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Preface

Preface

The internationalization of business activities means that ail aspects
of commercial functions must be viewed on an international, rather
than a national, scale. This includes the accounting function.

An understanding of the accounting principles and practices of a
single country is not sufficient for an understanding of the
accounting environment in which most organizations have to
operate. Accounting can affect many aspects of a business, and
information on the various regulatory frameworks that exist in the
world is essential to an appreciation of those effects in the global
market.

This book is designed to give the reader an appreciation of the
various accounting principles and practices that exist in different
countries, initially to ensure that the reader appreciates that the
accounting regulatory framework that shapes the financial reporting
in their own country is not the only form of national framework that
has developed, and subsequently to give the reader details of the
various principles and practices that are currently operating in many
countries of the world.

The book not only contains the details of accounting system in
many different countries but aiso includes a discussion of the basic
factors that can shape those systems, details of the technical
accounting issues that confront the accountants of this world, and an
assessment of the problems of analysing and interpreting foreign
financial statements.

Special attention is given to the problems of the developing
countries and the reforming countries of eastern Europe because in
many ways the accounting developments in these countries are the
most interesting in the international accounting field.

The book is primarily written for undergraduate and post-graduate
students looking at accounting at the international level for the first
time. It may also prove useful to readers wanting to put the
accounting systems of their home country into an international
perspective.




The discussion questions are deliberately left until the end of the
book because many of them require knowledge that is gained by
studying the content of more than one chapter. Readers are
encouraged to consider the international aspects of the problems.

There is a lecturer’s guide, giving indicative solutions to these
questions.

International accounting is a growing topic area and there is a
continuous expansion of accounting courses covering the
international dimensions of the subject; hopefully this book will
make a contribution to the further development of this, the most
interesting aspect of accounting.

1 acknowledge the help provided by all the companies who
furnished me with English language versions of their accounts —
where references are made to these accounts full disclosure is made
of the source. ,

Thanks go to Alan Nelson at Chapman & Hall for his assistance in
getting this book off the ground and completed on schedule.

Thanks also to go my wife Pauline, and children, Mark, Craig and
Kerry, who provided me with the support needed to complete the
task ~ | dedicate this book to them.

Steve Lawrence
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Introduction to international
accounting

This book is designed to introduce the reader to ‘accounting in the
world’, but it is not designed to be an introduction to the ‘world of
accounting’. The discussions assume a background knowledge of
accounting principles and accounting practices, and financial
reporting requirements of the reader's home country, and attempt
to take that knowledge, gained on the national stage, into the
international arena.

The first problem one has to consider is the need for a suitable
definition for ‘International Accounting’. Choi and Mueller (see
References), having considered several alternatives, decided on the
following definition:

International Accounting extends general-purpose, nationally
orientated accounting in its broadest sense to :(1) international
comparative analysis, (2) accounting measurement and reporting
issues unique to multinational business transactions and the
business form of the multinational enterprise, (3) accounting
needs of intemational financial markets, and (4) harmonization of

- worldwide accounting and financial reporting diversity via
political, organizational, professional and standard-setting
activities.

This is a very detailed, all-embracing definition which includes much
of the content of the study of intemational accounting. Perhaps a
simpler, shorter definition could concentrate on the two words
‘international’ and ‘accounting’. The former can be defined as
‘conceming or involving two or more nations or nationalities’ and the
latter ‘the process of recording, analysing and reporting financial
information so as to maximize the value of the information produced’.
Thus intemational accounting is simply ‘the process of providing
useful finandial information viewed on a multinational basis’.

The study of intemational accounting should therefore include:

e consideration of accounting principles and practices of several
nations, rather than the usual one-nation emphasis of more
traditional accounting;

e a comparison of those principles and practices;

e areview of technical accounting problems that affect all nations
in general; and

e a spedific review of some of the problems, both technical and
reporting, that arise because of differences between nations,
e.g. existence of different national currencies.

Introduction to international accounting




This final aspect of international accounting includes problems
created for international business and the efforts to reduce the
differences through a harmonization process. All of these aspects of
international accounting are covered in this book, with special
consideration being given to economically developing nations and
the reforming nations of Eastern Europe. These countries give a
particularly interesting viewpoint of accounting.

The manner in which accounting practices and financial reporting
requirements are developed and shaped as the country is
developed and shaped illustrates quite clearly the strong link
between accounting and its environment. This is something that is
not always apparent when studying accounting at the national
level, and for some readers it may help them further their
understanding of the accounting regulatory framework that exists in
their own country.

Note that the term ‘regulatory framework’ in some countries, e.g.
the UK, is used to describe the set of accounting regulations
developed by the accounting profession — however in an
international context such a description is not suitable because in
some countries no significant regulations are set by the accounting
profession. (In some countries there is no established accounting
profession!) The term ‘regulatory framework’ is therefore used to
describe the totality of all of the regulations, from whatever source,
that provides the framework in which a nation’s accounting and
financial reporting activities function.

Accounting can be subdivided into financial and management
accounting; the former relating mainly to financial reporting to
interested parties outside the reporting enterprise, while
management accounting, as the name implies, concentrates on the
provision of financial information to the internal management of the
enterprise. In this book, and to a large extent international
accounting in general, the focus is on the financial accounting and
external financial reporting aspects; this is because they tend to be
nation-specific, while management accounting practices tend to be
enterprise specific.

At this level we want to concentrate on national accounting
regimes rather than those of specific enterprises and we therefore
choose to concentrate on financial accounting. The two divisions of
accounting are obviously connected and where the connection is
particularly important to an understanding of a nation’s accounting,
or the development of accounting in a particular country or class of
country, reference will be made to the management accounting
aspect.

The study of international accounting can help in developing an
understanding of several very important problems.

Why do we produce financial statements?
The generally accepted objective of financial statements is to

provide useful information to users. The users include present and
potential investors, long-term loan creditors, suppliers, customers,

Introduction to international accounting



employees, governments and their tax authorities (both at home
and, for multinational enterprises, overseas), and the public. The list
of users may be similar for all countries, but the order of priority
given to each user differs.

This will lead to different accounting reporting practices because
these users have a variety of needs and the higher up the list a user
is, the more likely it is that their particular needs will be an influence
in the development of a nation's regulatory framework. The need to
provide relevant and reliable information are accepted as important
characteristics in financial reporting but on an ipternational scale the
problem is trying to decide who the accounts are meant to be
relevant to and the level of reliability required, given this need to be
relevant. This aspect of international accounting is discussed in detail
in Chapter 13. , .

Why are particular accounting principles
adopted?

Consideration of differing users and their needs will lead to the
adoption of differing basic principles. The fundamental principles
used in financial accounting and reporting around the world tend to
be very similar but there are important differences. For example, in
the extent to which the ‘substance over form’ concept is applied. In
countries such as Germany and Japan the legal form is dominant
while in the UK it is essential under an accounting standard (Financial
Reporting Standard 5: Reporting the Substance of Transactions) to
attempt to show the economic substance of a transaction rather than
its legal form.

The study of the underlying reasons for the difference in
accounting principies adopted in countries can give an insight into
the importance of the environment to financial reporting.

Why are certain accounting practices
permitted?

The influence of the environment, and the differing accounting
principles that result from that influence, can further be appreciated
through the study of accounting practices adopted in different
countries. The more complex the environment, the more complex
accounting practices are likely to be.

For example, in smaller, less developed countries the concepts
and practices behind merger accounting (pooling of interests) are
unlikely to be of relevance, while in other countries where
multinational conglomerates dominate the business environment
such techniques can be very important and therefore require
detailed accounting regulations and procedures. Chapter 11
concentrates on technical issues that are relevant to intemnational
trade and the chapter details some of the more important
accounting practices that have to be developed in complex business
environments.

Introduction to international accounting




Another area of particular importance to the choice of accounting
practices is the influence of government regulations, particularly
those relating to the tax position of the reporting entity. This is
discussed in more detail later in this chapter but it must be
remembered that such regulations only apply in certain countries
and are an important source of national differences.

The chapters reviewing the accounting frameworks in particular
countries give details of the variety of accounting practices that are
adopted around the world and show that knowledge and
understanding of the accounting practices within one particular
country is not enough in a world where business is moving from the
‘national’ to the ‘international’.

Why are particular forms of financial
statement produced?

This is clearly linked to the needs of the users given the highest
priority in a particular country. Where it is important that the
investor is given priority, details of profits attributable to them, the
level of dividends need to be clearly disclosed, details conceming
the directors who work on their behalf (hopefully) must be available
and figures should show clearly the movement in shareholders’
funds. Where the government is more important then the
standardized nature of the statements becomes more important and
reporting in line with statutory regulations becomes the norm; this
may reduce the usefulness of the statements to other user groups
including investors for decision-making purposes.

Studying the different types of financial statements produced with
different users in mind helps in the appreciation of the need to
produce relevant financial reports for a particular user, or group of
users. This is especially important to the developing countries and is
discussed in detail in Chapter 8.

This is also an area which illustrates the developments in Europe.
Within the European Community (Union) many developments have
taken place on a regional, rather than national, scale. This is
reflected in the company law directives produced for adoption by
community member nations. Such directives include detailed
provisions relating to the format of the profit and loss account and
balance sheet.

These are discussed in the reviews of the countries affected by the
Directives and they clearly illustrate the need to consider
developments that are on an intemational (but not necessarily
global) scale and provide an example of an influence which is not
typical of the environment found in a country. For instance, the use
of standardized formats was not typical in the UK at the time the
relevant 4th Directive was first adopted (1981) and one wonders if
the route to such detailed formats would have been taken had the
UK been left to develop its own reporting formats.

Introduction to international accounting



Why are financial statements made accessible?

The need for access to financial statements will depend upon the
user and their need for information. In some countries the access to
comprehensible financial information has not always been
appreciated but with the globalization of capital markets and the
need for enterprises to source information outside of their own
country the situation is changing. Studying international accounting
will give an insight into the problems faced by preparers in some
countries in making financial information concerning themselves
available, and the problems faced by users trying to gain access to
financial information that they can interpret.

Having introduced ‘international accounting’ and discussed the
type of questions that the study of the subject can help answer it is
necessary to consider the environmental factors that shape national
accounting frameworks. It is the different degrees of influence that
these environmental factors have that basically leads to the variety
of accounting that exists in the world today.

I  The environmental factors that can have influenced, and continue to

Environmental
factors

Environmental factors

influence, the development of the national accounting framework
that exists in the world are:

¢ cultural;
e political;
o legal;

e economic.

Each of these factors will be studied in tum but it must be
remembered that it is the combination of the factors that have
shaped national accounting frameworks - different combinations of
factors will lead to different national financial reporting
environments.

Cultural

Culture is taken to mean ‘the whole set of social norms and
responses that condition a population’s behaviour'. It is culture that
makes one social environment different from another and one could
therefore consider that culture is the dominant influential factor and
that the other influences are part of it.

It is not possible in a book of this type to introduce all the cultural
elements that affect intemational accounting but it is important that
the influence of culture on a country’s accounting framework is
appreciated. Financial reporting must take account of the
assumptions and attitudes of the people in a culture. If they feel that
they can influence the future they will require relevant, reliable data
to help in the process of shaping that future; altematively they may




consider ‘fate’ to be the primary consideration and therefore detaited
financial statements aimed at, for example, providing information for
assessing future cashflows would be considered to be inappropriate.

In addition some societies tend to concentrate on the short term
and there is therefore great emphasis put on periodic profit
measurement while other societies tend to think more long term
and therefore put more emphasis on the balance sheet and trends of
profit over several accounting periods.

The personal beliefs, aspirations and motivations of people will
influence their demand for financial information and shape the
accounting practices adopted in their formulation. In some countries,
e.g. Japan, the motivation is towards activities that benefit the
country rather than the person, while in some Western countries
personal gain is considered to be more important.

Accounting will develop to put emphasis on the profit or loss
to the party which is considered to be more important. Thus
income-smoothing practices which are considered unacceptable in
some societies are considered the norm in others where such a
practice aids stability within an economy as a whole. These cultural
and behaviourial factors are aiso of special interest to the design of
management accounting systems which may in turn have a knock-
on effect on external financial reporting.

The cultural norms relating to interpersonal relations can effect the
level of influence considered by society to be acceptable from an
independent accounting profession or, in contrast, the amount of
government regulation that is considered to be acceptable. For
example, the level of government control in France and Germany
would be considered to be unacceptable to many in the UK, where
great efforts are made to keep a majority of the regulatory
framework outside of direct government control. (The EC Directives
which are more in line with the German and French methods have
imposed greater statutory control in the UK and The Netherlands
than would otherwise have naturally been the case.)

Finally social structure can play an influence. In societies, such as
that which prevails in the United States of America, where all are
considered to be equal(!), widespread ownership of enterprise
shares is an accepted norm. This is something which is very
important in those countries where privatization of government
enterprises is an accepted business practice. Accounting and
widespread financial reporting in such situations is very important.

Another relevant aspect of social structure relates to the status
assigned by society to the accounting profession. This is particularly
important in many reforming Eastern European countries where the
centrally planned economies put little emphasis on accounting skills
and accountants were therefore treated as unskilled clerks. With the
developments in those countries, their society's attitude to
accountants must change if they are to make the most of the
opportunities that are now available to them. It is essential that
accountants are seen to be important members of the business
community and that they are trained to provide financial
information that is relevant to the resource-allocation
decision-making process.

Introduction fo international accounting



Environmental factors

In countries where widespread ownership is not so well
established, often where family-owned businesses dominate or small
enterprises are the norm, accounting and auditing practices aimed at
the investor will not be so essential.

Political

The way a country is, and has been, governed can have a
considerable influence on the development of financial reporting.
The most obvious example was the developments that took place in
the centrally planned economies of the communist states that
existed in Eastern Europe compared with the developments that
have occurred in Western Europe.

In a centrally planned economy all accounting was reduced to the
level of basic statistics designed to show whether or not the
production plan had been achieved, while in Western Europe, in
general, accounting developed in a more constructive manner. The
differences have perhaps become even more apparent as the Eastern
European countries have dropped their communist form of politics
and moved towards a form of government that is more in line with a
free market economy.

Dramatic changes are taking place in all aspects of social and
business life, including accounting. It is still not clear in what
direction those accounting changes will proceed in each of the
reforming countries but the direction and speed of change will
certainly be linked to the form and extent of government control.

The level of government control is also an influential factor in the
so-called free market mixed-economies of the ‘West'. The greater
the government control, the stronger the influence of the legal
system and the weaker the influence of the accounting profession in
the standard-setting process. For example the profession is at its
weakest in Japan where state control is strongest.

The relevance of the political environment can also been seen in
countries that are effectively run by dictators. In such countries
accounting development is likely to be closely controlied with
little or no influence being exerted from outside the country. This
does not help the international accounting harmonization
process.

In some countries the political regimes of other countries, perhaps
with similar regimes to their own, have been influential. This aspect
of the political influence illustrates the importance of historical
considerations in any assessment of a country’s accounting
framework. This historical perspective can be clearly seen in some of
the accounting regulations that exist in Japan.

Links with Germany, before the Second World War, and links with
the US after the Second World War, has resulted in the country
having a very complex accounting framework, with the Japanese
cultural influence on these external influences making the framework
a very difficult one to understand. Japan is for this reason (and the
fact that it is a very important economic nation) given a chapter all of
its own (Chapter 6).




