across countries and over
time? (section 4.2)

4 To what extent has the importance of the influences identified above varied over time in your
country? (section 4.2)

5 How does the political and economic system of your country fit into the classifications
described? (section 4.3)

6 How might the type of political and economic system of a country influence the accounting
regulatory system? (section 4.3)

7 How might the type of political and economic system of a country influence the types of
accounting measurement rules adopted? (section 4.3)

8 How might the type of political and economic system of a country influence the type of
accounting disclosure rules adopted? (section 4.3)

9 How might the type of political and economic system of a country influence the type of account-
ing measurement and disclosure practices voluntarily adopted by companies? (section 4.3)

Distinguish between common and code law systems and describe how the legal system
typically influences the system of accounting regulation

10 How does the legal system of your country fit into the classifications described? (section 4.4)

11 How might the type of legal system of a country influence the accounting regulatory system?
(section 4.4)

12 How might the type of legal system of a country influence the types of accounting measure-
ment rules adopted? (section 4.4)
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13 How might the type of legal system of a country influence the type of accounting disclosure
rules adopted? (section 4.4)

14 How might the type of legal system of a country influence the type of accounting
measurement and disclosure practices voluntarily adopted by companies? (section 4.4)

Describe the ways in which the tax system can influence accounting rules and practices
15 How does the taxation system of your country compare to the descriptions given? (section 4.5)

16 How might the type of taxation system of a country influence the accounting regulatory sys-
tem? (section 4.5)

17 How might the type of taxation system of a country influence the types of accounting
measurement rules adopted? (section 4.5)

18 How might the type of taxation system of a country influence the type of accounting disclosure
rules adopted? (section 4.5)

Identify possible differences in the financing of companies internationally and describe
how these differences may help to explain differences in accounting rules and practices

19 How does the corporate financing system of your country compare to the descriptions given?
(section 4.6)

20 How might the type of corporate financing system of a country influence the accounting reg-
ulatory system? (section 4.6)

21 How might the type of corporate financing system of a country influence the types of account-
ing measurement rules adopted? (section 4.6)

22 How might the type of corporate financing system of a country influence the type of account-
ing disclosure rules adopted? (section 4.6)

23 How might the type of corporate financing system of a country influence the type of account-
ing measurement and disclosure practices voluntarily adopted by companies? (section 4.6)

Understand how the way in which the accounting profession is organized can influence
accounting rules and practices

24 How does the accounting profession in your country compare to the descriptions given?
(section 4.7)

25 How might the type of accounting profession of a country influence the accounting regulatory
system? (section 4.7)

26 How might the type of accounting profession of a country influence the types of accounting
measurement rules adopted? (section 4.7)

27 How might the type of accounting profession of a country influence the type of accounting dis-
closure rules adopted? (section 4.7)

Understand how a country might import or export accounting rules and practices

28 How do the external influences on accounting practice in your country compare to those
described? (section 4.8)

29 How might external influences on a country influence the accounting regulatory system?
(section 4.8)
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30 How might external influences on a country influence the types of accounting measurement
rules adopted? (section 4.8)

31 How might external influences on a country influence the type of accounting disclosure rules
adopted? (section 4.8)

32 How might external influences on a country influence the type of accounting measurement
and disclosure practices voluntarily adopted by companies? (section 4.8)
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® Evaluate research which has used these accounting values and assess their significance
for those seeking international harmonization.

Introduction

In Chapter 4 we looked at a range of institutions that can influence accounting rules and
practices, and saw how they help to explain why accounting has differed across countries.
However, this is not the whole story. This chapter looks at another influence on accounting,
namely culture — both the culture of a country and the culture or subculture of accountants.

The institutions of a country are set up and run by people. Accounting regulations are
similarly set up by people and accounting is carried out by people. Different people often
think and act in different ways. They have different tastes, different beliefs and different
attitudes. However, these are not completely random: people often share many similar
tastes, beliefs and attitudes. While we will define ‘culture’ more fully below, we can think
of these common attributes as the ‘common culture’ of a group. The group which shares
such a common culture may be the country or society as a whole, or it may be a smaller
group of people such as accountants!

If we return to the influences on an accounting system, a similar model is reproduced
in Exhibit 5.1. We can see how accounting may be affected or influenced by societal cul-
ture and accounting culture. Differences in the culture of a society are reflected in the ways
in which society organizes itself. The factors discussed in the previous chapter, namely the
ways in which the economic system is organized, the ways in which companies are set
up, controlled and financed, the legal system and the organization of professions are all
influenced by the culture of the country. But culture also has a more direct influence on
accounting. It influences account preparers, regulators, auditors and users, and so influ-
ences the types of rules they set out and the practices they follow.

This chapter goes on to explain more fully what is meant by ‘culture’. It then looks at
some of the evidence on cultural differences across societies, exploring ways in which cul-
ture can affect business — in particular how it affects the ways in which businesses are orga-
nized, who makes decisions in organizations and what motivates employees. Finally, the
cultural values of accountants are discussed and the possible links between accounting and
culture are explored.

Defining culture

5.2.1 The culture of a country

‘Culture’ in the sense that it is used here refers to the set of common ideas, beliefs and
values that are shared by the members of a group of individuals. There are very many
alternative definitions of culture and much work has been done in describing and mea-
suring various aspects of culture. However, in the business and accounting literature, the
most important work is undoubtedly that carried out by Hofstede, an organizational
psychologist. He defined culture as ‘the collective programming of the mind which dis-
tinguishes the members of one human group from another’.!
This definition highlights three important points about culture.

! Hofstede (1984).

171



Part 2 e Contrasting harmonization and diversity across financial reporting systems

m The influences on an accounting system

External
influences
Include:
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® |[nvestment
e Conquest
A [
~ Societal >| Accounting
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A A Y VY
Accounting
system
Voluntary and
required practices
Institutions Y
e Political and economic
| eLegal ~ Accounting
e Taxation regulations
e Corporate financing
e Accounting profession
Y
Domestic/
ecological
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Include:
* Demographic
and geographic
factors

Source: Adapted from Gray (1988). Copyright Accounting Foundation. Reproduced by kind permission of Blackwell
Publishers

e Culture is collective, rather than being a characteristic of any one individual.

e It is not directly observable, but it can be inferred from people’s behaviour.

e It is of interest only to the extent that it helps to differentiate between groups - due
to cultural differences, groups will behave in different and definable ways.

Cultural differences exist at a number of different levels. Hofstede identified four:

1 Symbols are the most superficial of the four: they comprise words, gestures, pictures
or objects that have particular meanings for a cultural group. An example might
be the meaning that different societies tend to attach to Coca-Cola. Coca-Cola can
be seen as the most obvious thing to drink on a hot day, or it may be seen as a drink
only suitable for the young. It may be seen as being desirable, indicating sophistica-
tion and affluence, or it may be seen as an unwelcome example of US international
dominance.
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2 Heroes are individuals (whether real or imaginary) who embody those characteristics
that are particularly prized by a society (e.g. Superman in the US, Asterix in France or
Tintin in Belgium).

3 At the next level are rituals or activities that, of themselves, have little or no extrinsic
value but have an essential social or intrinsic value. They range from simple rituals,
such as different forms of greeting, through to more complex and formalized rituals
such as the Japanese tea ceremony, through to apparently purposive activities such as
the ways in which business meetings are conducted. (Indeed, it has been argued? that
much of accounting is a ritual.)

4 The final core level of culture are values. These may be thought of as preferences for
particular states of being. Examples include views about what is good or evil, natural
or unnatural, desirable or undesirable and honest or dishonest. This does not, of
course, mean that everyone acts on these beliefs or that they describe everyone’s per-
sonal preferences. Instead, they describe general beliefs or social norms.

5.2.2 Subcultures

Culture in terms of shared beliefs and values exists at many levels. There is societal culture
or the culture of a country. Inside any country there are a number of distinct, although
overlapping, groups with their own cultures (usually referred to as ‘subcultures’ to distin-
guish them from the culture of the society as a whole). Different regional areas and ethnic
or religious groups may share distinct subcultures. At the level of the company there will
also be an organizational or corporate subculture. Indeed, one way that a company can
successfully manage uncertainty or instability is by developing a well-defined corporate
culture: everyone in the organization should then know and internalize the company’s
aims, will know what is expected of them and how they should react. This reduces the
need for written rules, regulations and procedures and it helps employees to make better
decisions in new or unusual circumstances.? In addition, each work group and profession,
including accountants and the accounting profession, will have its own subculture.

5.2.3 The dimensions of culture

Culture is a complex phenomenon, too complex to be easily described or measured.
However, there have been many attempts to unbundle it into a number of underlying
dimensions, each of which is less complex. Each dimension covers one aspect of culture
which has then been described, measured and quantified. Different cultural or sub-
cultural groups have then been measured on each dimension and compared with each
other. There have been a large number of attempts at doing this and while they disagree
upon the precise dimensions or factors that are relevant, they all agree that a small num-
ber of dimensions or factors are sufficient to compare and describe societies.

The earliest of these attempts was by Kluckholn and Strodtbeck (1961) who used six
dimensions developed from asking questions about societies, as shown in Exhibit 5.2.
Another anthropologist, Edward Hall, also carried out similar work focusing instead
upon only four questions, also shown in Exhibit 5.2.

In what is still the largest cross-country study of employees of any one organization
(IBM), Hofstede developed four cultural dimensions, as reproduced in Exhibit 5.3. It is

2 Gambling (1987).
3 Balaga and Jaeger (1984).
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m Possible cultural dimensions

Questions asked by Kluckholn and Strodtbeck:

1 What do members of a society assume about the nature of people? (Good, bad, or
some combination?)

2 What do members of a society assume about the relationship between people and
the environment? (Live in harmony or subjugate environment?)

3 What do members of a society assume about the relationship between people? (Act
as individual, member of group or collective?)

4 What is the primary mode of being? (Accept status quo or not?)

5 What is the conception of space? (Amount of personal space? Public expression of
emotions?)

6 What is the dominant temporal orientation? (Past, present or future?)

Dimensions used by Hall:

1 Context: The amount of information that must be explicitly stated if a message or
communication is to be successful.

2 Space: Ways of communicating through the specific handling of personal space.

3 Time: Monochronic or sequential handling of tasks versus polychronic or the simulta-
neous handling of tasks.

4 Information flow: Structure and speed of messages between individuals and organi-
zations.

Source: Taken from: Gannon et al. (1994).

m Cultural dimensions identified by Hofstede (1984)

174

Individualism versus collectivism

Individualism stands for a preference for a loosely knit social framework in society wherein indi-
viduals are supposed to take care of themselves and their immediate families only. Its opposite,
collectivism, stands for a preference for a tightly knit social framework in which individuals can
expect their relatives, clan, or other in-group to look after them in exchange for unquestioning
loyalty . . . The fundamental issue addressed by this dimension is the degree of interdependence
a society maintains among individuals. It relates to people’s self-concept: ‘I’ or ‘we’.

Large versus small power distance

Power distance is the extent to which the members of a society accept that power in insti-
tutions is distributed unequally. This affects the behaviour of the less powerful as well as of
the more powerful members of society. People in large-power-distance societies accept a
hierarchical order in which everybody has a place which needs no further justification. People
in small-power-distance societies strive for power equalization and demand justification for
power inequalities. The fundamental issue addressed by this dimension is how a society han-
dles inequalities among people when they occur.

Strong versus weak uncertainty avoidance

Uncertainty avoidance is the degree to which the members of a society feel uncomfortable with
uncertainty and ambiguity. This feeling leads to beliefs promising certainty and to maintaining
institutions protecting conformity. Strong uncertainty-avoidance societies maintain rigid codes of
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belief and behaviour and are intolerant towards deviant persons and ideas. Weak uncertainty-
avoidance societies maintain a more relaxed atmosphere in which practice counts more than
principles and deviance is easily tolerated. The fundamental issue addressed by this dimension
is how a society reacts to the fact that time runs only one way and that the future is unknown:
whether it tries to control the future or to let it happen.

Masculinity versus femininity (low versus high nurturing)

Masculinity stands for a preference in society for achievement, heroism, assertiveness, and
material success. Its opposite, femininity, stands for a preference for relationships, modesty,
caring for the weak and the quality of life. The fundamental issue addressed by this dimension
is the way in which a society allocates social (as opposed to biological) roles to the sexes.

noteworthy that in this initial work, the four dimensions generated did not, unlike the
other two attempts described, include a temporal or time-based dimension.

Hofstede has, rightly, been criticized for his choice of terminology, and in particular
the use of the terms ‘masculinity versus femininity’. It has been argued by many writers
that this terminology reinforces notions of gender differences that may, at best, be con-
sidered suspect. Later writers have instead used various terms such as ‘human hearted-
ness’ or ‘nurturing’. Of the alternatives proposed, ‘nurturing’ best describes the same set
of characteristics without ascribing either gender or sex differences to them. We will also
use this term instead of masculinity/femininity.

Hofstede measured his four dimensions for each of a range of 50 countries and three
geographical groupings of countries.* The results obtained by Hofstede for a number of
countries discussed in this book are reproduced in Exhibit 5.4. (Note that Hofstede did

Scores and rankings for individual countries from Hofstede’s (1984)
cultural dimension research

Strong Low nurture
uncertainty versus high
Large power avoidance nurture

Individualism distance versus weak (masculinity
versus versus small uncertainty versus femininity

Country collectivism power distance avoidance in Hofstede)
Score Rank Score Rank Score Rank Score Rank

Australia 90 2 36 41 51 37 61 16
France 71 10/11 68 15/16 86 10/15 43 35/36
Germany 67 15 35 42/44 65 29 66 9/10

Japan 46 22/23 54 33 92 7 95 1

Netherlands 80 4/5 38 40 53 35 14 51
UK 89 3 35 42/44 35 47/48 66 9/10

us 91 1 40 38 46 43 62 15

Arab countries 38 26/27 80 7 68 27 53 23

4 Hofstede (1991).
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Interpretation of Hofstede’s scores

Characteristics Score Rank Country

Greatest individualism 91 1 us
Dividing point 50

Greatest collectivism 6 53 Guatemala

Largest power distance 104 1 Malaysia
Dividing point 44

Smallest power distance 11 58 Austria

Strongest uncertainty avoidance 112 1 Greece
Dividing point 56

Weakest uncertainty avoidance 8 53 Singapore

Low nurturing 95 1 Japan
Dividing point 50

High nurturing 5 53 Sweden

not look at China nor indeed at any of the other then Communist countries, and he
looked at only one African country, South Africa, and one Arab country, Iran.)

The interpretation of these scores and rankings is set out in Exhibit 5.5. Hofstede used
cluster analysis to identify groupings of countries and from his clusters proposed dividing
lines separating one of the pairs of characteristics from the other. Exhibit 5.5 also sets out
the dividing points specified by Hofstede. For example, any country scoring more than 50
on the individualism/collectivism dimension could be described as being individualistic.
Countries scoring less than 50 would instead be described as being collectivist.

5.2.4 Critique of Hofstede’s work

While many researchers in accounting and management have used Hofstede’s work, it
has not been uncritically received. There has been much debate regarding its usefulness.
Some of the criticisms made arise because researchers and writers have used the cultural
dimensions or the scores provided by Hofstede in an inappropriate manner, although
other criticisms are much more fundamental, calling into question the usefulness of
Hofstede’s work for understanding culture.

Hofstede (1991) has warned against the inappropriate use of his work. In particular, it
must always be remembered that the dimensions are intended to discriminate between
national cultures and not between individuals. The ‘average’ or ‘typical’ individual does
not exist and cultural stereotypes can be more misleading than helpful. Hofstede also
argues that the dimensions are not intended to discriminate between sub-cultural groups
such as those based upon gender, generation, social class or organization. This might
seem to suggest that Hofstede would not support the application of his work to the
accounting subgroup as done by Gray. However, this is not what Hofstede is arguing.
Gray uses the work to discriminate between accountants or accounting in different coun-
tries, a valid comparison, and does not use them to, for example, discriminate between
accountants and lawyers in the UK, an invalid use of Hofstede’s work.

More fundamental problems with using Hofstede’s scores for work seeking to
explain accounting differences include the fact that the study took place over the
period 1968-72, so it is now more than 30 years old. Over this period, the world has
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witnessed major changes. In many areas, cultures have moved towards each other,
with American cultural values gaining in global importance, while at the same time,
other aspects of local or country-specific cultures are gaining more local promi-
nence.’ In addition, it was administered amongst employees in IBM. IBM was quite
a unique company, with very strong corporate culture and therefore it tended to
attract certain types of employees.® The cultural sub-culture of IBM would have been
quite strong, so reducing the size of inter-country differences found in the study.
Finally, the study was administered by individuals from a limited range of countries.
To quote Hofstede:

The IBM survey . . . used a questionnaire composed by Western minds. The team that
first composed it contained British, Dutch, French, Norwegian, and US members. If the
arguments . . . about the cultural relativity of practices and theories are taken seriously,
then this restrictive Western input into the research instrument should be a matter of
concern. When the surveys were administered, not only Western but also non-Western
respondents were confronted with Western questions. They dutifully answered them,
but could the results really be supposed to express their values to the full? As a conse-
quence of our own research findings, we [the researchers] have worried about this
limitation of our instruments.

(1991, p. 160)

Evidence on this is offered by Michael Bond who developed the Chinese Value Survey
(CVS).” This was designed to have a Chinese bias, being developed with the help of
researchers from Taiwan and Hong Kong and then administered to students in 23 coun-
tries worldwide. The CVS again found four significant factors or dimensions — human
heartedness, moral discipline, integration and long-term orientation. The first three of
these were significantly correlated to three of Hofstede’s dimensions, although it is impor-
tant to realise that they are not direct or one-to-one alternatives or substitutes for
Hofstede’s dimensions. The most directly comparable was ‘human heartedness’, signifi-
cantly related to only one of Hofstede’s dimensions — nurturing. ‘Moral discipline’ and
‘integration’ were both found to be significantly correlated to the same two of Hofstede’s
dimensions — power distance and individualism. In contrast, none of the CVS dimensions
correlate with uncertainty avoidance which appears not to be universal but instead is
unique to western societies. Instead the CVS derived a different dimension - ‘Confucian
dynamism’ or long-term orientation (LTO). This is more similar to the temporal dimen-
sion developed by Kluckholn and Strodtbeck. Exhibit 5.6 illustrates the main differences
between short- and long-term orientation while Exhibit 5.7 gives the ranks for a number
of different countries.

A final criticism of the application of Hofstede’s work in empirical studies concerns
data availability. While the mean scores for each country are available, it is really neces-
sary to also know the standard deviation or degree of consensus inside each country. If,
when comparing two countries, the level of consensus is low inside each country, then
culture is unlikely to be a good predictor of differences in accounting systems, even if
the mean cultural scores are quite different. In contrast, if the level of consensus is high,
culture might be statistically linked to accounting differences even when the mean
scores of the two countries are quite similar.

5 See for example Ellwood (2001) or Steger (2003).
6 Chposky and Leonis (1988); Slater (2002).
7 Hofstede and Bond (1988).
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m Short- versus long-term orientation

Short-term orientation
Respect for traditions

Respect for social and status obligations
irrespective of cost

Social pressure to keep up with others even
if this means overspending

Small savings, little money to invest

Quick results expected
Concern with ‘face’

Concern with possessing the truth

Long-term orientation

Adaptation of traditions to a modern
context

Respect for social and status obligations
within limits
Thrift

Large savings, funds available for
investment

Perseverance

Willingness to subordinate oneself for a
purpose

Concern with respecting the demands
of virtue

However, even if these practical problems could be solved by, for example, replicating
the study now in a different research setting, it would not escape some more fundamental
criticisms of the validity of the approach or the conclusions drawn. For example,
Baskerville (2003) criticizes the tendency to equate cultural groups with countries as well
as arguing that from either an anthropological or sociological perspective, the quantifica-
tion, measurement and discussion of cultural dimensions is not the best way to think

about culture.®

= lleiisie | Scores and rankings for individual countries for long-term orientation

Long-term orientation
Score Rank
Australia 31 15
China 118 1
Germany 31 14
Hong Kong 96 2
Japan 80 4
Netherlands 44 10
Nigeria 16 22
Pakistan 00 23
Philippines 19 21
Taiwan 87 S
United Kingdom 25 18
United States 29 17

Note: Data is available for 23 countries only.
Source: Hofstede (1991), p. 166.

8 See Hofstede (2003) for a reply to Baskerville.
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While Hofstede’s work has been used by Trompenaars,” he argues that there are sev-
eral problems both with it and the ways in which it is usually interpreted.'® One danger
is that a number of alternative dimensions are ignored. For example, the extent to which
emotions are shown is ignored. This is both because of the statistical techniques used
and because of the ethnocentric orientation of the work, as illustrated by the genesis of
the additional fifth dimension of short/long-term orientation. In addition it uses linear
scales which have two ends, both of which preclude the other value construct. In other
words, the use of scales sets up a pair of alternates so that the cultural dimensions
become thought of as pairs of opposites. In contrast, Trompenaars argues that each end
of the dimension is linked to the other and they should be integrated together and
thought of in terms of complementarity rather than in terms of opposition.

5.2.5 Hampden-Turner and Trompenaars’ dimensions of culture

This type of argument suggests that while it may be valid to use large questionnaires to
generate cultural values, it is not valid to then go further and use these constructs to gen-
erate linear scales and then map countries on these scales to form the type of two-by-two
classifications discussed earlier in this chapter. Indeed, this is the approach taken by
Hampden-Turner and Trompenaars (2000) who have sampled some 46,000 managers in
46 countries including a significant number from the ex-communist world and several
from Africa and Asia (that is the countries used gave far less of a developed western world
bias than does Hofstede’s work). Using questions on moral dilemmas and views of how
organizations work they generated six dimensions.
These are:

e Universalism (rules, codes, laws and generalizations) and Particularism (exceptions,
special circumstances, unique relations);

e Individualism (personal freedom, human rights, competitiveness) and Communitari-
anism (social responsibility, harmonious relations, cooperation);

e Specificity (atomistic, reductive analytic, objective) and Diffusion (holistic, elabora-
tive synthetic, relational);

e Achieved status (what you've done, your track record) and Ascribed status (who you
are, your potential and connections);

e Inner direction (conscience and convictions are located inside) and Outer direction
(examples and influences are located outside);

e Sequential time (time is a race along a set course) and Synchronous time (time is
a dance of fine coordinations).

5.2.6 Schwartz’s dimensions of culture

As argued earlier, one of the, if not the main, reason why the work of Hofstede has been
used so much in management and accounting is that he produced quantified measure-
ments of his cultural dimensions which could be used in empirical testing. However, he
is not the only one to do this. For example, this type of approach has also been adopted
by Schwartz (1994). Using 41 cultural groups he classified national cultures into six types
which in turn were summarized into two cultural dimensions.

9 Trompenaars and Hampden-Turner (1997).
10 Trompenaars (2003).
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The value types may be described in the following terms:

Conservatism includes values that are important in close-knit harmonious relationships,
in which the interests of the individual are not viewed as distinct from those of the group.
These values are primarily concerned with security, conformity, and tradition.

Intellectual and Affective Autonomy are values likely to be important in a society that
views the individual as an autonomous entity entitled to pursue his or her own interests.
Intellectual autonomy places an emphasis on self-direction and affective autonomy
emphasizes stimulation and hedonism.

Hierarchy stresses the legitimacy of hierarchical role and resource allocation.

Mastery accentuates active mastery of the social environment through self-assertion. Such
values promote the active efforts of people to change their surroundings and get ahead of
others.

Egalitarian Commitment emphasizes the transcendence of selfish interests. The group of
values concerns voluntary commitment to help improve the welfare of other people.

Harmony lays emphasis on harmony with nature.
The two cultural dimensions identified can be described as:

Conservatism. This dimension focuses on the extent to which society views the individual
as an autonomous entity or as embedded in a social group. Conservatism occurs in societies
where values such as harmony and propriety in person-to-group relations are favoured.
Values such as moderation, social order, security, tradition, and the reciprocation of favours
are seen as crucial in conservative societies. Great importance is placed on the maintenance
of the status quo. Also important is the maintenance of harmonious relationships not only
within the group, but also within society.

Mastery and Hierarchy. The dimension examines whose interests within society take
precedence (ie those of the individual or those of the group). Mastery encompasses values
such as being independent, ambitious, successful and choosing one’s own goals. Hierarchy
reflects wealth, social power, and authority: it is concerned with the use of power to pro-
mote individual versus group interests.

(Quoted from Chui et al. (2002), pp. 101-103)

While Schwartz’s dimensions have been used by Chui etal. (2002) to help explain
differences in debt-equity ratios, it remains to be seen if this work will be used in the
future in the accounting literature.

m Culture and business
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5.3.1 Culture and leadership style

Culture affects how a society organizes itself. It will affect businesses and accounting in
a variety of ways. If we look first at the relationship between business and culture,
Hofstede (1991) suggests that culture influences both the preference for particular lead-
ership styles and organizational structures and the motivation of employers and employ-
ees. Hofstede went on to describe how the cultural dimensions he had identified were
linked to various organizational characteristics. For example, he argued that leadership
styles would be particularly affected by individualism and power distance. If a country
is highly individualistic, then leadership styles and structures would tend to be based



Chapter 5 e Cultural influences on accounting rules and practices

upon the satisfaction of personal needs. Individual self-interest would feature strongly
and personal relationships and loyalties would have relatively little relevance. In collec-
tivist societies leadership would be more of a group phenomenon. Leaders would be
successful only if they emphasize the group. Employee welfare would be relatively more
important. Culture would also affect the degree of participation — whether extensive and
real, consultative, symbolic, or non-existent.

While these differences have little direct impact upon financial accounting, they have
obvious implications for management accounting. Leadership style affects who makes
what decisions in the company. This affects the accounting information system, which
must be designed to ensure that decision-makers receive the relevant information. The
performance evaluation system must be designed so that performance measures reflect
decision-making authority.

5.3.2 Culture and motivation

Motivation is also affected by culture. Individualism versus collectivism and high
versus low nurturing seem to be particularly important. The importance of theories of
motivation for financial accounting can be seen, for example, in agency theory. This is
one of the most important theories to emerge in accounting in recent years and it has
implications for the design of corporate governance systems and the regulation of
auditing and financial reporting. The theory seeks to explain the behaviour of corpo-
rate managers. Agency theory assumes that managers are motivated by self-interest
(high individualism), in particular by their remuneration including perks (low nurtur-
ing). Given these assumptions, it follows that managers will maximize their own
income even at the expense of the owners of the company. Controls have to be put in
place to prevent this happening. These include auditing and financial reporting, both
of which monitor the behaviour of managers. However, this monitoring is not suffi-
cient to ensure that managers act in the best interests of owners. Other contracts such
as debt covenants are also used to limit managers’ freedom of action. Share options and
profit-based performance bonuses may, for example, act to bring managers’ interests
into harmony with those of the external shareholders. Thus, financial reporting and
auditing regulations, other contractual arrangements and managers’ preferences for
particular measurement and reporting practices are all premised upon certain, usually
implicit, assumptions about the behaviour of managers.!!

If the culture of a country is very different from that implicitly assumed by agency theory
with, in particular, higher scores on both collectivism and nurturing, agency theory may not
provide such a good explanation of managers’ behaviour. This means that the optimal
amount and type of regulatory structures and rules may also be very different.!> One exam-
ple of an obvious and striking cultural difference may be seen in the case of Tanzania.
This society is more collectivist than are any of the developed Anglo-American countries,
such as the UK, with the extended family being particularly important. Thus, one of the
earliest Tanzanian accounting standards (TSSAP 2 issued in 1983) includes extensive
disclosure requirements with respect to related parties transactions.!> What is striking
about TSSAP 2 is the relative prominence given to related parties’ disclosures and the way in
which ‘related parties’ is defined primarily in personal terms, being mainly seen as family

1 Jensen and Meckling (1976).
12 Kaplan and Ruland (1991); Ogden (1993).
13 National Board of Accountants and Auditors (1983).
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members. In contrast, in the UK related parties are defined primarily in business terms.!*
While ‘members of the close family’ fall under the UK definition of related parties, far
more emphasis is placed upon business associates and other parties with direct or indirect
control or influence (see Case study 5.1 for extracts from the requirements in both countries).

5.3.3 Culture and organizational structures

Finally, culture also affects organizational structures. This has obvious implications for
both management and financial accounting. One example is Japanese companies, as will
be discussed in more detail in Chapter 11. Japanese corporate groups are often based upon
a multitude of relationships such as supplier, customer and debt relationships and com-
mon directorships. Rather than there being majority share-ownership by a clearly defined
parent company there are often relatively small share cross-holdings throughout the
group. This affects the usefulness of group statements which are based upon the assump-
tion that a group is made up of a parent company, subsidiaries and sub-subsidiaries, all
organized in a hierarchical structure.

Hofstede argued that the two cultural constructs that most affect how organizations
are structured are power distance (which primarily influences superior-subordinate rela-
tionships) and uncertainty avoidance (which primarily influences the amount and type
of rules in place). Hofstede also identified the types of business organizations which
should be most common in particular countries, as illustrated in Exhibit 5.8.1% (Note:
This brief and simple description offers only an extremely simplified picture. As with
any generalization, many organizations will be structured very differently, and what
Hofstede describes may be best thought of as a tendency towards preferring particular
styles of organization.)

Exhibit 5.8 shows us that, for example, countries characterized by relatively high power
distance and strong uncertainty avoidance should tend to favour organizations run on
fully bureaucratic lines. Here, explicit formal rules are more likely to prescribe behaviour.
Power and authority tend to depend upon the position held rather than upon personal

Organizational types as identified by Hofstede (1984)

A B C D
Power distance Low High Low High
Uncertainty avoidance Weak Weak Strong Strong
Organization type Implicitly Personnel Workflow Full bureaucracy
structured bureaucracy bureaucracy
Implicit model of the Market Family Well oiled Pyramid
organization machine
Countries Anglo/US South East Germany Latin Med.
Scandinavian Asian Finland Islamic
Netherlands Israel Japan

Source: Hofstede (1984) p. 216.

4 Accounting Standards Board (1995).
1S Hofstede (1984), p. 216.
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characteristics. In contrast, in countries such as the UK, the US or Australia, which can be
characterized by relatively small power distance and weak uncertainty avoidance, organi-
zations should tend to be at least implicitly modelled upon the market place.

Thus, relatively less emphasis tends to be placed upon formal rules. Personal attrib-
utes and performance are both important in determining an individual’s power and
authority, while performance measures will be based upon the outcomes achieved rather
than the actions undertaken.

m Culture and accounting

5.4.1 Accounting subculture

We have seen how societal culture may influence the organizational structures and
decision-making processes of companies. These, in turn, will influence the accounting
system of the company. But culture also has a more direct impact upon financial
accounting. The financial accounting system is set up and run by or for various groups
of people, in particular auditors, management accountants or other statement preparers,
accounting regulators (who may or may not also be accountants) and statement users.

Each of these groups may be thought of as a distinct group with its own subculture.
Some of these groups are not very homogeneous and will not have a well-defined sub-
culture. For example, shareholders range from private individuals to companies holding
shares in associates and subsidiaries, to investment trusts and pension schemes. They
have little in common beyond perhaps sharing a belief in private ownership of industry,
profit maximization by companies and personal wealth maximization. In contrast,
accountants are a relatively homogeneous group — they share a common professional
education and tend to have common working experiences.

If we return to our model of the influences on accounting rules and practices (Exhibit
5.1) we can see that ecological or environmental and external factors directly influence the
institutions and culture of a country. Societal culture also itself influences the institutions
of a country, with the two reinforcing each other. When it comes to accounting, the sub-
culture of accountants is influenced by the culture of the wider society while it influences
the accounting rules and practices. The system is a dynamic one in the sense that the
accounting system provides feedback, influencing society’s institutions and culture.

The unique factors influencing accountants will not normally be strong enough to
completely override or obliterate society-wide cultural differences. Thus, for example,
the culture of the UK is different from the culture of (say) Japan, Germany or Korea and
the subculture of UK accountants should therefore also be different from the subculture
of accountants from Japan, Germany or Korea. The fact that all these accountants per-
form similar, although not identical jobs, should not be enough to obliterate all cultural
differences between the three groups, although it should reduce them. Given the impor-
tance of society wide culture and the influence of this on subcultures, we would expect
to find that Hofstede’s ‘cultural dimensions’ are systematically linked to a number of
similar ‘subcultural dimensions’ or ‘accounting values’.

5.4.2 Accounting values

If we return to Hofstede’s cultural dimensions or values, the two that seem to have
the most direct relevance to accounting are ‘uncertainty avoidance’ and ‘individual-
ism’. In a high-uncertainty-avoidance country, institutions will tend to be organized
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in ways that minimize uncertainty. Rules and regulations will tend to be explicit and
prescriptive, they will tend to be detailed, all-embracing and rigid. Low uncertainty
avoidance countries will tend to be less concerned with reducing uncertainty,
they will tend to have fewer rules, perhaps relying more on general principles, and
the rules that exist will be more likely to contain options. Individualism, on the
other hand, affects motivation. It should therefore affect preferences for particular
earnings measurement rules and disclosure practices. It will also influence the
extent to which people are happy to accept rules and controls imposed from above
or will be willing to use their personal or professional initiative and be prepared to
take risks. This should in turn affects their willingness to accept uniform accounting
rules in preference to a more permissive system involving the use of professional
discretion.

The work of Hofstede was extended by Gray (1988) who identified four ‘account-
ing values’ or ‘subcultural dimensions’. ‘Professionalism versus statutory control’
and ‘uniformity versus flexibility’ both describe attitudes towards regulation, in partic-
ular attitudes towards the type of control system and the level or extent of control
that is preferred. ‘Conservatism versus optimism’ is concerned with attitudes towards
measurement. Attitudes towards uncertainty are particularly important here.
The final value, ‘secrecy versus transparency’, is concerned with attitudes towards
disclosure. Exhibit 5.9 reproduces Gray’s definition of each of these four accounting
values.

Gray also argued that Hofstede’s societal cultural values will be systematically linked
to his accounting values. The hypothesized relationships between the two are illustrated
in Exhibit 5.10, which describes which of Hofstede’s cultural dimensions are most
strongly associated with each of Gray’s four accounting values.

The relationships described in Exhibit 5.10 can instead be shown in a diagram-
matic way as shown in Exhibit 5.11. This exhibit also shows that Gray hypothesized

Accounting values identified by Gray (1988)

Professionalism versus statutory control

A preference for the exercise of individual professional judgement and the maintenance of
professional self-regulation, as opposed to compliance with prescriptive legal requirements
and statutory control.

Uniformity versus flexibility

A preference for the enforcement of uniform accounting practices between companies and
the consistent use of such practices over time, as opposed to flexibility in accordance with
the perceived circumstances of individual companies.

Conservatism versus optimism
A preference for a cautious approach to measurement so as to cope with the uncertainty of
future events, as opposed to a more optimistic, laissez-faire, risk-taking approach.

Secrecy versus transparency

A preference for confidentiality and the restriction of disclosure of information about the busi-
ness only to those who are closely involved with its management and financing, as opposed
to a more transparent, open and publicly accountable approach.
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m Association between Hofstede’s cultural dimensions and Gray’s accounting values

Gray’s accounting

values

Cultural dimensions affecting

the country’s accounting values

Professionalism

Professionalism tends to be

Statutory control tends to be

versus associated with: associated with:
Statutory ® individualism ® collectivism
control ® weak uncertainty avoidance ® strong uncertainty avoidance

® small power distance. ® large power distance.
Uniformity Uniformity tends to be associated with: Flexibility tends to be associated with:
versus ® strong uncertainty avoidance ® weak uncertainty avoidance
Flexibility ® large power distance ® small power distance.

® collectivism.

® individualism.

Conservatism
versus

Conservatism tends to be associated with:

® strong uncertainty avoidance

Optimism tends to be associated with:
® weak uncertainty avoidance

Optimism ® collectivism ® individualism

® high nurture. ® low nurture.
Secrecy Secrecy tends to be associated with: Transparency tends to be associated with:
versus @ strong uncertainty avoidance ® weak uncertainty avoidance
Transparency ® large power distance ® small power distance

® collectivism ® individualism

® high nurture. ® low nurture.

that the four accounting values influenced different parts of the accounting system.
He argued that professionalism and uniformity influenced the regulatory system, in
terms of both the institutional arrangements made for regulation and the meth-
ods of enforcement used, while conservatism and secrecy instead influenced the
practice of accounting in terms of the measurement system adopted and the disclo-
sures made.

W The relationship between cultural dimensions and accounting values

Relationship to accounting values
Cultural dimension Professionalism Uniformity Conservatism Secrecy
Individualism 4 = = =
Uncertainty avoidance = + + +
Power distance = aF NR =
Nurturing NR NR + +
Accounting practice
mainly influenced Authority Application Measurement | Disclosure

Key: + Positive relationship. For example, the higher individualism is, the higher professionalism will
be.
— Negative relationship. For example, the lower uncertainty avoidance is, the higher profession-
alism will be.
NR No relationship.
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5.4.3 Applying cultural analysis to accounting

There have been a large number of attempts to test these hypothesized relationships.
However, this is not an easy task. There are problems with using Hofstede’s scores, since he
based his work on employees of IBM in the period 1968-73, and the scores may not be valid
for other groups in the 2000s.1¢ For example, he ignored religion which can also affect atti-
tudes towards business and accounting.!” There are also problems with measuring Gray’s
accounting values. Auditors or other accountants can be asked their views on various issues,
but this is not easy, and when done it tends to be restricted to studies which explore very
specific and quite narrow decision-making scenarios.!® A more common approach is to look
instead directly at the accounting system. Thus, for example, rather than looking at atti-
tudes towards conservatism, studies have looked at the importance of conservatism in the
measurement rules and practices of countries. They have then tested the hypothesis that,
for example, countries that have more uncertainty avoidance and more collectivism will
have relatively more conservative measurement rules. This approach implicitly assumes
that there is a direct relationship between accounting values and accounting systems.
However, as we have seen, accounting systems are influenced by many factors. There may
be a relationship between Hofstede’s values and accounting systems but the reasons for this
may not be correctly specified. Thus, there may be no relationship between Hofstede’s
dimensions and Gray’s accounting values.

5.4.4 An example of a study using accounting values

A number of studies have attempted to measure Gray’s accounting values to see whether
or not they are linked to Hofstede’s cultural values in the ways hypothesized. One of those
looking at a large number of countries will be described, that by Salter and Niswander
(19935). Gray’s accounting values are concerned with values and beliefs of accountants. It is
an immense task to measure these directly, especially in the international area. Salter and
Niswander instead used indirect measures of accounting values. They assumed that, for
example, differences in attitudes towards secrecy or transparency will be reflected in dif-
ferences in disclosure, while differences in attitudes towards conservatism will be reflected
in differences in measurement rules.

The ways in which they measured the four accounting values are described in Exhibit
5.12. This study provides some support for Gray’s arguments. As discussed above, Gray
argued that the two cultural dimensions most important for accounting are individual-
ism and uncertainty avoidance. Using the scores provided by Hofstede and applying the
analysis to 29 countries, Salter and Niswander found that uncertainty avoidance was
related to all four of Gray’s accounting values. In contrast, individualism helped to
explain only one of the four accounting values, namely secrecy: the more individualis-
tic countries tend to disclose the most. There was also little support for the expected
relationships between accounting values and either power distance or nurturing.

There have been a number of other studies that have also looked at the relationship
between Hofstede’s work and accounting. For example, culture has been used to help
explain some of the differences in the accounting regulatory systems of the English-
speaking countries of the UK, the US, Australia and Canada in comparison to the Asian

16 Trompenaars’ work may be more appropriate as it is more up to date and is based on many companies.
However, unlike Hofstede, he has not disclosed the full scores of each country.

17 Hamid et al. (1993).
18 See, for example, Patel et al. (2002).
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m The measurement of accounting values

Accounting value Measurement used
Professionalism Score for audit perspective + professional structure, where:
Audit perspective 1 Conforms with legal requirements

2 Fairly, consistently present, in
conformity with
True and fair, in conformity with

True and fair
Professional structure Law/legislated

Practitioner body

Uniformity De jure Common law system

Code law system

- O |0 W

De facto Number of practices with high level of
uniformity (less than 25% or greater than
75% compliance rate)

Conservatism Conservatism 1 Use of various practices that reduce
assets or income

Conservatism 2 Use of various practices that increase
assets or income

Secrecy Disclosure index Two used, each designed to measure
the level of disclosure

Source: Salter and Niswander (1995), p.385. Used with the permission of the Journal of International
Business Studies.

countries of Singapore, Hong Kong and Taiwan,!® and New Zealand and India.?’ In each
case the two groups of countries are culturally quite dissimilar and the studies were fairly
successful in doing this. In contrast, another study, on the contrary, argued that culture fails
to explain many of the accounting differences between France and Germany.?! These two
countries are culturally more alike than are the two groups of countries in the former stud-
ies. It was also concerned with more detailed features of the accounting systems. Culture has
also been used to try to explain levels of disclosure. Again, it appears that culture is helpful
in explaining broad patterns or levels of disclosure while there is also some limited evidence
that religion as well as Hofstede’s cultural dimensions may be a factor affecting disclosure.??

m Is culture an important influence on accounting?

There are many supporters of the view that culture has a significant influence on
accounting. Indeed, this is fairly incontrovertible: culture, in the sense of how people
think and feel and their values, beliefs and attitudes, affects their behaviour. Accounting
regulations and practices are an outcome of human behaviour.

19 Kirsch (1994).

20 Chanchani and Willett (2004).

21 Fechner and Kilgore (1994).

22 Zarzeski (1996); Archambault and Archambault (2003).
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The models linking accounting and culture suggest that culture acts as an interven-
ing factor. Culture modifies the influence of ecological or environmental and external
factors. It also influences the values or subculture of accountants and the institutions of
a society. These in turn both influence accounting systems. Given the complexity of
these relationships, it would not be too surprising to find that some countries have sim-
ilar cultures but dissimilar accounting systems, while other countries have similar
accounting systems but dissimilar cultures. It is the complex combination or interaction
of all these factors that is important.

Even if there is a clear and consistent connection between culture and accounting,
researchers may have failed to uncover it. Most studies of accounting rely upon the
works of Gray and Hofstede (not least because Hofstede provides quantified measures for
a range of countries). Hofstede has reduced a very complex phenomenon down to four
dimensions. While these dimensions were statistically significant, they explained just
49 per cent of the differences across the countries in Hofstede’s sample. Thus, either
there are omitted variables or there is a fairly large amount of unexplainable or random
differences across, and presumably also inside, countries. Unfortunately, all we have are
the raw or mean scores for each country. We really need more information than this.
Anyone using Hofstede's scores really also needs to know how typical or representative
the scores are for each cultural dimension. Do most people have very similar beliefs, atti-
tudes and values or not? If the people of a society are culturally very similar, culture is
more likely to help to explain their accounting system. If instead a country is culturally
heterogeneous with people holding very different views or values, then it is far less likely
that a measure of ‘average culture’ will help to explain the accounting system.

While there are many supporters of Hofstede who argue that his work helps us to
understand differences in accounting internationally, there is far from universal support
for this. Some of the arguments used by opponents of this approach are summarized by
Most (1995), when he argued that:

he [i.e. Hofstede] used questionnaires to elicit responses designed to identify national
groups with attitudes; on the basis of these responses, he found national patterns that led
to a classification of organisations and, by inference, of accounting practices.

First, why was this process chosen? The established classification of civilisation allocates
each culture to one of these eight classes: Occidental, Muslim, Japanese, Hindu, Confucian,
Slavic, African and Latin American. A researcher seeking to identify national patterns of
accounting would first attempt to map empirical observations into these classes, investi-
gating any differences that arose. It would be found that modern communications have
broken down the strict separations that the categories imply . . . It would doubtless be found
that culture is too complex a concept to be analysed using a simple model.

We also find Hofstede’s model suspect on other grounds. Power distance and uncertainty
avoidance are not unequivocal measures of human characteristics. An individual might
accept the uneven distribution of power on the national level but not on the regional, on
the regional but not on the tribal, or on the tribal but not within the family. Any society
that is based on agriculture, or has a sizeable cultivation sector, must be characterised as
one with a low level of ‘anxiety . . . in the face of unstructured or ambiguous situations’.
Although Hofstede did not make much use of the other ‘values’, similar criticisms can
be levelled at them - individualism versus collectivism has lost much of its significance
since his research was done; as for the distinction between masculinity and femininity, the
less said, the better. It would appear that the values selected by Hofstede were not found by
a process of observation and measurement but simply invented in order to initiate a series
of exploratory observations.
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The conclusion drawn by Hofstede and his followers, that culture ‘dictates’ the account-
ing environment and accounting and auditing judgements, must be rejected as not proven.

Similarly, while there are many who find the work of Gray very helpful in explaining
accounting differences, there are problems involved in this work. There are practical prob-
lems involved in turning the hypothesis into testable assertions and, even if the theory is
correct and there is a significant relationship between societal cultures and accounting sys-
tems, it may not be easy to empirically prove such a relationship. Not only are there prob-
lems in defining and measuring ‘culture’, but similar problems exist with respect to the
definition and measurement of ‘accounting values’ and ‘accounting systems’.

Culture probably provides a far better explanation of accounting in some countries
than it does in others and a far better explanation of some aspects of accounting systems
than it does of other aspects.

The previous chapter looked at how accounting has been exported and imported
between countries. Even many of the developed countries which have developed sys-
tems of regulation and rules over centuries to reflect local needs have imported many of
their practices from other countries through a variety of means, as will be discussed later
in this book. However, as a gene