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PREFACE

The global challenges of doing business in the twenty-first century require accountants
and managers who are more aware of the international financial complexities involved
and who have knowledge and understanding relevant to solving problems arising from
the ever-increasing pace of international business, finance, and investment.

TARGET AUDIENCE

Our aim in writing this book is to contribute to the development of internationally
competent people in accounting and business. The target audience at senior
undergraduate level includes both accounting and business students, and at Mas-
ter’s level those students looking to broaden their horizons. In addition, this book
should be helpful to practicing accountants, managers, and consultants who wish
to become more involved in the international aspects of accounting.

A STRATEGIC APPROACH

This book presents international accounting within the context of managing multi-
national enterprises (MNEs). We focus on the business strategies of MNEs and how
accounting applies to these strategies. This unique approach gives students the
opportunity to learn about international accounting from a perspective similar to
what they will experience in the business world. The book also discusses accounting
issues in the context of different countries. We discuss the key factors that influence
accounting standards and practices in different countries, and how those factors
impact the harmonization of standards worldwide. In particular, we have tried to
concentrate on culture and its unique contribution to accounting standards and
practices. Our emphasis is on the needs of users of financial and accounting infor-
mation across borders with the aim of enhancing their understanding of how to use
information and therefore make more informed decisions in an increasingly com-
plex and dynamic international business environment.

CONTENTS OF THE BOOK

This book emphasizes the international business context of international account-
ing and financial decision making. In this latest edition of the book we have restruc-

vil



viii Preface

tured the text to provide a better flow of material and also to present it tnore suc-
cinctly. At the same time, an in-depth and balanced coverage is provided of key
issues relevant to users at both the internal and external levels of international busi-
ness activity:

Chapter 1 examines international accounting issues in the context of
international business.
Chapter 2 reviews the development of accounting in the global economy.

Chapter 3 provides a comparative international analysis of financial
accounting especially from a cultural perspective.

Chapter 4 focuses on the use of financial statements across borders by
managers and investors alike and the problems of understanding the
meaning of financial information in different national contexts.

Chapter 5 examines issues associated with corporate transparency and dis-
closure in an international context and the pressures for both traditional
as well as more market-oriented approaches to disclosure.

Chapter 6 focuses on the participants and factors involved in the global
harmonization of accounting and reporting including recent develop-
ments in International Accounting Standards.

Chapter 7 analyzes the concepts, issues, and practices involved with the
often controversial areas of international business combinations, goodwill,
and intangibles.

Chapter 8 provides an analysis and review of issues and developments
relating to international segment reporting.

Chapter 9 deals in some detail with the problems and impact of foreign
currency transactions including hedging and the use of derivatives in an
environment of changing exchange rates.

Chapter 10 examines the issues involved with exchange rate changes and
the foreign currency translation of financial statements.

Chapter 11 analyzes the problems of accounting for price changes inter-
nationally and provides a comparative analysis of practices around the
world.

Chapter 12 provides an examination of auditing issues relevant to the
multinational enterprise, a review of audit standards internationally, and
an update on international harmonization efforts.

Chapter 13 looks at the theory and practice of management organization
and control across borders and explores the variety of national and cul-
tural influences at work.

Chapter 14 examines some of the special problems of budgeting and per-
formance evaluation in the multinational enterprise with particular refer-
ence to the complexities of foreign exchange and transfer pricing.

Chapter 15 concludes the book with a discussion of the challenges of cop-
ing with the complexities of taxation across borders and the need for
effective tax planning.
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CHAPTER MATERIALS

Each chapter provides objectives and concludes with a summary of the main points
of the chapter. In addition, discussion questions, exercises, and cases are provided.
Throughout the book, reference is made in the text to relevant research and items
of special interest are highlighted either in tables or exhibits.

INSTRUCTORS’ MANUAL

This book is accompanied by an instructors’ manual that includes: (1) suggested
course outlines; (2) solutions for the discussion questions, exercises, and cases; (3)
a multiplechoice test bank. Also available, new to this edition, are Powerpoint
Presentations for each chapter.
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CHAPTER ONE

INTERNATIONAL ACCOUNTING AND
INTERNATIONAL BUSINESS

Chapter Objectives

* Identify the key trends in the development of accounting
through history

¢ Introduce some of the key national differences in accounting
systems worldwide

* Highlight the evolution of business to modern times

¢ Discuss the important accounting dimensions of global busi-
ness and the major topics that comprise the field of interna-
tional accounting

¢ Introduce the chapters in the book

INTRODUCTION

What an exciting time to study international accounting as we enter the new mil-
lennium! We are closer than ever to having a uniform set of international account-
ing standards that firms can use as they list on stock exchanges all over the world.
International business activity is increasing dramatically through traditional export-
ing and importing of goods and services as well as foreign direct investment. Capi-
tal markets are opening up and becoming more transparent and capital flows freely
around the world at a quicker pace. Stock markets are linking up with each other
Just as firms are doing to increase their global competitiveness, and accounting will
be one of the key areas that will help determine how successful cross-border stock
market linkages become. Companies are finding that they need to move quickly
outside of their home country capital market if they want to be a truly multinational
_corporation, and the U.S. stock market has risen quickly as the location for new
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issues of foreign corporations. A new currency, the euro, was introduced in Europe
in 1999, changing forever the notion of foreign exchange risk in Europe ;mld
changing the way European companies keep their accounts. And now the euro is
even turning out to be a competitor for the U.S. dollar in global currencv markets.
To embark on our journey into the new millennium of international accounting,
we will first trace the international development of accounting, highlight some of
the critical factors that determine national differences in accounting systems, pro-
vide an initial perspective on these differences and their importance for account-
ants in the modern world, and outline the focus of the book. In addition, we will
cxamine some of the key clements of interdational business and how they affect
company strategy and the accounting function within that strategy.

THE INTERNATIONAL DEVELOPMENT
OF THE ACCOUNTING DISCIPLINE

Many books have been written on the origin of accounting, but no one has been
able to establish when it really began: Clearly, accounting is a function of the busi-
ness environment in which it operates, and it originated in order to record business
transactions. The origin of accounting and its subsequent changes are therefore
best studied in the context of the history of commercial transactions. Although the
recording of transactions is probably as old as the history of record keeping, we
tend to think of the establishment of double-entry accounting, the basis for mod-
ern accounting, as the key event. In 1994, the seventeenth annual congress of the
Furopean Accounting Association (EAA) was held in Venice to celebrate the 500-
vear anniversary of the publication of the first printed book on double-entry
accounting by Luca Pacioli. Why were the Italians so influential in the development
of double-entry accounting, and could it have developed elsewhere?

Early Italian Influence

Record keeping, the foundation of accounting, has been traced back as far as 3600
B.C., and historians know that mathematical concepts were understood in various
ancient civilizations from China, India, and Mesopotamia—often referred to as the
“Cradle of Civilization"—to some of the ancient native cultures of Central and
South America. Business transactions in different areas around the world, includ-
ing the city-states of central and northern Europe, probably gave rise to the record-
ing of business transactions.

However, double-entry accounting was probably developed in the Italian city-
states between the thirteenth and fifteenth centuries. The most significant influ-
ences on accounting took place in Genoa, Florence, and Venice. There is no defin-
ing moment when double-entry accounting was born, but it seems to have evolved
independently in different places, responding to the changing nature of business
transactions and the need to record them properly. The Genoese system was proba-
bly a development of the ancient Roman system. Commercial activity had been flour-
ishing in Genoa for a long time, and Genoa was at the height of her wealth and
power during the fourteenth century. The Genoese system assumed the concept of
a business entity. Because it recorded items in terms of money, it was the first to
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imply that unlike items could be compared in terms of a common monetary unit.
The system also implied some understanding of the distinction between capital and
income in that it included both expenses and equity accounts. The oldest double-
entry books were the Massari (treasury officials) ledgers of the Commune of Genoa,
dating from 1340. Given that they were written in perfect double-entry form, it
stands to reason that the concepts must have originated and evolved earlier than
that. In fact, the government of the Commune of Genoa decreed in 1327 that gov-
ernment accounts had to be kept in the same way that the banks kept their accounts,
so it would seem natural that double-entry accounting existed with Genoese banks
prior to 1327, even though we have no records of Genoese banks prior to 1408.

Florentine commerce also flourished in the thirteenth and fourteenth cen-
turies, giving rise to double-entry accounting there as well. In 1252, Florence
coined the gold florin, soon accepted as the standard gold piece all over Europe. A
major achievement in Florence was the development of large associations and com-
pagnie (partnerships) that pooled capital, initially within family groups and then
from outside the family groups. Given the nature of Florence as an artistic center,
it is easier to find manuscripts relating to the development of bookkeeping. The
account books of the fourteenth century reflect the partnership contracts of the
compagnie, which identified the capital of the separate partners, made provisions for
the division of profits and losses, clearly defined the duties of each partner, and pro-
vided for the dissolution of the compagnie. Records were often kept in great detail,
almost in narrative form. Until the influence of the Venetians, Florentine accounts
listed debits above credits rather than on separate pages. Separate columns for
transactions were needed to record which monetary value was used.

However, the key influence on double-entry accounting, not so much for its
development as its spread, came from Venice. Venice was the key commercial city
of the Renaissance because of its commercial empire and advantages as a port. The
Venetians may not have developed double-entry accounting before the Genoese
and Florentines, but Venice “developed it, perfected it, and made it her own, and
it was under the name of the Venetian method that it became known the world
over” (Peragallo, 1938).

Luca Pacioli

Luca Pacioli, who was born in San Sepolcro in the Tuscany region of Italy in 1447,
was not an accountant but was educated as a mathematician by Franciscans and actu-
ally became a Franciscan monk himself. In 1464, he became the tutor of the three
sons of a Venetian merchant, then left Venice to study mathematics. After becoming
a Franciscan monk, he accepted a teaching position at the University of Perugia,
then traveled extensively and taught at the Universities of Florence, Rome, Naples,
Padua, and Bologna. In 1494, in Venice, he published the first significant work on
accounting up to that point, Summa de Arithmetica, Geometria, Proportioni et Proportion-
alita, more commonly known as Summa de Arithmetica. His discussion of accounting
comprises one of the chapters in the Summa de Arithmetica. Given the extreme detail
included in the book and the fact that Pacioli was not a merchant or bookkeeper,
many historians believe he got his information from somewhere else. In fact, Pacioli
did not claim that his ideas were original, just that he was the one who was trying to
organize and publish them. His objective was to publish a popular book that could



