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Overview

Managers cannot make good decisions with-
out the availability of adequate and timely
financial information. Although accounting
and information systems specialists provide
this information, all managers need to under-
stand which data are needed and the problems
specialists face in gathering those data from
around the world. The accounting and finance
functions are very closely related. Each relies
on the other in fulfilling its own responsibili-
ties. The financial manager of any company,
whether domestic or international, is respon-
sible for procuring and managing the compa-
ny’s financial resources. That manager relies
on the accountant to provide the information
necessary to manage financial resources.

The actual and potential flow of assets
across national boundaries complicates the fi-
nance and accounting functions. The muitina-
tional corporation (MNC) must learn to cope
with differing inflation rates, exchange rate
changes, currency controls, expropriation
risks, customs duties, levels of sophistication
and local requirements.

A company’s accounting or controllership
function is responsible for collecting and ana-
lysing data for internal and external users.
Foreign managers and subsidiaries are usually
evaluated based on data provided by the con-
troller’s office. Reports must be generated for
internal consideration, local governmental
needs, creditors, employees, shareholders and
prospective investors. The controller must be
concerned about the impact of many different

currencies and inflation rates on the state-
ments as well as being familiar with different
countries’ accounting systems.

I The development of
accounting around the worid

One problem which a multinational corpora-
tion (MNC) faces is that accounting stan-
dards and practices vary around the world;
for example, financial statements in Ger-
many do not look the same as those in the
USA (see MULTINATIONAL CORPORATIONS).
Some observers argue that this is a minor
matter, a problem of form rather than sub-
stance. In fact, however, the substance also
differs, in that assets are measured differ-
ently and income is determined differently in
different countries.

A good example of this situation involves
SmithKline Beecham plc, a UK firm that is
the product of a merger between a US firm
(SmithKline) and a UK firm (Beecham).
When the new merged company tried to raise
funds in the United States, it had to disclose its
income according to both UK and US ac-
counting standards and also to reconcile the
difference. Because of differences in account-
ing policies, SmithKline Beecham reported a
net income of £130 million according to UK
standards but a net income of only £87 million
according to US standards. There were sev-
eral reasons for this difference; the major one
was the different ways in which UK and US
companies are allowed to account for
mergers.

These variations put the MNC in a difficult
position because it needs to prepare and un-
derstand reports generated according to the
local accounting standards as well as prepare
financial statements consistent with generally
accepted accounting principles (GAAP) in the
home country in order to provide information
for home country users of financial state-
ments. Each country develops its own GAAP,
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which are the accounting standards recog-
nized by the profession as being required in
the preparation of financial statements for ex-
ternal users. Each country’s GAAP is a func-
tion of the factors discussed in the following
sections. The more the GAAP differs from
country to country, the more costly and diffi-
cult it is for an MNC to generate financial
statements.

Accounting objectives

Accounting is basically a process of identify-
ing, recording and interpreting economic
events, and its goals and purposes should be
clearly stated in the objectives of any account-
ing system. According to the Financial
Accounting Standards Board (FASB), the pri-
vate sector body that establishes accounting
standards in the USA, financial reporting
should provide information useful in the fol-
lowing areas:

e investrnent and credit decisions
¢ assessments of cash-flow prospects

e evaluation of enterprise resources, claims
to those resources, and changes in them

The users of these data identified by the
board are primarily investors and creditors, al-
though other users might be considered im-
portant. The International Accounting
Standards Committee (IASC), a standard-
setting organization composed of

professional accounting organizations from
over eighty countries, includes employees as
well as investors and creditors as the critical
users. Also named as users of this information
are suppliers, customers, regulatory and tax-
ing authorities, and many others.

Although the question of whether there
should be a uniform set of accounting stan-
dards and practices for all classes of users
worldwide, or even for one class of users, has
been discussed widely, no consensus has
been reached. To understand the different ac-
counting principles and how they affect the
MNC’s operations, one must be aware of
some of the forces leading to the develop-
ment of accounting principles internation-
ally (see Figure 1).

Similar to business in general, corporate
accounting and information disclosure prac-
tices are influenced by a variety of economic,
social and political factors. A model of the en-
vironmental factors involved is presented in
Figure 1 from which we can see many influ-
ences at work. These include the nature of en-
terprise ownership, the business activities of
the enterprise, sources of finance and the stage
of development of capital markets, the nature
of the taxation system, the existence and sig-
nificance of the accounting profession, the
state of accounting education and research,
the nature of the political system, the social
climate, the stage of economic growth and de-
velopment, the rate of inflation, the nature of
the legal system, and the nature of accounting

Enterprise

International
factors

Culture

Accounting
regulation

Legal

system
Inflation
Economic growth
and development  Social
climate

Figure | Environmental influences on accounting
Source: Radebaugh and Gray (1993: 44)

Accounting
systems

ownership

Enterprise
activities

Finance and
capital markets

Taxation

Accounting
profession
Accounting education
and research
Political
system
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regulation. The nature of accounting systems
at the country level will vary according to the
relative influence of these environmental fac-
tors and such systems will, in turn, tend to re-
inforce established patterns of behaviour.

Relative to enterprise ownership, the need
for public accountability and disclosure will
be greater where there is a broad ownership of
shares compared to family ownership. Where
there is state ownership, the influence of cen-
tralized control on the nature of accounting
systems will tend to be overriding in terms of
serving macroeconomic objectives. The ac-
tivities of enterprises will also be influential
on the nature of the accounting system de-
pending on whether the business is agricul-
tural, extractive, manufacturing, and so on;
whether it is diversified; whether it is multina-
tional; and whether it is a large group of com-
panies or a small business.

The source of finance is another important
influence. Clearly, there will be more pressure
for public accountability and information dis-
closure where finance is raised from external
shareholders as opposed to banks or family
sources when information will be available
more directly.

Taxation is a very important factor in situa-
tions where accounting systems are strongly
influenced by state objectives; that is, public
accounting reports are used as a basis for de-
termining tax liabilities such as in France and
Germany, in contrast to the USA and UK,
where the published accounts are adjusted for
tax purposes and submitted separately from
the reports to shareholders.

‘Where there is a more developed account-
ing profession there are likely to be more de-
veloped, judgmentally based public
accounting systems as opposed to more cen-
tralized and uniform systems. Furthermore,
the development of professional accounting
will depend on the existence of a sound infra-
structure of accounting education and re-
search which is often lacking, for example, in
developing countries.

The political system is obviously a very
important influence on accounting in that the
nature of the accounting system will reflect
political philosophies and objectives (for ex-
ample, central planning versus private

enterprise). The social climate in terms of atti-
tudes to informing and consulting employees
and with respect to environmental concerns
will also be influential. In Europe, for exam-
ple, there is a much more positive approach to
information disclosure relating to such mat-
ters than in the USA.

The nature and extent of economic
growth and development will also be influ-
ential in so far as change from an agricul-
tural to a manufacturing economy will pose
new accounting problems such as the depre-
ciation of machinery, leasing, and so on. In
many countries, services are now becoming
more important and thus the problems of
how to account for intangible assets such as
brand names, goodwill and human re-
sources have become significant. Inflation
is often associated with economic growth
and is a major influence on accounting
where hyperinflation is rife (for example, in
South America) to the extent that alternative
systems to the traditional historic cost ap-
proach are preferred.

The legal system is also important in deter-
mining the extent to which company law gov-
erns the regulation of accounting (see
INTERNATIONAL BUSINESS, LEGAL DIMEN-
SIONS OF), In countries with a tradition of
codified Roman law (or civil codes) — as in
France and Germany, compared to common
law as in the UK and USA - accounting regu-
lations tend to be detailed and comprehensive.
Furthermore, the influence of the accounting
profession in setting accounting standards
tends to be much less in such countries com-
pared to situations where company law is sup-
plemented by professional regulation as in the
UK and USA.

In addition, the influence of culture (socie-
tal or national values) needs to be taken into
account in terms of its underlying impact on
accounting traditions and practices. Interna-
tional factors are also bringing about changes
in the environment and to some extent provid-
ing forces for international accounting har-
monization as opposed to the constraining
influences operating at national levels.

Naturally, the influence of these factors is
dynamic and will vary both between and
within countries over time. Moreover, it
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Figure 2 Culture, societal values and the accounting subculture

Source: Gray (1988: 7)

appears that there is an evolutionary process
of some complexity at work with special ref-
erence to the growing number of international
and regional influences such as those arising
from the activities of MNCs and intergovern-
mental organizations such as the United Na-
tions (UN), the Organization for Economic
Cooperation and Development (OECD), and
the European Union (EU; see EUROPEAN UN-
I0N). In the European context, the EU is an es-
pecially significant influence in that any
agreement on the harmonization of account-
ing and information disclosure eventually be-
comes legally enforceable through a process
of implementation in the national laws of the
member countries.

Cultural differences

A major source of influence on accounting
standards and practices is culture. National
differences in culture have emerged over long
periods of time and have often maintained
their stability over many generations (see
CULTURE, CROSS-NATIONAL). How does this
happen and how does change occur?

The origins of culture, or societal values,
can be found in a variety of factors affecting
the ecological or physical environment. So-
cietal values lead to the development and
maintenance of institutions in society, which
include family systems, social class

structures, the political system, the legal sys-
tem, the financial system, the nature of busi-
ness ownership, the education system, and so
on. These institutions, once developed, tend to
reinforce societal values and the factors giv-
ing rise to such values. However, when
change at the national level occurs, it is
mainly as a result of external forces, through
the forces of nature or the forces of people.
Such external forces affect societal values via
the physical environment and may impact on
the functioning of institutions. Culture, or so-

" cietal values, at the national level may be ex-

pected to permeate through to organizational
and occupational subcultures, though with
varying degrees of integration. Accounting
and accountants thus can be incorporated in
this framework with accounting systems and
practices influenced and reinforcing societal
values. In this way we can obtain possibly
more fundamental insights into why there are
differences between national systems of ac-
counting and reporting, both internal and ex-
ternal. Figure 2 provides a model of the
process whereby societal values are expressed
at the level of the accounting subculture. Ac-
cordingly, the value system or attitudes of ac-
countants are shown as being related to and
derived from societal values with special ref-
erence to work-related values. Accounting
‘values’ will, in time, impact on accounting
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systems including public reporting and
disclosure.

Of special interest to international inves-
tors are the differences in measurement and
disclosure practices from among countries.
Measurement refers to such issues as how to
value assets, including inventory and fixed
assets. Disclosure refers to the presentation
of information and discussion of results in
documents that are prepared for external us-
ers of financial data, such as the annual re-
port. Figure 3 depicts the possible locations
of the accounting practices of various group-
ings of countries in a matrix of the cultural
values of secrecy/transparency and opti-
mism/conservatism. With respect to ac-
counting, secrecy and transparency refer to
the degree to which corporations disclose in-
formation to the public. Countries such as
Germany, Switzerland and Japan tend to
have less disclosure (illustrating the cultural
value of secrecy) than the USA and the UK —
the Anglo-Saxon countries — which are more
transparent or open with respect to disclo-
sure. This is illustrated in more extensive
footnotes in reports of the Anglo-Saxon
countries than is the case elsewhere.

Optimism and conservatism (in an ac-
counting, not a political, sense) refer to the
degree of caution companies exhibit in

Secrecy

A

valuing assets and recognizing income — an
illustration of the measurement issues men-
tioned above. More conservative countries
from an accounting point of view tend to un-
derstate assets and income, whereas optimis-
tic countries tend to be more liberal in their
recognition of income. The problem with
comparing this cultural value is that account-
ing is inherently conservative, so we are
really looking at the degree of conservatism.
For example, German companies are funded
largely by banks, and banks are concerned
with liquidity. Therefore, German compa-
nies tend to be very conservative in recording
profits -- which keeps them from paying taxes
and declaring dividends — while piling up
cash reserves that can be used to service their
bank debt. In contrast, US companies want to
show optimistic earnings in order to attract
investors. Generally, UK companies tend to
be more optimistic in earnings recognition
than US companies, but US companies are
significantly more optimistic than other
European companies and Japanese ones.
Thus there are significant differences in ac-
counting standards and practices worldwide
that affect earnings measures (see MANAGE-
MENT IN GERMANY; MANAGEMENT IN THE
UNITED KINGDOM).

Less-developed
Latin

Germanic
Near Easten

Japan
Less-:eyeloped More-developed
sian .
Latin
African
Optimism -« » Conservatism
Asian
colonial
Nordic
Anglo-Saxon N
Transparency

Figure 3 Accounting systems: measurement and disclosure

Source: Radebaugh and Gray (1993: 76)
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Classification of accounting systems

While there are many differences in
national environments, with corresponding
different effects on accounting systems,
there are also many similarities. Attempts to
classify countries and identify patterns or
groupings are still very much at the early
stages, but such efforts would seem to be
useful in gaining a better understanding of
the key factors influencing the development
of accounting systems with consequent
benefit in terms of predicting likely changes
and their impact.

Accounting systems in socialist economies
such as The People’s Republic of China are,
of course, quite different from those in devel-
oped market economies such as the USA, Ja-
pan and the EU countries (see MANAGEMENT
IN CHINA). In the former socialist economies
of Russia and eastern Europe, for example,
accounting is in a state of transition to a mar-
ket approach. As far as public accounting and
reporting in the market economies are

concerned, however, it seems that anumber of
distinct models of accounting may be identi-
fied including, at the very least, the Anglo-
American and continental European tradi-
tions. But given the change factors at work, it
is not an easy task to make accurate assess-
ments or predictions of future evolution. The
current situation is highly dynamic in the con-
text of the activities of a wide range of na-
tional and international organizations, as well
as the changing nature of business and espe-
cially multinational operations. It may well be
that new models or patterns of accounting and
reporting are in the process of being formed.
The UK and continental European traditions,
for example, are now in the process of coordi-
nation and some fusion following EU devel-
opments in accounting harmonization.
Although accounting standards and prac-
tices differ worldwide, systems used in vari-
ous countries can be grouped according to
common characteristics. Figure 4 illustrates
one approach to classifying accounting sys-
tems. This scheme does not attempt to classify

Class Sub-class Family Species
Govemment, [ Sweden J
economics 1
Macro-uniform Law-based Japan
Germany
Continental:
govemment, -
tax, legal Spain
lgium
Tax-based ?e 9
Developed rance
Waestermn Italy
countries
US influence K Canada
Business USA
practice,
pragmatic, Ireland
British origin
UK influence UK
Micro-based NZ
Australia
Business
economics, 1hThe Netherlands ]
theory

Figure 4 A hypothetical classification of financial reporting measurement practices in developed

Western countries

Source: Nobes (1983: 7)
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all countries but simply illustrates the concept
using several developed Western countries.

In Figure 4, accounting systems are ini-
tially divided into macro-uniform and micro-
based systems. Macro-uniform systems are
shaped more by governmental influence than
are microsystems. Except for Sweden’s sys-
tem, macro-uniform systems are influenced
by tax law or just a strong legal system. These
systems also tend to be more conservative and
secretive about disclosure. Micro-based sys-
tems, except for that of The Netherlands, in-
clude features that support pragmatic business
practice and have evolved from the UK sys-
tem. The US system is closer to the macro-
uniform systems, however, because of the
strong influence of the Securities and Ex-
change Commission (SEC), a federal govern-
ment agency that regulates securities
offerings within the USA.

The bottom line is that MNCs need to ad-
just to different accounting systems around
the world. Thus the accounting function is
made more complex and costly to perform.
An MNC’s parent company must gather data
from far-flung subsidiaries and affiliates and
convert those data into a format consistent
with the home country’s preferred accounting
system.

An MNC expected to provide its annual re-
port or at least its financial statements to for-
eign users has five major alternatives
regarding presentation of financial data:

1 Provide accounting information according
to home country GAAP and hope that for-
eign investors are willing to accept those
numbers. This is known as the principle of
mutual recognition. In other words, if a
German company provides financial infor-
mation according to German GAAP and a
US company provides financial informa-
tion according to US GAAP, mutual recog-
nition requires that the USA accept the
German statements and Germany accept
the US statements.

2 Provide accounting information according
to international GAAP (IASC standards)
and hope that the host country accepts
those numbers.

3 Provide accounting information according
to host country GAAP, which is what Japa-
nese companies tend to do when they list
securities in the USA. They provide finan-
cial information according to US GAAP
rather than Japanese GAAP.

4 Provide accounting information according
to home country GAAP that is reconciled
to host-country GAAP. This is how most
foreign companies that list on the US ex-
changes provide financial information.
The US SEC requires that foreign compa-
nies provide information according to US
GAAP or reconciled to US GAAP.

An example of the reconciliation approach
is found in Table 1, which is the reconciliation
of consolidated net income and shareholders’
equity from German GAAP to US GAAP for
Daimler-Benz in 1993 and 1994. The recon-
ciliation highlights significant differences in
results and the major sources of difference.
Similar reconciliation statements can be
found in Form 20-F of most foreign corpora-
tions who list or trade securities on any of the
US stock exchanges. These reconciliations
spotlight the significant differences between
US and foreign GAAP.

2 Harmonization of differences

Despite the many differences in accounting
standards and practices, a number of forces
are leading to harmonization:

1 a movement to provide information com-
patible with the needs of investors;

2 the global integration of capital markets,
which means that investors have easier and
faster access to investment opportunities
around the world and therefore need finan-
cial information that is more comparable;

3 the need of MNCs to raise capital outside
their own national capital markets while
generating as few different financial state-
ments as possible;

4 regional political and economic harmoni-
zation, such as the efforts of the EU, which
affects accounting as well as trade and in-
vestment issues;

5 pressure from MNCs for more uniform
standards to allow greater ease and reduced



General principles, issues and concepts

Table 1 Daimler—Benz reconciliation of consolidated net income and stockholders’ equity to US GAAP

- in millions of DM — 1994 1993
Consolidated net income in accordance with Bgerman HGB (Commercial 895 615
Code)

_+/- Minority interest 159 (13)
Adjusted net income under German GAAP 1,054 602
+/— Changes in appropriated retained earnings:

provisions, reserves and valuation differences 409 (4,262)
1,463 (3,660)
Additional adjustments
+/— Long-term contracts 53 78
Goodwill and business acquisitions (350) (287)
Deconsolidation of MBL Fahrzeug-Leasing GmbH & company KG, (652) -
effective 30 June 1994
Pensions and other post-retirement benefits (432) (624)
Foreign-currency translation 22) (40)
Financial instruments 633 (225)
Securities (388) -
Other valuation differences 73 292

__ Deferred taxes 496 2,627

Consolidated net income/loss in accordance with US GAAP before cumulative

effect of a change in accounting principle 874 (1,839)
Cumulative effect of change in accounting for certain investments in debt and

equity securities as of 1 January 1994, net of tax of DM 235 million 178 -
Consolidated net income/loss in accordance with US GAAP 1,052 (1,839)
Eamnings/loss per share in accordance with US GAAP DM 21.53 DM (39.47)
Earnings/loss per American Depositary Share' in accordance with US GAAP DM 2.15 DM (3.95)
Stockholders’ equity in accordance with German HGB 20,251 18,145
/. Minority interest (151) (561)
Adjusted stockholders’ equity under German GAAP 20,100 17,584
+ Appropriated retained earnings:

provisions, reserves and valuation differences 6,205 5,770

26,305 23,354

Additional adjustments
+/~ Long-term contracts 262 207

Goodwill and business acquisition 1,978 2,284

Deconsolidation of MBL Fahrzeug-Leasing GmbH & company KG,

effective 30 June 1994 (652) -

Pensions and other post-retirement benefits 2,250) (1,821)

Foreign-currency translation 63 85

Financial instruments 1,013 381

Securities 27 -

Other valuation differences (185) (698)

Deferred taxes 2,874 2,489
Stockholders’ equity in accordance with US GAAP 29,435 26,281

1 Corresponds to one-tenth of a share of stock of DMS0 par value
Source: Daimler-Benz (1994: 67)
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costs in general reporting in each country
and in reporting to be used by investors in
the parent company’s country.

Impelled by these developments, some
countries and organizations are working to
harmonize accounting standards on a regional
as well as an international level. Regionally,
the most ambitious and potentially most ef-
fective efforts are taking place in the EU. The
European Commission is empowered to set
directives, which are orders to member coun-
tries to bring their laws into line with EU re-
quirements within a certain transition period.
The initial accounting directives addressed
the type and format of financial statements,
the measurement bases on which the financial
statements should be prepared, the impor-
tance of consolidated financial statements,
and the requirement that auditors must ensure
that the financial statements reflect a true and
fair view of the operations of the company be-
ing audited.

The EU’s influence is being felt beyond the
borders of its members. The European Free
Trade Association (EFTA) and eastern Euro-
pean countries are attempting to adopt EU ac-
counting directives in preparation for
becoming members. In addition, eastern
European countries and those of the former
Soviet Union are moving from centrally
planned to market economies, and they need
an accounting system that will aid in the tran-
sition. The EU directives provide some guid-
ance in this area.

The International Accounting Standards
Committee (IASC), organized in 1973 by the
professional accounting bodies of Mexico and
several primarily industrial countries, has
worked towards harmonizing accounting
standards. The organization comprises over a
hundred professional accounting organiza-
tions representing more than eighty countries
and 900,000 accountants. Initially, the IASC
wanted to develop standards that would have
rapid and broad acceptance; thus it seemed to
focus mostly on improved disclosure. More
recently, it has been interested in tackling
some more substantive issues.

The IASC has no legislative mandate like
that of the EU, so it must rely on goodwill for

acceptance of its standards. However, a
number of countries have used the standards
as models for their own. For example, Singa-
pore has successfully adopted IASC stan-
dards. Other countries have modified the
standards as appropriate for their own na-
tional settings. In addition, the International
Organization of Securities Commissions (10-
SCO) is working with the IASC to ensure that
the standards being developed can be adopted
by companies that want to list securities on a
variety of national stock exchanges.

3 Transactions in foreign
currency

A major accounting problem for international
business arises from operating in different
currencies (see FOREIGN EXCHANGE RISK,
MANAGEMENT OF). In addition to eliminating
or minimizing foreign-exchange risk, a com-
pany must concern itself with the proper
recording and subsequent accounting of
assets, liabilities, revenues and expenses that
are measured or denominated in foreign cur-
rencies. These transactions can result from the
purchase and sale of goods and services as
well as the borrowing and lending of foreign
currency. Accounting for foreign currency
transactions and the translation of foreign cur-
rency financial statements varies from coun-
try to country, but we will use IAS 21 of the
IASC for the basic discussion here, and then
present major differences that exist from
country to country.

Recording of transactions

Any time an importer is required to pay for
equipment or merchandise in a foreign cur-
rency, it must trade its own currency for that of
the exporter in order to make the payment.
Likewise, an exporter that denominates its
sale in the currency of the importer must con-
vert the receipts into its own currency.
Assume that a US company sells inventory to
a UK importer with the sale denominated in
pounds sterling rather than in dollars. Accord-
ing to IAS 21, the foreign currency transaction
should be recorded at the spot rate on the date
of the transaction. At subsequent balance



