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1-1
I am very honored to be with you today as part of my visit to Japan, in

my role as the American Accounting Association International Visiting
Lecturer. Each year the American Accounting Association selects one
professor from outside the United States and Canada to visit universities in
North America, and one professor from the United States and Canada to visit
universities in a designated region in the world. This year, Professor Cheng
Tind-Wong, President of National Chengchi University in Taipei, Taiwan and
President of the Taiwan Accounting Association is visiting the United States
and I have the honor to visit both Japan and Taiwan.
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It is a great privilege to speak with you about international harmoniza-

tion of financial reporting, and I thank the faculty of Chubu University for
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inviting me to give this lecture. ] want to speak about three aspects of the
international harmonization of financial reporting. First, I want to explain why
I believe harmonization is needed. Second, I want to explain why
harmonization has so far been difficult to achieve and where I believe
additional effort is particularly needed. Third, I want to speak about the
process of setting international standards for financial reporting.
1-2
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1-3
Before 1 explain why I believe that international harmonization of

financial reporting is needed, I want to define and discuss the term “harmoniz
ation.” When used in an accounting context, “harmonization” refers to a
process of increasing the consistency and comparability of accounting and
financial reporting across countries. The goal of harmonizing financial
reporting appears in the original statement of purpose of the International
Accounting Standards Committee (the IASC) so this particular goal was
developed over 25 years ago, but has not yet been achieved.
1-3
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1-4
One very important benefit of harmonization is that users of financial

statements will not have to learn several different systems of accounting if
they wish to consider investing in business enterprises located outside their
own countries. An alternative to harmonization is to require prepares of
financial reports to provide reconciliations of the financial statements from
one set of standards to another. Harmonization of reporting standards and
practices is believed by many to be superior to reconciliations of financial
statements, because reconciliations provide only summary information, while
financial reports prepared under harmonized financial reporting standards
would provide complete information and be fully comparable regardless of the
location of the business enterprise preparing them.
1-4
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Reconciliations to United States Generally Accepted Accounting
Principles (US GAAP) are required for non-US business enterprises that wish
to access the capital markets in the United States. These reconciliations are
filed with the Securities Exchange Commission on form 20F. The largest
reconciliation items tend to focus on asset revaluations, business combinations,
taxes, and retirement benefits. Research has shown that the reconciliations
capture or summarize information that investors use in pricing shares of non-
US business enterprises whose shares are traded in the United States.
However, as I noted earlier, many believe that reconciliations are not as
desirable as full harmonization, because reconciliationé do not provide as
much information. In addition, some financial statement prepares object to the
form 20F reconciliations because of the expense of preparation or because

they believe the reconciliation to US GAAP requires the disclosure of
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financially sensitive informatoin.
1-5 : .
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Of course, harmonization would not be of great concern if the

differences among accounting systems were not very material. But that is not
the case. Even among the so-called Anglo accounting systems in Canada, the
United States, the United Kingdom and Australia, there are substantial
differences in the accounting standards for asset revaluations, deferred taxes,
business combinations and retirement benefits. These differences have been
extensively documented in the academic research literature. And there are
other accounting systems, sometimes called the Germanic systems, where the
differences are even greater.
1-6
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As you know, Japanese accounting is much closer to Gerinanic
accounting than it is to Anglo accounting. The reason is perhaps traceable to
the first Japanese Commercial Code, developed late in the nineteenth century

and based on the German Commercial Code of 1861. Whatever the reason,
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there are several large conceptual differences between Germanic and Anglo
accounting systems, including for example, whether the accounting systems
are tax-based or not ; whether the accounting standards are established by law
or by the private sector ; whether the focus is on creditors or equity
investors;whether consolidated statements or parent-only statements are
provided as the primary financial statements and whether disclosure is
emphasized. Because of these conceptual and other differences, financial
statements prepared under one -accounting system are in general not
comparable to those prepared under another system.
2-1
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It would not matter, of course, if financial statements prepared under
different accounting systems were not comparable if no one wanted to do
these comparisons. So if American investors want to invest only in US
business enterprises, and no .enterprises from other countries, then American
investors won't care if they cannot understand financial statements from non-
US firms. But as soon as investors from one country wish to evaluate and
invest in enterprises from other countries, differences in accounting become
quite important. In addition, if business enterprises in a given country can
raise all the capital they want from investors in their own country, then those
business enterprises will feel no pressure to attract investors in other countries
and they won’t care whether investors in other countries can or cannot
understand their financial statements. But as soon as business enterprises
want to raise capital outside their own countries, differences in accounting

become quite important.
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And so that explains why international accounting harmonization has
become so important in recent years. The reason is cross-border capital raising,
in which investors in one country are asked to provide capital to business
enterprises from another country. Large business enterprises operate in a
global market for capital, and many also have operations and investments in
many countries other than their home country. Investors in countries all over
the world need to be able to assess the performance of these large enterprises
so as to make comparisons among various possible investments. Investors’
demand for decision relevant information is a powerful economic force that is
causing certain large multinational business enterprises to move toward a
common set of accounting practices, centered on the International Accounting
Standards and US Generally Accepted Accounting Principles. One possibility
is that economic incentives related to cross border capital raising will
eventually cause large business enterprises from all countries to converge on a
common, harmonized set of accounting practices, regardless of whether there
is a harmonized set of accounting standards. That is, the necessity of
responding to demands from investors for comparable and consistent
information might eventually result in a harmonization of accounting
practices, without any reference to the activities of accounting standard

setters.



&% — E

2-3

Ihozn, fE BEBRESFOFAENREELL > THEEHTYT, 20HEHI,
EHEREEOBARTITHY, H5HOBRBEREINEOLCENOEEERDON B Z &M
HEMPOLTT, RINER, BEROLDITHATHTHOTHET, TLT, ZDEL
X, BEDADOZ OE4 TEELIBRERITT>TET, HAFOBRERE, M4
HBEEERAUBTE3L5 NI o RAZOEELTFMTXALENS VT, BE
WREICET S ERE RS ZHEROEER, BABBRENEREL-THBY, H5HE
DEEERAER, [EBLHHEEE| P [USGAAP it d & i R&L@ ot NaitE
BREERETILIICL>T0ET, 2O FEMIE, EBICKE, #AfLIhiz
HEECHLZBLICIPOLSTEBEAOBEARE 2T E S LT 2RBWFRIZLD
HRFORMEENLBEORAMLI NI KT EBEEAI LT EHIETT, THhDB,
BERD» o BufET—EHMEH 2BHERD O, THIKIEA RIS NTIDHIL,
SHEBHEHECIMOMAbE LR NT E, AHEBOHMLLITOR TS DM
EETT,

2-4

My own opinion is that accounting standard setters throughout the
world should not simply allow economic incentives toward harmonization to
act. I believe the world’s standard setters have a responsibility to develop
harmonized financial reporting standards that are of high quality and that
meet the needs of investors ; they should not simply allow practice to evolve.
2-4 ‘ ‘ «
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One reason why I believe that the world’s accounting standard setters
need to work actively toward harmonization is that I think there is another
reason, closely related to cross-border capital raising, that makes it imperative
to develop internationally harmonized accounting, that is, accounting which
results in consistent and comparable financial statements. I want to discuss

this reason with you, and also explain why I think harmonization has so far
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been difficult to achieve.

2-5
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I believe that international accounting harmonization is essential in
order to create an appropriate governance and accountability framework for
business enterprises that offer their shares outside their own countries. I
recognize that governance, taxation, culture, legal systems and systems of
government differ greatly across countries. But investors in the common stock
of business enterprises share'a common desire, regardless of where they live.
Specifically, investors want to earn a competitive return on their investment
and they want to be able to hold the managers of the business enterprise
accountable for creating shareholder wealth. However, the creating of
shareholder wealth, and the related idea of maximizing long-run profitability,
is not consistent with the way certain business enterprises in some countries
are actually managed. For example, an alternative view is that business
enterprises should attempt to maximize market share and provide
employment, so that concerns about profitability or the rate of return on
invested capital become secondary. Another belief might be that some
business enterprises should serve national strategic or defensive purposes
regardless of whether the enterprises are profitable, and that certain essential
industries, such as steel, energy and transportation, should be under the
government’s control, and the recipients of benefits and subsidies from the
government. That belief was prevalent for many years in Europe, particularly
with regard to the steel‘industry.
2-6
i, EBRSEtoRALE, ARk EZERRT 2 RESEY IRV A b oA
WFVRETHI VI ENVF 4 DI V—LT =7 %R 1DITMETH S EFL T
9, Fhd, aT—RUA b ANRNF U, B, BEHERIOBFOBESEICX >
TRECEBL-TVBIEZA>TOET, UL, BEOEBROKRERIIHS N



&% — IE

CIEATOEDIChb 6T, LBOZ EAHATHET, fFic, BREXIIHS
DEEIT UTHRBRZEBRE I EE2HEAE T, 2 LT, REOEHEMKREDE
BEBICHICETZABSI T EAEAE T, LOLEDYS, REOEZEMESLZEEZH
B L TR ERRKICT 32EZE, HI2EOH 2 CENERBIBESIT
WARHEERIRILTIRSDERA, FIZIE, BERITSLEAEREERICLTEREE
I ~N&ETH D, PEEHEPCHIBREFRRIIOOTOMELNE 2IRINIZIES S0 Flo
EZADHDET, LERIIEIEND 20BN H 5T, EREIECHEHICE
UONETHBENIFEEHVETL, M, =xXVF—, BEFOLEIZL-T
BEROHEH FTICHENEENIEELHVETL, EREPCHRELBH»SZITT
YREVHIBELHDET, TOXIBERE, FRTBRIEREIIONT, I3—o v
T FchTuE Ui,

3-1

However, those ideas are not necessarily consistent with efficiency, with
adapting quickly to changing conditions and with seeking long run profit
maximization. Pursuing goals related to national policy or goals related to
maximizing market share may actually interfere with creating shareholder
wealth. Yet investors want to evaluate investments in business enterprises on
their long-run profit generating ability, and they want an accounting system
that will assist them in making these evaluations and in holding managers
accountable for their decisions. That is, investors want an accounting system
which provides the information they need to evaluate one business enterprise
relative to another in terms of which enterprise is expected to generate a
higher return on invested capital.
3-1
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3-2
If investors are to able to make this type of evaluation, what kinds of

information do they need to have and what kind of accounting system would
they prefer? I believe that they would prefer an accounting system which is
explicitly intended to provide information relevant to the assessment of long
run profitability. This means that the financial reporting system could not be
driven by tax rules or by national policies, as is the case in some countries. A
financial reporting system which is driven by tax rules gives managers
incentives to manipulate the reported numbers so as to minimize taxes. In
addition, a financial reporting system which is driven by taxes gives the
government the incentive to set accounting rules that lead to increased tax
revenues. As a result, the reported accounting numbers are not likely to be
informative to investors who are interested in evaluating the future wealth-
creating potential of the enterprise.
3-2
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Similarly, an accounting system which is driven by the government’s
national policies will yield reports that assist in carrying out macroeconomic
policies, and perhaps in evaluating the results of those policies, but the reports
will not be useful for the investment decisions of investors who may not even
live in that country. One example of a macroeconomic national policy that can
lead to conflict with investor demands for long term profit maximization is
the policy of encouraging investment without regard to seeking the highest
return on investment. Under such a policy, investment will continue even if

the rate of return is low, and there will be little concern about whether the
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borrowers are earning enough to repay their loans and provide a competitive
rate of return to their investors.
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I therefore believe that one important. reason for working for

harmonization of financial reporting is to move all countries toward a
reporting system that is directed toward meeting the information needs of
investors, regardless of what country they live in. I think this will be very
difficult in countries where the accounting system has been tied to taxation or
to serving certain national policy interests. I also think that for business
enterprises that wish to raise capital from investors who live in several
different countries, developing and using a financial reporting system which
meets investor needs is essential.
3-4
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As a result, I think that harmonizing financial reporting internationally
will require a focus on more than just standards and practices ; it will also
require a focus on concepts. I believe that concepts are essential if the
standard setting process is to be internally consistent. Without guidance from

concepts, standard setters may find themselves simply codifying practice

— 100 —
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without first understanding if the practices, taken together, form an internally
consistent and coherent set of standards. In addition, reaching agreement on
concepts means that the standard setters do not have to re-argue the
fundamentals every time a new problem arises, and they have in place a
framework for solving problems encountered in practice.
3-5 .
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Currently, the International Accounting Standards Committee uses a

Conceptual Framework that is relatively similar to that developed by the
Financial Accounting Standards Board in the United States, but the concepts
underlying the IASC’s framework are not necessarily well accepted in all
countries. In my opinion, the fact that standard setters throughout the world
have not achieved consensus on concepts is part of the reason why it is $0
difficult to achieve consensus on standards and practices. I will discuss some
examples.
4-1
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4-2
First, there is the conceptual question : what is the objective of financial

reporting? The IASC, like the FASB, has adopted the idea that the objective of
financial reporting is to provide information that is useful for economic
decision making to investors and creditors. More specifically, the objective of
financial reporting is to provide information to assist investors and creditors
in predicting, comparing and evaluating the amounts, uncertainty and timing
of future cash flows. So both the FASB in the United States and the IASC, the
current international standard setting body, have rejected the idea that
financial reporting should be tied to taxation or to certain national
macroeconomic goals of the government.
4-2
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4-3
A second potentially controversial concept is transparency. By
transparency in financial reporting, I mean that the financial reports allow
outside investors to get a clear and comprehensive financial image of the
business enterprise. Transparent financial reporting is comprehensive, in the
sense that all important elements of the enterprise are included and it is clear
in the sense that its purpose is to reveal, not to conceal, the risks, rewards and
results of enterprise activities. However, some accounting systems do not
emphasize transparency ; they emphasize secrecy.
4-3
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4-4
A third controversial concépt, both within the United States and

elsewhere in the world, is the purpose of calculating net income or earnings.
Under a comprehensive income approach, earnings captures all revenues,
expenses, gains and losses of the period regardless of whether or not they are
the result of operations. Comprehensive income would therefore include
foreign currency translation gains and losses, recognized but unrealized gains
and losses from measuring financial instruments at their fair values and gains
and losses from discontinued operations. Some object to the comprehensive
income approach because it mixes recurring and operating elements with
nonrecurring and nonoperating elements. Others object because including the
nonoperating elements is believed to increase the volatility of income.
4-4
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HTT, AEMBBEDOT TIE, BEFRE, ERTAOKRTHLEALEEZMD
9, —EMHO T NTOIE, BH, BRI ICHEEERRNLET, TTL S,
TEFIRE, AEREIC X Z2BENEE X OHEEK, AEMEI X2 HEHEE OUER
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4-5
Worldwide, international standard setters will have to reach a

conceptual agreement about what is the appropriate reason for calculating
income, what is the appropriate basis for including an element in earnings (or
net income) and whether there is to be a distinction between earnings and
comprehensive income. This conceptual agreement can then be used to define
the element of earnings and comprehensive income.
4-5 ,
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4-6
The final controversial concept pertains to the relation between the

income statement and the balance sheet. Under the matching concept, as
described in the 1940’s by Paton and Littleton, income should be calculated so
as to align or match efforts (that is , expenses) and accomplishments (that is,
revenues) of the same period. The purpose of the balance sheet, under the
matching concept, is to hold deferred debits and credits until they are matched
in the calculation of income. As a result, the balance sheet might include
deferred losses as debits among the assets, under the assumption that these
deferred losses would be matched with some revenues or gains in a future
period. This perspective is controversial because it does not rely on a
consistent definition of assets to determine the elements of the balance sheet,
and it leads to a balance sheet whose elements do not share common
characteristics —for example, deferred losses, which are not future economic
benefits, are listed with elements that are determinably future economic
benefits.
4-6
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4-7
The Financial Accounting Standards Board in the United States has

rejected the matching concept as the determinant of the relation between the
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income statement and the balance sheet. Instead, the FASB’s Conceptual
Framework defines all financial statement elements by reference to assets, and
defines assets as future economic benefits, controlled by the enterprise, that
arise from past events or transactions, subject to a measurability criterion.
This means that matching of revenues and expenses occurs only within the
boundaries prescribed by the definitions of assets and liabilities. This approach
sometimes leads to controversy when preparers of financial statements. find
the level of income volatility which results from this balance sheet approach
to be unacceptable. Including certain higher volatility items, such as foreign
currency translation gains and losses, in comprehensive income, but not in
earnings, is one approach taken by the FASB to be responsive to these
concerns.
4-7
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5-1

I want to talk next about certain specific kinds of information that I
believe investors need to have in order to evaluate potential investments in
business enterprises from several different countries. This is the type of
information that I believe should be provided by a harmonized international
accounting system. Specifically, I believe that investors need to be able to
discern the following from the financial statements of an enterprise : what
assets does the enterprise control, what are the claims on those assets, how
were the assets operated, what were the results of operations, what are the
enterprise’s financing arrangements, how were the results of operations

divided up among the various stakehplder groups.
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5-1
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5-2
To understand both assets and claims on assets, I believe it is necessary

to prepare consolidated financial statements in which all activities that are
under a single control are reflected in the financial statements. In addition, I
think it is necessary that the financial statements disclose all the obligations
and claims on assets. Worldwide, this is not the case. Standards for preparing
consolidated financial statements differ across different countries. Off balance
sheet guarantees and commitments. plus off balance sheet financing
arrangements, are found in all accounting systems that I am familiar with. In
some cases, the amounts not reported are known to be very large. In the
United States, certain special purpose financing entities are not shown on the
consolidated financial statements, so there are claims on the enterprise’s assets
which are not reported on the balance sheet. Concerns about the preparation
of consolidated financial statements have caused the Financial Accounting
Standards Board to undertake a project which may result in a new standard in
which consolidation would be based on control, not ownership. Under the
control concept, consolidation would occur if one entity controlled another,
regardless of whether there was majority ownership.
5-2
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5-3

To ﬁnderstand how the assets were operated and the results of
operations, it is necessary to have both an income statement in which there
are no hidden charges in the form of direct debits and credits to owners equity
and an understandable statement of cash flows. For example, it is only by
analyzing the information in both the income statement and the statement of
cash flows that the investor can understand how much cash was generated
from sales activity, and how much has yet to be collected. It is also important
to have a balance sheet which shows assets in sufficient detail that the
investor can analyze assets of various types separately. For example, it is
necessary to have the balance in accounts receivable shown along with the
sales revenues in order to calculate the days sales outstanding, a measure of
how quickly the enterprise is able to collect from its customers.
5-3
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5-4

These are just a few examples of the kinds of information that investors
need to have in order to assess the investment potential of business
enterprises. Clearly, investors want to see information on assets, obligations,

financing arrangements, income and cash flows in a comparable form for all
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business enterprises, regardless of where the enterprise is located. So one
reason for the importance of harmonization of accounting across countries is
to require comparable and consistent presentation of information which will
facilitate the assessment of future profitability of business enterprises from
various countries.
5-4

Iholi, BREXSREORBEREFMT 2 D ICH>SEND B HEHROBHETT,
oMz, BRERIE, RESEIMETI0BREL, BE A SERER
b, FIRBLFF vy o To—RHBAREBIETRAZ EAHEAET, TTD S,
HEEHR—T 5L VR ORFULEIERTH D, TOo—oOMHII, HEKAET—
Bd 2 BMOBRVBEEL >TNBEIETT, Chick D, FEOEELNE DT
KOULEHEDOFMAES I D E T, '

5-5
Given all the importance of developing financial reporting standards

that assist investors in various countries to evaluate potential investments in
both their own and other countries, there still remain many difficulties in
achieving international harmonization of financial reporting standards. I want
to talk about just a few. ‘
5-5
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5-6

One important difficulty is translation. Unless.the standards are very
precise and unambiguous, there will be problems in translation so that the
meaning of the standard is changed when it is translated. This type of
problem has been demonstrated in research which asks accountants in various
countries to ansWer certain judgment-based questions about financial
reporting issues such as contingencies. In addition, some terminology may be
extremely difficult to translate regardless of the precision of the original
standards, if the language to which the standards are being translated lacks its
own words and phrases to express certain concept. Currently, the International
Accounting Standards promulgated by the International Accounting
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Standards Committee are written in English ; while there is only one official
translation (into German) there are 30 unofficial translations. None of these
unofficial translations has been evaluated to learn if the meaning of the
standards has been changed in the translation.
b-6 : :
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6-1
A second important difficulty is comprehensiveness. Harmonized

financial reporting standards must cover all the different types of economies,
financing and operating arrangements and organizational structures to which
they will be applied. In addition, international accounting standards must be
equally applicable to firms with millions of owners, each of whom owns only a
tiny fraction of the total shares (as is often the case in the United States) and
firms that have a large public ownership but are controlled by a single family
(as is sometimes the case in Asia).
6-1
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6-2
Another example of comprehensiveness is the accounting for
commitments to employees. Many Chinese enterprises have a heavy ‘social

welfare burden, just as many American enterprises have large financial
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obligations to pay pensions and health care costs of retirees. In the United
States, enterprises were not required to show these obligations on their
balance sheets until the Financial Accounting Standards Board changed the
requirements in the 1980’s, and some managers expressed substantial concern
about being required to recognize post-employment benefits as accounting
liabilities. However, investors want to know about these obligations so they
can assess the claims on the future earnings of the enterprise. Internationally
harmonized financial reporting for commitments and obligations to employees
must accommodate the wide diversity of arrangements in various countries
and must enable investors from different countries to compare these
obligations and commitments across various business enterprises.
6-2
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6-3

A third difficulty lies in the application of the standards. Even if the
same financial reporting standards are to be used in all countries, the results
might not be consistent and comparable if the standards are not consistently
applied. For example, in China there is one set of accounting standards,
applicable to all enterprises, but there are also several sets of industry-specific
rules (called “Accounting Systems”) for implementing those standards. The
industry-specific rules are sufficiently diverse that there may be certain
noncomparabilities among enterprises applying Chinese accounting standards.
In the context of international accounting, only if the enterprises seeking

capital in global capital markets use not only the same standards but also the
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same implementation guidance will their financial statements be truly
comparable.

6-3
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6-4
Until recently there was no systematic implementation guidance for the

existing international standards, other than the guidance available from the
background materials and other implementation discussion in the standards
themselves. It is not clear in all cases whether the background discussion and
implementation guidance presented in the International Accounting Standards
promulgated by the IASC is intended to be the only appropriate interpretation
of the standards. To address this concern and to provide additional
implementation guidance for emerging issues, the IASC has recently
established its Standing Interpretations Committee, which has the
responsibility for dealing with certain implementation and interpretation
issues.
6-4
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6-5
So far, the Standing Interpretations Committee has issued seven

Interpretations dealing with such matters as classification of financial
instruments and -capitalization ~of ‘borrowing costs. One very - important
Interpretation pertains to the introduction of the Euro, which will be the
common currency of the European Monetary Union beginning in 1999. Other
proposed -interpretations currently under consideration pertain to first-time
applications of International Accounting Standards and: to accounting for
government assistance. Despite the recent establishment of the Standing
Interpretations Committee, many preparers, auditors and users have expressed
concerns about the consistency with which International Accounting
Standards are applied.
6-5
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6-6
A fourth = difficulty. which has so far impeded international
harmonization of financial reporting standards and practices is enforcement.
The IASC has no enforcement powers, so enforcing the consistent application
of international standards would be the responsibility of the securities
commissions or other government agencies in various countries. As you are
aware, the efficiency and stringency of enforcement of accounting standards
and regulations various greatly across countries, so that even if international
standards were formally adopted by most countries in the world, considerable
differences in the consistency of enforcement could remain.
6-6
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7-1

However, it is clear that securities commissions around the world are
interested in harmonization of financial reporting. In 1995, the International
Organization of Securities Commissions (I0OSCO) agreed that once the IASC
completed a core set of infernational accounting standards, IOSCO would
review these standards for possible acceptance for cross-border registrations.
IOSCO acceptance of these standards would constitute a major step toward
harmonization, and would also provide specific country enforcement
mechanisms. Unfortunately, the timetable for the IASC’s completion of its core
standards has slipped. At one time, the Secretary General of the IASC was
predicting that the core standards would be complete by March of 1998, but
now it appears that the work may not be finished even by the end of this
year. And there can of course be no guarantee that all members of IOSCO will
agree on the acceptability of the IASC’s core standards.
7-1 ‘
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7-2
The last difficulty I want to discuss concerns process. More specifically,
what organization should be responsible for developing and promulgating

harmonized international financial reporting standards, and how should that
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organization be structured? The IASC (International Accounting Standards
Committee), which was established in 1973, is currently the broadest and most
generally accepted of the various international financial reporting bodies. It is
also the only body created for the sole purpose of developing and
promulgating international, as opposed to domestic, financial reporting and
accounting standards. The IASC exists because of a private, voluntary
agreement among professional accountancy organizations. These accountancy
organizations have formed the International Federation of Accountant, which
currently has 122 member organizations from 91 countries. The International
Federation of Accountants is the sponsoring organization of the IASC.
7-2
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7-3

The stated objectives of the IASC are to formulate and publish financial
reporting standards and to promote the worldwide acceptance of those
standards. The TASC began by codifying existing practice in a common
language (English) without necessarily reducing the number of alternatives
available. In 1987, the IASC undertook a comparability and improvements
project, intended to reduce or even eliminate alternative treatments, to
improve disclosure and to provide more implementation guidance. At the end
of 1993, the IACS issued ten revised standards containing fewer alternative
treatments than the original standards. Currently, the IASC is working to
complete a set of core accounting standards which will be considered by the
world’s securities commissions (I0OSCO) for possible approval for cross-border

capital raising. If the IASC’s core standards are approved, this will be a large
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step toward harmonization. In addition, the international accounting standards
of the IASC are already used in several countries, sometimes with
modifications. But the IASC’s process is not viewed by many as sufficient for
the future, so the IASC is also working to reorganize itself and its processes.
7-3
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7-4
In the discussions about the future structure and process of the IASC,

several difficult issues have already arisen. I will speak about five of these. My
comments are based on a review of proposals made by the Strategy Working
Party of the TASC and discussion at a meeting in London earlier this year to
discuss the future structure and process of the IASC.
7-4
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7-5
The first process question is : who should have the responsibility for

setting international accounting standards ; currently, this responsibility rests
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with the IASCs board. The board has 17 voting member organizations,
representing 13 countries and for organizations. While there are no particular
requirements that board representatives must meet, typically about half the
board representatives have backgrounds in public accounting, about one-
fourth have backgrounds in industry and the remainder come from various
backgrounds such as financial analysis. In addition to its 17 voting member
organizations, the IASC board has several nonvoting observer organizations,
including the European Commission, the Financial Accounting Standards
Board of the United States and IOSCO, the international organization of
securities regulators. Because of the presence of observers and other invited
guests and because each member organization can be represented by up to
three persons, the meetings of the IASC board can involve up to 70 or even 80
persons. The presence of so many persons at IASC board meetings has led
some observers to recommend that a smaller group be established to discuss
the technical aspects of international standards and develop proposals.
7-5
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8-1

One proposal would replace the current IASC board with a smaller
number of representatives of national accounting standard setting groups. It is
not clear how this approach could be made operational, particularly in
countries where accounting standards are set by the government (either the

Ministry of Finance or the legislature) as a matter of law. In addition, there is
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controversy over which countries would be represented on a new and much
smaller IASC board and some have expressed concern that larger countries
would attempt to dominate the membership.
8-1
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8-2 :

I believe there are at least two distinct approaches that could be used to
structure a group which would be assigned the responsibility for setting
international standards. The first approach places a high value on political
representation, and having representation from diverse constituencies. Under
this approach, standard setting would be done by one or even two groups
whose members are chosen to represent certain groups, or countries, or points'
of view. For example, there might be a requirement that a certain number of
smaller economics would be represented on the standard setting body,
regardless of the size of those economies in the overall world economy and
regardless of whether the accounting profession is well developed in those
countries.

8-2
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8-3
A second possible approach to standard setting is the one adopted in the

United States. I will call this the “independent expert” approach. Under this
approach, members of the standard setting body are chosen for their expertise
in financial reporting, and they are expected to act independently and in
conformity with the conceptual framework adopted by the standard setting
body. The member of the standard setting body would be independent in the
sense that they could not have financial ties that would influence their
standard setting choices. This approach, which does not provide political
representation, is workable only if those who must apply the standards have
confidence in the expertise and independence of the standard setting group
members, and if they are willing to relinquish the power they would have
under the political representation model.
8-3
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8-4

Regardless of how the members of the standard setting body are chosen,
a second issue is the openness of the standard setting process. Currently,
meetings of the IASC’s standard setting board are closed to the public and
there are no public hearings at which proposals and exposure drafts are
discussed and debated. The only opportunity for input is through the writing
of comment letters ; a typical comment period is four to six months. Some
participants believe that the process of international accounting standard
setting should be completely open and public, as is the process in the United
States, while others believe it should remain much more private, as it

currently is.
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8-4
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8-5
A third important issue is the question of research. The IASC has a very

small professional research staff, and most of its research work is currently
done on a voluntary basis by representatives of member organizations and
others. The actual work of developing proposed international accounting
standards, including much of the required research, is carried out by volunteer
Steering Committees, whose members are appointed by the IASC and its
professional staff. One consequence of this approach to developing standards is
the possibility of internal inconsistencies, since the various volunteer members
of the Steering Committees do not necessarily subscribe to the IASC’s
conceptual framework. In terms of achieving internal consistency and
coherence, standards developed by a professional staff would have the
advantage that the staff would be held accountable for conforming with the
conceptual framework.
8-5
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If the IASC is to become the world’s financial reporting standard setter,

I believe it will be necessary to develop more formal and more internally
consistent approach to research and to developing standards. One proposal
that is currently being considered is to ask the national standard setting
organizations, such as the Financial Accounting Standards Board in the United
States and the Accounting Standards Board in the United Kingdom, to provide
the professional staff to do research for the IASC. Of course, many national
standard setters do not use professional research staffs, so it is not clear how
this process would work. But I think we would all agree that professional
research is necessary if harmonized international accounting standards are to
be internally consistent and of high quality.
8-6
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8-7
The issue of research is also related to two other process issues I want
to discuss. One is implementation and technical guidance and the other is
independence.
8-7
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9-1
The IASC has only recently established its Standing Interpretations
Committee to provide implementation information and technical guidance for

international accounting standards. Given the widely varying economic and

— 120 —



Fr Uy e vy - HEREEER ) — b

legal environments in which international accounting standards are applied,
such guidance seems essential. As [ said earlier, merely creating a uniform set
of international accounting standards will not lead to harmonized financial
reporting unless . the standards are consistently applied in all economic
environments. Technical assistance and implementation guidance will be
particularly important in countries where the accounting profession is less
well developed, where the concepts underlying the international standards
differ from the concept underlying the domestic standards and where there
are not enough trained professionals.
9-1
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9-2
Implementation guidance can also be more readily provided if the
standard contains a basis for its conclusions. The current IASC process. does
not require that each standard contain a description of the reasons for the
standard, that is, a basis for conclusions. So a reader of the standard does not
know which concepts the IASC’s board applied, and how they were applied, in
developing the standard. In my opinion, a well written and comprehensive
basis for conclusions should be part of the international standard setting
process, because of the wvalue of this information for implementing the
standard. Typically, the professional research staff of the standard setting
body would do much of the work to develop a basis for conclusions, so this
issue is certainly related to the question of who would provide the research
support for international standard setting.
9-2
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9-3
The final process issue I want to discuss is independence. The current

board of the IASC is made up of persons who are appointed to represent
certain organizations, so there is no expectation of independence and no
structure to achieve independence. Under one of the proposals currently being
considered, those who develop international accounting standards would be
appointed by national standard setting organizations, again with no
expectation of independence. I have already described what 1 see as two
distinct and competing models for establishing an international standard
setting body. My own view, which is not shared by all, is that the independent
expert model is to be preferred in the long run. I believe that independence is
one of the key process issues that must be resolved if there is to be any
expectation of achieving consistently high quality international accounting
standards. More specifically, those who have the responsibility for establishing
the new processes and structures for the IASC must consider what degree of
independence is most appropriate for members of the group that develops and
approves new standards.
9-3
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9-4
In concluding, I want to emphasize that I believe harmonization of

international accounting standards is a matter of great importance. I have
pointed out that investors want to have financial information which is
comparable across business enterprises in different countries, and I have
summarized a few of the difficulties that I believe impede harmonization
efforts. Regardless of these difficulties, however, I believe that international
harmonization of financial reporting and accounting will succeed before too
many yéars have passed.
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