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Chapter 1

Internatlonal Accountmg Convergence
o ‘_/.__- I.fl, _.f' _,—‘ / / / y, A

[Introductive Case]

Sk08 Lo, in a pivacily Tovslipimest ootnaany i muildod Chiak. 10 wis kil 28
vears ago by two hrothers, Alex and Ben, who own the majority of the company’s share
capital’ The forecast revenue for thé year ending 30 Juiie 2011is CNY129. 6 million, and
the forecast profit before tax is CNY30 million. The forecast statement of financial position
recognizes total assets of CNY1, 140 million.

Alex and Ben are looking 10 seek o listing on the HK Stock Exchanges. Please give

them some advice on what this would mean for their financial reporting.

' _[Lea'rning:__c_)bjectives]

1. Describe the influence factors of international accounting.
2. Describe objectives of research on international accounting

3. Provide an overview of international accounting convergence.
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International Accounting

1.1 Influence Factors of International Accounting

Accounting must respond to the ever-changing information needs of society
and reflect the cultural, economic, legal, social, and political conditions within
which it operates. The history of accounting and accountants reveals continuing
change. At first, accounting was little more than a recording system for certain
banking services and tax collection schemes. Double-entry bookkeeping systems
were later developed to meet the needs of trading ventures. Industrialization and
division of labor made cost behavior analysis and man.agerial accounting possible.
The rise of modern corporations stimulated periodic financial reporting and
auditing. In keeping with society’s increased environmental concerns and concerns
about corporate integrity, accountants have found ways to measure and report
environmental remediation liabilities and uncover money laundering and similar
related white-collar crimes. It provides decision information for huge domestic and
international public securities markets. It has extended into management consulting
and incorporates ever-increasing information technology within its systems and
procedures.

Why should we know how and why accounting develops? The answer is the
same as it is for developmental studies in other fields. We can better understand a
nation’s accounting system by knowing the underlying factors that influence its
development. Accounting clearly differs around the world, and knowledge of the
developmental factors helps us see why. In other words, observable differences as
well as similarities can be explained by these factors. Because accounting responds
to its environments, different cultural, economic, legal, and political environments
produce different accounting systems, and similar environments produce similar
ones.

Every nation’s accounting standards and practices result from'a complex
interaction of economic, historical, institutional, and cultural factors. Diversity
among nations is to be expected. The factors that influence national accounting

development also help explain accounting diversity among nations.
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We believe the following eight factors have a significant influence on
accounting development. The first seven are economic, socio-historical, and/or
institutional in natures, and they have occupied most of the attention of accounting
writers. More recently, the relationship between culture (the eighth item below)
and accounting development has begun to be explored.

(1) Sources of Finance

In countries with strong equity markets, such as the United States and United
Kingdom, accounting focuses on how well management runs the company
( profitability) , and how it is designed to help investors assess future cash flows
and the associated risks. Disclosures are extensive to meet the requirements of
widespread public ownership. By contrast, in credit-based systems where banks
are the dominant source of finance, accounting focuses on creditor protection
through conservative accounting measurements. Because financial institutions have
direct access to any information they want, extensive public disclosures are not
considered necessary. Japan and France are examples.

(2) Legal System

The legal system determines how individuals and institutions interact. The
western world has two basic orientations: code (or civil) law and common ( or
case) law. Code law derives mainly form Roman law and the Code Napoleon. In
code law countries, laws are an all-embracing set of requirements and procedures.
Codification of accounting standards and procedures is natural and appropriate
there. Thus, in code law countries, accounting rules are incorporated into national
laws and tend to be highly prescriptive and procedural. By contrast, common law
develops on a case-by-case basis with no attempt to cover all cases in an all-
encompassing code. Of course, statute law does exist, but it tends to be less
detailed and more flexible than in a code law system. This encourages
experimentation and permits the exercise of judgment. Common law derives form
English case law. In most common law countries, accounting rules are established
by private-sector professional organizations. This allows them to be more adaptive

and innovative. Except for broad statutory requirements, most accounting rules are



not incorporated directly into statute laws, Table 1 —1 lists code and common law

countries.

Table 1 -1

Vil 2 -

International Accounting

Code and Common Law Countries

or ﬂrESS(D

Code law-French origin

The Netherlands

Common law

Africa Portugal Africa
Egypt Spain Kenya
Nigeria
Americas Code laws-German origin South Africa
Argentina Asia Zimbabwe
Brazil Japan
Chile South Korea Americas
Colombia Taiwan, China Canada
Ecuador United States
Mexico Europe
Peru Austria Asia
Uruguay Czech Republic Hong Kong, China
Venezuela Germany India
Hungary Israel
Asia Slovak Republic Malaysia
Indonesia Switzerland Pakistan
Jordan Singapore
Philippines Code law-Scandinavian origin Thailand
Turkey Europe
Denmark Australasia
Europe Finland Australia
Belgium Iceland New Zealand
France Norway

@ hutp: //en. wikipedia. org/wiki/Civil_ law_

(legal_ system) http: //en. wikipedia. org/wiki/Code_

{ law )
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Code law-French origin The Netherlands Common law
Greece Sweden Europe
lraly Ireland
Luxembourg i United Kingdom o

(3) Taxation

In many countries, tax legislation effectively determines accounting standards
because companies must record revenues and expenses in their accounts to elaim
them for tax purposes. This is the case, for example, in Germany and France. In
other countries, such as the Netherlands, financial and tax accounting are
separate, tax legislation may occasionally require the application of certain
accounting principles. Last in, first out (LIFO) inventory valuation in the United
States is an example.

(4) Political and Economic Ties

Accounting ideas and technologies are transferred through conquest,
commerce, and similar forces. Double-entry bookkeeping, which originated in
Italy in the 1400s, gradually spread across Europe along with other ideas of the
Renaissance. British colonialism exported accountants and accounting concepts
throughout the empire. German occupation during World War Il led France to
adopt its Plan Compatible. The United States forced U.S. -style accounting
regulatory regimes on Japan after World War 1. Many developing economies use
an accounting system that was developed elsewhere, either because it was imposed
on them (e. g. , India) or by their own choice (e. g. , countries of Eastern Europe
now modeling their accounting systems after European Union (EU) regulations).
Economic integration through the growth of international trade and capital flows is a
powerful motivator for the convergence of accounting standards.

(5) Inflation

Inflation distorts historical cost accounting and affects the tendency of a

country to incorporate price changes into the accounts. Israel, Mexico, and certain
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countries of South America use general price-level accounting because of their
experiences with hyperinflation. In the late 1970s, in response to unusually high
rates of inflation, both the United States and United Kingdom experimented with
reporting the effects of changing prices.

(6) Level of Economic Development

This factor affects the types of business transactions conducted in an economy
and determines which ones are most prevalent. The type of transactions, in turn,
determines the accounting issues that are faced. For example, stock-based
executive compensation or asset securitization makes little sense in economies with
underdeveloped capital markets. Today, many industrial economies are becoming
service economies. Accounting issues such as valuing fixed assets and recording
depreciation, relevant in manufacturing, are becoming less important. New
accounting challenges, such as valuing intangibles and human resources, are
emerging.

(7) Education Level

Highly sophisticated accounting standards and practices are useless if they are
misunderstood and misused. For example, a complex technical report on cost
behavior variances is meaningless unless the reader understands cost accounting.
Disclosures about the risks of derivative securities are not informative unless they
can be read compelently.

Several of these first seven variables are closely associated. For example, the
common law legal system originated in Britain and was exported to such countries
as Australia, Canada, and the United States. These four countries all have highly
developed capital markets, which dominate the orientation of their financial
reporting. Financial and tax accounting are separate. By contrast, most of
Continental Europe and Japan have code law legal sysiems and rely on banks or the
government or the government for most of their finance. Accounting rules there
generally conform to tax laws.

Establishing cause and effect is difficult. The type of legal system may

predispose a country toward its system of finance. A common law legal system



