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Preface

Purpose

Comparative International Accounting is intended to be a comprehensive and coherent text on international financial reporting. It is primarily designed for undergraduate and postgraduate courses in comparative and international aspects of financial reporting. A proper understanding requires broad overviews (as in Part I), but these must be supported by detailed information on real countries and companies (as in Parts II to IV) and across-the-board comparisons of major topics (as in Parts V and VI).

This book was first published in 1981. Until this present edition (the fourteenth), the book was jointly written by Christopher Nobes and Robert Parker. However, Bob Parker died shortly after the thirteenth edition was published in 2016. This edition is dedicated to his memory; see obituaries in the 2016 volumes of Accounting and Business Research and Accounting History. Bob’s last publication was a review of the development of the contents of this book (and therefore of the world of international accounting) over its thirteen editions from 1981 onwards. Readers can consult this in Volume 21 (Issue 4) of Accounting History.

This edition is a complete updating of the thirteenth edition. For example, since that edition, the International Accounting Standards Board (IASB) issued a revised Conceptual Framework in 2018; many Japanese companies have volunteered to adopt International Financial Reporting Standards (IFRS); major new standards on lease accounting have been issued by the IASB and in the United States (thereby creating new international differences); and much relevant academic literature has been published.

In addition to the extensive updating, I have also:


	
• added a discussion of international differences in public sector accounting (in Chapter 4); and

	
• completely re-arranged the material on the content of IFRS (by reworking the material previously in Chapters 6, 9 and 16 as the new topic-focused Chapters 6, 7 and 8).



A revised manual for teachers and lecturers is available from go.pearson.com/uk/he/resources. It contains several numerical questions and a selection of multiple-choice questions. Suggested answers are provided for all of these and for the questions in the text. In addition, there is now an extensive set of PowerPoint slides.

Authors

In writing and editing this book over many editions, Bob Parker and I tried to gain from the experience of those with local knowledge. This is reflected in the nature of those thanked below for advice and in the note on contributors. For example, the original chapter on North America was co-authored by a Briton who had been assistant research director of the US Financial Accounting Standards Board; his knowledge of US accounting was thus interpreted through and for non-US readers. The amended version of the US chapter is by this book’s author, who has taught in several US universities. This seems the most likely way to highlight differences and to avoid missing important points through overfamiliarity. The chapter on political lobbying is written by Stephen Zeff, an American who is widely acknowledged as having the best overview of historical and international accounting developments. The original chapter on currency translation was written by John Flower, who taught in UK universities but then worked in Brussels for the EU Commission, and now lives in Germany. The chapter on auditing has been written and revised by those directly involved in international audit regulation and practice.

The two original main authors had, between them, been employed in nine countries. Christopher Nobes currently holds university posts in Australia and the UK.


Structure

Part I sets the scene for a study of comparative international financial reporting. Many countries are considered simultaneously in the introductory chapter and when examining the causes of the major areas of difference (Chapter 2). It is then possible to try to put accounting systems into groups (Chapter 3) and to take the obvious next step by discussing the purposes and progress of international harmonisation of financial reporting (Chapter 4).

All this material in Part I can act as preparation for the other parts of the book. Part I can, however, be fully understood only by those who become well informed about the contents of the rest of the book, and readers should go back later to Part I as a summary of the whole.

Part II examines financial reporting by listed groups. In much of the world this means, at least for consolidated statements, using the rules of either the International Accounting Standards Board or the United States. There are three chapters on the main requirements of IFRS, written in an internationally comparative way. Then, Chapter 9 examines whether different national versions of IFRS exist. After that, Chapter 10 compares US GAAP with IFRS, and Chapter 11 examines political lobbying about accounting standards.

Part III of the book deals with financial reporting in the world’s second and third largest economies (China and Japan). They share much in common, including having Roman-based commercial legal systems and having requirements for the consolidated statements of listed companies that are separate from those for other types of reporting. Neither country directly imposes IFRSs or US GAAP, although the influences of those systems have been strong. It is therefore clearer to deal with these major countries (as we do in Chapter 12) separately from those countries using IFRS or US GAAP.

Part IV concentrates on the point raised above: that many countries have separate national rules for unlisted companies or unconsolidated statements. Chapter 13 examines a number of issues relating to the context of reporting by individual companies, for example the relationship between accounting and tax. It also looks at the IFRS for SMEs. Chapters 14 to 16 concentrate on Europe, where the world’s next three largest economies (after the US, China and Japan) are located. EU harmonisation is studied in Chapter 14. Then, Chapters 15 and 16 look at the making of the rules for reporting by individual companies in France, Germany and the UK, and at the content and exercise of those rules.

Part V (Chapters 17 and 18) examines, broadly and comparatively, two major accounting topics for multinational companies: foreign currency translation and segment reporting. Part VI (Chapters 19 and 20) looks at two matters that come at the end of the financial reporting process: external auditing and the enforcement of the rules.

At the end of the book, there are three appendices: a synoptic table of accounting differences across eight GAAPs, a glossary of abbreviations relevant to international accounting, and suggested outline answers to some end-of-chapter questions. Finally, there are two indexes: by author and by subject.
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OBJECTIVES

After reading this chapter, you should be able to:


	
• explain why international differences in financial reporting persist, in spite of the adoption of International Financial Reporting Standards (IFRS) by Australia, Brazil, Canada, Russia, South Korea, the member states of the European Union and more than a hundred other countries;

	
• illustrate the ways in which accounting has been influenced by world politics, the growth of international trade and foreign direct investment, the globalisation of stock markets, varying patterns of share ownership, and the international monetary system;

	
• outline the nature and growth of multinational enterprises (MNEs); and

	
• explain the historical, comparative and harmonisation reasons for studying ­comparative international accounting.




1.1 Differences in financial reporting


If several accountants from different countries, or even from one country, are given a set of transactions from which to prepare financial statements, they will not produce identical statements. There are many reasons for this. First, the accounting rules may differ both between countries and within countries. In particular, the rules for the consolidated statements of groups may differ from the rules for individual companies. Multinational enterprises (MNEs) which operate as groups in more than one country may find inter-country differences particularly irksome. Also, although all accountants follow a set of rules, no set covers every eventuality or is prescriptive to the minutest detail. Thus, there is always room for professional judgement, the exercise of which depends in part on an accountant’s environment (e.g. whether or not the tax authorities are seen as the main users of financial statements).

In this context of this book, ‘accounting’ means published financial reporting to users outside the entity. Awareness of the differences in financial reporting has led to impressive attempts to reduce them, particularly by the International Accounting Standards Board (IASB) and the European Union (EU). The IASB issues International Financial Reporting Standards (IFRS). The EU has issued Directives and Regulations. The importance of American stock markets and US-based MNEs has meant that US generally accepted accounting principles (GAAP) have greatly influenced rule-making worldwide. All this has certainly led to a lessening of international differences but, as this book will show, many still remain.

An example of the accounting differences is provided by looking at the reports of ­GlaxoSmithKline (GSK), a large UK-based pharmaceutical company. GSK reported under UK GAAP until 2004, and then using IFRS from 2005. GSK is listed on the New York Stock Exchange as well as in London, and in accordance with requirements of the US Securities and Exchange Commission (SEC) it had to provide, up to 2006, numerical reconciliations to US GAAP from the earnings and shareholders’ equity numbers as published in the statutory financial statements. These are summarised in Tables 1.1 and 1.2. The differences are startling, as may be seen (in percentage terms) in the far right-hand column of each table. The largest cause of these differences is the treatment of goodwill (see Chapter 8).

Table 1.1 GlaxoSmithKline reconciliations of earnings to US GAAP
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Table 1.2 GlaxoSmithKline reconciliations of shareholders’ equity to US GAAP
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Unfortunately, this supply of useful information about accounting differences is no longer available from 2007 because the SEC accepts IFRS information from foreign companies. However, data from other reconciliations (particularly when a company moves from national accounting to IFRS) are given later in this book. So far, it is clear that the accounting differences can be very large. No easy adjustment procedure can be used, partly because the differences in the accounting numbers depend not only on the differences between two or more sets of rules, but also on the choices allowed to companies within those rules. The adoption of IFRS by many listed companies, and greater convergence between IFRS and US GAAP, has reduced, but not removed, these differences.

So far, this book has been written in terms of financial reporting by profit-oriented companies, and that is indeed the context of most of the book. However, public sector entities (such as governments or universities) also produce financial reports for outside users. This type of reporting also differs internationally, as is discussed at the end of Chapter 4.

One of the main themes of comparative international accounting is trying to understand why there have been differences in financial reporting in the past, why they continue in the present, and why they will not fully disappear in the future. In the next two sections of this chapter, we look at the global environment of financial reporting, and in particular at the nature and growth of multinational enterprises. We then explore in more depth the reasons for studying comparative international accounting. In the last section, we explain the structure of the book.


1.2 The global environment of accounting



1.2.1 Overview

Accounting is a technology which is practised within varying political, economic, and social contexts. These have always been international as well as national. Certainly, since the last quarter of the twentieth century, the globalisation of accounting rules and practices has become so important that narrowly national views of financial reporting can no longer be sustained.

Particularly important parts of the context have been:


	
• major political issues, such as the dominance of the United States and the expansion of the EU;

	
• economic globalisation, including the liberalisation of, and dramatic increases in, international trade and foreign direct investment (FDI);

	
• the emergence of global financial markets;

	
• patterns of share ownership, including the influence of privatisation;

	
• changes in the international financial system; and

	
• the growth of MNEs.



These developments are interrelated. They have all affected the transfer of accounting technology from one country to another and have therefore affected financial reporting. They are now examined in turn.


1.2.2 Accounting and world politics

Important political events since the end of the Second World War in 1945 have included: the emergence of the United States and the Soviet Union as the world’s two superpowers, followed by the collapse of Soviet power at the end of the 1980s; the break-up of the British and continental European overseas empires; and the creation of the EU, which expanded from its original core of six countries to include most of Western Europe and then many former communist countries. More detail on the consequences that these events have had for accounting is given in later chapters. The following illustrations may suffice for the moment:


	
• US ideas on accounting and financial reporting were for many decades the most influential in the world. The collapse of the US energy trading company, Enron, in 2001 and the demise of its auditor, Andersen, had repercussions in all major economies.

	
• The development of international accounting standards (at first of little interest in the US) owes more to accountants from former member countries of the British Empire than to any other source. The International Accounting Standards Committee (IASC) and its successor, the IASB, are based in London; the driving force behind the foundation of the IASC, Lord Benson, was a British accountant born in South Africa.

	
• Accounting in developing countries is still strongly influenced by the former colonial powers. Former British colonies tend to have Institutes of Chartered Accountants (set up after the independence of these countries, not before), Companies Acts and private sector accounting standard-setting bodies. Former French colonies tend to have detailed governmental instructions, on everything from double entry to published financial statements that are set out in national accounting plans and commercial codes.

	
• Accounting throughout Europe has been greatly influenced by the harmonisation programme of the EU, especially its Directives on accounting and, more recently, its adoption of IFRS for the consolidated financial statements of listed companies.

	
• The collapse of communism in Central and Eastern Europe led to a transformation of accounting and auditing in many former communist countries. The reunification of Germany put strains on the economy such that large German companies needed to raise foreign capital and had to change their financial reporting to do so.




1.2.3 Economic globalisation, international trade and foreign direct investment (FDI)

A notable feature of the world economy since the Second World War was the globalisation of economic activity. This meant not just the spread round the world of goods and services, but also of people, technologies and concepts. The number of professionally qualified accountants greatly increased. Member bodies of the International Federation of Accountants (IFAC) currently have well over two million members. Accountants in all major countries have been exposed to rules, practices and ideas previously alien to them.

Much has been written about globalisation and from many different and contrasting points of view. One attractive approach is the ‘globalisation index’ published annually in the journal Foreign Policy. This attempts to quantify the concept by ranking countries in terms of their degree of globalisation. The components of the index are: political engagement (measured, inter alia, by memberships of international organisations); technological connectivity (measured by internet use); personal contact (measured, inter alia, by travel and tourism and telephone traffic); and economic integration (measured, inter alia, by international trade and FDI). The compilers of the index acknowledge that not everything can be quantified; for example, they do not include cultural exchanges. The ranking of countries varies from year to year but the most globalised countries, according to the index, are small open economies such as Singapore, Switzerland and Ireland. Small size is not the only factor, however, and the top 20 typically also include the US, the UK and Germany. A possible inference from the rankings is that measures of globalisation are affected by national boundaries. How different would the list be if the EU were one country and/or the states of the US were treated as separate countries?

From the point of view of financial reporting, the two most important aspects of globalisation are international trade and FDI (i.e. shareholdings in a foreign enterprise with the intention of acquiring control or significant influence). Table 1.3 illustrates one measure of the liberalisation and growth of international trade: merchandise exports as a percentage of gross domestic product (GDP). Worldwide, the percentage has more than trebled in the 50 years after the end of the Second World War. The importance of international trade to member states of the EU is particularly apparent; much of this is intra-EU trade. At the regional level, economic integration and freer trade have been encouraged through the EU and through institutions such as the North American Free Trade Area (NAFTA, which involves the US, Canada and Mexico). The liberalisation has also been due to the dismantling of trade barriers through ‘rounds’ of talks under the aegis of the General Agreement on Tariffs and Trade (GATT) and its successor the World Trade Organization (WTO). However, trade was under threat in 2008–9 for two connected reasons: the ‘credit crunch’ and falling demand reduced trade; and rising unemployment led to calls for domestic industries to be protected against foreign imports. Again, politically inspired trade wars broke out in 2018.

Table 1.3 Merchandise exports as a percentage of GDP, 1950–98


[image: ]

Source: Prepared from Maddison, A. (2001) The World Economy: A Millennial Perspective. Organisation for Economic Cooperation and Development (OECD), Paris.



Trade in agricultural products is less liberalised, leading to the criticism that liberalisation has benefited developed rather than developing countries. For a discussion of both the positive and negative aspects of international trade, see Finn (1996).

Table 1.4 World’s top ten non-financial multinationals ranked by foreign assets, 2018a


[image: ]

Notes: (a) For years ending on or first before 31 March 2018. (b) TNI = transnationality index, calculated as an average of the assets, sales and employees percentages.

Source: Compiled by the author from data in United Nations Conference on Trade and Development (UNCTAD) (2018) World Investment Report 2018, Table 19.



The importance of FDI is illustrated in Table 1.4, which ranks the ten leading MNEs by the size of their foreign assets in 2018. It also shows the percentages of their assets, sales and employees that are foreign, and a simple transnationality index (TNI), calculated as the average of the percentages. The home countries of these MNEs are the UK (three MNEs), the US (three), Japan (two), and France and Germany (one each). The industries represented are oil (five MNEs), motor vehicles (two), electrical equipment (one), tobacco (one) and telecommunications (one). BAT, Total and Shell have the highest transnationality indices. Of course, the very nature of an MNE means that the concept of a ‘home country’ can be ambiguous. For example, in Table 1.4, we show Royal Dutch Shell plc as a UK company, as in the source of the data. The company is, indeed, legally incorporated in England and Wales. However, here are some other facts about it:


	
• the word ‘Dutch’ (and the ‘Royal’ which relates to the Netherlands not to the UK) reflect a former merger;

	
• its head office is in the Netherlands, as is its tax residency;

	
• it is listed on stock exchanges in Amsterdam, London and New York;

	
• it presents its financial statements in US dollars;

	
• it has operations in 90 countries and shareholders all over the world.



Despite this interesting mix, its choice of England as country of incorporation has some major effects, such as:


	
• the Annual Report is presented under UK law;

	
• the auditors (PwC, London) are appointed under UK law;

	
• the calculation of distributable profit is done under UK law;

	
• the UK Corporate Governance Code is followed.




1.2.4 Globalisation of stock markets

At the same time as international trade and FDI have increased, capital markets have become increasingly globalised. This has been made possible by the deregulation of the leading national financial markets (e.g. the ‘Big Bang’ on the London Stock Exchange in 1986, and the similar event in Japan in 1998); the speed of financial innovation (involving new trading techniques and new financial instruments of sometimes bewildering complexity); dramatic advances in the electronic technology of communications; and growing links between domestic and world financial markets. Table 1.5 lists the countries where there are stock exchanges and market capitalisation (excluding investment funds) of more than US$1,400 billion. Of the five BRICS countries (Brazil, Russia, India, China and South Africa), only China and India are represented.

Table 1.5 Major stock exchanges, August 2018
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Source: Prepared using data from World Federation of Exchanges. Note a: A merger of exchanges of Belgium,
France, the Netherlands and Portugal.



Davis et al. (2003) examine the international nature of stock markets from the nineteenth century onwards and chart the rise in listing requirements on the London, Berlin, Paris and New York exchanges. Michie (2008) also provides an international history of stock markets. Precise measures of the internationalisation of the world’s stock markets are hard to construct. Two crude measures are cross-border listings and the extent to which companies translate their annual reports into other languages for the benefit of foreign investors. For example, French companies have been listed on stock exchanges in Australia, Belgium, Canada, Germany, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the UK and the US (Gélard, 2001, pp. 1038–9).

Until the middle of the 2000s, the New York Stock Exchange had by far the largest number of foreign listed companies, which thereby got access to the world’s largest capital market. However, New York became less popular because of heavier regulation, such as the Sarbanes-Oxley Act and US GAAP itself (see Part II of this book). Before the turbulence of 2008 and onwards, London had headed the table of annual new listings. In 2009, there was a net de-listing on both London and New York exchanges.

Table 1.6 Foreign company listings on major stock exchanges, August 2018








	Exchange
	Number of foreign listings



	Vienna
	552



	New York
	502



	NASDAQ
	419



	London
	421



	Singapore
	264



	Euronext
	161



	Hong Kong
	146



	Luxembourg
	139






Table 1.6 shows the extent of listing by foreign companies on the world’s stock exchanges in late 2018, for exchanges with more than 100 foreign listings. Tokyo (the world’s third largest stock exchange) is missing from the table as it only had six foreign listings. To find the exchanges with the largest percentages of foreign listings, we must go beyond those listed in Table 1.5 to smaller economies: Vienna where 89 per cent of the listings were foreign; Luxembourg, 84 per cent and Singapore, 36 per cent. The Vienna exchange tops the list in terms of both absolute numbers and percentage of foreign listings. It has achieved this by turning itself into the hub for listings by Central and Eastern European companies of the former communist states.

Any particular company might be listed on many exchanges. For example, the 2000 Annual Report of Volvo, the Swedish commercial vehicle company, discloses listings on the exchanges of five foreign countries; but in 2007 there was only one, the US (the NASDAQ); and by the 2008 Annual Report the NASDAQ and the Swedish exchange (OMX) had merged, so there was only one listing. Norsk Hydro, the Norwegian power company, reveals listing on seven foreign exchanges in 2000, reduced to the US, UK, Euronext and Germany in 2008; and then to only London by 2011.

The above two are very large companies based in rather small countries, which suggests one of the main reasons for foreign listing: to attract extra investors and widen the pool of shareholders. For example, Norsk Hydro reported in 2014 that 9 per cent of its shares are owned by US shareholders and another 9 per cent by UK shareholders. Gray et al. (1994) look at foreign listings of several large European companies. Saudagaran (1988) found evidence that a company’s size relative to its domestic exchange helps to explain foreign listings.

Another reason for foreign listing is that the company wishes to raise its profile in a foreign country among potential customers, employees or regulators. The first listing of a German company on a US exchange (Daimler-Benz in 1993) was related to the setting up of factories in the US and the expansion of sales. Radebaugh et al. (1995) look in more detail at this particular case. It was followed by a takeover of the US car company, Chrysler, which was presented as a ‘merger of equals’ for public relations and accounting reasons (see Section 10.7.2). As with other company decisions about finance and accounting, the motivations of the company’s top management are relevant. Charitou and Louca (2017) find that Canadian companies are more likely to seek a US listing if the Chief Executive Officer has a large amount of share options, presumably because a US listing tends to increase the share price.

Of course, as well as potential benefits from foreign listing, there are also costs. These include the expenses of initially satisfying the accounting and other requirements of the foreign exchange or its regulator, and then the continuing need to provide extra or different accounting compared to domestic requirements. Biddle and Saudagaran (1989) found evidence of resistance to extra disclosures by MNEs from eight countries (including the UK), although Gray and Roberts (1997) found no such evidence for UK companies. The world’s largest equity markets are based in New York, including the New York Stock Exchange and NASDAQ. These exchanges have their own requirements, but the major problem for companies wishing to list on them is to satisfy the requirements of the Securities and Exchange Commission (SEC), including the onerous auditing and corporate governance requirements of the Sarbanes-Oxley Act. Foreign registrants can present full-scale US GAAP annual reports, but generally they choose instead to file Form 20-F that contains many of the normal SEC-required disclosures but allows, from 2007, IFRS (as issued by the IASB) to be used. Otherwise, foreign registrants file Form 20-F using domestic accounting with numerical reconciliations to US GAAP for equity and income. This was the normal route for most until 2007.

If a non-US company wishes to gain access to US markets without so much cost, it can arrange for its shares to be traded ‘over the counter’ (not fully listed) through American Depositary Receipts (ADRs). The ADRs (which contain a package of shares) are traded, rather than the shares themselves. The SEC then accepts foreign annual reports without reconciliation to US GAAP. It is also possible to arrange for ADRs to be traded on an exchange but then reconciliation is necessary.

Some companies publish their annual reports in more than one language. The most important reason for this is the need for large MNEs to raise money and have their shares traded in the US and the UK. This explains why English is the most common secondary reporting language. Jeanjean et al. (2010) examine various reasons that explain why translation into English is more common in some countries than in others. Jeanjean et al. (2015) indeed find that continental European companies which translate their reports have more foreign ownership and a greater following by investment analysts.

Other reasons for using more than one language are that the MNE is based in a country with more than one official language, the MNE has headquarters in more than one country or has substantial commercial operations in several countries. For example, the Finnish telecommunications company, Nokia, published its Annual Report and financial statements not only in Finnish and Swedish (the two official languages of Finland), but also in English. The Business Review section of the report was also available in French, German, Italian, Portuguese, Spanish, Chinese and Japanese (Parker, 2001b). The problems of translating accounting terms from one language to another are discussed in Section 5.7.2 in Chapter 5.

A more sophisticated measure of internationalisation is the extent to which stock markets have become ‘integrated’, in the sense that securities are priced according to international rather than domestic factors (Wheatley, 1988). Froot and Dabora (1999) showed that domestic factors were still important even for such Anglo-Dutch ‘twin’ stocks as Unilever NV/PLC.

National stock exchange regulators vary greatly in importance (see Chapter 20). In some countries, they not only enforce accounting rules but are heavily involved in setting them. The clearest example of such a powerful regulator is the SEC in the United States. These regulators not only operate in their domestic markets, but also, through the international bodies to which they belong, such as the International Organization of Securities Commissions (IOSCO) and the European Securities and Markets Authority (ESMA), play important roles in the internationalisation of accounting rules (see Chapter 4).


1.2.5 Patterns of share ownership

The globalisation of stock markets does not mean uniformity of investor behaviour around the world. Patterns and trends in share ownership differ markedly from country to country. The nature of the investors in listed companies has implications for styles of financial reporting. The greater the split between the owners and managers of these companies, the greater the need for publicly available and independently audited financial statements. La Porta et al. (1999) distinguish companies whose shares are widely held from those that are family controlled, state controlled, controlled by a widely held financial corporation or controlled by a widely held non-financial corporation. According to their data, which cover 27 countries (not including China, India and Eastern Europe) in the mid-1990s, 36 per cent of the companies in the world were widely held, 30 per cent were family controlled and 18 per cent were state controlled. The countries in which the largest 20 companies were most widely held were, in descending order, the UK, Japan, the US, Australia, Ireland, Canada, France and Switzerland. The countries with the most family-controlled companies were Mexico, Hong Kong and Argentina. The countries with the most state-controlled companies were Austria, Singapore, Israel, Italy, Finland and Norway. The countries with 15 per cent or more companies controlled by a widely held financial corporation were Belgium, Germany, Portugal and Sweden.

More up-to-date data are available from surveys of share ownership. These show different trends in different countries. In the US the percentage of households investing in shares and bonds directly or indirectly grew rapidly from 1989 onwards, peaking at 50 per cent in 2001, but falling to 47 per cent by 2008 (Investment Company Institute et al., 2008). In the UK at the beginning of 2017, foreign investors held 54 per cent of shares, individuals 12 per cent, unit and investment trusts 12 per cent, insurance companies 5 per cent, pension funds 3 per cent, banks 2 per cent and other financial institutions 8 per cent. The percentages held by insurance companies and pension funds have declined but holdings by foreign investors have been steadily increasing (National Statistics, 2018). Some reasons for this are: international mergers where new companies are listed in the UK; the flotation of UK subsidiaries of foreign companies in which the foreign parent retains a significant stake; and companies moving their domicile to the UK. More data on this are presented in Section 2.4, where the implications for accounting are discussed.

Privatisation, that is, the selling-off of state-owned businesses, has greatly expanded the private sector in many countries. In the UK, for example, the privatisation of public utilities and other publicly owned enterprises from the 1980s onwards brought several very large organisations within the ambit of company law and accounting standards. In the short run, this increased the number of shares held by persons, but many of them later sold out and some companies have deliberately tried to reduce the number of their small shareholders. Privatisation opened up companies to foreign ownership, thus stimulating the growth of FDI, and facilitating their expansion into foreign markets. Privatisation has been most dramatic in the former communist countries of Central and Eastern Europe. In some cases, notably in Russia, privatisation has transferred the ownership of large companies from the state to a small group of so-called ‘oligarchs’. In 2008, many governments around the world reluctantly bought shares in financial institutions in order to rescue them. So, privatisation went temporarily into reverse.

Having looked above at why a company might seek foreign investors, we now look at why an investor might seek foreign opportunities to invest. It is easy, looking backwards, to identify countries where shares have risen more rapidly than in one’s own country over the last one, five or ten years. This would argue for overseas investment if the past were a good predictor of the future. Even if it is not, a large investor might wish to diversify among several countries because share price movements in different regions of the world are not strongly correlated. Gross annual purchases by foreigners of US securities in 2000 amounted to $7 trillion; and purchases by US residents of foreign securities were about half that. These figures had grown by about ten times over the previous ten years (Griever et al., 2001).

Nevertheless, Lewis (1999) reports that investors in Europe, Japan and the US put only about 10 per cent of their investments into foreign shares, which is far below what one would expect if they considered foreign shares to be perfect substitutes for domestic ones. Choi and Levich (1990) looked at investors from the US, Japan and Europe and found that many were dissuaded from foreign investment by concern about different accounting practices. Others were put to extra expense in order to adjust the foreign statements. Later, Choi and Levich (1996) found that only about a quarter of European investors were restrained by international accounting differences. Miles and Nobes (1998) found that London-based investors did not generally adjust for the accounting differences.

Other reasons for home country bias could include currency risk, political risk, language barriers, transaction costs and taxation. Coval and Moskovitz (1999) found that investment managers show regional preferences even within the US. On a related matter, Helliwell (1998) reported that Canadians are more than ten times more likely to trade with each other than with the US.


1.2.6 The international financial system

From 1945 to 1972, the international monetary system under the Bretton Woods Agreement (of 1944) was based on fixed exchange rates with periodic devaluations. From 1973, major currencies have floated against each other and exchange rates have been very volatile (as illustrated later in Table 17.1). Within the EU, however, most national currencies, with the notable exceptions of the pound sterling and Scandinavian currencies, were replaced by a single currency, the euro, in 1999. Accounting standard-setters have been much concerned with hedging activities and other transactions in foreign currency. There is discussion of these issues in Chapters 7 and 17.

As part of Bretton Woods, the International Monetary Fund and the World Bank were created. The Bank provides loans to countries. While doing so, it has encouraged the use of better accounting, particularly international standards (Camfferman and Zeff, 2018, p. 295).

In 2008 and 2009, the world’s financial system was under exceptional stress. The collapse of financial institutions and whole economies led to calls for a new version of Bretton Woods. It also put the regulation of stock markets in the spotlight. The use of market values in accounting was criticised, partly because values were falling (causing losses to be revealed) and partly because markets were not operating so that a market price was difficult to determine. Academic writers conclude that accounting is not to blame (André et al., 2009; Barth and Landsman, 2010).


1.3 The nature and growth of MNEs


MNEs may be broadly defined as those companies that produce a good or a service in two or more countries. ‘MNE’ is an economic category, not a legal one. The size of most MNEs is such that they need to raise external finance and hence to be listed on stock exchanges. As listed companies (i.e. whose shares are publicly traded), their financial reporting is subject to special regulations that are discussed at length in Part II of this book. The existence of MNEs brought a new dimension to areas such as auditing, which already existed at the domestic level (see Chapter 19). Issues such as the translation of the financial statements of foreign subsidiaries for the preparation of consolidated statements (see Chapter 17) are peculiar to multinational companies. Most of the world’s MNEs produce consolidated financial statements in accordance with either IFRS or US GAAP.

The above definition of MNEs is broad enough to include early fourteenth-­century enterprises such as the Gallerani company, a Sienese firm of merchants that had branches in London and elsewhere and whose surviving accounts provide one of the earliest extant examples of double entry (Nobes, 1982). From the late sixteenth century onwards, chartered land and trading companies – notably the English, Dutch and French East India Companies – were early examples of ‘resource-seeking’ MNEs, that is, those whose object is to gain access to natural resources that are not available in the home country. The origins of the modern MNE are to be found in the period from 1870 to 1914, when European people and European investment were exported on a large scale to the rest of the world and when the United States emerged as an industrial power. On the eve of the First World War, the stock of accumulated FDI was greatest in, by order of magnitude, the United Kingdom, the United States, Germany, France and the Netherlands. Two world wars decreased the relative economic importance of European countries and increased that of the United States. Table 1.7 shows how the rankings changed from 1914 to 2017. After the Second World War, the United States became, as it remains, the world’s largest exporter of FDI. More recently, both US and European MNEs were challenged, at least for a time, by those of Japan. Despite the change in rankings, it is remarkable that the same six countries remained the largest holders of FDI for more than a century. China held less than 1 per cent of FDI for all the years up to and including 2000 (and was therefore not included in Table 1.7) but had reached 5 per cent by 2017 (or more than double that if Hong Kong is included). All these countries are major recipients of FDI as well as providers of it. A few other European countries are now also important holders of FDI.
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