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A. COURSE DESCRIPTION

This course is designed to introduce students to the theoretical framework, principles, and practice of international accounting. Students will be exposed to accounting issues unique to multinational corporations, especially with respect to foreign operations, and also acquire basic knowledge about the various functional areas of accounting in many countries of the world. In the course, students will learn the different features of the world’s major accounting systems, corporate governance and tax systems and develop the skills to use accounting information from foreign sources to make various economic decisions.

B. COURSE OBJECTIVES

Upon completion of this course students should be able to:

(i) Understand the meaning of all basic terms related to international accounting.

(ii) Appreciate the wide range of choices of accounting treatments in different parts of the world, their approaches to basic accounting issues and their choices of accounting rules.

(iii) Discuss the reasons for accounting diversity and it origins and problems.

(iv) Understand the concept of harmonization and convergence and the role of the International Accounting Standards Committee (IASC).

(v) Translate and analyze foreign currency financial statements.

(vi) Understand accounting for foreign currency transactions and hedging in an international environment.

(vii) Understand and describe the primary issues involved in international taxation, international financial management, evaluation of foreign subsidiaries performance and international transfer pricing.

(viii)  Identify and explain some of the perceived benefits of, and obstacles to, harmonizing or standardizing accounting practices on an international scale and understand the key factors which are leading to greater international harmonization of accounting.

(ix)  Develop students’ skill in making use of accounting information from foreign sources for decision-making purposes.

C. COURSE CONTENTS
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1.1 Definition of International Accounting 

1.2 An Overview of International Accounting Environment

1.3 Stages for the Evolution of a Multinational Corporation
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2. Worldwide Accounting Diversity (2nd Week)

2.1 Meaning of Diversity and its Ramifications

2.2 Evidence of Accounting Diversity

2.3 Reasons for Accounting Diversity

2.4 Problem Caused by Accounting Diversity

2.5 Accounting Clusters

2.6 The Influence of Culture on Financial Reporting

2.7  Religion and Accounting
3. International Convergence of Financial Reporting (3rd Week)

3.1 The Meaning of Harmonization and Convergence

3.2 Arguments for and against Harmonization/Convergence

3.3 Harmonization by IASC (the International Accounting Standards Committee)

3.4 Convergence by IASB (the International Accounting Standards Board)

3.5 IASB/FASB Convergence (the Norwalk Agreement)
4. International Financial Reporting Standards (4th Week)

4.1 International Accounting Standard Board

4.2 Neglect of Developing Countries in IASB

4.3 Structure of IASC Foundation

4.4 List of IASs Issued by the IASC and IFRSs Issued by IASB

4.5 Process of Standard Setting

5. Comparative Accounting (5th Week)

5.1 Meaning of Comparative Accounting

5.2 China, Japan, Germany, Mexico, European Union, United States, United Kingdom

5.3 African Countries (Anglophone and Francophone)

5.4 West African Countries

5.5 Asia, America, Middle East and Oceania (Australia)

6. Foreign Currency Transactions and Hedging Foreign Exchange Risk (6th Week)

6.1. Foreign Currency-Based Transactions

6.2 Foreign Currency Transactions

6.3 Types of Foreign Currency Risks

6.4 Techniques of Hedging Foreign Exchange Risks

6.4.1 Internal Techniques

6.4.2 External Techniques
7. Translation of Foreign Currency Financial Statements (7th Week)

a. Definition of Key Terms

b. Major Issues in Translation of Foreign Currency Financial Statement

c.  Provisions of IAS 21, 29 and 39
d.  Methods of Translation of Foreign Currency Financial Statements
e. Discussion Exercises
8. Additional Financial Reporting Issues (8th Week)

8.2 Inflation Accounting

8.3 Business Combinations and Consolidated Financial Statements
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9. Analysis of Foreign Financial Statements (9th Week)
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E. COURSE REQUIREMENTS 
Every student is required to attend the class regularly and participate actively class discussions. Attendance at lecture is compulsory and at least 75% attendance record is mandatory for a student to qualify to sit for the end of semester examination. 

F. COURSE DELIVERY STRATEGIES/METHODOLOGY

Face to face lectures, class discussion and group work. The course outline along with the complete lecture notes would be made available to the class and would be posted onto the internet. Students are expected to photocopy (and or download) and read the notes before each lecture for better understanding and effective participation during class discussion. 

G. BREAK-DOWN OF GRADING 

	S/No.                 Type                        
	
	Scores (%) 

	1 
	Assignments 
	20 

	2 
	Continuous Assessment   (Tests) 
	20 

	3 
	Final Examination 
	60 

	
	Total Score 
	100 


The continuous assessment marks are to be absorbed through snap test (s) to be given without notice, scheduled test (s) and/or paper presentation.
1. INTRODUCTION TO INTERNATIONAL ACCOUNTING

1.1 Definition of International Accounting 

Defined broadly, the accounting in international accounting encompasses the functional areas of financial accounting, managerial accounting, auditing, taxation, and accounting information systems. Therefore, international accounting can be defined at three different levels. The first level is supranational level, which denotes standards, guidelines, and rules of accounting, auditing, and taxation issued by supranational organizations. Such organizations include the United Nations, the Organization for Economic Cooperation and Development, and the International Federation of Accountants, among others
At the second level, the company level, international accounting can be viewed in terms of the standards, guidelines, and practices that a company follows related to its international business activities and foreign investments. These would include standards for accounting for transactions denominated in a foreign currency and techniques for evaluating the performance of foreign operations. At the third and broadest level, international accounting can be viewed as the study of the standards, guidelines, and rules of accounting, auditing and taxation that exist within each country of the world, as well as, their comparison with a view to understanding their differences and similarities. Examples would be cross-country comparisons of (i) rules related to the financial reporting of plant, property, and equipment; (ii) income and other tax rates; and (iii) the requirements for becoming a member of the national accounting profession.

From the foregoing, International Accounting can be viewed in terms of accounting issues uniquely confronted by companies involved in international business. It also can be viewed more broadly as the study of how accounting is practiced in each country around the world, learning about it, comparing and contrasting the various practices with a view to understanding their differences and similarities.
International accounting is an extremely broad topic. At a minimum, it focuses on the accounting issues unique to multinational corporations. At the other extreme, it includes the study of the various functional areas of accounting (financial, managerial, auditing, tax, information systems) in all countries of the world, as well as their comparison across countries. 

1.2 An Overview of International Accounting Environment

The world economy is becoming increasingly more integrated. International trade (imports and exports) has grown substantially in recent years and is even becoming a normal part of business for relatively good number of companies. The number of exporting companies in the World more than doubled in the 1990s.

The tremendous growth in Foreign Direct Investment (FDI) over the last two decades is partially attributable to the liberalization of investment laws in many countries specifically aimed at attracting FDI. The aggregate revenues generated by foreign operations exceed the revenues generated through exporting by a two-to-one margin. 

There are more than 77,000 multinational companies in the world, and their 770,000 foreign subsidiaries generate approximately 10 percent of global Gross Domestic Product (GDP). A disproportionate number of multinational corporations are headquartered in the triad: the United States, Japan, and the European Union.

The largest companies in the world are not necessarily the most multinational. Indeed, many large companies in the World have no foreign operations. According to the United Nations, the two most multinational companies in the world in 1998 were Canadian and Irish. In addition to establishing operations overseas, many companies also cross-list their shares on stock exchanges outside of their home country. There are a number of reasons for doing this, including gaining access to a larger pool of capital.

1.3 Stages for the Evolution of a Multinational Corporation

There are usually, but not necessarily, two stages for the evolution of Multi National Corporation (MNC), namely (1) domestic stage and (2) internationalization stage.

1. Domestic Stage:  Usually, but not always, a corporation is established to produce and sell goods at domestic markets, with all its transactions occurring in a single country denominated in a single currency, obtaining loans/overdrafts from domestic banks, issuing shares in domestic stock exchange, reporting its transactions in compliance with local accounting standards and paying taxes to the government of a single county. Very rarely, a corporation is formed with international focus, which may not therefore start with domestic operations before going international. 
2. Internationalization Stage: This is the stage when the corporation goes international. This stages comprises of the following:
(i) Sales to Foreign Customers: Usually a corporation starts with exporting the products for sale to foreign customers, invoicing the sales in foreign currency, thus creating foreign currency sales for the company. Similarly, to account for foreign sales its local currency has to be translated into foreign currency, thus exposing itself to foreign exchange risk.

(ii) Hedges of Foreign Exchange Risk: Companies can use a variety of techniques to manage, or hedge their exposure to foreign exchange risk. A popular way to hedge foreign exchange risk is through the purchase of a foreign currency option that gives the option owner the right, but not the obligation, to sell foreign currency at a predetermined exchange rate known as the strike price.  Foreign currency forward contracts are another example of derivative financial instruments commonly used to hedge foreign exchange risk. A company never had to worry about how to account for hedging instruments such as options and forward contracts until it became involved in international trade. Options are a type of derivative financial instrument. A derivative is a financial instrument whose value is based on (or derived from) a traditional security (such as a stock or bond), an asset (such as foreign currency or a commodity like gold), or a market index (such as the S&P 500 index). 

(iii) Foreign Direct Investment: When a corporation’s foreign market increased, more products need to be shipped abroad thus increasing its shipping costs. With a view to reducing shipping costs a corporation may go into owning and controlling of foreign assets, such as a manufacturing plant. This is known as Foreign Direct Investment (FDI). This may be undertaken for a number of reasons among which are: (i) the quest for increase sales and profits; (ii) the need to enter rapidly growing markets; (iii) the need to reduce cost of production through reduced transport cost and cheap labour; (iv) to weaken a potential international competitor and protect its domestic market; (v) establish a stronger presence in another country over time to protect its foreign market; and (vi) to acquire technological and managerial know-how by setting up an operation close to leading competitors. Two ways for establishing presence abroad are to purchase an existing corporation (acquisition) or to construct a brand new plant (greenfield investment). In either case, the company needed to calculate the Net Present Value (NPV) from the potential investment to make sure that the return on investment would be adequate to justify FDI. 

(iv) Financial Reporting for Foreign Operations: A Corporation that goes international is required to prepare consolidated financial statements in which the assets, liabilities, and income of its subsidiaries (domestic and foreign) are combined with those of the parent company, by converting foreign accounts to local accounting standards by accountant who is expert in the accounting standards of the various countries, and translating foreign currencies into local currency.
(v) International Income Taxation: The existence of a foreign subsidiary requires a corporation to pay tax to different countries under different tax laws. The corporation would be interested on how taxes can be legally minimized and double taxation avoided by understanding the various tax laws in the countries in which it operates. Tax treaties between two countries might also provide some relief from double taxation. Another option open to a company is to use international transfer pricing to legally reduce tax.
(vi) International Transfer Pricing: Some companies with foreign operations attempt to minimize the amount of worldwide taxes they pay through the use of discretionary transfer pricing.  Most governments are aware that multinational companies have the ability to shift profits between countries through discretionary transfer pricing. To make sure that companies pay their fair share of local taxes, most countries have laws that regulate international transfer pricing. 
(vii)  Performance Evaluation of Foreign Operations: Headquarters management is interested in evaluating the performance of the operating units, as well as, the performance of the individuals responsible for managing those units.  Several issues unique to foreign operations must be considered in designing the evaluation system.  Translation from one currency to another can affect return-on-investment ratios that are often used as performance measures. 
(viii) Internal and External Auditing: Another important component of the management control process is internal auditing. The internal auditor must (1) make sure that the company’s policies and procedures are being followed, and (2) uncover errors, inefficiencies, and, unfortunately at times, fraud. There are several issues that make the internal audit of a foreign operation more complicated than domestic audits. Perhaps the most obvious obstacle to performing an effective internal audit is language.  The auditors also need to be familiar with the local culture and customs, because these may affect the amount of work necessary in the audit. This familiarity can help to explain some of the behavior encountered and perhaps can be useful in planning the audit. External auditors encounter the same problems as internal auditors in dealing with the foreign operations of their clients. External auditors with multinational company clients must have an expertise in the various sets of financial accounting rules as well as the auditing standards in the various jurisdictions in which their clients operate. As firms become more multinational, so have their external auditors. Today, the Big Four international accounting firms are among the most multinational organizations in the world. Indeed, one of the Big Four accounting firms, KPMG, is the result of a merger of four different accounting firms that originated in four different countries and currently has offices in more than 150 jurisdictions around the world.

(ix) Cross-Listing on Foreign Stock Exchanges:  As each new country is added to the increasingly international company, it has to address new problems associated with foreign GAAP conversion, foreign currency translation, international taxation and transfer pricing, and management control. Most stock exchanges require companies to file an annual report and specify the accounting rules that must be followed in preparing financial statements. Regulations pertaining to foreign companies often differ from those for domestic companies. Many stock exchanges around the world now allow foreign companies to be listed on those stock exchanges by using standards developed by the International Accounting Standards Board (IASB). 
(x) International Harmonization of Accounting Standards: Through their experiences in analyzing the financial statements of potential acquisitions and in cross-listing the companies’ stocks, corporation managers would began to wonder whether the differences that exist in GAAP across countries were really necessary. There would be significant advantages if all countries were to adopt a common set of accounting rules. A single set of accounting rules used worldwide also would significantly reduce the problems the company had experienced in evaluating foreign investment opportunities based on financial statements prepared in compliance with a variety of local GAAPs. 
1.4 Users of International Accounting Information and their Information Needs

Financial statements provide information regarding the position and performance of a business, such as its assets, liabilities, equity, income, expenses and cash flow. Users need this information to make better investment, credit and operational decisions. The financial statements are therefore the basis for a wide range of business analysis. Accounting information allows individuals to understand the financial health and stability of a business. Companies typically share their accounting information via financial statements, which help users’ measure performance and make better financial decisions. Several types of people utilize financial statements, but they generally fit two types of categories: internal and external users.

1.4.1 Internal Users (Primary Users) 
Internal users accounting information reside within the reporting company. Accounting information is presented to internal users usually in the form of management accounts, budgets, forecasts and financial statements. Internal users are called primary users of accounting information and they include the following:
(i) Management: Managers or management are the main internal users of accounting information. Managers need the information for making various decisions. Managers need the information to protect the property of business from fraud, mismanagement, to make specific decision, to plan for future, to measure the performance and take appropriate measures to improve the company results. They use it to monitor and judge their firm’s performance relative to competitors, to communicate with external investors, to help judge what financial policies they should pursue, and evaluate potential new business to acquire as part of their investment strategy. 
(ii) Shareholders/Owners: Business owners and shareholders use these reports to analyze the viability and profitability of their investment and determine alternative future courses of action. They review the streams of revenue their businesses bring in as well as the amount of expenses consumed to decide which opportunities to pursue and which processes to discontinue.

(iii) Employees: Employees use accounting information to assess company's profitability and its consequence on their future remuneration and job security. Employees are interested in the company’s profitability and stability to determine the ability of the company to pay salaries and other allowances and to assess the possibility of company expansion and career opportunities in the light of the financial standing of their employer.

1.4.2 External Users (Secondary Users)
External users of accounting information are user groups who lie outside of the company. This includes the following:

(i) Suppliers:  Suppliers need to assess the financial health and payment history of a company when selling on credit payment terms with a view to determining credit worthiness, the extent of credit and terms of sales.
(ii) Investors: Investors use accounting information to assess the feasibility of investing in the company. Investors want to make sure they can earn a reasonable return on their investment before they commit any financial resources to the company.Investors providing start-up capital ensure the viability of companies seeking funding by reviewing their long-term financial outlook. Buyers of stocks and bonds analyzed financial statements to help make trading decisions that provide profitable returns. Regulatory authorities ensure the credibility of these disclosures in order to protect the investors relying on the information.

(iii) Barkers/Lenders: Barkers use them in deciding whether to extend a loan to a customer and how to determine the terms of the loan.  Lenders of funds such as banks and other financial institutions are interested in the company’s ability to pay liabilities upon maturity (solvency). Investment bankers use them as a basis for valuing and analyzing prospective buyouts, mergers and acquisitions. 
(iv) Regulatory Agencies:  Government needs the information for various regulatory purposes. They are interested in the accounting information on account of taxation, labor and corporate laws.  Different agencies like FIRS, CBN, SEC, NDIC, CAC, FRCN, IASB, IOSCO, among other use the information for framing policies for the betterment of the economy. Regulatory agencies use accounting information to assess whether the company's disclosure of accounting information is in accordance with the rules and regulations set in order to protect the interests of the stakeholders who rely on such information in forming their decisions, to carry out their regulatory functions and to determining the credibility of the tax returns filed on behalf of the company.
(v) Customers: Customers use accounting information to assess the financial position of its suppliers which is necessary for them to maintain a stable source of supply in the long term. Customers are interested to judge the profitability and solvency of the business for knowing the ability of the company to survive so that they are supplied with to goods on regular basis. Strong financial background also implies quality products and more money on innovation of products.
(vi) Creditors: Creditors are the person who owes money to the business. Both short term and long term creditors need the information. Long term creditors are interested in both the solvency and liquidity of the business. On the other hand short term creditors are interested to determine whether the amount owing to them will be paid when due.
(vii) General Public: Anyone outside the company such as researchers, students, analysts and others are interested in the financial statements of a company for some valid reason including corporate social responsibility, environmental pollution control, extending the frontier and various competitive analyses. Securities analysts use financial statements to rate and value companies they recommend to their clients.
2. WORLDWIDE ACCOUNTING DIVERSITY

Considerable diversity exists across countries with respect to: (i) the form and content of individual financial statements; (ii) the rules used to measure assets and liabilities and recognize and measure revenues and expenses; and (iii) the magnitude and nature of the disclosures provided in a set of financial statements. 
The consequence of accounting diversity is significant differences in reported amounts on the balance sheet and profit and loss accounts. For example South Korean Company ST. Ltd. Describes 15 differences between South Korea and USA accounting rules in 2009, thus reported net income of 1,056 billion South Korean Won (KRW) in South Korea. It was estimated that its net income would have been 1,357 billion, 28% larger in the USA.

2.1 Evidence of Accounting Diversity

i. Differences in Format and Terminology: Format and terminology used differ across countries. Examples include presenting assets in order of liquidity or fixity, reserves may exit or may not exist (like in the US), the use of the term “fixed assets” in Nigeria is substituted with the term “non-current assets in some countries”, interchanging the sides of Assets with that of capital and liabilities.  The implication of this is that problem would be created to financial analyst.
ii. Differences in recognition and measurement:  Diversity occur in accounting recognition and measurement which include using market values instead of historical cost, capitalizing an item or expensing it, among others. For example, USA and Nigeria are not allowed to report property, plant and equipment at amounts greater than historical cost, companies in Europe are allowed to report their assets on the balance sheet at market value. Similarly, while research and development cost are expensed as incurred in Japan, they may be capitalized as an asset in Canada and France. In similar case, while only direct method of cash flows is allowed in China, USA and EU only allows indirect method. 

iii. Differences in level of detail provided in the financial statements. The level of disclosure in financial statements, usually differ from one country to another. Disclosure either being full disclosure, adequate disclosure or fair disclosure.
2.3 Reasons for Accounting Diversity

Why do financial reporting practices differ across countries? Accounting scholars have hypothesized numerous influences on a country’s accounting system. A survey of the literature identified the following factors as potential causes of international differences: nature of business ownership and financial system, colonial inheritance, invasions, taxation, inflation, level of education, age and size of accountancy profession, stage of economic development, legal systems, history, geography, language, influence of theory, political systems and social climate, religion and accidents.  The factors may be grouped into seven (7) major items as being commonly accepted as factors influencing a country’s financial reporting practices. These are: (i) legal system; (ii) taxation system; (iii) providers of finance; (iv) inflation; (v) political and economic ties; (vi) accident of history; and (vii) and stage of economic development, and accounting education/research.
i. Legal System: There are two major types of legal systems used around the world, namely common law and codified Roman law. Common law began in England and is primarily found in the English-speaking countries of the world. Common law countries rely on a limited amount of statute law, which is then interpreted by the courts. Court decisions establish precedents, thereby developing case law that supplements the statutes. Similarly, in common law countries accounting rules are established by the profession or independent non-governmental body representing a variety of constituencies, e.g. FASB in the USA, NASB (now FRCN) in Nigeria. A system of code law, followed in most non-English-speaking countries, originated in the Rome and was developed further in European universities during the Middle Ages. In code law countries, there are more statutes covering a wide range of activities and  accounting rules are legislated and usually silent on certain issues or providing no guidance on certain issues.  Germany is a good example of this type of country. The German accounting law passed in 1985 is only 47 pages long and is silent with regard to issues such as leases, foreign currency translation, and cash flow statements. When no guidance is provided in the law, German companies refer to other sources, including tax law, opinions of the German auditing profession, and standards issued by the German Accounting Standards Committee, to decide how to do their accounting. Interestingly enough, important sources of accounting practice in Germany have been textbooks and commentaries written by accounting academicians. Other examples of code law countries are France and Japan.
ii. Taxation: In some countries, published financial statements form the basis for taxation, whereas in other countries, financial statements are adjusted for tax purposes. For example in Germany, the congruency principle (Massgeblichkeitsprinzip) stipulates that the published financial statements serve as the basis for taxable income.
iii. Providers of Financing: The major providers of financing for business enterprises are (i) family members, (ii) banks, (iii) governments and (iv) shareholders. In those countries in which company financing is dominated by families, banks, or the state, there will be less pressure for public accountability and information disclosure. Banks and the state will often be represented on the board of directors and will therefore be able to obtain information necessary for decision making from inside the company. As companies become more dependent on financing from the general populace through the public offering of shares of stock, the demand for more information made available outside the company becomes greater. It is simply not feasible for company to allow the hundreds, thousands, or hundreds of thousands of shareholders access to internal accounting records. The information needs of those financial statement users can be satisfied only through extensive disclosures in accounting reports. There can also be a difference in financial statement orientation, with stockholders more interested in profit (emphasis on the income statement) and banks more interested in solvency and liquidity (emphasis on the balance sheet). Bankers tend to prefer companies that practice rather conservative accounting with regard to assets and liabilities.
iv. Inflation: Countries experiencing chronic high rates of inflation found it necessary to adopt accounting rules that required the inflation adjustment of historical cost amounts. This was especially true in Latin America, which as a region has had more inflation than any other part of the world. For example, throughout the 1980s and 1990s, the average annual rate of inflation rate in Mexico was approximately 50 percent, with a high of 159 percent in 1987. Double- and triple-digit inflation rates render historical costs meaningless. Throughout most of the latter half of the 20th century, this factor primarily distinguished Latin America from the rest of the world with regard to accounting.  Adjusting accounting records for inflation results in a write-up of assets and therefore related expenses. Adjusting income for inflation is especially important in those countries in which accounting statements serve as the basis for taxation; otherwise, companies will be paying taxes on fictitious profits.
v. Political and Economic Ties: Accounting is a system that can be relatively easily borrowed from or imposed on another country. Through political and economic links, accounting rules have been conveyed from one country to another. For example, through previous colonialism, both England and France have transferred their accounting frameworks to a variety of countries around the world. British-style accounting systems can be found in countries as far as Australia and Zimbabwe. French accounting is prevalent in the former French colonies of western Africa. More recently, it is thought that economic ties with the United States have had an impact on accounting in Canada, Mexico, and Israel. 

vi. Accident of History: Another influence on accounting practices can be called `factor of accident of history`. Accidents of history refer to rules of practices of Accounting, which developed due to crisis or shocks of systems in general. To such kind of accidents of history belong for example collapses of companies or financial crisis like in the beginning of the 1920`s when the German and US stock markets collapsed. In the United States this accident of history resulted in the creation of the Securities Exchange Commission and stricter accounting regulations in order to protect the shareholder. In Germany the same accident leaded to accounting regulations, which protect the creditor. In countries with high economic growth and hyperinflation, as for example in South American countries, inflation has a big influence on Accounting Practices as well. For example, a practice of general price-level adjustments instead of traditional practices of historical cost measurements can be found there. 

vii. Level of Economic Development and Accounting Education/Research: Several authors argue that Accounting problems vary dependent on the development of an economy. Accounting in developed countries might be more complex and sophisticated than in less developed countries, because developed nations might have larger and more complex organizations with more educated workforce, so the need for more advanced accounting practices. 
     Figure I: Causes of Differences in Accounting Practices
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     Source: Developed from the Literature

   Figure II: Factors Causing Differences in Accounting Practices across Countries in the Pre-Convergence and Post-Convergence Period
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2.4 Problem Caused by Accounting Diversity
i. Difficulty of preparing consolidated financial statements: The diversity that exists in financial reporting creates problems for multinational corporations in preparing consolidated financial statements on the basis of a single set of accounting rules. 
ii. Increased cost for cross-listing of Companies: Accounting diversity also can result in increased cost for companies in tapping into foreign capital markets. For example, to have stock traded in the United States, foreign companies must either prepare financial statements using U.S. accounting standards or provide a reconciliation of local GAAP net income and stockholders’ equity to U.S. GAAP.  This can be quite costly. In preparing for a New York Stock Exchange (NYSE) listing in 1993, the German automaker Daimler-Benz (the first German company to list on the NYSE) estimated it spent $60 million (approximately N 9.6 billion in 2014) to initially prepare U.S. GAAP financial statements and it expected to spend $15 million (approximately N 2.4 billion in 2014) to $20 million (approximately N 3.2 billion in 2014) each year thereafter.
iii. Difficulty of comparison of financial statements: The comparison of financial statements across companies located in different countries is hampered by accounting diversity. 
iv. Triggers financial crisis: Low-quality financial reporting resulting from poor accounting standards contributed to a number of financial crisis across the world since the East Asian crisis in the 1990s. 
2.5 Accounting Clusters

Despite diversity in accounting, there appears to be a number of countries that share common accounting orientation and practices. This is known as accounting clusters. For example Nigeria has a cluster with Australia, Botswana, Hong Kong, Ireland, Jamaica, Luxembourg, Malaysia, Namibia, Netherlands, New Zealand, Phillipines, South Africa, Singapore, Sri Lanka, Taiwan, Trinidad and Tobago, UK, Zambia and Zimbabwe among others.
Several authors have classified countries according to similarities and differences in financial reporting. One classification scheme identifies four (4) major accounting models, namely: 
i. Fair Presentation/Full Disclosure Model (also known as Aglo-Saxon or Anglo-American or British-American Model): This is the model used by US, UK and most English speaking countries; it is oriented towards decision needs of investors and the security of the creditor is of subordinated importance. It is used by common law countries. There is more focus on the need to mobilize capital, because of the bigger influence of the capital markets thus leading to extensive disclosure.  There is strong Accounting profession, limited role of the government and the high importance for stock markets.
   Table 1: Members of the Anglo-American Model

[image: image3.emf]
    Source: Nobes et al (1997)
ii. The Legal Compliance Model (also known as the Continental European Model): This model originated in code law countries of continental Europe, which is also used by most of Europe, Japan and other code law countries. It is tied to banks that serve as the primary suppliers of finance. Accounting is legalistic and is designed to provide information for taxation or government planning purposes. 
[image: image4.emf]
     Table 2: Members of the Continental-European Model
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Source: Nobes et al (1997)

      Table 3: Differences between Anglo-American Model and Continental European Model
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     Source: Achleitner, 2000:15

iii. The Inflation Adjusted Model: This model is found primarily in South America. It used legalistic accounting which is designed to provide information for taxation or government planning purposes and involves extensive use of adjustments for inflation.
     Table 4: Members of South American Model (Inflation Adjusted Model)
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     Source: Nobes et al (1997)

iv. Mixed Economy Model: These are countries with a mixture of the first two models explained above.

         Table 5: Members of Mixed Economy Model

[image: image8.emf]
Source: Nobes et al (1997)

2.6 The Influence of Culture on Financial Reporting
Culture may be defined as ‘the collective programming of the mind which distinguishes the members of one human group from another’. Each human group shares its own societal norms, consisting of common characteristics, such as a value system which is adopted by the majority of constituents. Values are defines as a ‘broad tendency to prefer certain states of affairs over others’. The importance of culture is well recognized in the accounting literature. The review of cross-cultural research has shown that culture is an important environmental factor that influences a country's accounting system and a number of recent studies have shown that culture also influences the judgments of professional accountants in various contexts. Thus, cultural values affect a country's accounting system in two ways: 
i.     Accounting Values: Through their influence on the accounting values of conservatism, secrecy, uniformity, and professionalism shared by a country's accountants; and

ii.     Institutional factors and Legal System: Through their influence on institutional factors such as the capital market and legal system.

Four underlying value dimensions along which each country can be positioned according to Hofstede are:

(i) Individualism versus collectivism: This dimension describes whether members of a society have a very close relationship in the collective or if members of a society care for themselves and their family first. It asks whether the I or We prevails.
(ii) Large versus small power distance: The dimension of power should measure the degree of inequality in society and to what extent members of a society accept that the power in an organization is distributed unequally.
(iii) Strong versus weak uncertainty avoidance: The basic assumption behind this dimension is that humans are unsure about their future and therefore tent to use rules, laws and rituals to a certain degree to reduce uncertainty. This is the level to which people are uncomfortable with ambiguity and an uncertain future.

(iv) Masculinity versus femininity: This dimension measures whether a society is more determined by masculine values as for example performance and achievement or by feminine values as relationships and caring.
Gray proposed a theory how to link culture with accounting, called the theory of cultural relevance to accounting.  He discovered the following pairs of accounting values, which can be used in order to describe a nation’s Accounting practices and how to distinguish them from each other.  Four accounting value dimensions that can be used to define a country’s accounting (sub) culture according to him are: 
(i) professionalism versus statutory control (professionalism denotes self regulation and statutory denotes government regulation); 
(ii) uniformity versus conformity (the more uniformity the may accounting rules are applied and the less the need for professional judgement); 
(iii) conservatism versus optimism (conservatism denotes more cautious approach to measurement while optimism is prone to more risk taking and liberal approach to measurement); and

(iv) secrecy versus transparency (secrecy lead to restricted accounting information disclosure while transparency results in more public information disclosure). The first two dimensions relate to authority and enforcement of accounting practice at a country level, and the second two relate to the measurement and disclosure of accounting information at a country level. It has be argued that the accountants’ value systems are related to and derived from unique societal values in each country.

In a more recent model of the reasons for international differences in financial reporting, Nobes suggests that the dominant factor is the extent to which corporate financing is obtained through the sale of equity securities to outsider shareholders. For whatever reason, some cultures lead to a strong equity-outsider financing system and other cultures lead to a weaker equity-outsider financing system. In countries with strong equity-outsider financing, measurement practices are less conservative, disclosure is extensive, and accounting practice differs from tax rules. This is consistent with what may be called Anglo-Saxon accounting. In accounting systems found in countries with weak equity–outside shareholder financing systems, measurement is more conservative, disclosure is not as extensive, and accounting practice follows tax rules. This is consistent with the Continental European accounting model.

Differences in financial reporting exist with regard to the financial statements provided by companies; the format, level of detail, and terminology used in presenting financial statements; the nature and amount of disclosure provided; and the principles used to recognize and measure assets, liabilities, revenues, and expenses.

Figure 6: Cultural Areas for Classifying Accounting Practices
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Source: Hofstede in Radebaugh and Gray 1997:74

Figure III:  Classification of Accounting Practices according to Regulation and Enforcement
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Source: Radebaugh and Gray, 1997:81

Figure IV:  Classification of Accounting Practices according to Measurement and Disclosure
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Source: Radebaugh and Gray, 1997:82

2.7 Religion and Accounting

Religion plays an important role in defining national culture in many parts of the world and can have a significant effect on business practice. Under Islam, for example, the Qur’an provides guidance with respect to issues such as making charitable contributions and charging interest on loans. In some Islamic countries, banking companies operate under Shariah, the Islamic law of human conduct derived from the Qur’an. Because traditional accounting rules do not cover many of the transactions carried out by Islamic financial institutions (IFIs), the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI), a standard-setting body based in Bahrain, has been active in developing and promoting Islamic accounting standards (namely accounting, auditing, governance, ethical and Shariah standards).

3. INTERNATIONAL CONVERGENCE OF FINANCIAL REPORTING
Harmonization is the process of reducing differences in financial reporting practices across countries. The major goal of harmonization is comparability of financial statements.  However, there are not even two countries, which have the same Accounting Standards. A lack of similar Accounting Standards led among other things to problems in comparing financial data. This lack of comparability means an obstacle for the free movement of capital as shareholders might hesitate to invest in foreign companies, which prepare their financial statement in accordance with different Accounting Standards.

It is not sure when the harmonization of Accounting Standards began. However, Jacob Kraayenhof, is considered as the ‘father’ of the harmonization process. In the year 1959 he released a paper in which he supported reduction in the number of alternative accounting pricples/choices/policies while retaining a high degree of flexibility in accounting practices. Kraayenhof was not advocating rigid uniformity. Hence, he argued for some degree of international uniformity on accounting principles even though he realized the existence of differences between the countries. Consequently, the efforts for harmonization were lead by the International Accounting Standards Committee (IASC) since 1973 until 2000. 
While harmonization allows for different standards in different countries as long as there are not logical conflicts, convergence entails using the same standards in different countries all over the world. While IASC’s main concern was harmonization,  International Accounting Standards Board (IASB) (the successor of IASB) main concern since 2001 is convergence, which entails the adoption of one set of standards internationally. 

Proponents of international accounting harmonization/convergence argue that cross-country comparability of financial statements is required for the globalization of capital markets. Opponents argue that globalization is occurring without harmonization/convergence and that it might be appropriate for countries with different environments to have different standards.

Several organizations are involved in the harmonization efforts at global and regional levels, including International Organization of Securities Commissions (IOSCO), International Federation of Accountants (IFAC), and the EU (European Union). IFAC was formed in 1977 as a mother body of all professional accounting bodies with a view to developing worldwide accountancy profession. The IOSCO is an organization of security regulators representing more than 80 countries.   
IFAC works to develop international standards of auditing, ethics, and education and has initiated the International Forum on Accountancy Development (IFAD) to enhance the accounting profession in emerging countries as well as the Forum of Firms to raise global standards of accounting and auditing.
IOSCO works to achieve improved market regulation internationally and to facilitate cross-border listings by advocating for the development and adoption of a single-set of high quality accounting standards.

To achieve a common capital market, the European Union (EU) attempted to harmonize accounting through the issuance of the Fourth and the Seventh Directives. Although the EU directives reduced differences in accounting in Europe, complete comparability was not achieved. Rather than developing additional directives, the European Commission decided to require the use of International Accounting Standards (IAS) beginning in 2005. 
The International Accounting Standards Committee (IASC) was formed in 1973 to develop international accounting standards universally acceptable in all countries. In 2001, the IASC was replaced by the International Accounting Standards Board (IASB). The IASB has 14 members (12 full-time and 2 part-time), 7 of whom have a formal liaison relationship with a national standard setter. The IASB adheres to an open process in developing standards, which are principles-based (rather than rules-based). With the establishment of the IASB, there has been a shift in emphasis from harmonization to global standard setting. As of 1st July 2014, International Financial Reporting Standards (IFRS) consisted of 29 IASs, 15 IFRSs, and a number of interpretations. As a private organization, the IASB does not have the ability to require the use of its standards.

The International Organization of Securities Commissions (IOSCO) recommends that securities regulators permit foreign issuers to use IFRS for cross-listing. Most major stock exchanges are in compliance with this recommendation. In addition, a large and growing number of countries either require or allow domestic listed companies to use IFRS in preparing consolidated financial statements. The EU's adoption of IFRS in 2005 was a major boost to the IASB's legitimacy as a global accounting standard setter. The United States is one of the few economically important countries that does not allow domestic companies to use IFRS in stock exchange listings. Other organizations involved in harmonization efforts include Association of South East Asian Nations (ASEAN), United Nations (UN) and the International Federation of Accountants (IFAC) among others.
The IASB's Framework for the Preparation and Presentation of Financial Statements establishes usefulness for decision making as the primary objective of financial statements prepared under IFRS. Understandability, relevance, reliability, and comparability are the primary qualitative characteristics that make financial statements useful. 

IAS 1 is a single standard providing guidelines for the presentation of financial statements. The standard stipulates that a set of IFRS-based financial statements must include a balance sheet, an income statement, a statement of cash flows, a statement of changes in equity, and accounting polices and explanatory notes. IAS 1 establishes the overriding principle of fair presentation and permits an override of a requirement of an IASB standard in the extremely rare situation where management concludes that compliance with a requirement of a standard would be misleading.

IFRS 1 provides guidance to companies that are adopting IFRS for the first time. IFRS 1 requires an entity to comply with each IFRS effective at the reporting date of its first IFRS financial statements. However, IFRS 1 provides exemptions to this rule where the cost of complying with this requirement would likely exceed the benefit to users. In 2002, the FASB and IASB signed the Norwalk Agreement, in which they agreed to work toward convergence of their two sets of financial reporting standards.

More recently, the two boards agreed to revise their respective conceptual frameworks as a joint project. In February 2007, the FASB issued SFAS 159, The Fair Value Opinion for Financial Assets and Financial Liabilities, which provides companies with an option to report selected financial assets and liabilities at fair values, bringing U.S.GAAP and IFRS closer together. In November 2007, the SEC removed the requirement that foreign private issuers using IFRS must reconcile their financial statements to U.S. GAAP.

Figure V: Relationship between Actors Involved in the Harmonization Process
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3.2 Arguments for and against Harmonization/Convergence
32.1 Arguments for Harmonization/Convergence
a. Make financial statements of companies in different countries more comparable, and hence make it easier for investors to evaluate foreign firms.

b. Simplify for MNCs preparation of consolidated financial statement and the evaluation of possible foreign takeover targets.

c. Reduce the financial reporting costs for MNCs to consolidate foreign

d. Make it easier for companies to access foreign capital markets.

e.  Make it easier for MNCs and international accounting firms to transfer accounting personnel to other countries.

f. Allow for easy and cost effective adoption of high-quality standards by developing countries and

g. Raise the quality level of accounting practices internationally.

3.2.2 Arguments against Harmonization/Convergence
a. Considering the differences among countries in terms of socio-politico-economic systems, it would be almost impossible to arrive at a set of accounting standards that would satisfy all of the parties involved.

b. Nationalism – international standards would be perceived as a set of standards developed to suit the requirements of other countries, and hence would not be received favorably.

c. It is unnecessary to force all companies worldwide to follow a common set of rules.

d. Today’s global capital market has evolved without harmonized accounting standards.

e. It would lead to a situation of standards overload.
f. They are too complicated for some companies.

g. Using them as the basis for taxation could be a problem.

h. Some IFRS, for example, those related to financial instruments and fair value accounting, are controversial.

i. Guidance for first-time adopters is inadequate.

j. In countries which do not have well-developed capital markets, and where the users are satisfied with the local standards, the adoption of IFRS would be of little benefit.

k.  There could be language translation issues.

3.1 Harmonization by IASC (the International Accounting Standards Committee)
IASC was established in 1973 by professional accounting bodies in ten countries (Australia, Canada, France, Germany, Ireland, Japan, Mexico, the Netherlands, the United Kingdom, and the United States) and was charged with the broad objective of formulating “international accounting standards. From 1973-1988 there was lowest common denominator approach to standard setting. The IASC’s main activity was the issuance of International Accounting Standards (IASs), many of which allowed multiple options to accommodate existing accounting practices in various countries.

From 1988-1993 the IASC undertook a Comparability Project to eliminate most of the choices of accounting treatment permitted under IASs. From 1993-2001 the final phase in the work of the IASC began with the IOSCO agreement in 1993 and ended with the creation of the IASB in 2001. The main activity during this phase was the development of a “core set” of 30 international standards that could be endorsed by IOSCO for cross-listing purposes.

3.2 Convergence by IASB (the International Accounting Standards Board)
IASB h as the primary responsibility for international convergence of accounting standards. Highest common denominator approach. The IASB was formed in 2001 to replace the IASC with the objective of developing a set of high quality accounting standards to be used throughout the world. The IASB follows a due process procedure and uses a principles-based approach in developing international standards. The IASB has 14 members – 12 full-time and 2 part-time. The first IASB chairman was Sir David Tweedie. 
Seven full-time members serve as liaison with national standard setters. Technical competence is the most important criterion for selection as a Board member. In addition to the IASB itself, the other main components of international standard setting include the IASC Foundation and its Trustees, the International Financial Reporting Interpretations Committee (IFRIC), and the Standards Advisory Council (SAC). International Financial Reporting Standards (IFRS) consist of IFRSs issued by the IASB, IASs issued by the IASC (and adopted by the IASB), and Interpretations developed by IFRIC. As of 1st July 2014, 41 IASs and 15 IFRSs had been issued, but only 29 IASs are still in effect. The IASB has a conceptual framework (Framework for the Preparation and Presentation of Financial Statements) that serves as the basis for developing IFRS. The framework is similar to that of U.S. GAAP with less detail. The IASB also has issued guidelines for first time adopters of IFRS (IFRS 1).
3.3 IASB/FASB Convergence (the Norwalk Agreement). This was reached in 2002 between the IASB and FASB. To work toward accounting standards convergence FASB’s key initiatives in the Norwalk Agreement include:

I.  Joint projects – boards will work together to address some issues (e.g., revenue recognition). 
II. Short-term convergence – to remove differences between IFRS and U.S. GAAP for issues where convergence is deemed most likely. 
III. IASB liaison – IASB member in residence at FASB. 
IV. Monitoring IASB projects – FASB monitors IASB projects of most interest.
V. Convergence research project – identification of all major differences between IFRS and U.S. GAAP. 
VI. Convergence potential – FASB assesses agenda items for possible cooperation with IASB.

4. INTERNATIONAL FINANCIAL REPORTING STANDARDS

Accounting standards are the rules which govern the preparation of financial statements. Differences exist between IFRS and local standards with respect to recognition, measurement, presentation, disclosure, and choice among alternatives. 

In some cases, IFRS are more flexible than local standards. Several IFRS allow firms to choose between alternative treatments in accounting for a particular item. Also, IFRS generally have less bright-line guidance than local standards; therefore, more judgment is required in applying individual IFRS. However, in some cases, IFRS are more detailed than local standards.

4.1 International Accounting Standard Board

IASC was founded in 1973 by professional accounting bodies in ten countries, namely Australia, Canada, France, Germany, Japan, Mexico, the Netherlands, the United Kingdom, Ireland, and the United States. The IASC has the autonomy to develop Accounting Standards and had 143 members in 104 countries in the year 2000.

In April 2001 the IASC changed its former structure and legal identity. It is called since April 2001 International Accounting Standards Committee Foundation. The International Accounting Standard Board, based in London, is the standard setting body of the International Accounting Standards Committee Foundation. The IASC Foundation develops, in public interest, world-wide Accounting Standards for financial statements. 

The compliance with the standards of the IASB is voluntary, since it has no power to enforce them. The work of IASB is funded by contributions from Accounting firms, private financial institutions, companies, banks and other organizations.

The objectives of IASC, as contain in its constitution were:

(xi) to develop, in the public interest, a single set of high quality accounting standards for use globally.

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

(xiii) work actively with national standard setters to bring about convergence of national accounting standards and IFRS to high quality solutions.

From its inception to 2001 when it was replaced with IASB, IASC issued forty one (41) IASs, along with interpretations (by the Standing Interpretations Committee-SIC).  Out of the 41 IASs 29 are in existence, while the remaining 12 have been deleted or replaced by IASB during 2003-2011. During the period from 1997-1999, a restructuring program was implemented which resulted in the cessation of the operations of the old IASC on 31st March 2001 and its replacement with IASB with effect from 10th April 2001. IASB is based in London, and has 14 full-time members. Standards issued by IASB are known as IFRSs with the old IASs (most revised by IASB) remain in force. It also issued interpretations through IFRS IC (IFRS Interpretation Committee). From its inception in 2001 to   1st July, 2014 IASB has issued 15 IFRSs, but IFRS 14 through 15 not effective until later, but early adoption is permitted.

IFRSs is widely used by listed entities of an upwards of 8,000 across the globe. The prospect of attaining comparable financial statements is one of the reasons why the European Union has made the IFRS compulsory for the consolidated financial statements of all listed companies as of 2005. 

4.2 Neglect of Developing Countries 

Members of the IASB as well as of the Trustees are mainly from the western world (e.g. Europe, the U.S., Canada and Australia). Therefore one can criticize the under-representation of developing countries in the development of international standards. Attention has to be drawn to the apparent overrepresentation of the interests of developed nations on the Board of the IASC Foundation. Questions have been raised, as to whether the views and evidence of the developing countries are being heard and considered. 

4.3 Structure of IASC Foundation

The structure of the IASC Foundation is comprised of four main bodies, namely:

(xiv)  Board (IASB)

(xv) Trustees,

(xvi) Standards Advisory Council (SAC) and

(xvii) International Financial Reporting Interpretations Committee (IFRIC).

Figure IV: Structure of IAC Foundation
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Source: IASB, 2002

The standard-setting board (IASB) consists of 14 members. Their tasks are to draw up Exposure Drafts, to permit publications of the International Financial Reporting Interpretations Committee, to announce new and to revise old Accounting Standards. Seven members of the Board are contact persons to national standard-setters.

The Trustees consist of 19 members, six from North America; six form Europe, four from Asia and three from any other area. Trustees do not consider content questions of Accounting rules. They are mainly responsible to appoint members of the IASB, the Standard Advisory Council and the International Financial Reporting Interpretations Committee. The Standards Advisory Council consists of organisations (e.g. U.S. SEC) and interest groups from several regions (e.g. Asia, Europe). The Standards Advisory Council meets three times a year and has approximately 49 members, who are nominated for three years. The aim of the Standard Advisory Council is to choose important projects, to advice the Board and the Trustees and to inform about the views of the member organisations. Furthermore it has to be consulted by Board and Trustees before decisions can be made.

The International Financial Reporting Interpretations Committee (IFRIC) has 12 members. They are responsible to give interpretations to application questions of the International Accounting Standards.  An interpretation of an IAS/IFRS must be approved by the IASB before it can be adopted.
Table 7: Members of IASC
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Source: Nobes, 1997

Table 8: Members of  IASB
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Table 8: Members of the Trustee
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Table 9: Members of  the Standard Advisory Council
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4.4 List of IASs issued by the IASC

Before it finally ceased operations on 31st March 2001, the IASC had issued the following standards. Also shown is the list of IFRS issued to date by the new IAS

	Table 10: International Accounting Standards (IASs)

	IAS No.
	TOPIC
	REMARKS

	1
	Presentation of Financial Statements
	 

	2
	Inventories
	 

	3
	Consolidated Financial Statements
	Replaced by IAS 27 and  28

	4
	Depreciation Accounting
	Replaced by IAS 16, 22 and 38

	5
	Information to be disclosed in Financial Statements
	Replaced by IAS 1

	6
	Accounting Responses to Changing Prices
	Replaced by IAS 15

	7
	Cash Flow Statements
	 

	8
	Profit or loss for the period, Fundamental Errors and Changes in Accounting Policies
	 

	9
	Research and Development Costs
	Superseded by IAS 38

	10
	Contingencies and Events Occurring After the Balance Sheet date
	 

	11
	Construction Contracts
	 

	12
	Accounting for Taxes on Income
	 

	13
	Presentation of Current Assets and Current Liabilities
	Replaced by IAS 1

	14
	Reporting Financial Information by Segment
	 

	15
	Information Reflecting the Effect of Changing Prices
	 

	16
	Property, Plant and Equipment
	 

	17
	Accounting for Leases
	 

	18
	Revenue
	 

	19
	Retire Benefits Costs
	 

	20
	Accounting for Government Grants and Disclosure of Government Assistance
	 

	21
	Effect of Changes in Foreign Exchange Rates
	 

	22
	Business Combinations
	Replaced by IFRS 3

	23
	Borrowing Costs
	 

	24
	Related Party Disclosures
	 

	25
	Accounting for Investments
	 

	26
	Accounting and Reporting by Retirement Benefit Plans
	 

	27
	Consolidated Financial Statements and Accounting for Investments in Subsidiaries
	 Replaced by IFRS 3

	28
	Accounting for Investments in Associates
	 

	29
	Financial Reporting in Hyper Inflationary Economics
	 

	30
	Disclosures in the Financial Statements of Banks and similar Financial Institutions
	 

	31
	Financial Reporting of Interests in Joint Venture
	 

	32
	Financial Instruments: Disclosure and Presentation
	 

	33
	Earnings Per Share

	 

	IAS No.
	TOPIC
	REMARKS

	34
	Interim Financial Reporting
	 

	35
	Discontinuing Operations
	 

	36
	Impairment of Assets
	 

	37
	Provisions, Contingent Liabilities and Contingent Assets
	 

	38
	Intangible Assets
	 

	39
	Financial Instruments: Recognition and Measurement
	 

	40
	Investment Property
	 

	41
	Agriculture
	 


	Table 11: International Financial Reporting Standards (IFRSs)
	

	IFRS No.
	TOPIC
	REMARKS
	Effective Date

	IFRS 1
	First-Time Adoption of IFRS
	
	1 July 2009

	IFRS 2
	Share-Based Payments
	
	1 January 2005

	IFRS 3
	Business Combinations
	Replaces IAS 22 and modifies IAS 27
	1 July 2009

	IFRS 4
	Insurance Contracts
	
	 1 January 2005

	IFRS 5
	Non-Current Assets Held  for Sale and Discontinued Operations
	
	1 January 2005

	IFRS 6
	Exploration for Evaluation of Mineral Resources
	
	1 January 2006

	IFRS 7
	Financial Instructions Disclosures
	
	1 January 2007

	IFRS 8
	Operating Segments
	
	1 January 2009

	IFRS 9
	Financial Instruments
	
	1 January 2015

	IFRS 10
	 Consolidated Financial Statements 
	
	1 January 2013

	IFRS 11
	Joint Arrangements
	
	1 January 2013

	IFRS 12
	Disclosure of Interest in other entities
	
	1 January 2013

	IFRS 13
	Fair value measurement
	
	1 January 2013

	IFRS 14
	Regulatory Deferral Account s 
	
	1 January 2016

	IFRS 15
	Revenue from Contract s with Customers 
	
	1 January 2017


Table 13: International Accounting Standards (IASs) Enforce/Valid
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Table 14: Standing Interpretation Committee (SIC)
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Table 15: International Financial Reporting Standards Interpretation Committee (IFRS-IC)
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4.5 Process of Standard Setting

The IAS/IFRS are a three-step regulation. There is the

(xviii) Framework,

(xix)  the Standards, and

(xx) the Interpretations.

The Framework is the theoretical concept behind the standards. The Standards deal with single questions of Accounting (e.g. leasing). And the Interpretations give interpretations to the applications of the standards. 

In a first step all issues related to the new problem (standard) are considered. There will be an exchange of ideas with the national standard-setters. The liaison persons, of the IASB support this. Afterwards the Board consults the Standards Advisory Council, whether it should deal with that problem and develop a new standard. Afterwards the Board names a Steering Committee, which will advice and support the IASB. A discussion paper will be prepared, which is shown to the public for commendation. After that phase the Board will develop an Exposure Draft, which will also include dissenting opinions of Board members. Afterwards the Exposure Draft is presented to the public again. If comments have been disused, there will be public hearings and field tests of the new standard. If the Exposure Draft is approved by 8 of the 14 Board members, a new IFRS will be published. 

Figure VII: Process of Developing IFRS
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5. COMPARATIVE ACCOUNTING

Comparative accounting is the study of accounting practices in different countries of the World with a view to learning about it and comparing and contrasting the practices to understand their differences and similarities.
5.1 China 

In China, there is strong government involvement in the activities of the stock market. The accounting profession in China has a lower social recognition compared to its counterparts in Anglo-Saxon countries. The recent economic reforms in China have had a major impact on that country's accounting standards and practices. China became a member of the IASC in 1997, and has expressed commitment to develop accounting standards based on IFRS.

5.2 Japan

The Japanese economy is dominated by large conglomerates known as keiretsu.

 A unique feature of Japanese companies is cross-corporate ownership and mutual holding of equity interests among companies. In Japan, financial reporting has a creditor orientation, and is strongly influenced by tax law.

Traditionally, accounting regulation in Japan is heavily influenced by government, and the accounting profession has only a minor role, compared to its counterpart in the United States. Recent developments indicate a willingness to bring Japanese accounting practices more in line with international best practice.

5.3 Germany 

Traditionally, the primary source of finance for German companies has been bank credit, and as a result, financial reporting has a creditor orientation rather than an equity shareholder orientation (which is similar to Japan).
Company, commercial, and tax laws and regulations are the main sources of accounting requirements (or "principles of orderly bookkeeping"). Financial reporting is strongly influenced by EU 4th and the 7th directives and subsequently the call adopt IFR effective from 2005.
The German stock exchange has much less influence on financial reporting compared to those in the United Kingdom or United States. Traditionally, the influence of the accounting profession on developing accounting standards has been minor compared to that of its counterpart in the United Kingdom or United States. This is because Germany uses a codifies law and accounting regulations are legislated. Recent developments indicate a willingness to align German accounting standard setting process more closely with international best practice.

5.4 Mexico 

In recent years, the economy has been transforming from a centrally controlled economy to a market economy. The Mexican stock exchange is a privately owned institution. Mexico has a conceptual framework for financial reporting.

A unique feature of Mexican accounting is the treatment of the effects of inflation in financial statements. This may be as a result of the historical accident in Latin America between 1980’s and 1990,s where inflation averaged 50% per annum with the highest of 157% in 1987.
The changes to Mexican accounting standards in recent years highlight, among other things, the potential conflict between the pressures for international harmonization and the need to consider the local circumstances in a given country.

5.5 United Kingdom

The main purpose of accounting in the United Kingdom is to facilitate the effective functioning of the capital market. The primary sources of accounting standards are the Companies Act, professional pronouncements, and stock exchange listing requirements.

Unlike in Germany or Japan, taxation rules do not have a major influence on financial reporting in the United Kingdom. The UK Accounting Standards Board uses a statement of principles as a conceptual framework for developing financial reporting standards.

A principles-based approach is taken in setting standards for accounting and financial reporting. Traditionally, there has been no government agency similar to the U.S. SEC in the United Kingdom. However, recent changes to the regulatory structure have strengthened enforcement.

6. FOREIGN CURRENCY TRANSACTIONS AND HEDGING FOREIGN EXCHANGE RISK

6.1. Foreign Currency-Based Transactions

A transaction that requires payment or receipt (settlement) in a foreign currency is called a foreign currency transaction. Foreign currency transactions are those transactions whose terms are denominated in a currency other than the entity’s functional currency. A transaction with a foreign company that is to be settled in Naira is not a foreign currency transaction to a Nigerian firm because the number of Naira to be received or paid to settle the account is fixed and remains unaffected by subsequent changes in the exchange rate. Thus, a transaction of a Nigerian firm with a foreign entity to be settled in Naira is accounted for in the same manner as if the transaction had been with a Nigerian company.
A foreign currency transaction will be settled in a foreign currency, and the Nigerian firm is exposed to the risk of unfavorable changes in the exchange rate that may occur between the date the transaction is entered into and the date the account is settled.  A firm may hedge, that is, protect itself against an unfavorable change in the exchange rate by using derivatives.

Foreign currency transactions may result in receivables or payables fixed in terms of the amount of foreign currency to be received or paid. When companies in different countries engage in activities with one another, the activities often involve the use of different currencies.  For example, the Nigerian currency is Naira, the United States currency is the dollar, while the British currency is the pound, and the French currency is the euro.  The relationship between the currencies of different countries changes over time. As such, transaction gains and losses are reported in the income statement.
An exchange rate is the ratio between a unit of one currency and the amount of another currency for which that unit can be exchanged at a particular time. A direct exchange quotation is one in which the exchange rate is quoted in terms of how many units of the domestic currency can be converted into one unit of foreign currency. For example, a direct quotation of Nigerian Naira for one US dollar of 153 means that N153 could be exchanged for one US dollar. To translate dollars into Naira, the number of dollars is multiplied by the direct exchange rate expressed in Naira per dollar. Exchange rates are also stated in terms of converting one unit of the domestic currency into units of a foreign currency, which is called an indirect quotation. In the example above, one Naira could be converted into 0.006536 U.S. dollar (153/1). To translate dollars into Naira, the number of dollars could also be divided by the indirect exchange rate.

Exchange rates may be quoted either as a spot rate or a forward rate. The spot rate is the rate currencies can be exchanged today. The forward or future rate is the rate the currencies can be exchanges at some future date. The forward rate is an exchange rate established at the time a forward exchange contract is negotiated. A forward exchange contract is a contract to exchange at a specified rate (the forward rate) currencies of different countries on a stipulated future date. Before the currencies are exchanged, the spot rate may move above or below the contracted forward exchange rate, but this has no effect on the forward rate established when the forward exchange contract was negotiated. 

Similarly, Exchange rates may also be quoted either as official (fixed) rates or floating rates. The official rate is the rate the country maintains the actual exchange rate of its currency within 2% of the official rate. The floating rate is the currency’s exchange rate that is determined by supply and demand factors, which increases risk to companies doing business with a foreign company.

6.2 Foreign Currency Transactions

Foreign currency transactions take place when a company:

2. buys or sells on credit goods or services the prices of which are denominated in foreign currencies;

3. borrows or lends funds, and the amounts payable or receivable are denominated in a foreign currency;

4. is a party to an unperformed forward exchange contract; and

5. acquires or disposes of assets, or incurs or settles liabilities denominated in foreign currencies.

Transactions are normally measured and recorded in terms of the currency in which the reporting entity prepares its financial statements. This currency is usually the domestic currency of the country in which the company is domiciled and is called the reporting currency. Exposure to foreign exchange risk exists when a payment to be made or received is denominated in terms of a foreign currency. Appreciation in a foreign currency will result in a foreign exchange gain on a foreign currency receivable and a foreign exchange loss on a foreign currency payable. Conversely, a decrease in the value of a foreign currency will result in a foreign exchange loss on a foreign currency receivable and a foreign exchange gain on a foreign currency payable. Transaction losses differ from translation losses, which do not influence taxable income.

Table 12: The Impact of Fluctuation on Foreign Currency on the Receiver and Payer

	Foreign Currency
	 Foreign Currency Receivable
	Foreign Currency Payable 

	Exchange Rate
	Asset Value
	Foreign Exchange
	Liability Value
	Foreign Exchange

	Increases
	Increases
	Gain
	Increases
	Loss
	

	  Decreases
	Decreases
	Loss
	Decrease
	Gain
	


A company is long in a foreign currency if the value of their foreign-currency-denominated assets exceeds the value of its foreign-currency-denominated liabilities. A company is short in a foreign currency if the value of their foreign-currency-denominated assets is less than the value of its foreign-currency-denominated liabilities.

6.3 Types of Foreign Currency Risks

All organizations that invest in, sell into or source from economies which have a currency other than their domestic currency will be exposed to foreign currency (FC) risk. There are three main types of FC risk namely:

1. Translation: Impairment in Balance Sheet value of foreign assets/investments between year-end dates due to adverse foreign exchange rate movements.

2. Transaction: Transaction impairment as a result of adverse foreign exchange rate movements between the date of inception and completion. A company expecting receipts in foreign currency units has the risk that the value of the foreign currency units will drop. This results in devaluing the foreign currency relative to the local currency. If a company is expecting to have obligations in foreign currency units, there is risk that the value of the foreign currency will raise and it will need to buy the currency at a higher price.

3. Economic: Broad risk of reduced international competitiveness on which foreign exchange rates can impact significantly.

Under IAS 21, foreign exchange gains and losses on foreign currency balances are recorded in income in the period in which an exchange rate change occurs; this is an accrual approach. Foreign currency balances must be revalued to their current domestic currency equivalent using current exchange rates whenever financial statements are prepared. This approach violates the conservatism principle when unrealized foreign exchange gains are recognized as income.

6.4 Techniques of Hedging Foreign Exchange Risks

Many organizations choose not to accept foreign transaction risk and will endeavour to hedge to reduce their exposure thereto. Foreign exchange risk can be neutralized or hedged by a change in the asset and liability position in the foreign currency. Hedging is the process of reducing exposure (asset or liability) by offsetting foreign currency assets with foreign currency liabilities and foreign currency liabilities with foreign currency assets. In other words, hedging involves establishing a price today at which a foreign currency to be received in the future can be sold in the future or at which a foreign currency to be paid in the future can be purchased in the future. This can be achieved through both internal and external techniques.

6.4.1 Internal Techniques
Ideally, in the first instance organizations will attempt to manage foreign currency transaction risk internally using mechanisms such as:
(i) Netting: Netting implies offsetting exposures in one currency with exposure in the same or another currency, where exchange rates are expected to move high in such a way that losses or gains on the first exposed position should be offset by gains or losses on the second currency exposure. It is of two types bilateral netting & multilateral netting. In bilateral netting, each pair of subsidiaries nets out their own positions with each other. Flows are reduced by the lower of each company’s purchases from or sales to its netting partner.

(ii) Matching: The netting is typically used only for inter company flows arising out of groups receipts and payments. As such, it is applicable only to the operations of a multinational company rather than exporters or importers. In contrast, matching applies to both third parties as well inter-company cash flows. It can be used by the exporter/importer as well as the multinational company. It refers to the process in which a company matches its currency inflows with its currency outflows with respect to amount and timing. Receipts generated in a particular currency are used to make payments in that currency and hence, it reduces the need to hedge foreign exchange risk exposure. Hedging is required for unmatched portion of foreign currency cash flows. The aggressive company may decide to take forward cover on its currency payables and leave the currency receivables exposed to exchange risk; if forward rate looks cheaper than the expected spot rate.  In matching operation, the basic requirement is a two-way cash flow in the same foreign currency. This kind of operation is referred to as natural matching. Parallel matching is another possibility. In parallel matching, gains in one foreign currency are expected to be offset by losses in another, if the movements in two currencies are parallel. In parallel matching, there is always the risk that if the exchange rates move in opposite direction to expectations, both sides of the parallel match leads to exchange losses or gains.

(iii) Leading and Lagging: It refers to the adjustment of intercompany credit terms, leading means a prepayment of a trade obligation and lagging means a delayed payment. It is basically intercompany technique whereas netting and matching are purely defensive measures. Intercompany leading and lagging is a part of risk-minimizing strategy or an aggressive strategy that maximizes expected exchange gains. Leading and lagging requires a lot of discipline on the part of participating subsidiaries. Multinational companies which make extensive use of leading and lagging may either evaluate subsidiary performance in a pre-interest basis or include interest charges and credits to overcome evaluation problem. Another important complicating factor in leading & lagging is the existence of  local minority interests. If there are powerful local shareholders in the ‘losing’ subsidiary, there will be strong objections because of the added interest cost and lower profitability which results from the consequent local borrowing Government by implementing credit and exchange controls may  restrict such operations.

(iv) Pricing Policy: In order to manage foreign exchange risk exposure, there are two types of pricing tactics: price variation and currency of invoicing policy. One way for companies to protect themselves against exchange risk is to increase selling prices to offset the adverse effects of exchange rate fluctuations. Selling price requires the analysis of Competitive situation, Customer credibility, Price controls and Internal delays.

(v) Trading or Financing Pattern:  Intercompany or transfer price variation refers to the arbitrary pricing of intercompany transfer of goods and services at a higher or lower rate than the market price. In establishing international transfer prices, one tries to satisfy a number of objectives. The firms want to minimize taxes and at the same time win approval from the Government of the host country. Yet, the basic objectives of profit maximization and performance evaluation are also significant. Often, it is not possible to satisfy all these objectives simultaneously, so a company must decide which objectives are more important . As a result,  particular transfer price may be established arbitrarily to fulfill the objective involving international considerations. For the strong currency exporter, the defensive approach is the only option available for export invoicing since the home currency is probably the strongest currency acceptable to the customer. For the weak currency exporter, however, there may be significant gains from an aggressive currency-of-invoicing policy. In such circumstances foreign currency invoicing may be attractive to the exporter in expectation that the home currency equivalent sales proceeds would be changed by a foreign currency appreciation over the credit period. However, there are risks involved in switching from a weak currency to a stronger one. The relative strengths of the two currencies could reverse themselves in the future and hence currency of invoicing cannot be changed regularly. Price list adjustment & loss of customers credibility are hindrances in changing currency of billing.

(vi) Asset and Liability Management: This technique can be used to manage balance sheet, income statement and cash flow exposures. It can also be used aggressively or defensively. They aggressive approach reflects to increase exposed assets, revenues, and cash inflows denominated in strong currencies and to increase exposed liabilities, expenses, and cash outflows in weak currencies. The defensive firm will seek to minimize foreign exchange gains and losses by matching the currency denomination of assets/liabilities, revenues/expenses and cash inflows/outflows, irrespective of the distinction between strong and weak currencies. To archive these objectives, variables are grouped. Operating variables includes trade receivables and payables, inventory & fixed assets and financial variables cash, short-term investments and debt. The currency denomination of operating variables is determined by intrinsic business conditions, production and marketing factors. Financial variables can be used for exposure management purpose and thus corporate financial management has more discretion over currency denomination. The scarcity of currency finance is often a major problem. The parent company would borrow the weak currency for long term while the subsidiary is usually restricted to short term borrowing. This is because (a) most subsidiaries are not individually listed on a stock exchange, so that the public issue of debt instruments is very difficult, hence, the bulk of long-term loans taken out by foreign subsidiaries are private placements; (b) many foreign subsidiaries are relatively small and not well known to the local financial community; and (c) host governments may be reluctant to allow term borrowing by expatriate subsidiaries. 

6.4.2 External Techniques
External techniques are used by both exporters and importers as well as by multinational companies. The costs of the external exposure management methods are fixed and predetermined. Where internal hedging techniques are not possible and/or fail to achieve acceptable hedging efficiency, an organization will typically resort to external hedging mechanisms. The main external exposure management techniques are forward exchange contracts, short term borrowing, discounting, forfeiting & government exchange risk guarantees. 
1. Forward Exchange Contracts: A forward contract is a binding agreement to exchange currencies at a predetermined future rate. The forward exchange contract is a commitment to buy or sell, at a specified future date, one currency for a specified amount of another currency (at a specified exchange rate). This can be a hedge against changes in exchange rates during a period of contract or exposure to risk from such changes. A company can (1) buy foreign exchange forward contracts to cover payables denominated in a foreign currency and (2) sell foreign exchange forward contracts to cover receivables denominated in a foreign currency. This way, any gain or loss on the foreign receivables or payables due to changes in exchange rates is offset by the gain or loss on the forward exchange contract.

Forward cover can be used to hedge purchases as well as sales. It may be two types namely forward purchases cover & forward sales cover. Forward purchase cover is extended to have terms and conditions related to export of goods & services. Period of delivery of currency should not be beyond seven days of the probable date of receipt as per the purchases forward cover. It can be extended for purchases of proceeds of foreign currency notes from licensed full fledged money changers, provided that the currency notes were exported through the bank, for realisation and credit to the bank’s account. All other requirements related to export can be hedged by it. Forward sales cover imports of goods & services in India, where the import is permissible as per the Import Control Regulation and repayment of foreign currency loans, approval from RBI for availing such loan must have been obtained. Such approval should contain the details of currency, amount of interest and the repayment procedure. The forward contract would have to provide for repayment in accordance with settled terms & conditions. Repayment liabilities under such loans would be carried forward for several years and it would not be possible to fix the forward rate for such future dates as the market would not predict rate beyond six to seven months. 
2. Foreign currency options: Options are rights & not obligations to make buy and sell decision. An option is a contract between two parties known as the buyer and the seller or writer. The buyer pays a price or premium to the seller for the right but not the obligation to buy or sell a certain amount of a specified quantity of one currency in exchange at a fixed price for a specified period of time. The right to buy is a call option and the right to sell is a put option. An option gives the buyer the right, but not the obligation, to exchange currencies at a predetermined rate.  A foreign currency put option is the right to sell a specific amount of a foreign currency at a predetermined price, known as the strike price. In general, a put option will be exercised when the strike price exceeds the spot rate. A put option will not be exercised when the strike price is less than the spot rate. Foreign currency options can be purchased or sold in three different types of markets: (1) options on the physical currency, purchased on the over-the-counter (interbank) market; (2) options on the physical currency on organized exchanges, such as the Nigeria Stock Exchange; and (3) options on futures contracts, purchased on the International Monetary Market (IMM).

3. Futures: Futures are contracts to buy or sell financial instruments, for forward delivery or settlement on standardized terms and conditions. Future contacts are similar to forward contracts but are more liquid as these are traded on recognized exchanges. The difference between using a futures contract and using an option on a futures contract is that with a futures contract, the company must deliver one currency against another, or reverse the contract on the exchange, while with an option the company may abandon the option and use the spot (cash) market if that is more advantageous. IAS 39 requires derivative financial instruments to be reported on the balance sheet at their fair value. Under hedge accounting, gains and losses on the hedging instrument are reported in net income in the same period as gains and loss on the item being hedged.

4. Swaps: Swaps refer to a contract between two parties, termed as counter-parties, who exchange payments between them for an agreed period of time according to certain specified rules. It is defined as a financial transaction involving two counter-parties who agreed terms to exchange streams of payments or cash flows overtime on the basis of  agreed at the beginning of the contract. Swap is like a series of forward contracts. Swaps involve a series of exchanges at specific futures dates between counter parties. For example, suppose a U.S.-based company needs to acquire Naira and a Nigerian-based company needs to acquire U.S. dollars. These two companies could arrange to swap currencies by establishing an interest rate, an agreed upon amount and a common maturity date for the exchange. Currency swap maturities are negotiable for at least 10 years, making them a very flexible method of foreign exchange.
5. Short term Borrowing: Another alternative to hedge risks in the forward market is the short-term borrowing technique. A company can borrow either dollar or some other foreign currency or the local currency. Through short term borrowing techniques, two major difficulties of the settlement dates and the continuing stream of foreign currency are easily solved. Short-term borrowing has some advantages over forward cover. The cost of short-term borrowing cover is the home currency amount which would have been received if the exposed receivable has been measurable. The foreign currency converted into home currency at the settlement dateless spot rate is the amount which the short-term borrowing technique yielded.
6. Discounting: This technique is used to resolve the problems of continuing foreign currency exposures and uncertain settlement dates. The discounting technique for covering receivables exposures is very similar to short term borrowing. In discounting techniques, the effective discount rate less the home currency deposit rate rather that the foreign currency borrowing rate less the home currency rate as is short term borrowing techniques, is the cost. The basic aim in discounting is to convert the proceeds from the foreign currency receivable into the home currency as soon as possible.
7. Forfeiting: Forfeiting can be used as a means of covering export receivables.  When the export receivable is to be settled on open account except by bill of exchange, the receivables can be assigned as collateral for selected bank financing. In forfeiting one simply sells his export receivables to the factor and receives home currency in return. The cost involved include credit risks the customers, default risk, the cost of financing if the exporter wants to receive payment before the receivable maturity date and the cost of covering the exchange risk by the forward discount or premium. Forfeiting, therefore, tends to be expensive means of covering exposure. There may be offsetting benefits such as obtaining export finance and reducing sales accounting and credit collection costs. 
8. Government Exchange Risk Guarantee: Government agencies in many countries provide insurance against export credit risk and introduces special export financing schemes for exporters in order to promote exports. In recent years a few of these agencies have begun to provide exchange risk insurance to their exporters and the usual export credit guarantees. The exporter pays a small premium on his export sales and for this premium the government agency absorbs all exchange losses and gains beyond a certain level. Initially, such exchange risk guarantee schemes were introduced to aid capital goods exports where receivable exposures were of long-term nature. Government exchange risk guarantees are also given to cover foreign currency borrowing by public bodies.
9. Money Market Hedges: The money markets are markets for wholesale (large-scale) lending and borrowing, or trading in short-term financial instruments. Many companies are able to borrow or deposit funds through their bank in the money markets.  Instead of hedging a currency exposure with a forward contract, a company could use the money markets to lend or borrow, and achieve a similar result. The basic idea is to avoid future exchange rate uncertainty by making the exchange at today's spot rate instead. This is achieved by depositing/borrowing the foreign currency until the actual commercial transaction cash flows occur. Since forward exchange rates are derived from spot rates and money market interest rates, the end result from hedging should be roughly the same by either method.
Figure VI: Setting up the hedge 
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In effect a foreign currency asset is set up to match against a future liability (and vice-versa).

If you are hedging a future payment:

(i) buy the present value of the foreign currency amount today at the spot rate ;

(ii) the foreign currency purchased is placed on deposit and accrues interest until the transaction date;

(iii) the deposit is then used to make the foreign currency payment. 

If you are hedging a receipt:

(i) borrow the present value of the foreign currency amount today 

(ii) the foreign loan accrues interest until the transaction date 

(iii) the loan is then repaid with the foreign currency receipt 
All the various exposure management techniques are not available in all circumstances. This is mainly because of limitation imposed by the market-place and by regulatory authorities. Similarly, the availability of internal techniques is largely a function of the international involvement of each company.

8. TRANSLATION OF FOREIGN CURRENCY FINANCIAL STATEMENTS
An entity may carry on foreign activities in two ways – transactions and translation. In addition it may present its financial statements in a foreign currency. IAS 21 prescribes how transactions and foreign operations should be accounted and how to translate financial statements into a presentation currency.  In preparing consolidated financial statements on a worldwide basis, the foreign currency financial statements prepared by foreign operations must be translated into the parent company’s reporting currency.

A.
The two major issues related to the translation of foreign currency financial statements are: (1) which method should be used, and (2) where should the resulting translation adjustment be reported in the consolidated financial statements.


B.
Translation methods differ on the basis of which accounts are translated at the current exchange rate and which are translated at historical rates.  Accounts translated at the current exchange rate are exposed to translation adjustment (balance sheet exposure).  


C.
Different translation methods give rise to different concepts of balance sheet exposure and translation adjustments of differing sign and magnitude.

Under the current rate method, all assets and liabilities are translated at the current exchange rate giving rise to a balance sheet exposure equal to the foreign subsidiary’s net assets.  Stockholders’ equity accounts are translated at historical exchange rates.  Income statement items are translated at the average exchange rate for the current period.


A.
Appreciation of the foreign currency results in a positive translation adjustment; depreciation of the foreign currency results in a negative translation adjustment.


B.
Translating all assets and liabilities at the current exchange rate maintains the relationships that exist in the foreign currency financial statements.


B.
Translating assets carried at historical cost at the current exchange rate results in amounts being reported on the parent’s consolidated balance sheet that have no economic meaning.

Under the temporal method, assets are carried at current or future value (cash, marketable securities, receivables) and liabilities are remeasured at the current exchange rate.  Assets carried at historical cost and stockholders’ equity accounts are remeasured at historical exchange rates.  Expenses related to assets remeasured at historical exchange rates are remeasured using the same rates.   Other income statements items are remeasured using the average exchange rate for the period.


A.
When liabilities are greater than the sum of cash, marketable securities, and receivables, a net liability balance sheet exposure exists.  Appreciation of the foreign currency results in a remeasurement loss; depreciation of the foreign currency results in a remeasurement gain.


B.
Remeasuring assets carried at historical cost at historical exchange rates maintains the underlying valuation method used by the foreign operation in preparing its financial statements.


C.
Remeasuring some assets at historical exchange rates and other assets at the current exchange rate distorts the relationships that exist among account balances in the foreign currency financial statements. 

The appropriate combination of translation method and disposition of translation adjustment is determined under  IAS 21 by identifying the functional currency of a foreign operation.  

A. The financial statements of a foreign operation whose functional currency is different from the parent’s reporting currency are translated using the current rate method, with the resulting translation adjustment deferred in stockholders’ equity until the foreign entity is disposed of.  Upon disposal of the foreign operation, the accumulated translation adjustment is recognized as a gain or loss in net income.

B. The financial statements of foreign operations whose functional currency is the same as the parent’s reporting currency are remeasured using the temporal method with the resulting remeasurement gain or loss reported immediately in net income. 

Translation rules between IAS 21 relates to foreign operations that report in the currency of a hyperinflationary economy.


A.
IAS 21 requires a restate-translate method in translating the financial statements of foreign operations located in a hyperinflationary economy.  The foreign financial statements are first restated for foreign inflation using rules in IAS 29, and then are translated into parent company currency using the current rate method.   


C.
A country is considered highly inflationary if its cumulative three-year inflation rate exceeds 100%.   

Some companies hedge their balance sheet exposures to avoid reporting remeasurement losses in income and/or negative translation adjustments in stockholder’s equity.  In addition to derivative financial instruments, such as forward contracts and options, companies often use foreign currency borrowings to hedge their net investment in a foreign operation.   


A.
IAS 39 provides that the gain or loss on a hedging instrument that is designated and effective as a hedge of the net investment in a foreign operation should be reported in the same manner as the translation adjustment being hedged.



B.
The paradox in hedging balance sheet exposure is that by avoiding an unrealized translation adjustment or remeasurement gain/loss, realized foreign exchange gains and losses can arise. 
Key Terms 
(i) Foreign currency: A currency other than the functional currency of the entity.
(ii) Presentation currency: The currency in which the financial statements are presented.
(iii) Exchange rate: The ratio of exchange for two currencies.
(iv) Spot exchange rate: The exchange rate for immediate delivery.
(v) Closing rate:  The spot exchange rate at the balance sheet date.
(vi) Exchange difference: Difference resulting from translating one currency into another currency at different exchange rates.
(vii) Foreign operation: A subsidiary, associate, joint venture or branch whose activities are based in a country or currency other than those of the reporting entity.
(viii) Net investment in a foreign operation: The amount of the interest in the net assets of that operation. They include long-term receivables or loans but do not include trade receivables or trade payables.
(ix) Monetary items: Money and assets/liabilities held to be received/paid in fixed or determinable amounts. Examples include deferred tax, pensions and provisions. The feature of a non-monetary item is the absence of a right to receive a fixed or determinable amount of money (includes prepayments, goodwill, intangible assets, inventories, property, and so on.)
(x) Fair value: The amount for which an asset could be exchanged by willing parties in an arm’s length transaction.

Example 1
BUK PLC, a Nigerian multinational company whose functional currency is Naira (N) with an accounting year-end of 31st December of each year purchased raw materials on credit from Smart Inc. of the United States of America invoiced at $10,000 on 2nd April 2015, when the exchange rate was N171= US$ 1. BUK PLC settled its account on 30th July 2015 when the exchange rate was N195=US$1. You are required to show the foreign currency gain(s) or losse(s) to BUK PLC by way of journal entries.  
Solution to Example 1

In the Books of BUK PLC

	          General Journal
	
	

	Particulars
	Dr.
	Cr.

	
	N
	N

	Purchases 
	1,710,000
	 

	       Smart Inc.
	 
	1,710,000

	Being credit purchases for US$10,000 at exchange rate of  N171=  US$ 1


	 
	 

	Smart Inc.
	1,710,000
	 

	Profit & Loss (exchange loss) 
	   240,000
	

	Bank
	 
	 1,950,000

	Being payment for credit purchases for US$10,000 at exchange rate of  N195=  US$ 1
	 
	 


Example 2

GSU Limited whose functional currency is Naira (N) with an accounting year-end of 31st December of each year purchased raw materials on credit  from Galaxy PLC of Accra, Ghana invoiced at ₵100,000 on  1st April 2015, when the exchange rate was N 1=₵1.58 . As at 31st December, 2015, the end of its Accounting year, GSU Ltd did not settle Galaxy PLC. As at that date the exchange rate was N 1=₵1.52. You are required to record these transactions in the books of GSU Limited by means of a journal showing how the exchange rate fluctuation would be accounted for by December 31, 2015.        
Solution to Example 2
In The Books of GSU PLC

	          General Journal
	
	

	Particulars
	Dr.
	Cr.

	
	N
	N

	Purchases 
	63,291
	 

	       Galaxy PLC
	 
	63,291

	Being credit purchases for ₵100,000 at exchange rate of  N 1=  ₵1.58


	 
	 

	Dr. P&L (Exchange fluctuation loss)
	2,499
	 

	        Cr. Galaxy PLC
	 
	 2,499

	Being exchange rate fluctuation to December 31, 2015 on credit purchases for ₵100,000 at exchange rate of  N1=  ₵1.52
	 
	 


1st April 2015   ₵100,000/1.58= N63,291

31st Dec. 2015 (₵100,000/1.52)- 63, 291 = N2,499

8. ADDITIONAL INTERNATIONAL FINANCIAL REPORTING ISSUES

The three main additional international financial reporting issues are: 
(i) Inflation accounting

(ii) Business combinations and consolidated financial statements, and

(iii) Segment reporting

8.1 Inflation Accounting

Preparing financial statements using historical cost accounting in a period of inflation results in a number of problems. Assets are understated, and income generally is overstated; using historical cost income as the basis for taxation and dividend distributions can result in cash flow difficulties; and comparing the performance of foreign operations exposed to different rates of inflation can be misleading.

Two methods of accounting for changing prices (inflation) have been used in different countries: general purchasing power (GPP) accounting and current cost (CC) accounting. GPP is also referred to as General Price-Level Adjusted Historical Cost Accounting (GPLAHC).  The General Price Level Index (GPLI) used in GPP is usually developed by the central bank. CC is also referred to as Current Replacement Cost accounting (CRC). Under GPP accounting, nonmonetary assets and stockholders' equity accounts are restated for changes in the general price level. Cost of goods sold and depreciation/amortization are based on restated asset values, and the net purchasing power gain/loss on the net monetary liability/asset position is included in income. GPP income is the amount that can be paid as a dividend while maintaining the purchasing power of capital. Under CC accounting, nonmonetary assets are revalued to current cost, and cost of goods sold and depreciation/amortization are based on revalued amounts. CC income is the amount that can be paid as a dividend while maintaining the productive capacity of physical capital.

Several Latin American countries, including Brazil, Chile and Mexico, have used GPP accounting in the past to overcome the limitations of historical cost accounting. Presently, a number of them have abandoned inflation accounting. Prior to the introduction of IFRS, the Netherlands allowed, but did not require, the use of CC accounting. IAS 29 (Financial reporting in hyper inflation economies) requires the use of GPP accounting by firms that report in the currency of a hyperinflationary economy. IAS 21 (effect of changes in foreign exchange) requires the financial statements of a foreign operation located in a hyperinflationary economy to first be adjusted for inflation in accordance with IAS 29 before translation into the parent company's reporting currency.

In some countries (including US and UK) providing GPP and CC accounting disclosure presently is optional and only few companies provide it. Similarly, a number of countries have experienced low rates of inflation and therefore do not need to provide GPP or CC accounting information.

IAS 15, information reflecting the effects of changing prices was issued in 1981 but has been withdrawn due to lack of support. The relevant standard now is IAS 29, financial reporting in hyper inflationary economies, which is applicable in an environment where cumulative inflation in three consecutive years to be approaching 100 per cent or exceeds it.

In a hyperinflationary economy, money loses purchasing power at a high rate making the comparison of amounts from transactions and other events that have occurred at different times or even within the same accounting period misleading. IAS 29 has instituted a methodology of restatement of accounting information using suitable price indices to make the financial statements of different periods comparable and the accounting indicators for the same accounting period useful for users’ decision making.

IAS 29 is applicable to the financial statements, including the consolidated financial statements, of any entity whose functional currency is the currency of a hyperinflationary economy. An entity shall apply this standard from the beginning of the reporting period in

which it identifies the existence of hyperinflation in the country in whose currency it reports. IAS 29 requires presentation of financial statements restated in accordance with the

measuring unit current at the end of the reporting period. The restated financial statements are not to be presented as a supplement to unrestated financial statements. Moreover, separate presentation of the financial statements before restatement is discouraged.

Hyperinflationary economy is an economy that is inter alia characterized by the following:
(i) The general population prefers to keep its wealth in nonmonetary assets or in a relatively stable foreign currency. Amounts of local currency held are immediately invested to maintain purchasing power;

(ii) The general population regards monetary amounts not in terms of the local currency but in terms of a relatively stable foreign currency. Prices may be quoted in that currency;

(iii) Sales and purchases on credit take place at prices that compensate for the expected loss of purchasing power during the credit period, even if the period is short;
(iv) Interest rates, wages, and prices are linked to a price index; and
(v) The cumulative inflation rate over three years is approaching, or exceeds, 100%.

Monetary items that are either assets or liabilities expressed in terms of money held and items to be received or paid in money.
Restatement of Financial Statements: All financial statement elements, whether they are based on a historical cost approach or a current cost approach, are stated in terms of the measuring unit current at the end of the reporting period. The corresponding figures for the previous period required by IAS 1, Presentation of Financial Statements, and any information in respect of earlier periods, shall also be stated in terms of the measuring unit current at the end of the reporting period.
For the purpose of presenting comparative amounts in a different presentation currency, paragraphs 42(b) and 43 of IAS 21, The Effects of Changes in Foreign Exchange Rates, are

also applied. The measuring unit current at the end of the reporting period is determined using a general price index that reflects changes in general purchasing power. IAS 29 prefers that all entities belonging to the same hyperinflationary economy should use the same general index. Therefore, a hyperinflationary economy that follows IFRSs should notify a general price index to be followed by the entities for the purpose of presentation of financial statements. The measuring unit current at a particular measurement date is determined by applying a conversion factor: Index on the reporting date
                                                                       Index on the measurement date

This means the conversion factor for all items measured using the currency of hyperinflationary economy on the reporting date is 1. Items measured using the currency of a hyperinflationary economy at a date earlier than the reporting date are converted applying a conversion factor that is greater than 1.

Example 1

Dausayi Inc., a company of fast-moving consumer goods, is identified as having a reporting currency of a hyper inflationary economy. It follows the cost model for measuring property, plant and equipment as per IAS 16. It has the following information as at 31st December 2014 and 2015.
	
	31st Dec. 2014
	31st Dec. 2015

	
	          ₵                     
	          ₵

	Acquisition Cost (Date of acquisition 2007)
	       2,000
	        2,000

	Accumulated Depreciation
	500
	600


Index on the date of acquisition is 110, 1,200 on 31st December 2014, and 2,000 on 31st December, 2015. You are required to show the restatement of property, plant and equipments in the statement of financial position of the company on 31st December 2014 and 31st December 2015 in line with IAS 1 and IAS 29. (51/3 Marks)
Solution to Example 1
 Dausayi Inc. Statement of Financial Position on 31st December, 2014
                                                 Historical cost          conversion factor         Restated

                                                          ₵                                                             ₵              
    Acquisition cost                           2,000               1,200/110= 10.91         21,820

     Less accumulated depreciation       500                                   10.91          5,455

     Net Book Value                                                                                        16,365

                            Dausayi Inc. Statement of Financial Position on 31st December, 2015

                                               Restated in 2014   Conversion factor                  Restated 2015

                                                           ₵                                                              ₵                ₵

                                                                                                                          2014          2015
     Acquisition cost                           21,820              2,000/1,200= 1.67         36,440     36,440

     Less acc. depreciation 2013          5,455                                     1.67          9,110       9,110
     Depreciation 2014                                                 2,000/110=  18.18                         1,818    

     Net Book Value                                                                                           27,330     25,512
If Dausayi Inc. does not have a record of the date of acquisition of the asset, then it would make a professional valuation of the asset for the first-time application of IAS 29. 
8.5 Business Combinations and Consolidated Financial Statements

Multinational corporations (MNCs) often operate as groups, and there is a need for consolidated financial statements reflecting their financial position and performance. IFRS 3 (business combinations-which replaces IAS 22 (business combination) and modifies IAS 27). defines group as a parent and its subsidiaries, and requires groups to prepare consolidated financial statements. IAS 27 (consolidated financial statements and accounting for investment in subsidiaries) requires a parent to consolidate all subsidiaries, foreign and domestic, unless the subsidiary was acquired with the intention to be disposed of within 12 months and management is actively seeking a buyer.

Business combinations are primary mechanism used by MNCs for expansion, where acquiree remains a separate legal entity as a subsidiary of the acquired (parent). Sometimes the acquiree ceases to exist. Accounting for parent and one or more subsidiaries is often called group accounting.
Full consolidation involves aggregation of 100 per cent of the subsidiary’s financial statement elements, using either purchase method or pooling of interest method, with the excess of purchase price over the fair value of the net assets recognized as goodwill. When a subsidiary is not 100 per cent owned, the non-owned portion is presented as a separate item called minority interest. 

Significant variation exists internationally in accounting for goodwill. US, Nigeria, IFRS and most other countries require goodwill to be capitalised as an assets. Some countries require amortization over a period of up to 40 years. US, Canada and IFRS do not require amortization but do require an annual impairment test, while Japan allows immediate expensing of goodwill.

Example 1
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8.6 Segment Reporting

The aggregation of all of a company's activities into consolidated totals masks the differences in risk and potential existing across different lines of business and in different parts of the world. To provide information that can be used to evaluate these risks and potentials, companies disaggregate consolidated totals and provide disclosures on a segment basis. Segment reporting is an area in which considerable diversity exists internationally. Segments are defined both by line of business and geographic area under IFRS 8 (segment reporting).
IAS 14 (financial reporting by segment), which was originally issued in 1981, requires disclosures by both business segment and geographic segment, one of which is designated as the primary reporting format. A business segment or a geographic segment is reportable if a majority of its revenues are generated from external customers and it meets any one of three significance tests of revenue, profit or loss and assets. A segment is reportable if it equals or exceeds 10 per cent on any one of these test.

Both standards require disclosure of revenues and noncurrent assets (or long-lived assets) for the domestic country, all foreign countries in which the company operates, and each individual country in which a material amount of revenues or assets is located. There is a significant lack of convergence internationally in the area of segment reporting and in a number of countries; segment reporting is not required if deemed to be competitive dis-advantage by the company.
As a result of the International Accounting Standards Board’s (IASB) joint short-term convergence project with the U.S. Financial Accounting Standards Board (FASB), a project

was launched with the primary objective of reducing differences between IFRS and U.S. GAAP and, based on research, was carried on by both standard setters. The IASB adopted

the approach of the U.S. standard on segmental reporting; namely, SFAS 131, Disclosures About Segments of an Enterprise and Related Information, and revised its standard on segment reporting.

In November 2006, the IASB issued IFRS 8, Operating Segments, effective for annual periods beginning on or after January 1, 2009. IFRS 8 replaced IAS 14 and with this new standard on segmental reporting, the emphasis has shifted to disclosing segmental information (for external reporting purposes), based on internal reporting within the entity, to its Chief Operating Decision Maker (CODM). The IASB believes that by requiring entities to report segmental information using the approach prescribed by IFRS 8 (i.e., a management approach) it allows the financial statement user to review segmental information from the “eyes of the management” as opposed to a risks-and-rewards approach that was the cornerstone of the IASB standard on segment reporting (IAS 14). Furthermore, by adopting this new approach under IFRS 8, the cost and time needed to produce segmental information is greatly reduced since most, if not all, of this information is already available within the entity. In the case of public companies that are required to report on a quarterly basis, this is a distinct advantage.
Scope of IFRS 8

IFRS 8 applies to both the separate or individual financial statements of an entity and to consolidated financial statements of a group within which the entity is the parent:

(i) Whose debt or equity instruments are publicly listed; or

(ii) That files, or is in the process of filing, its financial statements with a securities commission or other regulatory authority for the purpose of issuing any class of instruments in a public market.

The standard clarifies that when both the parent’s separate (stand-alone) financial statements and its consolidated financial statements are presented in the same financial report, segment information, as required by IFRS 8, needs to be presented only for the consolidated financial statements. Upon first adoption of IFRS 8, comparatives, as reported under IAS 14, are required to be restated.

Core Principle of IFRS 8

According to the core principle of IFRS 8, an entity should disclose information to enable users of its financial statements to evaluate the nature and financial effects of the types of business activities in which it engages and the economic environments in which it operates.
Chief Operating Decision Maker (CODM): The chief operating decision maker, or the CODM, as it is sometimes referred to, could be the chief operating officer, or the chief executive officer, or the board of directors, or an executive committee comprising two or three board members, depending on who within the organization is responsible for the allocation of resources and assessing the performance of the entity’s operating segments. In most organizations, the highest ranking individual would qualify as the CODM. However, since the term CODM does not always refer to an individual, but to a function, in the case of a complex organizational and reporting setup (where decision-making responsibilities are split amongst the top management personnel), it could make the assessment of who the CODM is difficult. In such a case, where it is difficult to determine the CODM, other factors, such as who decides the management bonuses or who approves the financial information presented to the Board of Directors, may need to be considered as well.
Example 1

Exuberance Inc. is a company listed on a well-known international stock exchange. It has three major lines of business; namely, retail, wholesale, and export. Each major line of business has a chief operating officer (COO) who is the responsible for the business component’s profitability. The company has a chief executive officer (CEO) who is overall in charge of the entire business of the entity and reports to the Board of Directors (Board) on the results of operations of Exuberance Inc. The CEO has the authority from the Board to decide on the performance bonus of each COO, for which the CEO has set key performance indications (KPIs) against which they are evaluated each year by the CEO. Discrete financial information for each of the major lines of business of Exuberance Inc. is available. 
The CEO has been entrusted by the Board to allocate funds for the day-to-day operations of the three lines of business, which he does based on criteria such as their comparative profitability, size of business generated, and cash flows from operations. Based on the aforementioned details about the functioning of Exuberance Inc. and other relevant information provided, who is the Chief Operating Decision Maker (CODM) for the purposes of IFRS 8? Is it the Board, the CEO, or each COO for the line of business that he or she is responsible for?

Solution

First, a COO of any line of business of Exuberance Inc. is only responsible for the results of the line of business he or she is responsible for, but is certainly not responsible for the overall business of the entity and thus cannot qualify as the Chief Operating Decision Maker (CODM). Second, while the Board is the highest authority in the hierarchy, the CEO has been given the required powers by the Board, that is, the power of allocation of resources and the power to assess the performance of the three major lines of business of the company. In accordance with the requirements of IFRS 8, the CODM is not the Board, but is the CEO.

9. ANALYSIS OF FOREIGN FINANCIAL STATEMENTS

There are many reasons why one would want to analyze financial statements of foreign companies. The most important reasons relate to (i) making investment decisions, (ii) portfolio investments  and risk diversification by individuals and mutual fund managers, and (iii) international mergers and acquisitions by multinational companies. The purchaser of an international company needs to analyze the target company’s financial statements to determine acquisition price. Other reasons are (iv) extend credit to foreign customers (v) evaluate foreign vendors and (vi) comparison with international competitors.
The following are some of the problems an analyst might encounter in analyzing foreign financial statements:

1. Difficulty in finding and obtaining financial information about a foreign company.

2. An inability to read the language in which the financial statements are presented.

3. The currency used in presenting monetary amounts.

4. Terminology differences that result in uncertainty as to the information provided.

5. Differences in format that lead to confusion and missing information. E.g. it is common in Europe not to provide COGS which prevents analysis of mark-up, margin and inventory turn-over. Also Germany and other continental European companies often do not distinguish between current and non-current liabilities making it difficult to calculate current ratio. Similarly, at least one Chinese company does not present sales.
6. Lack of adequate disclosures on segments, assets valuation, foreign operations, interim statements and reserves.
7. Financial statements not being made available on a timely basis.

8. Differences in accounting principles that hinder cross-country comparisons. E.g. consolidation, assets valuation, depreciation and goodwill.
9. Differences in business environments in terms of culture and economy that might make ratio comparisons meaningless even if accounting differences are eliminated. E.g. Japanese and Korean companies borrow more on short-term basis than US companies leading to lower current ratio.
Some of the potential problems can be removed by companies through their preparation of convenience translations in which language, currency, and perhaps even accounting principles have been restated for the convenience of foreign readers. Companies interested in attracting interest globally have an incentive to provide more disclosure and issue their financial statements on a more timely basis than is required by their home country. Similarly, as IFRS becomes widespread, many of the problems will abate.
A significant number of investors find that differences in accounting practices across countries hinder their financial analysis and affect their investment decisions. Some analysts cope with this problem by restating foreign financial statements to a familiar basis, such as U.S. GAAP.

Except for those companies using IFRS, foreign companies listed on U.S. securities markets must reconcile net income and stockholders' equity to a U.S. GAAP basis. However, there is no requirement to reconcile assets and liabilities or to provide complete financial statements in terms of U.S. GAAP. Reconciliations of net income and stockholders' equity only are of limited usefulness in analyzing a company's financial position and profitability.

Foreign GAAP financial statements can be restated to a preferred GAAP basis through the use of a reconciliation worksheet in which debit/credit entries summarizing the differences in GAAP are used to adjust the original reported amounts.

The tools of financial statement analysis available to the analysts are common size analysis and ratio analysis (trend and comparative analysis). Analysts should be careful in interpreting ratios calculated for foreign companies, even if the ratios are developed from restated financial statements. Financial ratios can differ across countries as a result of differences in business and economic environments. Optimally, an analyst should develop an understanding of the accounting and business environments of the countries whose companies they wish to analyze.

10. INTERNATIONAL TAXATION

The world of international tax is constantly changing. Policies change, taxpayers modify their behaviour, laws change, new double tax agreements are concluded, existing ones are amended, and administrative practice is improved. 

People move around as result of technological and market developments and earn income in different countries concurrently. As country’s commerce become more internationalized, international taxation becomes more important. Thus, making tax regimes of different countries interrelated. 

Income and capital are taxed in different ways over time across the globe for various reasons, including political, cultural and historic. For countries to tax cross border transactions they need to put international taxation policy in place and globalization today, which began in the 1980,s has made this more important.

International taxation policy adopted by a country is determined by economic and social objectives which depends on whether a country is a net capital importing country (where its capital export is less that its capital import) or a net capital exporting country (where its capital import is greater than its capital import).

10.1 The Concept of International Tax

International taxation is the study or determination of tax on income /profit of an individual or enterprise, subject to the tax laws of different countries. It deals with the study of international aspects of an individual country's tax laws and the determination of tax on an individual or enterprise subject to the tax laws of different countries. It also deals with a body of legal provisions of different countries that covers the tax aspects of cross-border transactions involving both direct and indirect taxes. It covers the activities of resident of that country in foreign countries and the activities of non-resident in that country.

The countries of the world interact with each other and engage in activities across their borders for social, economic, cultural, religious, political and developmental reasons, resulting global integration. This is so because no country can live in isolation of others because of differences in natural endowment, international specialization, division of labour and political and economic ties, among others. All these international activities have tax implications.

Governments usually limit the scope of their income tax in some manner territorially or provide for offsets to taxation relating to extraterritorial income. The manner of limitation generally takes the form of a territorial, residency, or exclusionary system. Some governments have attempted to mitigate the differing limitations of each of these three broad systems by enacting a hybrid system with characteristics of two or more. Many governments tax individuals and/or enterprises on income. Such systems of taxation vary widely, and there are no broad general rules. These variations create the potential for double taxation (where the same income is taxed by different countries) and no taxation (where income is not taxed by any country). Income tax systems government may impose tax on local income only or on worldwide income. Generally, where worldwide income is taxed, reduction of tax or foreign credits is provided for taxes paid to other jurisdictions. However, limits are almost universally imposed on such credits. Hence, Multinational corporations usually employ international tax specialists, to decrease their worldwide tax liabilities using transfer pricing. As a result Jurisdictions often impose transfer pricing rules.
10.2 Objectives of International Tax Rules

There are generally three primary objectives behind incorporating international taxation rules into a country’s legislations. These objectives are:

(i) National wealth maximization: This is the quest for maximizing revenue generation to the government and private returns to investors.

(ii) Tax Equity/Fairness: This is the need to ensure that every taxable person, individual or corporate, local or foreign is taxed based on his/her/its ability to be pay, without segregation or preferential treatment

(iii) Economic Efficiency: This has to do with developing the competitiveness of a country’s domestic economy to ensure that taxation does not hinder investment (investment neutrality), discourage the importation of capital and skills (FDI neutrality) or encourage the exportation of capital and skills (Capital and Skills Fight neutrality).

10.3 Major Issues in International Taxation

Taxes are a significant cost of doing business. Taxes often are an important factor to consider in making decisions related to foreign operations. Although tax returns will be prepared by tax experts, managers of multinational corporations (MNCs) should be familiar with the major issues of international taxation. The major issues in international taxation are:

(i) differences in corporate income tax and withholding tax regimes across countries;

(ii) overlapping tax jurisdictions leading to double taxation;

(iii) existence of foreign tax credits to reduce the burden of double taxation;

(iv) tax treaties;

(v) foreign currency translation for tax purposes; and 
(vi) tax incentives, among others.

10.4 Important Decisions in International Taxation

MNCs make a number of very important decisions in which taxation is an important variable including:

(i) Location of foreign operations: The location of international investments is affected by relative tax rates in the alternative countries.

(ii) Legal form of operations: The decisions about the legal form of operations, branch or corporation is dependent on differential tax treatments

(iii) Financing of operations: The methods of financing, debt or equity, which is affected by rules governing taxation of interest and dividends in the host country.
MNCs often attempt to use operations in tax haven countries to minimize their worldwide tax burden. The different types of taxes that affect MNCs are CIT, WHT and VAT. The tax rates vary from zero per cent in tax heavens (i.e. countries with no or very low corporate tax) to over forty per cent.
10.5 International Tax Rates and Taxable Income and Tax Incentives

Significant variation in tax rates worldwide provides a distinct tax planning opportunity. Examples 

Palestine (15%)
Egypt (20%)

Nigeria (30%)

Jordan (14%)

Israel (25%)

Qatar (10%)

USA (40%)

Some countries tax at different rates based on the type of activity or nationality of the company owners. In United Arab Emirates as example : 
· There are no corporate income taxes at a federal level 

· the tax rate applied is generally agreed between the company and the respective emirate, 55% tax on some entities (i.e. Foreign oil companies )

· Branches of foreign banks are taxed at 20 percent of their taxable income in the emirates of Abu Dhabi, Dubai, Sharjah, and Fujairah. 

In addition to variation in tax rates, there is also variation in how taxable income is computed. Expenses that are deductible in one country are not deductible in others. Examples in the United States, only the first $1 million of the chief executive officer’s salary in tax deductible. Germany and United States allow companies to use LIFO method for inventory valuation and accelerated depreciation methods for fixed assets.

Since the mid 1980s, there has been a worldwide trend toward reduced tax rates. The U.S. started this trend with many other countries following suit in order to be competitive in attracting foreign investments. Tax haven countries take this trend to the extreme with some of these jurisdictions having zero percent tax rates. The Organization for Economic Cooperation and Development (OECD) has established guidelines to mitigate the negative impact of tax havens.

Withholding taxes typically apply to three types of payments: dividends, interest, and royalties. Similar to corporate income taxes, withholding taxes vary across countries and by type of payment and recipient. Variation in withholding rates impact on tax planning. For example, a higher tax rate on dividends than interest payments would encourage relatively more debt financing and less equity financing. Heavy debt financing is referred to as thin capitalization.

One of the most important issues in international taxation is determining which country has the right to tax which income. When two countries assert the right to tax the same income, this is referred to as double taxation, and can even result in triple taxation.
Most countries provide relief from double taxation through foreign tax credits (FTCs). FTCs are the reduction in tax liability on income in one country for the taxes already paid on that income in another country. In general, the tax credit allowed by the home country is limited to the amount of taxes that would have been paid if the income had been earned in the home country.

Tax treaties between two countries govern the way in which individuals and companies living in or doing business in the partner country are to be taxed by that country. A significant feature of most tax treaties is a reduction in withholding tax rates. The U.S. model treaty reduces withholding taxes to zero on interest and royalties and 15 percent on dividends. However, these guidelines often are not followed.

11. INTERNATIONAL TRANSFER PRICING

Transfer pricing are the value or prices at which goods are charged to subsidiary or branches by the parent company or the head office. Transfer pricing commonly used are:
1. Cost price

2. Selling price

3. Cost plus mark-up

4. Negotiated price

5. Discretionary price

Two factors heavily influence the manner in which international transfer prices are determined: (1) corporate objectives and (2) national tax laws.

The objective of establishing transfer prices to enhance performance evaluation and the objective of minimizing one or more types of cost through discretionary transfer pricing often conflict.

Cost-minimization objectives that can be achieved through discretionary transfer pricing include minimization of worldwide income tax, minimization of import duties, circumvention of repatriation restrictions, and improving the competitive position of foreign subsidiaries.

National tax authorities have guidelines regarding what will be considered an acceptable transfer price for tax purposes. These guidelines often rely on the concept of an arm's-length price. Application of a particular transfer pricing method can result in an arm's-length range of prices. Companies can try to achieve cost-minimization objectives by selecting prices at the extremes of the relevant range.

Advance pricing agreements (APAs) are agreements between a company and a national tax authority on what is an acceptable transfer pricing method. So long as the agreed-on method is used, the company's transfer prices will not be adjusted.

Countries have been stepping up their enforcement of transfer pricing regulations. Transfer pricing is the most important international tax issue faced by MNCs internationally. The U.S. government is especially concerned with foreign MNCs not paying their fair share of taxes in the United States.

12. STRATEGIC ACCOUNTING ISSUES IN MULTINATIONAL CORPORATIONS

Accountants contribute to strategy formulation by providing skills to analyze customer, market, and competitor information, assess risks, develop projections as financial expressions of strategy, and prepare budgets. Capital budgeting is an important device used in strategy formulation.

Multinational capital budgeting is complicated by the various risks to which foreign operations are exposed. Forecasted future cash flows should be adjusted to take into account the effect of factors such as local inflation, changes in exchange rates, and changes in host government policy. Accountants contribute to strategy implementation by providing management control tools such as operational budgets and by helping to design and implement performance evaluation systems.

Multinational companies (MNCs) expand across national borders for various reasons, their cross-border operations can take different forms, and they adopt a variety of organizational structures. The choices made by an MNC in these areas influence the manner in which strategies are implemented. Determining the levels of control and delegation appropriate for foreign affiliates is an important part of implementing multinational business strategy.

Companies must decide on performance evaluation measures. Although companies often use multiple measures, both financial and nonfinancial, most focus on financial measures of performance, and profit-based measures are most commonly used. Companies must decide whether a foreign operation will be evaluated as an investment center, a profit center, or a cost center. Some foreign operations may have a strategic purpose other than profit creation and should therefore be evaluated differently.

Companies must also decide whether the foreign operating unit and the managers of that unit should be evaluated in the same manner, or whether they should be evaluated separately using different measures of performance. Responsibility accounting suggests that managers should not be held responsible for uncontrollable items. For foreign managers, this would consist of revenues and expenses controlled by the parent company, the host government, and others.

For those foreign operations evaluated on the basis of profitability, the company must decide whether profit will be measured in local or parent currency. Most companies evaluate the performance of foreign operations in parent currency, which necessitates translation from the local currency. These companies must decide whether the local manager will be held responsible for the translation adjustment that results.

If performance is evaluated by comparing budgeted to actual results in parent currency, exchange rate variances can be avoided by using the same exchange rate to translate the budget and actual results. Using a projected exchange rate to translate the budget provides an incentive for local management to factor the effects of expected exchange rate changes into the operating plans. Contingent budgeting involves periodic updating of operating budgets as exchange rates fluctuate during the period covered by the budget.

The success of a performance evaluation system is determined by its design as well as how it is implemented. To be successful, a performance evaluation system must be integrated with the overall strategy of the business; it must be comprehensive; it must be owned and supported throughout the organization; measures need to be fair and achievable; it needs to be simple, clear, and understandable; and there must be a system of feedback and review.

Management control systems also must be sensitive to the national cultures to which local managers belong. Cultural awareness is needed when implementing a system designed to influence human behavior in a particular, because a given method of implementation may not produce the desired outcome across all cultures.

13. COMPARATIVE INTERNATIONAL AUDITING AND CORPORATE GOVERNANCE

13.1 Comparative International Auditing
Audit quality is likely to vary in different audit environments, and the audit environments in different countries are determined by cultural, legal, financing, and infrastructural factors. The approaches taken to regulate the audit function in different countries range from heavy reliance on the profession, for example, in the United Kingdom, to heavy reliance on the government, for example, in China.

The nature of the audit report varies depending largely on the legal requirements in a particular country and the listing status of the company concerned. The responsibility for harmonizing auditing standards internationally rests mainly with the International Federation of Accountants (IFAC).

Auditors are subject to civil liability, criminal liability, and professional sanctions. Different approaches have been taken in different countries to deal with the issues concerning the auditor's liability to third parties, and the principle of joint and several liability.

Large auditing firms have adopted a policy of splitting the auditing and non-auditing work into separate entities as a way of demonstrating independence. Internal auditing is an integral part of multinational business management, as it helps restore/maintain credibility of the business reporting system. The demand for internal auditing has grown during the past three decades, particularly due to regulatory and legislative requirements in many countries.

13.2 Comparative Corporate Governance
Corporate Governance involves a set of relationships between a company’s management, its board, its shareholders and other stakeholders. Corporate Governance also provides the structure through which the objectives of the company are set, and the means of attaining those objectives and monitoring performance are determined.
Contemporary CG started in 1992 with the Cadbury report in the UK. Cadbury was the result of several high profile company collapses. It is concerned primarily with protecting weak and widely dispersed shareholders against self-interested Directors and managers.
The word governance was derived from a Latin word “gubernare” which means to steer or to govern (Cadbury, 2002). It is defined in different ways by individuals and organizations. Among such definitions of CG are the following:

· A structure through which objectives are set (in the interest of the company and its shareholders), determination is made as to how to attain the objectives and performance monitored (Basel, 1998). 
· A framework for rules, relationships, systems and processes by which fiduciary authority is exercised (Wikipedia, 2004).
· The instrument used to guaranty that processes, process designs and strategy perform well, and to ensure alignment among all the three (Jeston & Nelis, 2008).
· The structure, metrics, roles and responsibilities necessary to measure and improve performance and to manage an organization’s processes, and regard it as optimal, workable process improvement in the organization (Spanyi & Dwyer, 2008).
· A vehicle for building partnership with key players in managing divergent aspects of risk-prone sectors of an entity (Greuning and Bratanovic, 2003).
· A process and structure employed to direct and manage a business, enhance shareholders value and ensure financial stability (Roberts, 2003).
· The act of entrenching accountability, credibility, transparency, integrity and trust in an organization (Roberts, 2003). 
· A system by which companies are directed and controlled in order to align economic and social goals with those of the individuals and the community (Cadbury, 1999).
Recent corporate disasters, particularly in the United States, have prompted regulatory measures that emphasize the importance of assurance services as an essential ingredient in establishing and maintaining investor confidence in markets through corporate governance.

Recently many countries have turned increased attention to audit committees as an important instrument of corporate governance. Currently, regulators in the United Kingdom, the United States, and some other countries have placed emphasis on public oversight bodies to monitor issues of auditor independence.

Over the years, the international aspects of auditing have received relatively less attention among policymakers and researchers, compared to the issues concerning international harmonization of accounting standards. MNCs are realizing the need to pay attention to corporate governance issues in their efforts to succeed in increasingly competitive global markets. The role of the external auditor can vary in different countries. For example, the role of the statutory auditors in Germany is much broader than that of their counterparts in the United Kingdom or the United States.

Corporate structure is an important factor that determines the purpose of external audit. For example, some European countries have a two-tiered corporate structure, with a supervisory board and a management board. The supervisory board has general oversight function over the performance of the management board and the basic function of the statutory auditor is to assist the supervisory board. This is different from the situation that exists in Anglo-Saxon countries. The most widely accepted statement of good corporate governance (established by the OECD) focus on the following principles;
(i) The rights and equitable treatment of shareholders;

(ii) The role of stakeholders in corporate governance;

(iii) Disclosure and transparency; and

(iv) The responsibilities of the board

CG varies across national boundaries due to the following factors:

(i) cultural reasons;

(ii) social contexts; 
(iii) historical reasons; and

(iv) commercial focus, legal systems, providers of funds 

Globally, there are two perspectives of Corporate Governance which with certain features as follows:
(i) Shareholder perspective. Under this perspective corporate boards are internal devices to align the interests of management and shareholders; devices that alleviate agency problems; and corporations are private property and that EDs and NEDs are fiduciaries of corporations’ shareholders.
(ii)  Stakeholder perspective; Under this perspective corporations are super-ordinate entities in which a variety of parties have vested legitimate interests; interests of stakeholders other than stockholders need to be protected by BOD. BOD must balance the pluralistic claims of those with a vested interest in the corporation in order to secure their required cooperation.
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Shareholder and Stakeholder Perspectives of Corporate Governance

Shareholder:

executive and non-executive
directors are fiduciaries of
shareholders;

executive and non-executive
directors  should  adopt
policies consistent with the
maximization of shareholder
wealth;

profitability and economic
efficiency are the standards
of efficacy;

the corporation is
subordinate to the interests
of shareholders.

-—>

Stakeholder:

executive and non-executive
directors are fiduciaries of a

variety of claimants;

executive and non-executive
directors should balance
pluralistic claims;

profitability ~ and  economic

efficiency are important in
addition to survival, long-term
growth and stability;

the corporation is seen as a
superordinate entity.

Source: based on Gedajlovic (1993:53-54).




Types of business ownership include (i) Concentrated versus Diffused ownership (ii) Family ownership (founding family and descendants maintain controlling interest) and (iii) State ownership (means of production owned by the government). 

Types of corporate conflicts include:

(i) Principal-Agent conflicts: The relationship between shareholders and professional managers is a relationship between principals and agents. Because the interests of principals and agents do not completely overlap, there will inherently be principal-agent conflicts, which result in agency costs. Conflicts persist because of information asymmetries between principals and agents (agents always know more about their tasks than principals). While it is possible to reduce information asymmetries and minimize agency problems, it probably is not realistic to expect to completely eliminate such problems. This is the feature f developed economies.
(ii) Principal-Principal conflicts: Such conflicts are between two classes of principals: controlling shareholders and minority shareholders. Instead of conflict between principals (shareholders) and agents (professional managers), the primary conflicts are between two classes of principals: controlling shareholders and minority shareholders Family managers, who represent (or are) controlling shareholders, may engage in activities that enrich the controlling shareholders at the expense of minority shareholders through  illegal activity (i.e. tunneling) and related party transactions. This is the feature of developing economies.
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Corporate Governance Models

There are different models that are applied across the world. There is also a disagreement over which is the best or most effective model as there are different advantages and disadvantages with each model. CG systems vary around the world. This because in some cases, CG focuses on the link between  shareholders, directors, management and other stakeholders some on formal board structures and board practices and others on social responsibilities of corporations. There is no one model of CG which is universally acceptable as each model has its own advantages and disadvantages. As such there is no single model that can suit the whole world. The following are some of the models of corporate governance that are used across the World:

(i) Anglo-Saxon (Anglo-American) Model
a) It is used in U.S.A, U.K, Canada, Australia, and some Commonwealth countries. 

b) The shareholders appoint directors who in turn appoint the managers.

c) There is separation of ownership and control.

d) The board usually (but not always) consist of executive directors and few independent directors. 

e) The board often has limited ownership stakes in the company.

f) CEO duality varies across jurisdictions.

g) BOD make use of board committees like audit, remuneration and nomination committees.

h) Frauds have led to the model being questioned

i) too rigid, open to abuse and too focused on rights of investors

j) Accounting bodies, government have been proactive Various reports address different aspects

k) Best Practice reports and codes

(ii) Continental-European (Germanic) Model
a) It is used in Germany, Finland, Holland, France and Netherlands among others who have adopted variants of the two-tier board model.

b) An additional organizational layer has been designed to separate the executive function of the board from its monitoring function. 

c) The supervisory board (the upper layer) is entirely composed of non-executive, who may represent labor, the government and/or institutional investors. 

d) The management board (the lower layer) is usually composed of executives.

e) The shareholder can appoint only 50% of members to constitute the supervisory board. The rest is appointed by employees and labour unions.

f) Usually a large majority of shareholders are banks and financial institutions.

g) CEO duality is not possible.

h) The CEO has no seat in the supervisory board and its board leadership structure is formally independent from the executive function of the board. 

(iii) Japanese Model (Business Network Model)
a) Usually shareholders are banks/financial institutions, large family shareholders and corporations with cross-shareholding (keiretsu). 

b) There is supervisory board which is made up of board of directors and a president, who are jointly appointed by shareholder and banks/financial institutions. 

c)  There is cultural relationship among family controlled corporations and groups of complex interlocking business relationships.

d) Cross shareholding is common & most of the directors are heads of different divisions of the company. 

e) Outside directors or independent directors are rarely found on the board.

(iv) Indian Model (Mixture of Anglo-American and German Models)
a)   In India there are three types of Corporations viz. private companies, public companies and public corporations.

b) Each of these corporation have a distinct pattern of shareholding. 

c) In case of companies, the promoter and his family have almost complete control over the company and depend less on outside equity capital. 

d) In private companies the German model of corporate governance is followed.
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Source: based on Maassen and van den Bosch (1997b).
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