International Accountancy Standards

Abstract
The EU at presents intends to impose international accountancy standards on its member states. The present study suggests that the arguments the EU puts forward in favour of this proposal are specious.
"The European Commission has welcomed the Council’s adoption, in a single reading, of the Regulation requiring listed companies, including banks and insurance companies, to prepare their consolidated accounts in accordance with International Accounting Standards (IAS) from 2005 onwards. The Regulation will help eliminate barriers to cross-border trading in securities by ensuring that company accounts throughout the EU are more reliable and transparent and that they can be more easily compared.

This will in turn increase market efficiency and reduce the cost of raising capital for companies, ultimately improving competitiveness and helping boost growth. The IAS Regulation was proposed by the Commission in February 2001. It is a key measure in the Financial Services Action Plan, on which significant progress has been made in the last few weeks. Unlike Directives, EU Regulations have the force of law without requiring transposition into national legislation.

Member States have the option of extending the requirements of this Regulation to unlisted companies and to the production of individual accounts. Although the Commission put forward the IAS proposal long before the Enron affair, this is one of a series of measures which will help to protect the EU from such problems [sic] others include the Commission's recent Recommendation on Auditor Independence and its proposal to amend the Accounting Directives." (Press Release)

Evaluate the Arguments for Harmonisation Put Forward in This Extract and Assess the Extent to Which They Can be Extended Internationally Beyond the EU.

The term harmonisation means, literally, in international law, the adoption by different states of the same law or laws. Thus harmonisation means the same as law.

The European Commission’s (EC) press release makes four points:
· Imposing universal standards of accountancy (by law) will help eliminate barriers to cross-border trading within the EU-this by ensuring transactions are “transparent”.
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· Because the law will help eliminate barriers, the regulation will make EU businesses more efficient, and hence more profitable.

· The harmonisation will be law, although the elected assemblies of national governments do not have a mandate to question it.

· The harmonisation will help eliminate business and accounting malpractice as exemplified by the Enron scandal.
Point 1: Eliminating Barriers
The EC states that its proposed regulation will help eliminate barriers to commerce. This assumes there are barriers to commerce. It also assumes that accountancy is one of the barriers. It further assumes that harmonisation by, in effect, diktat will improve the situation.

There are barriers to commerce. A European Commission (2004) report on barriers to trade with the U.S.A. highlights tariff barriers, import prohibitions, diverse sanitary standards, export restrictions, and government subsidies. Of known barriers to trade, arguably the most important is subsidies to farmers, as exemplified by the European Union’s (EU) Common Agricultural Policy; such subsidies subvert the economies of Third World countries and conspire to keep EU taxes high (see, e.g., Avery, 1995).

However, it is unclear whether differences in accountancy practice comprise serious barriers to commerce. The EU report, comprising over 47,000 words, does not mention differences in accountancy practice. The only mention of accountancy in the report concerns labour mobility-it’s difficult for non-U.S. accountants to work in the U.S.A. This suggests that differences in accountancy practice comprise at most a trivial barrier to trade.

Equally important, is unclear whether, even if one allows that differences in accountancy practice comprise a barrier to trade, regulation will be a good thing. This is because commercial practices, including accountancy practices, are complex phenomena.
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The historical development of accounting in each country is different. Some countries use accounting standards provided by independent private sector bodies, others use standards set by government guidelines. Moreover, different organisations (public and private) have different goals, needs, and expectations, and this may affect their style of accounting. At present, for example, most U.S. accountants use generally accepted accounting principles (GAAP). (The accountants are not forced to do so by law, but the U.S. Securities and Exchange Commission requires that GAAP is used in publicly traded companies.) GAAP as used by such companies is different from that used by local and state governments, the standards of which are set by the U.S.A.’s Financial Accounting Standards Board. The needs of private companies appear different from the needs of government; therefore the two sectors use different accounting systems.

To further complicate the issue, multinational companies have to consider the particular needs of each country in which they operate. This may be especially problematic when dealing with Third World countries-the standards of Third World countries may be very different from those of western countries. Imposing a “correct” form of accounting may necessitate that multinational companies have, not one form of accounting, but several. This, obviously, would lead to inefficiency within the companies.

Table 1 illustrates different standards in five countries.

Table 1. Use of National and ‘‘International’’ Standards in Five Countries 1999–2000.
	Country
	Financial statements lodged with regulators
	Consolidated financial statements provided for the public

	United Kingdom
	National GAAP used
	National GAAP usually used.

	France
	National GAAP used.
	‘‘International’’ standards are sometimes used in conjunction with national standards. Some firms provide a convenience translation to US GAAP.

	Germany
	National GAAP used for individual company accounts. US GAAP or IAS can be used in consolidated financial statements.
	National GAAP or ‘‘international’’ standards are used.

	Japan
	National GAAP used by most firms. Specific firms have permission to lodge US GAAP consolidated financial statements.
	‘‘International’’ standards are sometimes used either instead of national GAAP or in a convenience translation to US GAAP.

	Australia
	National GAAP used
	National GAAP usually used.


Source: Tarca (2004, p. 63).

All the countries use some form of GAAP, but each has its “national” version. Australia is the only country that uses a standard form of accountancy for everything, and, even then, it uses the Australian version of GAAP. This is despite the International Accountancy Standards Board’s (IASB) having worked on international accountancy standards (IAS) for 26 years.
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In this, the IASB is trying to standardise accountancy practice of 140 countries. Standardising the accountancy practices of the five countries-all highly developed-has proved a problem. It could easily prove even more of a problem elsewhere. Much of East Asia, for example, shows little compliance with IAS (Tarca, 2004). This could well be because different countries have different needs. In any event, there appears resistance to standardisation.

The above is a familiar problem, and it is not peculiar to accountancy, or even economics. The ecologist Paul Erhlich, for example, writes:
“Complexity is an important factor in producing stability. Complex communities . . . persist year after year if man does not interfere with them. . . . A cornfield, which is a man-made stand on a single kind of grass, has little natural stability and is subject to almost instant ruin if it is not constantly managed by man.” (Quoted in Barrow and Tipler, 1988, p. 141).

Erhlich’s point is that complex systems are stable so long as nothing major interferes with them. As Barrow and Tipler (1988) observe, his point is exactly the same as that made by such economists as Hayek and Friedman, namely that government attempts to regulate economies invariably fail because economies, being complex systems, have their own stability whereas regulated system, being simple systems, are fragile. Barrow and Tipler go on to observe:
“A complex system like an ecology or market economy cannot have a goal in the sense that a single individual can, and any attempt to impose one leads to disaster.” (pp. 141–142; emphasis added).

One may disagree with Barrow and Tipler. However, if one does so one is not only disagreeing with two leading figures in economics (Hayek and Friedman); one is also disagreeing with current understanding of ecology. In short, it is far from obvious that the EC’s effort to improve the efficiency of accounting-by diktat-will not produce worse effects than the disease it attempts to cure. This is not to say that IAS is a bad idea. It’s to say that passing laws to impose it might not be the best way of going about it.

Point 2: Improved Efficiency

The worth of the EC’s second point depends on the worth of its first point. Therefore it is intrinsically suspect. One need only provide examples of where regulation has had counter-productive effects. Table 2 provides some examples of the costs of the U.S.A.’s environmental legislation.

Table 2. Cost of EPA regulations to the U.S. economy.
	Regulation
	Cost per life year saved

	Seat belts for passengers in school buses
	$2,800,000

	Arsenic emission control at glass manufacturing plant
	$51,000,000

	Radiation emission standard for nuclear power station
	$180,000,000

	Benzene emission control at rubber tyre manufacturing plants
	$20,000,000,000


Source: Lomborg (2001)

The point here is that laws carry costs. Although, presumably, imposing IAS would carry benefits, there are certain to be costs-not least in retraining accountants in whatever form of IAS is adopted, and employing countless bureaucrats and policemen to ensure the EU’s diktat is enforced. Whether the benefits of IAS would outweigh such costs is uncertain.

Of course, it is easy to select outrageous examples to make one’s point-the $20 billion cost per life year saved of benzene emission control (Table 2) is outrageous. And there are examples that argue in favour of regulation. Napoleon, for instance, imposed the metric system on France, and this was probably a good thing. However, Napoleon’s efforts were limited.

He did not, for instance, impose the metric system on measurements of the number of degrees in a circle (this uses a base 60 system). Moreover, when digital computers were developed programmers happily ignored Napoleon. They used a binary (base two) number system, or an octal (base eight), or a hexadecimal (base sixteen) system. The point here is that the decimal system is unsuited to the needs of computer programmers because digital computers use binary information, and this naturally lends itself to octal and hexadecimal arithmetic but not decimal arithmetic. The local needs of programmers are different from the local needs of people who measure length. Similarly, the local needs of accountants in different countries, as indicated, may differ.
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Even when there is good theoretical reason to suppose harmonising standards may increase efficiency, this need not happen. The EU forced its member countries to abandon their traditional currencies and use the Euro, under European Monetary Union (EMU), with the stated objective of improving economic efficiency within the EU. But EMU, rightly or wrongly, is rejected by the current U.K. government. And the economic benefits of EMU on the other member countries of the EU is at present uncertain. There are suggestions that it has reduced the EU’s member countries’ competitiveness (see, e.g., Nijcamp and Wang, undated) and that it has hindered the countries’ growth (see, e.g., Hein and Truger, 2003). Of course, determining exactly the effects of EMU is difficult, because there are many confounding variable-not least the introduction of new member states to the EU.

However, a casual look at economic statistics suggests little overall benefit of EMU. The present per capita GDP (PPP) and growth rates of Germany, France, and Italy (members of EMU), for example, are, respectively, $31,900 and 2.8%, $31,200 and 2.2%, and $30,200 and 1.9% (CIA, 2007; 2006 estimates). These do not appear any better than the U.K.’s achievement of per capita GDP of £31,800 and growth rate of 2.8%, or of Japan’s achievement of a $33,100 per capita GDP and 2.2% growth (CIA, 2007; 2006 estimates), yet neither the U.K. nor Japan are members of a single currency. And EMU’s achievements seem paltry in comparison with the achievements of certain other economies, not one of which is a member of a single currency. See Table 3.

Table 3. Per capita GDPs and annual growth rates (2006 estimates) of countries not sharing unified currencies.
	Country
	Per Capita GDP (PPP)
	Growth

	China
	$7,800
	11.1%

	United Arab Emirates
	$49,700
	8.9%

	Thailand
	$9,200
	5%

	India
	$3,800
	9.4%

	Indonesia
	$3,900
	5.5%


Source: CIA (2007).

Again, one has to be careful about drawing conclusions from selected cases. Nonetheless, it is obvious that monetary union is neither a necessary nor a sufficient condition for economic health, and it might even be a hindrance. The same could equally be said of harmonisation of accounting.

Against this, there are clear-cut examples of successfully imposing standards on systems. Such examples include standardisation of electrical plug sockets, the electrical needs of video and computer equipment, and the gauge of railway lines. However, such examples involve simple systems, not complex ones. Moreover, to an extent, the standards are arbitrary. It doesn’t matter, for instance, within limits, what gauge one uses for railway lines, so long as all railway lines use the same gauge. This is clearly not the case with accountancy standards-there’s good accounting and bad accounting, as the Enron scandal shows.
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It is unclear whether regulation is necessary to bring such standards into existence. Currrently, for example, most desktop and laptop computers use only one operating system-Microsoft Windows. There is no law that dictates this; it is simply the marketplace. Even Apple, manufacturer of Macintosh computers, now equips its computers with both MacOS (Apple’s operating system) and Windows. In this regard, it is possible that when the EU member states have a need for a single accountancy system, they will develop it with no help from government. Common standards of accountancy have evolved in the past, and may well do in the future.

Indian business people were using double-entry bookkeeping before 500 BCE (Llanigam, 1986). When Europeans came across double entry bookkeeping (at the end of the 15th century), they adopted it. Double-entry bookkeeping is such a good method of accounting, people adopt it, everywhere. Similarly, as indicated, most private sector U.S. accountants use GATT, even when they are not obliged to do so. GATT is a good accounting system.

So, it’s unclear whether IAS will improve efficiency, and it’s unclear, even if it would, whether the costs of imposing IAS would outweigh the benefits.

Point 3: National Governments Do not Have a Mandate to Veto IAS

The surprising thing about this is that the EU, apparently, thinks this is a Good Thing!

Point 4: IAS Will Help Eliminate Accounting Scandals

Enron went bankrupt in 2001 with debts approaching $32 billion. Thus far, lawyers have cost a further $700 million in fees (BBC, 2007). The Enron scandal is rightly viewed as a scandal. However, it should be seen in perspective.

First, the Enron scandal was a scandal because it was rare. Most large corporations are not fraudulent in the way that Enron was.

Second, the scale of the Enron scandal is small in comparison to government scandals-scandals that receive much less publicity, but are far more common. Table 4 provides examples of government wastage of money.

Table 4. Examples of government wastage of money.
	Example
	Cost
	Side-effects

	1980s removal of grey asbestos from U.S. schools and public buildings.
	$20 billion
	Increased levels of asbestos fibre within schools and public buildings.

	1972 U.S. ban of DDT.
	In excess of $100 billion a year to sub-Saharan Africa alone.
	30–90 million needless deaths (from malaria)

	U.S.A. Superfund to clear up hazardous waste sites.
	Unknown. Most estimates put it at hundreds billions of dollars.
	Unknown. The best documented is Love Canal. Subsequent research suggests nobody suffered from hazardous wastes in Love Canal, but that many suffered psychological trauma from the publicity that surrounded Love Canal.

	Fidel Castro
	Unknown. Independent estimates place Castro’s personal wealth at over $6 billion, all of which he has stolen from the Cuban people.
	Cuba is poverty-stricken.


Sources: (a) asbestos (Wildavsky, 1995); (b) DDT (ACSH, 1998;Health Systems Trust, 2000; World Bank, 2005); (c) Superfund (Wildavsky, 1995; Avery, 1995); (d) Castro (O’Rourke, 1998).

The point here is that, whatever harm big (or small) business does to people, it is trivial in comparison to the harm done by governments, even those that are well-meaning. Instead of focusing on the Enron scandal, the EU should focus on the trillions of dollars the West has cost sub-Saharan Africa through the U.S. ban on DDT (supported by the EU, and exacerbated by the Common Agricultural Policy-see Avery, 1995).
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Third, the Enron example is poorly chosen. The U.S.A. has extremely strict laws on business and financial (including accounting) probity - they are infinitely stricter than, for example, those of Hong Kong when under British colonial rule (see O’Rourke, 1998). Yet Enron’s directors managed to defraud the American people despite the U.S.A.’s strict laws. This suggests that, no matter what form of ISA the EU wishes to inflict on its member states, unscrupulous people will manage to circumvent it. If anything, the Enron scandal illustrates the inadequacy of legislation in combating accounting malpractice. So why does the EU wish for more legislation?
Conclusion
None of the above is to suggest that IAS is intrinsically a bad idea. It’s plausible that trade would be furthered if everyone, everywhere, adopted the same accountancy practice. But, desirable though ISA might be, it’s unclear whether it can (much less should) be imposed by diktat. It’s also plausible that, when IAS is desirable, businesses will develop it with no help from government.

Neither is the above to suggest that there do not exist good arguments in favour of ISA. There might be many. But the EU’s arguments, as presented in its press release, are not among them.
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