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Preface 

International accounting is in a stage of rapid development. This is so much so that 
there is a shortage of textbooks that bring together material relevant to the wide 
range of accounting issues that concern those involved in international business. 
Professor Gerhard Mueller's pioneering book entitled International Accounting 
(1967) stood virtually by itself for many years and only relatively recently, with the 
growth of international accounting courses, has there been a serious attempt to 
remedy this situation. 

This book aims to contribute to the development of the subject by providing a 
collection of readings that should usefully supplement material in the few interna-
tional accounting textbooks now available or serve in the development of indepen-
dent courses at senior undergraduate and postgraduate level. 

The selection is based largely on my experience of teaching and research in the 
international aspects of accounting. The structure chosen reflects a personal 
perception of significant areas of study. Naturally, the most difficult problem, given 
the limitation of space, has been to restrict the range of topics covered and the 
number of articles selected to within manageable proportions. Many useful articles 
have been omitted in the process but hopefully the chosen readings will encourage 
further study and lead to an appreciation of the wider range of material available. 
A further limitation is that some of the factual content is in the process of being 
superseded by events. This is unavoidable given the dynamic nature of the subject. 
However, the readings have been chosen largely on the basis of their more durable 
analytical content and contribution to issues of current and likely future substance. 

As editor, I wish to express my appreciation to all of the authors and publishers 
who have granted permission to reprint the articles included here and to my 
colleagues and others who have helped me with suggestions concerning the 
structure and content of this collection. 

S. J. G. 
University of Glasgow 
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Introduction 

The purpose of this book is to explore a wide range of significant international 
accounting issues with special reference to the comparative development of 
national systems of accounting, international accounting standards, transnational 
financial reporting issues and financial planning and control in the multinational 
corporation. 

Whilst international accounting is by no means a new area of study its 
significance has grown enormously along with the explosion in international 
business activity over the last two decades. The complexity and diversity of the 
subject has also increased with the result that no single book is likely to embrace 
satisfactorily all aspects which may be of concern to those involved in international 
business. An attempt has been made, however, to cover many important areas of 
international accounting and to offer a selection of readings that will not only 
inform about major issues, ideas and developments but also stimulate further 
enquiry and debate. 

The book is divided into five parts. The first part explores the international 
dimensions of accounting including both the financial reporting and managerial 
decision-making perspectives. The second part is concerned with the comparative 
international aspects of accounting. The third part examines developments and 
questions relating to international accounting standards. The fourth part considers 
a number of selected transnational financial reporting issues of concern both to 
managers and financial statement users. The fifth part takes a managerial perspec-
tive in its coverage of important problems of transnational financial decision-
making and control. 

Part I: The international dimensions of accounting 

The introductory articles by Parker and Choi provide a stimulating overview of the 
international dimensions of accounting. Parker identifies four main reasons for 
studying international accounting. The first three, namely, the historical, multina-
tional and comparative reasons are widely applicable. The fourth, the European 
reason, is more specifically related to the UK and other EEC countries but is of 
larger significance given the likely influence of EEC harmonization experiences for 
policy-making in other countries. Choi provides a development of the managerial 
perspective with an overview of relevant issues including foreign exchange risks, 
consolidations and group accounts, financial planning, external financing, interna-
tional taxation, transfer pricing, performance evaluation and information systems. 



2 Part II: Comparative international accounting 

A selection of studies are presented which attempt to describe, explain and 
compare the development of accounting systems at national level including an 
assessment of systematic differences and similarities between countries with a view 
to identifying accounting patterns. The article by Radebaugh develops an extreme-
ly useful analytical framework for identifying factors likely to influence the 
development of accounting objectives, standards and practices at national level. 
This is applied specifically to the case of Peru but many other countries including 
the USA are referred to by way of comparison and illustration. Mueller, in a 
pioneering article, groups countries according to their business, economic, political 
and legal environments and provides some evidence to suggest a likely correlation 
with national systems of accounting. Nair and Frank, on the other hand, group 
countries according to their accounting practices and then attempt to explain such 
groupings by reference to economic and cultural factors. A significant finding is 
that major differences exist in country groupings between the measurement and 
disclosure sub-sets of accounting practices and related factors, with greater 
diversity in respect to disclosure practices. In overall terms, this study confirms the 
relationship between accounting practices and environmental factors. Gray ex-
plores further the relationship between measurement practices and environmental 
factors, with special reference to France, Germany and the UK, and concludes that 
a major impact on accounting patterns is the relative development of national stock 
markets and the corresponding influence of investors in comparison with creditors, 
bankers and other long-term financiers. Research that attempts to identify 
accounting patterns is of growing interest and concern especially in the context of 
international harmonization but is still in the early stages of development; major 
problems are the need to develop criteria for comparison and the lack of 
comprehensive data relating to national systems of accounting. 

Part HI: International accounting standards 

The development of international accounting standards is taking place in a variety 
of forms. The article by Nobes concerns accounting harmonization in the EEC 
which provides an important case study of the development of international 
standards of accounting at regional level. Included is discussion of the major 
differences in national systems of accounting in the EEC, the purpose of harmo-
nization and the development of the EEC Company Law harmonization program-
me with special reference to an evaluation of the Fourth Directive on Annual 
Accounts which is now being implemented in all of the community countries. 
Enthoven presents the case for international accounting standards in the context of 
world-wide economic development but with special reference to the less developed 
countries. McComb examines the objectives underlying pressures for international 
harmonization from professional accounting organizations, for example the Inter-
national Accounting Standards Committee (IASC) and the International Federa-
tion of Accountants (IFAC). Whilst there is a strong case for the further 
development of international accounting standards it is suggested that more 
attention should be given to understanding the reasons for the continuing existence 
of national differences and hence the problems of attempts to impose uniform 



standards internationally. Finally, the article by Gray, Shaw and McSweeney 3 
explores issues relating to the development of accounting standards for multina-
tional corporations. It is concluded that multinational corporations are a primary 
focus for international standards and that standard-setting is a political/social 
choice process involving supranational intergovernmental as well as international 
professional accounting organizations. 

Part IV: Transnational financial reporting issues 

Major issues identified for examination in the context of transnational financial 
reporting include: group accounting, segmental reporting, foreign currency 
accounting, inflation accounting and social reporting. 

In an article on group accounting, Parker provides a comparative analysis of 
concepts of consolidation together with a survey of reporting practices in the EEC. 
Walker examines the problem of consolidation accounting in the context of the 
development of the IASC's international accounting standard No. 3 with the 
conclusion that it may be more confusing than helpful as a basis for international 
accounting harmonization. 

Segmental reporting is an issue which is relatively new in terms of its internation-
al significance. Gray examines this problem in the EEC context with special 
reference to an empirical study of disclosure practices by multinational corpora-
tions. Factors likely to explain country differences include corporate structure and 
organization as well as the differential stimulus to disclosure provided by the 
regulatory environment of legal, professional and stock market requirements. This 
study confirms that a critical financial reporting problem concerns the lack of 
effective criteria for the identification of segments. This issue is taken up by 
Emmanuel and Gray with an analysis of different approaches to segment identifica-
tion and the development of a proposal for disclosure by multinational corporations 
which attempts to reconcile managerialand external user interests. 

Foreign currency accounting is an issue unique to interntional business and is 
closely related to foreign exchange risk management which is covered in Part V. 
Considerable controversy exists concerning the concept and method of translation 
to be used in the consolidation of foreign currency financial statements. The article 
by Nobes provides a useful historical and comparative international review of the 
arguments for and against alternative approaches including the use of purchasing 
power parities. Choi analyses further the alternatives in response to the complex 
and controversial question of how to account for price-level changes, both specific 
and general, in the context of foreign currency translation and foreign subsidiary 
accounting. 

Accounting for inflation is a problem of world-wide significance with a growing 
number and variety of recent developments at national level. Hauworth provides a 
wide-ranging review of recent developments internationally including the USA, 
UK, Continental Europe and South America. Sale and Scapens explore the nature 
of recent experiments in the USA and UK in greater depth with a comparative 
analysis of SFAS33 and SSAP16 respectively. 

Social reporting is an issue of growing significance in the corporate reporting 
context. Schreuder reports on research into the response of employees to informa-
tion disclosure in the Netherlands where it is rapidly becoming normal business 



4 practice to issue additional social reports. At the level of the multinational 
corporation, information of a social nature is perhaps especially significant in the 
context of relationships with host governments. Thorelli discusses the development 
of economic and social indicators of performance for multinational corporations 
and reveals the problems and challenges facing accountants in this emerging area of 
concern. 

Part V: Transnational financial decisions and control 

Major areas for examination in the context of managerial decision-making include: 
foreign investment decisions, capital budgeting and long-term financing, foreign 
exchange risk management, international taxation, transfer pricing, and perform-
ance evaluation and control systems. 

In an article on foreign investment decisions, Calvet provides a useful review of 
foreign direct investment theories and recent research relating to the development 
of a theory of multinational corporations in the context of the theory of the firm. 

International aspects of capital budgeting, financial structure and cost of capital 
for the multinational corporation are very effectively dealt with in articles by 
Shapiro. First, problems that distinguish capital budgeting in the international 
context are identified. Secondly, the cost of capital issue is explored with reference 
also to questions concerning financial structure, risk and diversification, and the 
impact of tax and regulatory factors. 

Foreign exchange risk management is a unique problem of international business 
which has grown rapidly in significance with continuing exchange rate fluctuations. 
The article by Jacque provides a useful review of theory and evidence in this area 
with particular reference to the forecasting of exchange rates and the measurement 
of exposure to exchange risk. 

International taxation is a vast and extremely complex subject. Horst analyses 
the behaviour of the multinational corporation, especially in its relationships with 
foreign subsidiaries, in the context of the taxation system in the USA. It is 
concluded that the interaction between tax policy and multinational financial 
behaviour is significant and warrants further attention. Nobes introduces a 
comparative perspective with expositions of the UK, French and West German 
imputation systems of corporation tax. Some comparative discussion of inflation 
adjustments for tax purposes and a review of proposals for EEC harmonization are 
also provided. 

Transfer pricing is a significant issue for multinational corporations and govern-
ments alike. Lall reviews the factors influencing the transfer pricing policy of 
multinational corporations, examines the evidence available and explores the 
implications with special reference to host governments. Burns reports on the 
results of a recent empirical study of transfer pricing decisions in US multinational 
corporations with the conclusion that a number of external pressures are influen-
tial, including taxation at home and abroad, and that these pressures are positively 
related to the size of corporation involved. 

The final issue included under the heading of transnational financial decisions 
concerns problems of performance evaluation and control. Shapiro provides a 
wide-ranging overview and guide to questions concerning the design and imple-
mentation of evaluation and control systems for foreign operations. Lessard and 



Lorange take up the highly significant issue of exchange rate changes in the context 5 
of budgeting and control with the argument that over-reactions to exchange risks by 
foreign subsidiaries with decentralized responsibility can be avoided if exchange 
rates can be agreed for the translation of future foreign currency revenues and 
expenses. 

This concludes the selection of readings which it is hoped will have provided 
much to inform and stimulate the reader about major issues, ideas, developments 
and problems in this exciting and rapidly growing area of study. 



CHAPTER 1 

Some international aspects of accounting* 
R. H. Parker 

The theme of this chapter is the growing importance of the international aspects of 
accounting. The chapter is divided into four parts since one can, I think, distinguish 
four different reasons why we in Britain should be interested in international 
accounting. I shall call them the historical reason, the multinational reason, the 
comparative reason and the European reason. 

The historical reason 

The historical reason is the least important, but it is worth remembering that 
modern accounting is not the invention of any one country. A number of countries 
have made important contributions. 

Not surprisingly leadership in accounting and financial affairs has tended to 
coincide with leadership in trade and industry. In so far as we can fix a date at all, 
modern accounting began in the Italian city states round about the year 1300. The 
Italians remained the leaders for over two centuries and it was as the Ttalian 
method of bookkeeping' that the techniques of double entry accounting spread 
slowly throughout Europe. The direction of the flow is neatly summed up in the 
second half of the title of the English edition (1547) of Jan Ympyn's Nieuwe 
Instructie (New Instruction): 

A Notable and very excellente woorke, expressyng and declaryng the maner and 
forme how to kepe a boke of accomptes or reconynges . . . Translated with 
greate Diligence out of the Italian toung into Dutche, and out of Dutche, into 
Frenche, and now out of Frenche into Englishe. 

By the sixteenth century commercial supremacy had in fact moved to Flanders 
and the Netherlands, and in the writings of Simon Stevin of Bruges we find the 
beginnings of discounted cash flow and investment analysis. In an appendix to his 
Tables of Interest (Antwerp, 1582) he describes 'a general rule for finding which is 
the most profitable of two or more conditions, and by how much it is more 
profitable than the other'. The rule is to find the present value of each proposed 
condition in respect to a given rate of interest, the difference between these present 
values showing by how much one condition is better than the other

1
. 

* This article is reprinted, with permission, from Journal of Business Finance (Winter 1971) pp 29 -36 . 
Revised by the author in August, 1979 



By the nineteenth century Britain had become the leader and it was, of course, in 
Scotland that the accountancy profession as we know it today first began. During 
the first half of the century, Scottish accountants were active as trustees of 
sequestrated and deceased estates. They were also engaged in the winding up of 
partnerships, and in the keeping and balancing of merchants' account books. The 
close links with the legal profession are apparent and Sir Walter Scott in a letter 
written in 1820 described accountancy as one of the 'branches of our legal 
practice'

2
. It soon became rather more than that and lawyers were no doubt no 

more numerate then than they are today. In any case, a Society of Accountants in 
Edinburgh was granted a royal charter in 1854. The Glasgow accountants followed 
in 1855 and the Aberdeen accountants in 1867. The English were slower

3
. Societies 

of accountants were formed in Liverpool and London in 1870, in Manchester in 
1871 and in Sheffield in 1877. In 1880 they came together as The Institute of 
Chartered Accountants in England and Wales. Like the Scots their main work at 
first was in the field of bankruptcies, liquidations and trusteeships. 

As the century progressed there was an increased emphasis on auditing, the first 
important text being Pixley's Auditors: Their Duties and Responsibilities published 
in London in 1881. In 1905 Richard Brown, a leading Scottish accountant, asked: 
'Why should not the adjustment of an Income Tax Return of profits, where a 
difficulty has arisen, be left to an accountant?'

4
 and during the First World War 

taxation replaced bankruptcy as the most important branch of work, after auditing, 
in most accountants' offices. 

At the same time there was a growing interest in accounting as an aid to 
management. The most important early British work on costing, Garcke and Fells' 
Factory Accounts, written jointly by an engineer and an accountant, was first 
published in 1887. After the War, in 1919, associations of cost accountants were 
established both in Britain (the Institute of Cost and Works Accountants) and in 
the United States (the National Association of Cost Accountants). It was in fact to 
the United States that accounting as well as commercial leadership was now 
passing. The American accountancy profession was at first very much an offshoot 
of the British one

5
, but it grew very quickly, especially in the fields of cost 

accounting and education. Richard Brown, though describing (in 1905) the US 
accounting profession as only about 20 years old, could yet state that: 

Withal a good deal may be learned from our American cousins in matters of 
Accounting, more especially in the working of costing systems and in the devising 
of methods of bookkeeping by which the results of the trading of huge concerns 
are shown with a frequency and a rapidity which would astonish accountants or 
bookkeepers of the old-fashioned school . 

The world owes both standard costing and direct costing mainly to the 
Americans

7
. The phrase 'direct costing' is used in both the French and German 

languages to describe the technique known in Britain by the equally misleading 
name of 'marginal costing'. 

When the first American business school - the Wharton School of Finance and 
Commerce at the University of Pennsylvania - was founded in 1881, it included a 
professor of accounting on its staff and today there are almost certainly more 
university teachers of accounting and allied subjects in the United States than in the 
rest of the world put together. 

10 



The multinational reason 11 

Accounting has thus always been international in scope. My second reason, the 
multinational reason, is ensuring that it will become even more so. 

Companies have traded outside their own national boundaries for centuries but it 
is only comparatively recently that the term 'multinational company' has come into 
common use. It is difficult to provide a precise definition of the term. A broad 
definition is that a multinational company is any firm which performs its main 
operations, either manufacture or the provision of a service, in at least two 
countries

8
. 

As soon as companies begin to trade and manufacture outside their home 
country accounting and financial problems arise. Some of the problems are peculiar 
to international operations, others are simply new versions of ones already existing 
at home. 

The most obvious accounting problem peculiar to international activity is that of 
foreign currencies. Rules of 'translating' from one currency to another have had to 
be established. In general, one can distinguish between the 'closing rate' method in 
which all amounts in foreign currencies are translated at the rate ruling at the date 
of the balance sheet; and the 'historic rate' method in which fixed assets, 
depreciation, permanent investments, long-term receivables, long-term liabilities 
and share capital are translated at acquisition rates, current assets at closing rates, 
remittances at 'actual', and revenue and expenses other than depreciation at 
average rates. 

It is interesting to note that whilst the former method appears to be growing in 
popularity among British companies, it has made little headway among American 
ones. I have suggested elsewhere the reasons for this

9
. The historic rate method is 

only satisfactory for major currency devaluations and revaluations at infrequent 
intervals if we make rather heroic assumptions about changes in local replacement 
costs. British companies increasingly hold their foreign assets in North America 
and Western Europe, where periodic rather than continual devaluation and 
revaluation is the norm. On the other hand, the closing rate method works very 
badly - and the historic rate method reasonably well - where the home country is 
one like the United States and the foreign country one in which inflation and 
devaluation are continual, as they are in those Latin American countries that 
invariably provide the American textbook examples. 

This is an example of accounting principles being influenced by the local 
environment. A more universal approach, the combining of the use of current 
replacement costs with closing exchange rates, has been adopted by the Philips 
company of the Netherlands and also, less systematically I suspect, by some 
British companies using the closing rate method. 

The preceding paragraphs were written in 1971. In 1979 the position was still 
confused. There was no British accounting standard on a subject which became 
increasingly important through the 1970s. The American Financial Accounting 
Standards Board had (sensibly) embraced the 'temporal principle' that translations 
should not change underlying principles but (with much less sense) applied it to 
historical costs rather than current costs. 

An example of a national accounting problem made more difficult by interna-
tional operations is the setting of transfer prices. A great deal has been written 
about the problems of setting such prices within national firms. Some writers have 



stressed an approach based on marginal analysis; others have thought behavioural 
considerations to be more important

1 1
. At the international level, with the foreign 

subsidiary replacing the national division, new factors are added
1 2

. 
First, and most obviously, transfer prices can be used to minimize taxes on a 

world-wide basis. For example, the Report of the Committee of Enquiry into the 
Relationship of the Pharmaceutical Industry with the National Health Service (the 
'Sainsbury Report') includes the following paragraph: 

The second difficulty about foreign-owned firms, the transfer price of raw 
materials or intermediates procured from foreign affiliates, is likewise an 
intricate one and we have reason to believe from the results of our financial 
questionnaire that it is of considerable importance. Foreign firms reported a 
much higher cost of materials as a percentage of the total cost of manufacture 
than did British firms and we believe that the propriety of such costs should be 
investigated. We are aware that the United Kingdom tax authorities have a right 
to investigate these transfer prices in order to ensure that foreign-owned 
manufacturing or distributing companies in this country (no matter in what 
industry) are not improperly reducing the apparent amount of their profits in the 
United Kingdom by inflating the transfer prices that they pay to their foreign 
parents. The tax authorities of other countries have and operate similar powers. 
We recommend that the attention of the British tax authorities should be drawn 
to the transfer prices of pharmaceutical raw materials or intermediates, and that 
the Ministry, in assessing the Standard Cost Returns of foreign-owned manufac-
turing companies, should make use of the ability of chemical engineers to form 
reasonable assessments of the production costs of chemical materials. They 
should be unwilling to accept the prices noted on Standard Cost Returns unless 
the foreign-owned firm offers confirmation of the reasonableness of its transfer 
prices, and the Ministry's own professional staff consider them reasonable. 

Tables in the financial appendix to the report showed that British companies 
imported 21.6% of their materials in 1965, subsidiaries of American companies 
39.0%, subsidiaries of Swiss companies 74.1% and subsidiaries of other European 
companies 47.1%. Materials consumed were 49.2% of the total cost of manufac-
ture for British companies, 57.7% for American subsidiaries, 85.5% for Swiss 
subsidiaries and 60.0% for other European subsidiaries. For British companies 
profits before interest and taxation were 22.5% of sales, royalties, service charges 
and other trading income, for American subsidiaries 23.2%, for Swiss subsidiaries 
8.7% and for other European subsidiaries 15.3%

1 3
. 

One disadvantage of relatively high transfer prices is that the larger the transfer 
price, the larger the import duty payable. The holding company's net gain may not 
therefore be very great, especially as there is a tendency, at least among the 
advanced industrial countries of Western Europe and North America, for tax 
differentials to narrow. 

Secondly, transfer prices can be used to reduce exchange losses. A country 
suffering from balance of payments difficulties may restrict remittances of di-
vidends, but not remittances in payment of materials or machinery imported by the 
subsidiary. Brooke and Remmers give the example of a financial director who 
explained that no dividend had been received from a couple of subsidiaries for a 
number of years, 'but do they ever pay through the nose when they have a 
mechanical breakdown!'

1 4
. 

12 



Thirdly, transfer prices may be deliberately set low in order to provide finance 
for a subsidiary. 

Fourthly, transfer prices can be used to shift profits, for political just as much as 
for tax reasons, from country to country.* 

The opportunities mentioned above have their drawbacks: the expense of 
administration; possible trouble with tax and customs authorities; and, very 
importantly, adverse repercussions on the company's control system. 

Arbitrary transfer prices combined with intercountry differences in accounting 
principles may make the reported profits of foreign subsidiaries meaningless: 

The truth is that profitability exercises in [the pharmaceutical] industry are 
meaningless. More than anything else profitability tends to reflect accounting 
practice . . . 

What does the rapid fall in foreign subsidiary profits since 1954 tell us? Simply 
that firms have begun to realize (rather late in life in some instances) that the 
British M.P. is extremely badly informed. He is happier with large remissions of 
royalties, inflated raw material costs (which effectively cheat the Exchequer) and 
transfer of profits to the parent represented as cost items, than he is with high 
profits here, with 50% going into the Exchequer and 25% going into capital 
investments in Britain's future

1 5
. 

The comparative reason 

The third reason for studying international accounting is the comparative one. We 
can learn by observing how others have reacted to accounting problems which, 
especially in industrial nations, often do not differ very markedly from our own. 
We shall take just three examples. 

Companies Acts 

It is sometimes suggested in Britain that accounting principles and valuation 
methods should be written into the Companies Act or that companies should follow 
exactly the same rules in reporting to shareholders as they do in reporting to the 
Inland Revenue. 

The former suggestion has already been put into practice in the German Federal 
Republic where the Companies Act (Aktiengesetz) of 1965 sets out in legal terms 
the familiar accounting philosophy of historical cost modified by conservatism. 
Section 153, for example, provides that fixed and financial assets shall be carried at 
the cost of acquisition or construction less depreciation or diminution in value. 
Section 155 prescribes the valuation of current assets at the costs of acquisition or 
manufacture or a lower valuation if the latter 

(1) is necessary in accordance with reasonable business judgment in order to 
prevent the valuation of these assets from being changed in the near future as 
a result of fluctuations of values, or 

(2) is held permissible for purposes of taxation. 

It is expressly stated that such lower valuation may be retained even if the 
reasons for it have ceased to exist!

16 

13 



The influence of taxation law on the accounts prepared for shareholders varies 
from country to country. In France the rule that all deductions claimed for tax 
purposes must be similarly recorded in the accounts has meant that there is almost 
no difference between the financial statements prepared for the shareholders and 
those prepared for tax purposes. 

In the United States, the last-in first-out method of inventory valuation can be 
used for tax purposes only if it is also used in the published financial statements, 
whereas the Canadian Anaconda case

17
 has had the effect of ruling out LIFO for 

shareholders as well as for tax not only in Canada but also in Britain. The omission 
of all overheads when valuing stock-in-trade is not an accepted accounting practice 
in North America but it is in Britain where its use for tax purposes was approved by 
the House of Lords in the Duple Motor Bodies case

1 8
. 

National accounting plans 

In the current debate in Britain about comparability of financial statements and 
uniformity of accounting principles, suggestions of reform are sometimes made 
which could lead to some kind of national plan or chart of accounts. 

Writing in 1946, Professor Lauzel, a leading promoter of the French national 
accounting plan, stated that 'if one wants accounting to be a valid instrument for 
measuring and making comparisons over time and in space, it has to fulfil a certain 
number of conditions and, especially, the following: 

—it must use a terminology based on precise definitions; 
—it must classify facts logically according to well defined criteria; 
—it must supply a general method for the recording of movements between 

classes of accounts; 
—it must state rules as general as possible for determining the values to be 

recorded'
1 9

. 

A national accounting plan drawn up on lines such as these would clearly be 
rather more than just an exercise in bookkeeping. 

The French accounting plan was first published in 1947 and revised in 1957. Its 
requirements are imposed by law on the nationalized industries and on state-
controlled or subsidized firms and organizations. Decrees of 28 December 1959 and 
13 April 1962 prescribe the eventual extension of its field of application to all 
industrial and commercial enterprises. A guide comptable professionel will be 
drawn up for each industry

2 0
. 

I shall not attempt to argue here whether or not we in Britain should move 
towards such a national accounting plan. It is worth pointing out, however, as an 
illustration that uniformity by itself is not enough, some of the weaknesses of 
French accounting. 

First, as has already been noted, the influence of taxation on French accounts is 
much too strong. To quote Lauzel once more: 

From this point of view it can appear regrettable, for example, that the accounts 
must obligatorily record 'fiscal' depreciation . . . that is either too low or too 
high in relation to standards reasonably taking account of the real factors of the 
wearing out of the plant and equipment. There is a similar problem for stocks, 
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which, it must be admitted, are sometimes undervalued, sometimes overvalued, 
in the tax return, in relation to the principles which seem to flow from rational 
management concepts

2 1
. 

Secondly, uniformity has been stressed at the expense of disclosure. French 
balance sheets have remained very conservative documents, and consolidated 
financial statements were very rare until quite recently. 

Thirdly, there has tended to be uniformity of method rather than of principle. 
For example the plan provides, without explanation, for stocks to be valued at the 
lower of weighted average cost and net selling price. (But this is not always 
observed in practice.) 

Accounting for inflation 

Accountants throughout the world have grappled unsatisfactorily with accounting 
for inflation. Nothing is finally settled yet but it does look as if the UK, the USA 
and France will opt for varying versions of current replacement costs based mainly 
on specific indices. All appeared at one stage to be moving instead towards current 
purchasing power accounting based on general indices

2 2
. 

The position in the UK and the USA will be familiar to readers. The German
23 

and French
24
 experiences have been rather different. Both demonstrate a tendency 

to return to historical cost accounting after the inflationary blizzard has passed. 
At the end of the Second World War the German economy had collapsed 

completely and the then existing monetary unit, the Reichsmark (RM), was 
virtually worthless. It continued, however, to be used in financial statements and 
departure from historical cost was legally impossible. In 1948 the currency was 
reformed and a new monetary unit, the Deutschemark (DM) was introduced. It 
was followed by the DM Eröffnungsbilanzgesetz (literally the DM opening balance 
sheet law) which gave every German company a fresh start from a valuation point 
of view. The basic objective of the law was to restate all assets at amounts 
approximating current replacement cost as closely as possible. After the reform had 
been achieved German financial reporting reverted to the system of historical cost 
modified by conservatism already described. Holzer and Schönfeld comment as 
follows on one result of the law: 

It made possible tax deductible depreciation on the basis of revalued assets; i.e., 
expenses could be deducted which had never been cash outlays. The resulting tax 
savings (the corporate tax rate was 50%) produced substantial benefits for 
industry and were more effective and of a more permanent nature than those 
accruing from accelerated depreciation measures. It goes without saying that 
businesses with relatively large capital investments were the main beneficiaries

2 5
. 

As is well known the German Federal Republic now has one of the strongest 
currencies and lowest inflation rates in the world. There seems very little likelihood 
that any form of inflation accounting will be permitted in West Germany. 

In France from 1945 to 1959 companies were permitted (but not compelled) for 
tax purposes to revalue most fixed assets and also receivables and payables in 
foreign currencies. The revaluation had to be achieved through the use of 
revaluation coefficients published in the Journal officiel. Depreciation was based 
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on the restated book values and was fully deductible for tax purposes. Stocks could 
not be revalued but a tax-free reserve for stock replacement could be established. 
During the 1960s French financial statements reverted to historical cost, the rise in 
the price level having slowed down. 

The inflation of the 1970s has once again brought a limited form of inflation 
accounting to France. As usual it is closely linked with taxation rules. 

In contrast to Germany and France, the main influence on Dutch accounting is 
economic theory rather than legislation. Replacement costs rather than historical 
costs are used by a number of important companies, although the majority use 
historical costs in their published accounts

2 6
. 

The European reason 

These remarks lead to my fourth reason for looking at international aspects of 
accounting: the European reason. As a member of the European Economic 
Community Britain is increasingly affected by the EEC's progress towards harmo-
nization of tax law and company law. The former is not very advanced but Britain's 
adoption of a value-added tax

2
 and an imputation system of corporation tax

28
 were 

both influenced by European models. 
Harmonization of corporate financial reporting by shareholders and other users 

has been a long drawn out process. The Council of Ministers approved a first 
directive on company law harmonization in 1968

2 9
. The first section of the directive 

dealt with publicity and provided, inter alia, for the publication of a balance sheet 
and a profit and loss account for each financial period. Harmonization of the 
contents of these documents was, however, postponed. A draft directive on these 
matters was prepared and published in 1969 by a study group under the Chair-
manship of Dr W. Eimendorff of the German Federal Republic

3 0
. 

The study group considered that its task was not to work out completely new 
regulations but rather to investigate the extent to which the various national laws 
could be harmonized. Their proposals, which formed the basis for the first draft of 
the directive, followed the German pattern of compulsory layouts and valuation 
rules and of disclosure varied according to company size (measured by balance 
sheet total, turnover and number of employees). There was no reference to a 'true 
and fair view'. This was added in a revised draft published after the enlargement of 
the Community to include the UK, Ireland and Denmark. After almost a decade of 
discussions the 'Fourth Council Directive of 25 July, 1978 based on Article 54(3)(g) 
of the Treaty on the annual accounts of certain types of companies' was at last 
adopted. It is an interesting compromise of German, British, French and Dutch 
views on company financial reporting. It has still to be incorporated into the 
national laws of the ten member states. 

Meanwhile, second and third directives on other company law matters have also 
been adopted by the Council and not far away on the horizon are directives of great 
importance to accountants on consolidated financial statements and auditors. 

British accounting is being pulled closer to continental European accounting. On 
the other hand, American accounting practices influence all the member states and 
an International Accounting Standards Committee has been formed. Other 
international bodies such as the United Nations are also increasingly interested in 
accounting. 
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Conclusion 

I have tried in this chapter to give some idea of the scope of the international 
aspects of accounting. I have not been comprehensive. If I have left the reader with 
the impression of a new, exciting and relatively unexplored field of great practical 
importance and much academic interest, then I have succeeded in what I set out to 
achieve. 
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CHAPTER 2 

Multinational challenges for managerial 
accountants* 
Frederick D .S . Choi 

Accounting traditionally has been a dynamic discipline. Historically, 

accounting responded in positive fashion to environmental developments 

such as the industrial revolution, the growth of the joint-stock form 

of business organization and, more recently, to developments in the 

areas of management and computer science. Since accounting is also a 

service activity designed to facilitate the information needs of de-

cision makers, both internal and external to the firm, it must remain 

responsive to the ever-changing needs of its users if it is to maintain 

its social utility. 

An environmental phenomenon which currently is testing the vitality 

of the accounting discipline is the multinational company. Spawned 

within the past two decades, these companies today are confronting ac-

countants with problems of no small proportion. But, while the exter-

nal reporting dimensions of multinational business have received much 

attention in the literature,
1
 little has been accoraed the attendant 

managerial accounting dimensions.
2
 This paper accordingly seeks to 

fill this void by identifying some of the problem areas and issues which 

the multinational company is posing for managerial accountants. 

MULTINATIONAL COMPANY AND MANAGEMENT ACCOUNTING 

Before proceeding to specific issues, it might be good to define what 

it is we are talking about. Just what is a multinational company and 

what do we mean by the term "management accounting"? 

Put simply, a multinational company is one which engages in business 

or financing transactions which transcend national boundaries. In an 

expanded sense, a multinational concern is one in which global thinking 

* This article is reprinted, with permission, from Journal of Contemporary Business (Autumn 1975) 
pp 51-67 



and organization supplants a purely domestic orientation, where inter-

national matters often assume a "low profile." From this enlargened 

perspective, subsidiary companies are viewed not as mere appendages or 

independent satellites of the parent company, but as parts of an inte-

grated system whose aims are to optimize both global and local objec-

tives. Productive resources--financial, human and natural--are secured 

wherever in the world they are the least expensive and employed in those 

locations where their productivity is greatest.
3 

However, this description is idealistic, as few companies today meet 

these criteria in their entirety. In fact, one should envision a 

spectrum of degrees of multinational ism with extreme points represent-

ing entirely domestic enterprises and "pure" multinational enterprises. 

An evolutionary movement is apparent along the spectrum as companies 

acquire more of the attributes of multinational ism. 

It also should be noted at the outset that the concept of managerial 

accounting entertained here does not incorporate the traditional notion 

of accounting for enterprise costs. For cost accounting concepts are, 

to a large extent, the same both domestically and internationally. In-

stead, we are concerned with the newer strategic area of managerial 

planning and control systems, for it is here that significant inter-

national challenges are making themselves felt. 

The foregoing implies that managerial accounting exists to provide 

information inputs to some decision process. Therefore, it would seem 

appropriate to examine managerial accounting issues from the perspec-

tive of enterprise managers in the multinational company. 

INTERNATIONAL FINANCIAL MANAGEMENT 

In this respect, the spread of business beyond national boundaries has 

fostered mutations of domestic management specialities. These have been 

necessitated by the additional variables and constraints which typify 

the international dimension. Foreign currency exchange risks; restric-

tions on fund remittances across national borders; conflicting national 

tax laws; interest rate differentials in various national financial 

markets; the global shortage of money capital; and the effects of world-

wide inflation on enterprise assets, earnings and capital costs are 

just a sample of variables calling for specialized knowledge among 
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financial executives. 

A direct response to such environmental complexities has been the 

emergence of the international financial management function. A recent 

conference board study reveals that more than half of the companies queried 

reported having a specially designated executive concerned solely with 

financial management of international operations. What is more, the 

trend in this direction is definitely on the increase.
5 

In view of the recent emergence of this managerial speciality, the scope 

of the present paper will be limited to a description of some of the 

major international financial management issues and their accounting 

implications. As engineers of information support systems for financial 

decision-making within the firm, managerial accountants have a strategic 

interest in the resolution and outcome of such issues. 

Specific problem areas examined in the following sections include those 

dealing with ( 1 ) foreign exchange risk management, ( 2 ) consolidation 

of enterprise accounts, ( 3 ) investment planning, ( 4 ) external financial 

sourcing, ( 5 ) international taxation, ( 6 ) transfer pricing, ( 7 ) performance 

evaluation and ( 8 ) information and control systems. 

FOREIGN EXCHANGE RISKS 

A risk dimension unique to international business is the risk of loss 

due to changes in the value of national currencies in which financial 

transactions are denominated. Thus, a U. S. parent operating a wholly 

owned subsidiary in France, whose assets are denominated in French francs, 

experiences a foreign currency translation gain or loss in terms of U. S. 

dollars whenever the value of the French franc appreciates or depreciates 

relative to the dollar. Since foreign currency amounts typically are 

translated to their domestic currency equivalents, either for management 

review or external financial reporting purposes, the "translation" 

gain or loss in this case would be reflected on the financial statements 

of the U. S. parent. 

Currency fluctuations often have been quite pronounced in the past. 

Consequently, a major objective of international financial management 

is to minimize such risks. Risk management techniques in this regard 

include ( 1 ) those used to forecast exchange rate movements and the 
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magnitude of possible losses and (2) compensating strategies designed 

to hedge such exchange risks. However, great disagreement exists 

as to which device is best. Those supporting exchange rate forecasting 

as the superior risk management technique operate under the premise that 

decision makers in the firm have the capability to outperform the market 

as a whole when it comes to predicting exchange rate movements. However, 

those opposing this alternative argue that foreign exchange markets, 

in a world where exchange rates are free to fluctuate, are "efficient" 

markets. Accordingly, attempts to predict future rate movements are, 

for all practical purposes, futile.
6 

Hedging techniques are equally controversial as financial managers and 

accountants still do not agree on how best to measure the concept of 

exposure. For example, under conventional translation methods, a foreign 

subsidiary's current assets and liabilities are translated to their 

domestic currency equivalents using the rate of exchange prevailing at 

the time the financial statements are prepared. Noncurrent items are 

translated using the rate which prevailed when those items were acquired/ 

incurred.
7
 Under these translation rules, a parent company's exposure 

would be measured by the net current asset position of the foreign 

subsidiary. Assuming that the rate of exchange between the foreign 

currency (FC) and the dollar were to decline from FC4 to $1 to FC5 

to $1, the potential foreign exchange loss on a firm's exposed current 

assets of FC100 would be $5. This is illustrated below: 

Current Assets FC 150 
Current Liabilities 50_ 

Exposure FC 100 

Predevaluation rate (FC4 to $1) FC100 = $25 
Postdevaluation rate (FC5 to $1) FC100 = 20 

Potential foreign exchange loss $ 5 

Appropriate hedging policies then would be taken to offset this potential 

loss. This would be accomplished by decreasing FC-denominated assets 

and/or increasing FC-denominated liabilities. Any remaining exposure 

then might be covered in the forward exchange market. 

However, critics of such an exposure concept are quick to point out that 

while the foregoing measures "accounting" exposure, it may not really 

measure a firm's exposure in an "economic" sense.
8
 Thus, assume that 
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the foregoing example refers to a foreign subsidiary which obtains all 

of its labor and materials in its domestic economy and, in turn, sells 

its entire output abroad. In this instance, a significant devaluation 

might very well improve the subsidiary's FC revenues, by making its goods 

cheaper in terms of other foreign currencies. That is, the firm either 

could maintain its product prices in terms of the foreign currency, 

thereby increasing its FC receipts by the devaluation percentage, or 

it could lower the FC price and, presumably, increase its sales volume. 

In turn, the devaluation would have no appreciable effect on the cost 

of its factor inputs. Thus, the profitability of the subsidiary con-

ceivably would increase rather than decline because of the devaluation, 

and there would be little economic justification for the translation 

loss shown. 

Controversies such as these, while far from settled, have direct mana-

gerial accounting implications. Subscription to exchange rate forecasting 

as a promising risk reduction technique entails development of compre-

hensive information systems. These systems must be capable of gathering 

and processing substantial amounts of information relating to factors 

affecting currency stability to ensure financial managers a "superior" 

source of information on which to base their forecasts. On the other 

hand, hedging techniques call for the construction of measurement 

techniques which reflect more realistic approaches to the valuation of 

assets and liabilities after changes in exchange rates. Therefore, 

much remains to be done in this facet of multinationalism by the manage-

ment accountant. 

CONSOLIDATION ISSUES 

Coupled with the problem of measuring foreign exchange risks is the 

need to consolidate the results of a multinational company's foreign 

operations. Shareholders, creditors and other external user groups 

desire, in general, a single frame of reference for company operations 

regardless of geographic origin. Since consolidated statements can be 

presented only in terms of a single currency unit, currency translation 

procedures are called for that transform foreign currency into domestic 

currency statements. 

During the "premultinational era," foreign operations generally were 

conceived of from a national point of view. International activities 
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during this period were confined largely to import and export operations. 

The limited investments existing outside the home country generally were 

made to facilitate trading activities or to participate in profits that 

could be remitted readily in dollars to the U. S. parent. Under these 

circumstances, currency translation techniques favoring a "home country 

perspective" seemed both logical and desirable. 

Assumptions such as these no longer appear tenable for the multinational 

company. As mentioned earlier, foreign subsidiaries are no longer being 

viewed as mere "step-child" operations; rather, they are seen as stra-

tegic components of an integrated corporate network. Worldwide economies 

of operation and organizational control are increasingly becoming primary 

influences affecting the distribution policies of foreign direct invest-

ments abroad. In short, foreign investments are being viewed as perma-

nent in nature, with remittances of foreign earnings no longer being 

a primary objective. Given these developments, existing translation 

methods are becoming increasingly suspect.
9 

Even if one could resolve the foregoing issue, the problem of how to 

account for translation adjustments which arise during the consolidation 

process still would exist. Translation adjustments refer to the effects, 

in the reporting currency, of a change in foreign exchange rates on the 

carrying value of enterprise net assets denominated in terms of the foreign 

currency. While the mechanics of translation adjustments are straight-

forward, the nature of the resultant figure is obscure. Thus, is a 

translation adjustment arising from a change in the translation rate 

(l)a gain or a loss, (2)an adjustment of the costs of imports or revenue 

from exports, (3)an adjustment of borrowing costs or returns from 

lending or (4)an adjustment of owners' equity? If one regards the adjust-

ment as a "gain or loss," should it then be taken immediately into 

income or should it be deferred? Advocates of immediate recognition 

are generally frustrated by the absence of any clear-cut criterion on 

which to base the needed attendant realization concept. Those advocat-

ing deferral of foreign exchange gains, for lack of realization, are 

usually in a quandry as to the amount of the gain to be deferred. Indeed, 

in those instances where foreign affiliates have no intention of re-

patriating funds to the parent company, the concept of realization be-

comes extremely nebulous. In cases such as these one wonders whether 

the realization concept has any meaning at all! 
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Another consolidation problem which promises to test the ingenuity of 

managerial accountants is how to incorporate the effects of foreign in-

flation in the consolidated accounts. Foreign inflation is of particular 

interest to statement readers concerned with multinational operations 

as (l)it often occurs at different rates from those of the parent country, 

(2)the prices that are changing are foreign prices rather than domestic 

prices and (3)inflation abroad is related to movements in foreign ex-

change rates. In these circumstances, is it better first to restate 

foreign account balances to reflect the effects of foreign inflation 

and then to translate the results to the currency of the parent country? 

Or, is it better first to translate the accounts to their domestic 

currency equivalents and then adjust the accounts to reflect the effects 

of inflation? The issue remains unsettled, with proponents of each 

approach continuing to argue the conceptual merits of one construct over 

the other.
10 

FINANCIAL PLANNING 

Financial planning in the multinational enterprise also poses additional 

challenges for the managerial accountant. While financial planning 

processes at home are conceptually similar to those in the international 

sphere, the latter are much more difficult to administer because of the 

expanded number of decision variables that make up the financial manager's 

decision set. 

Consider, for example, the area of investment planning. Owing to signif-

icant advances in the areas of financial management theory, sophisti-

cated procedures now exist for determining a firm's optimum capital 

structure; measuring a firm's cost of capital; and evaluating investment 

alternatives under conditions of uncertainty. When we enter the inter-

national arena, investment planning quickly becomes a "mission impossible." 

Considerations such as differential tax laws, differential rates of 

inflation, risks of expropriation, fluctuating exchange rates, exchange 

controls, restrictions on the transferability of foreign earnings and 

language and intercultural differences all add a degree of complexity 

not usually found under more homogeneous and stable domestic conditions. 

Add to this the difficulty of quantifying such data and the problem 

quickly magnifies. For example, how does one adjust and measure the 

expected returns of a foreign investment opportunity where inflation, 

a depreciating foreign currency, and exchange controls are the rule 
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rather than the exception? Assuming this problem is resolved, should 

the investing company then consider local country rates of return, 

investor country rates of return or both? If foreign investments are 

evaluated in the context of the present value model, then an appropriate 

discount rate must be developed. While a company's cost of capital is 

utilized in the domestic decision model, should the same hold in the 

multinational case? If a substantial portion of the money capital re-

quired to undertake a foreign investment were supplied by the parent 

corporation, should the cost of capital of the parent company be used 

or should this discount rate be altered to reflect the additional risk 

associated with the foreign investment? To cite another consideration, 

if a foreign affiliate's financing plan calls for more expensive debt 

or equity financing than is available to the parent firm elsewhere, should 

this additional cost be reflected in a higher company-wide cost of 

capital, or should the incremental financing cost be absorbed by the 

subsidiary in the form of higher required periodic cash returns? Indeed, 

does debt financing abroad which exceeds borrowing norms in the home 

country necessarily raise the company-wide cost of capital when under-

taken to hedge against foreign exchange risks abroad? 

Considerations such as these are far from academic. In the absence of 

information systems which capture these extranational considerations, 

it is not surprising that many firms investing abroad have been forced 

to rely on tools designed for domestic analyses. This would appear to 

be a less than satisfactory state of affairs. 

EXTERNAL SOURCING 

Multinational investment plans necessitate the accumulation of massive 

sums of money capital for their implementation. Owing to a shortage of 

money capital internationally, planning for external financing sourcing 

is assuming a strategic role in the competitive calculus of the multi-

national enterprise. 

Sources of funds for direct investments abroad can be classified into 

the familiar internal/external framework. As one might expect, internal 

financing modes internationally are generally not unlike those employed 

in a strictly uninational setting. However, once external financing is 

entertained, multinational financing alternatives are expanded quickly 

both in number and scope. In addition to borrowing in domestic financial 
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markets, external sourcing can take the form of joint business venture 

arrangements with foreign owners, borrowing in the financial markets of 

foreign affiliates and entry to the international capital markets. 

Raising funds abroad offers certain opportunities to borrowing enter-

prises, the benefits of which need to be measured and communicated to 

financial managers. However, foreign borrowing is not without atten-

dant risks. Thus, a Belgian subsidiary of a U. S. parent borrowing 

deutch marks from a German bank and then converting the proceeds to 

Belgian francs for working capital purposes would experience a signifi-

cant increase in its debt burden if the German mark appreciated in value 

relative to the franc prior to the loan's maturity. While such risks 

may be hedged in the forward exchange markets, these facilities are 

not always available when needed. Therefore, such risks require con-

stant appraisal on the part of international financial managers and 

their accountants. 

Borrowing in foreign financial markets also requires an awareness of the 

diversity of financing instruments which exist internationally. While 

many of these instruments are common to several countries, their avail-

ability, relative costs and repayment terms can vary significantly be-

tween countries. For example, an overdraft is essentially a short-

term line of credit arrangement, popularized in Europe, which allows 

a borrower to write checks in excess of existing deposit balances up 

to some predetermined limit. But while this credit facility is probably 

the cheapest and most extensively used form of short-term credit in the 

United Kingdom, it is probably the most expensive form of short-term 

credit in Belgium. 

A recent innovation in the international financial environment has been 

the emergence of the Euro-currency market; Euro-currencies refer to foreign 

currencies owned and held outside the country of issue. The market has 

expanded rapidly and now offers most of the credit facilities available 

in most sophisticated money and capital markets, with the exception that 

it is unregulated, international in scope and multicurrency in nature! 

Borrowing in such a market adds another dimension to the financial 

manager's information needs. Sophisticated answers must be sought 

for questions ranging from the choice of a particular financing instru-

ment to desirable financial reporting formats for transnational investor 
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groups, not to mention the choice of currencies in which to denominate 

one
1
s debts. 

The spectrum of external financing possibilities just identified are 

far from exhaustive because financial markets are in a constant 

state of flux. Indeed, within just a short time after the market's 

inception, many of the conditions giving rise to the Euro-currency 

capital market have ceased to exist.
11
 Newer developments in inter-

national finance, such as the massive cash payments flowing to the OPEC 

nations and the recent emergence of an "Asia-dollar" market, suggest 

that the Middle East and Pacific Basin are assuming importance as 

new financial centers to be reckoned with. In an area where change is 

likely to be the only constant, the burden is on management accountants 

to monitor constantly new developments on the international financial 

scene. 

INTERNATIONAL TAXATION 

Tax planning is undoubtedly one of the most difficult yet vitally im-

portant aspects of a financial executive's job as it impacts on so many 

business activities of a firm. This process becomes an even more complex 

affair when extended to multinational business operations. Being an 

instrument of national economic policy, tax systems worldwide are under-

standably as diverse as the political entities which create them. 

For example, a company operating abroad incurs a variety of taxes rang-

ing from direct taxes, such as the corporate income and capital gains 

taxes, to numerous indirect taxes, such as value-added taxes, border 

taxes, net worth taxes and withholding taxes. In addition, tax rates 

vary from country to country. Thus, while the corporate income tax 

rate is close to 50 percent in the United States, it may range any-

where from as low a figure as zero in Bermuda and other tax-haven countries 

to as high as 60 percent in a country like Libya.
12
 Tax collection 

systems also vary internationally. Systems which appear most prevalent 

include (l)the classical system--where corporate taxes are levied at 

a single rate and dividends then are taxed as income to shareholders 

at their personal income tax rates, (2)the split-rate system—where 

corporate taxes are levied at two different rates depending on whether 

enterprise earnings are distributed or retained and (3)the tax credit 
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or imputation system--whereby a corporate tax is levied on enterprise 

income at one rate with part of the tax paid being allowed as a tax 

credit against the income tax on dividends.
13 

To add to the complexity, financial managers need to be aware of special 

tax provisions applicable to international operations as they often help 

or hinder multinational companies. Included here would be things such 

as bilateral tax treaties between countries which seek to avoid double 

taxation of the same corporate income by each country and regional tax 

incentives granted by host governments to encourage certain kinds of 

businesses to locate within their borders. 

Therefore, a necessary ingredient of any successful tax planning pro-

gram is an information system which is capable of keeping financial mana-

gers apprised of all relevant international tax variables that impact 

on their decisions. This- is especially important in the international 

sphere as tax laws and regulations of individual countries are changing 

constantly. Changes in one country's tax provisions often affect the 

relative advantages and disadvantages in a multinational tax network. 

And, since tax minimization policies of one subsidiary often can have 

unintended consequences elsewhere in the network, the effects of such 

policies need to be traced throughout the entire system before final 

decisions are made. Computerized tax simulation models designed to 

optimize a company's global tax bill are promising innovations in this 

regard. 

As a minimum, tax planning information systems should enable financial 

managers to access information on variables such as features of the various 

domestic and foreign tax systems, tax base definitions employed inter-

nationally, tax treaties, legal structure of the parent and subsidiaries, 

policies on the movement of funds within the corporate system and risks 

of currency inconvertibility. Without such support systems, it is little 

wonder that many view the complexities of international tax planning 

as overwhelming. Until this situation is corrected, effective inter-

national tax planning will continue to be a major bottleneck for many multi-

national companies. 
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Transfer Pricing 

A problem area which parallels the taxation issue in complexity is the 

pricing of goods, services and technology between affiliates of the 

multinational enterprise. The dimensions of the problem become readily 

apparent when one recognizes that international transfer pricing (l)lacks 

any theoretical or operationally optimum solutions, (2)is affected by 

a larger number of environmental variables than is true of a strictly 

domestic setting, (3)affects social, economic and political relation-

ships in entire countries, (4) varies from company to company, industry 

to industry and country to country and (5)is conducted on a relatively 

larger scale internationally than it is domestically. 

In a uninational setting, transfer pricing is employed to facilitate the 

control and evaluation of operations and to motivate divisional managers 

toward achieving corporate-wide goals. In the multinational sphere, 

added considerations such as taxes, tariffs, fluctuating currencies, 

inflation, economic restrictions on fund transfers and political insta-

bilities, complicate transfer pricing policy objectives. In addition, 

the aforementioned considerations involve tradeoffs that need to be 

weighed and decided carefully. 

Consider the influence of the corporate income tax. Other things being 

the same, profits for the corporate system can be maximized by using high 

transfer prices to siphon profits out of subsidiaries domiciled in coun-

tries with high taxes and by using low transfer prices to move profits 

to subsidiaries located in low tax countries. Unfortunately, other 

things are not the same, and this practice often evokes problems which may 

offset any perceived advantages. Governments faced with a potential 

loss of tax revenues, owing to the tax avoidance policies of corporate 

taxpayers, often will take steps to counteract such measures. For 

example, Section 482 of the U. S. Internal Revenue Code gives the U. S. 

Treasury the right to reallocate gross income, deductions, credits 

or other allowances among related corporations in order to prevent 

tax evasion or to reflect more clearly a "proper" allocation of income. 

Many other countries have allocation provisions similar to those of the 

United States. Internally, transfer pricing schemes designed to mini-

mize global taxes often cause abberations in subsidiary operating re-

sults. This, in turn, often leads to conflicting goals and dysfunctional 

decisions on the part of subsidiary managers.
1 14 
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In similar fashion, currency exchange restrictions may be sidestepped 

and losses from currency devaluations may be avoided by shifting funds 

to the parent or related affiliates through inflated transfer prices. 

Here again, tradeoffs need to be considered as expected benefits of the 

action and need to be weighed against the higher taxes resulting from 

increased revenues accruing to the parent or related affiliates. 

When the simultaneous effects of environmental factors on transfer 

prices are considered, additional problems arise. Thus, how should 

transfer prices be established? Is a standard market price preferable 

to full cost or cost plus a percentage markup? Or, is a negotiated 

price the only feasible alternative? Assuming this problem is solved, 

should transfer pricing policies then be standardized among all countries, 

or should they be country-specific? Should there be different transfer 

prices for different purposes? Here again is another challenge to the 

management accountant. 

Performance Evaluation 

In the domestic case, company activities typically are organized as 

independent profit or investment centers. Under these decentralized 

systems, subsidiary managers are accorded the necessary authority to 

engage in decisions directly affecting their spheres of activity. Under 

these conditions, numerical measures of performance, such as rate of 

return statistics, are highly useful and appropriate. 

Internationally, such evaluation systems are seldom functional. To 

begin, foreign operations often are established for strategic reasons, 

many of which do not lend themselves to precise quantitative measures. 

For example, a manager of a major oil company might not want to risk 

being left out of a foreign market that one of the competitors is explor-

ing even if the expected returns may prove to be negative when discounted 

to their present value equivalents. In addition, many of the major 

decisions affecting the profitability of the foreign subsidiary often 

are made by central headquarters. Centralized control over investment 

policy, external financial sourcing and transfer prices are examples 

in this regard. Then, too, many variables affecting the reported 

performance of subsidiary operations are usually beyond the control of 

the respective manager. For example, government restrictions on remit-

tances on invested capital may greatly affect some subsidiaries and 
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not others. Required minimum capitalization ratios in various countries 

often bias subsidiary rate-of-return calculations by inflating the in-

vestment base against which earnings are compared. As a final example, 

fluctuating exchange rates which are beyond a subsidiary manager's 

control also may have a significant effect on reported performance 

Under these conditions, alternative evaluation schemes for appraising 

foreign operations appear necesssary. And yet, empirical studies have 

revealed that most companies operating abroad continue to evaluate their 

foreign subsidiaries on precisely the same basis as their domestic 

subsidiaries!
15
 Additional research and experimentation seem urgently 

needed on this aspect of managerial accounting for the multinational 

company. 

Information Systems 

Previous sections of this paper suggest that international financial 

managers require an expanded and more sophisticated information base than 

their domestic counterpart. This is attributable largely to environmental 

complexities--cultural, social, economic and political--which often 

impede simple and effective financial information flows. Language 

barriers and geographical distances complicate these flows even further. 

Therefore, financial executives are concerned not only with the type of 

information they receive, but also with the related systems through which 

such information is gathered and communicated. 

Here again financial managers confront a dilemma. On the one hand, a 

firm entering the multinational arena desires information systems facili-

tating centralized control over its new international empire. Yet, for 

political, motivational and perhaps cultural reasons, it wants (and needs) 

to be oriented locally. Business climates and earnings potentials abroad 

are often better if foreign affiliates shed the image of foreign control. 

In some instances, a host country orientation even may be required by 

local statute.
16 

Thus, differences of opinion exist as to the type of information system 

needed to facilitate multinational business information flows. For 

example, some business experts argue that information and control systems 

employed domestically are equally applicable abroad.
17
 For all practical 

purposes, this may very well be a good starting point for firms just 
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venturing into the multinational business arena. It makes good sense 

from a financial consolidation perspective and is no doubt cheaper to 

install than an entirely new system designed from scratch. 

However, others feel that what is needed are tailor-made information 

systems which are developed to accommodate the enlarged outlook of the 

multinational enterprise.
18
 An extention of this proposal incorporates 

a "fresh start" approach which attempts to develop systems with truly 

global orientations (systems not oriented to decentralized parent-country 

operations) almost from the ground up. From this perspective, "financial 

control in multinational companies is more than control, it is financial 

coordination."
19 

However, these positions appear ill-suited to the polycentric modes 

(host-country orientation) which presently characterize the organizational 

patterns of the great majority of international business firms. These 

organizations recognize and thrive on international diversity. Their 

policies permit substantial degrees of local autonomy for foreign af-

filiates, with communications being largely of the two-way variety. In 

these circumstances, local managers in host countries need different 

decision information than headquarters management is likely to require 

for control purposes. '° Therefore, what seems needed are expanded ac-

counting systems capable of satisfying different but parallel information 

needs. Management accountants should aid in designing information systems 

which incorporate data retaining their local characteristics and, yet, 

which can be aggregated to satisfy more global points of view. Such 

systems, in short, should be programmed to enable enterprise managers 

to optimize centralized financial control as well as local autonomy 

and comparability. This would appear to be far better than adoption of 

a single, centralized global information system which is strange to every-

one, particularly those at the subsidiary level. 

CONCLUSIONS 

Multinational enterprises differ in many respects from their purely 

domestic counterparts and are calling forth new innovations in business and 

financial management processes. Management accountants as information 

specialists internal to the firm are in an excellent position to assist 

in developing and implementing information systems which will aid in 

resolving many dilemmas currently confronting international financial 

executives. 
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Whether accountants will respond to their new managerial challenges re-

mains to be seen. However, we observe that only a decade and a half 

ago most accountants were, by and large, indifferent to the international 

dimensions of accounting and financial reporting. This seems a far cry 

from the present environment in which international financial reporting 

standards are being courted seriously by the leading professional ac-

countancy bodies worldwide! Thus, there is every reason to expect that 

accounting will hurdle successfully the challenges posed by the develop-

ment of multinational companies. 
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C H A P T E R 3 

Environmental factors influencing the 
development of accounting objectives, 
standards and practices in Peru* 
Lee H. Radebaugh 

Accounting is a multifaceted discipline that is often divided into three 
major areas: enterprise accounting (both financial and managerial), 
government accounting, and social or macro accounting (that is, na-
tional income accounts). Specialized facets of accounting — such as 
tax accounting — also can be accorded special status. Not only do ob-
jectives, standards, and practices vary somewhat among these major 
areas in a given country, but they also vary in any given area — such 
as enterprise accounting — when comparing different countries. The 
purpose of this paper is to discuss the major environmental factors that 
influence the development of accounting objectives, standards, and 
practices and to illustrate these ideas with current developments in 
Peru. 

The study of accounting in other countries can be of a descriptive, 
conceptual, or hypothesis-testing nature.

1
 The descriptive approach is 

by far the most common and involves a discussion of the current state 

* Lee H . Radebaugh is an assistant professor of international business at the 
Pennsylvania State University. H e earned his B.S. degree at Brigham Y o u n g 
University, and M.B.A. and D.B.A. degrees at Ind iana University. Professor 
Radebaugh has written extensively in the international business and account ing 
fields and has had overseas experience. T h e account ing disclosure of foreign 
currency transactions constitutes a major part of his current research. Professor 
Radebaugh has just completed an extensive educat ional assignment in account-
ing in Peru. 
*B . L. Jaggi , "Accounting Studies of D e v e l o p i n g Countries: A n Assessment," 
International Journal of Accounting (Fall 1 9 7 3 ) : 160-61 . 

* This article is reprinted, with permission, from The International journal of 
Accounting: Education and Research (Fall 1975) pp 39-56 



of the art. Current developments in enterprise accounting as well as 
a discussion of the accounting profession are most frequently presented. 
The development of a conceptual framework adds a level of sophisti-
cation by permitting dynamic as well as static comparisons of account-
ing. Hypothesis testing is more difficult to employ and involves testing 
against reality certain hypotheses about which principles and practices 
ought to be in a country. 

A CONCEPTUAL FRAMEWORK 

Accounting is basically a process of identifying, recording, and in-
terpreting economic events, and its goals and purposes should be 
clearly stated in the objectives of any accounting system. The Financial 
Accounting Standards Board (FASB) is currently wrestling with a 
discussion memorandum entitled "Conceptual Framework for Account-
ing and Reporting." The basis for the discussion memorandum is a 
report of the study group on the Objectives of Financial Statements re-
leased by the American Institute of Certified Public Accountants 
(AICPA) in October 1973. 

As pointed out by the study group, these objectives provide the 
basis for developing accounting and reporting standards which in turn 
lead to specific practices. The objectives, standards, and practices are 
or should be heavily influenced by the definitive needs of users.

2
 Exhibit 

1 illustrates how this process is linked. The process is dynamic in that 
needs often change over time, leading to changes in objectives, stan-
dards, and practices. As emphasized by AlHashim, "If the purpose 
changes, economic events can be defined differently and alternative 
accounting methods and reports prescribed."

3 

The question of whether a uniform set of accounting standards and 
practices exists for all classes of users worldwide or even for one class 
of users worldwide has been widely discussed, and no consensus of 
opinion has been reached. The answer to this question depends a great 
deal on understanding the major factors that influence the develop-
ment of accounting objectives, standards, and practices. Exhibit 2 is 
an attempt to identify these major factors.

4
 The first four factors deal 

* Account ing Object ives Study Group, Objectives of Financial Statements ( N e w 
York: American Institute of Certified Public Accountants , 1 9 7 3 ) , p . 15. 
" D h i a D . AlHashim, "Accounting Control through Purposive Uniformity: A n 
International Perspective," International Journal of Accounting (Spring 1 9 7 3 ) : 
21 . 
4
 T h e author acknowledges the efforts of Professor Reginald Jägerhorn in a 
preliminary at tempt to develop a model on factors having an impact on 
financial reporting practices. See Reginald Jägerhorn, "Some Aspects of Inter-
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with the nature of the enterprise and the direct users of information, 
whereas the last four represent other major factors that affect ac-
counting objectives, principles, and practices. 

Exhibit 2. Major Factors Influencing the Development off Accounting Objectives, 
Standards, and Practices: Domestically and Worldwide 

Basic 

objectives 

User's 

need 

for 

information 

User's 

need 

for 

information 

Accounting 

and 

reporting 

standards 

User's 

need 

for 

information 

User's 

need 

for 

information 
Accounting 

and 

reporting 

practices 

User's 

need 

for 

information 
Accounting 

and 

reporting 

practices 

Nature of the Enterprise 

The same major forms of business organizations exist in most parts 
of the world: proprietorships, partnerships, and corporations. Owner-
ship of enterprises can be either broadly based as is characteristic of 
the United States, state owned, or family centered as is the case in 
many developing countries. Historically, Peru fits in the latter category. 
Family-owned businesses tend to be very secretive and rely more on a 
bookkeeping type of accountability. Very few firms have broad investor 
ownership. Government enterprises are becoming a more important 
part of the economy as the military regime continues to nationalize 
major industries. The increasingly prevalent role of the government in 
the economy and eventually in accounting will be the final of the eight 
major factors to be discussed. 

Enterprises vary in size as well as form. Although it can be argued 

national Account ing with Special Emphasis o n Scandinavian Report ing Prac-
tices," Preliminara Forskningsrapporter (Helsinki, F in land: Swedish School of 
Economics a n d Business Administration, 1 9 7 3 ) . 
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that information is required for all firms regardless of size or form of 
organization, the nature and extent of that information may be quite 
different. Different types of industries as well as different operating 
techniques give rise to special problems. There is a vigorous debate 
among professionals in accounting as well as in taxation on proper 
methods of treating discovery costs in extractive industries.

6
 In Peru 

special accounting rules exist for three types of industries that are 
crucial to the Peruvian economy: mining, petroleum, and fishing. In 
the United States the prevalence of leasing requires special standards 
and principles to account for this type of operating technique, just as 
special principles exist for installment sales and for revenue recogni-
tion in long-term projects where percentage of completion is relevant. 

Enterprise Users 

Within the enterprise there are many users of information. The 
quantity and quality of information provided depends on the level of 
sophistication of the users as well as the technical competence of the 
accountants. Managers require specialized information to assist in 
decision making, and a whole branch of accounting has resulted from 
this need. 

Employees have a vested interest in the enterprise and may have an 
impact on the disclosure of financial data. This can be made manifest 
through unions that require certain types of information prior to the 
negotiation of labor contracts. An important social change that has 
taken place in Peru is the development of the worker's community. 
The community is an organization composed of all workers employed 
in a firm. Fifteen percent of the profits of the enterprise goes to the 
community and is used to purchase equity in the firm until the workers 
have 50 percent of the ownership. The community elects members of 
the board of directors based on the voting power of its shares of stock. 
As the community increases in its size and influence on the board of 
directors, it could influence the disclosure of financial data in order to 
protect its interests. 

In some countries, such as West Germany, Norway, and Finland, 
supervisory or works councils are organized with special supervisory 
and auditing functions. A good example "is the German law which re-
quires that the Works Council (Betriebsrat) be a party to company 
decisions as they relate to working conditions, training, and all methods 
of payment. The council must agree to savings, profit-sharing, a stock 
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ownership, and all other employee benefit plans.. . ."
e
 In the United 

States as well as other countries, the board of directors is a powerful 
policy-making group that can have a strong impact on the nature and 
quality of reported information. The board also requires certain types 
of information to assist it in making good decisions. 

Other External Users 

This category includes users other than internal to the firm or the 
government. In many countries creditors are the most important users 
of corporate financial data. This is especially true in West Germany 
and Japan where banks are institutional investors or provide very high 
leverage for expansion. In the United States, institutional investors 
such as insurance companies have an influential voice in the develop-
ment of accounting principles and practices because they are an im-
portant source of funds for corporate expansion and often control large 
blocs of votes in the annual shareholders' meeting. Noninstitutional 
investors in a broadly based capital market need quality information 
on which to base investment decisions. They are often represented by 
their stockbrokers who are able to perform a more sophisticated 
analysis of financial data. In many countries, securities exchanges help 
protect the investor by setting requirements for statement preparation 
and presentation. 

In Peru, banks are becoming more sophisticated and are requiring 
better information to help them make decisions. In addition, most of 
the banking system has now come under government control, adding 
one more dimension to the public sector of the economy. However, the 
banks still operate with a certain degree of autonomy and request in-
formation from firms based on their needs rather than on a specific 
government format. 

Individual and nongovernmental institutional investors do not play 
an important role in the development of accounting principles and 
practices. A member of the Comision Nacional Supervisora de Em-
presas y Valores (GNSEV) — a government agency responsible for 
supervising enterprises and the securities market — recently remarked 
that the securities market in Peru does the volume of business in one 
year that is conducted on the securities exchange in Sao Paulo, Brazil, 
in two days. Many would argue that the lack of a Peruvian securities 
market is partly a result of poor accounting data. The basic hypothesis 
is that better accounting data will stimulate the growth of a securities 

• R i c h a r d D . Robinson, International Business Management ( N e w York: Holt , 
Rinehart , and Winston, 1 9 7 3 ) , p . 182. 
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market; as the market grows, there is pressure to develop accounting 
principles that will provide even better information.

7
 The problem 

with the Peruvian situation is the lack of confidence in the growth of 
the private sector of the economy due to the attitudes of the current 
regime toward socialism and the increased implementation of the 
worker's community. 

Accounting Profession 

As is the case in countries such as the United States, Canada, the 
United Kingdom, and the Netherlands, the accounting profession can 
be an important influence on the development of accounting objectives, 
standards, and practices. Three phases of the profession are important : 
the nature and extent of the profession, the existence of professional 
associations, and the auditing function. The mere existence of a pro-
fession is not as important as the level of sophistication of that profes-
sion. 

The major problem in Peru is that accounting is not recognized as 
a profession. Because of the relatively low status of the profession, it is 
very difficult to attract high-quality students. The major accounting 
professional association is the Colegio de Contadores Publicos de Lima. 
The colegio in Lima is the largest of the colegios instituted in various 
localities in Peru. Each colegio names delegates to the Federacion 
Nacional de Colegios de Contadores Publicos del Peru. Each contador 
publico is required by law to join the colegio in the locality in which 
he resides.

8
 Collectively, the colegios have a very large membership and 

have a strong voice in regulating the accounting profession, but they 
are not active in research or in the development of accounting princi-
ples. The staffs of the various colegios receive little remuneration and 
thus do not devote full-time effort to research activities. 

The Instituto de Contadores del Peru is an older and more selective 
organization than the various colegios, but it also is not very influential. 
The members of the instituto are also members of the colegios. 

Auditing as a discipline exists but until recently has not been very 
important. With the passage of regulations by the CNSEV (as will be 
7
 For a discussion of this idea, see Frederick D . S. Choi , "Financial Disclosure in 
Relat ion to the European Capital Market ," International Journal of Accounting 
(Fall 1 9 7 3 ) : 53-66 . 
• E d w a r d L. Elliott, The Nature and Stages of Accounting Development in 
Latin America (Urbana-Champaign , 111.: Center for International Educat ion 
and Research in Account ing, University of Illinois at Urbana-Champaign , 1 9 6 8 ) , 
pp . 118-20. See pages 110-38 for a comprehensive historical discussion of the 
accounting profession in Peru. 
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discussed later) independently audited financial statements of most 
large Peruvian enterprises will be required by law. An auditor must be 
a registered contador publico in order to officially sign audited financial 
statements. Most of the large U.S. public accounting firms are cur-
rently operating in Peru. 

Academic Influence 

The academic infrastructure refers to the quality of the education 
offered as well as the access of students to an education. One of the 
typical problems in Latin America is the shortage of qualified professors 
in accounting, and Peru is no different. By economic necessity, teaching 
is a part-time occupation in most cases. Complicating the education issue 
is the requirement that a student graduate in accounting from an ac-
credited university in order to receive the title of contador publico. 
Thus the Escuela de Administracion de Negocios para Graduados 
(ESAN), a graduate business school in Lima, has a very good account-
ing program, but its graduates cannot become contadores publicos as 
long as ESAN is not an accredited university for accounting purposes. 

Since instruction in accounting is not considered a full-time pro-
fession and is generally not at a very high level, little academic research 
is done. There are no active educational associations, such as the 
American Accounting Association in the United States, and all pro-
fessors are also professionals and thus belong to the instituto and/or 
one of the colegios. 

International Influences 

There are many international forces of an institutional rather than 
environmental nature that have strongly influenced accounting princi-
ples worldwide. A prime example of this is the geographical influence 
of England and France in the colonial era. Each of these countries 
took their business and accounting philosophies to their colonies and 
instituted similar systems. The United States has tended to do this as 
its economic influence has spread through foreign direct investment. 
Peruvian accounting strongly reflects the influence of the United 
States not only through investment but also through U.S. participation 
in the Inter-American Accounting Conferences (IAAC) held periodi-
cally. 

Many international accounting committees are currently active in 
the attempt to harmonize accounting principles. The International 
Congress of Accountants (ICA) is the major forum for the accounting 
professions of various countries to exchange views on a wide variety 
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of topics. In 1972, the delegates to the ICA formed the International 
Coordination Committee for the Accountancy Profession (ICCAP) in 
an effort to improve intercountry cooperation. Five standing com-
mittees have been organized by ICCAP: (1) regional bodies, (2) 
ethics committee, (3) professional education and training committee, 
(4) future international organization, and (5) publicity. In addition, 
the ICA has set up the International Accounting Standards Committee 
(IASC) in an effort to formulate standards to be observed in the 
audited accounts and financial statements of firms worldwide. Peruvian 
accounting has been and continues to be influenced more directly by 
the IAAC, as mentioned previously. 

The European Economic Community (EEC) has taken several 
steps toward the harmonization of accounting principles including the 
issuance of three directives and the completion of two drafts of a 
fourth directive. However, the variance in accounting objectives, stan-
dards, and practices among France, West Germany, the Netherlands, 
and the United Kingdom has made harmonization very difficult. The 
emergence of a regional capital market in the EEC has certainly en-
hanced the need for more uniformity. 

Even though Peru is a member of the Andean Common Market 
(ANCOM), and the Latin American Free Trade Association (LAF-
TA), there is little pressure from within these regional economic groups 
to harmonize accounting standards. The major reason for this is that 
there is no regional capital market. Most of the countries in ANCOM, 
for example, have very strict currency controls which preclude the 
free flow of capital. The only aspect of ANCOM that could affect 
accounting principles in the near future is decision 46, the approval of 
an Andean subregional enterprise. This enterprise would be an Andean 
company owned jointly by investors from two or more countries in 
ANCOM. In order to make wise investment decisions, these investors 
would need comparable accounting data. Even though Spanish is the 
official language in all ANCOM countries, accounting terminology 
varies considerably. Thus far, decision 46 has not been ratified by all 
members of ANCOM, so its potential impact on accounting principles 
is fairly distant. 

Local Environmental Characteristics 

Local environmental characteristics belong to the broadest and 
most important of all of the categories. This category contains diverse 
factors such as the nature and state of the economy as well as cultural 
attitudes. The four factors listed in exhibit 2 are certainly not exhaus-
tive. Even though the characteristics are referred to as "local," they are 
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not independent of the world economy. The rate of economic growth 
and inflation depends on a country's major trading partners as well as 
internal economic conditions. 

Geographically, Peru is the third largest country in South America, 
and with 14.9 million people, it ranks fourth in population. The gross 
national product (GNP) was estimated to be $7 billion in 1973 or an 
annual per capita GNP of $469.

9
 Compared to other Latin American 

countries, Peru fits in the intermediate level in terms of social indica-
tors such as per capita GNP, population growth rate, and literacy.

10 

In terms of income distribution, Peru falls in the high inequality area. 
In 1971, the top 20 percent of the population earned 60 percent of the 
income while the bottom 40 percent of the population earned only 6.5 
percent of the income.

11
 It was estimated that in 1969 25.5 percent 

of the population earned less than $75 per year compared with 17.4 
percent earning less than $75 per year in all of Latin America.

12
 Peru 

is a developing country that suffers from most of the economic prob-
lems facing all developing countries. The military took over the gov-
ernment in a coup in 1968 with General Juan Velasco Alvarado as 
the head of the regime. The new government (the Revolutionary 
Government of the Armed Forces) has begun to effect broad social 
and economic changes, such as nationalization of key industries and 
the initiation of workers' communities alluded to previously. The fol-
lowing reflects the government's attitude toward economic develop-
ment: "In economic policy, the government's avowed intention was 
to avoid both capitalism and communism as models and to push prag-
matically along a unique path of state-directed development."

13
 The 

country is now a mix of state-owned, privately owned, and collective 
enterprises. 

Due to the strict control of the economy by the government, it is 
difficult to get current, reliable information. In a discussion of govern-
ment-released statistics, the following comments were made: 

T h e r e w a s a n a m p l e flow of this k ind of percentage figure but the ir overal l 
usefulness is ques t ioned by bankers a n d economis t s w h o h a v e b e c o m e in-
creasingly worr ied i n the past f e w years by the unavai labi l i ty of the regular 
9
Peru in Figures 1974 (Lima, Peru: Banco Cont inenta l ) . 10
 Charles T . Goodsell , American Corporations and Peruvian Politics (Cam-

bridge, Mass . : Harvard University Press, 1 9 7 4 ) , pp . 29-30. 11
 Montek S. Ahlwal ia , "Income Inequal i ty: Some Dimensions of the Problem," 

Finance and Development (September 1974) : 4 . 12
 Ibid. , p. 5. 1β
 Goodsell , American Corporations, p . 4 3 . 
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flow of economic information and straightforward statistics which used to be 
available. This preoccupation becomes especially acute when the few figures 
that are given out during ministers' speeches tend to chop and change for no 
apparent reason.

14 

Because of the lack of reliability of government-published data, it is 
difficult to know what shape the economy is in. Inflation is running 
between 18.7 percent (government figures) and 30 percent (estimates) 
per year — a problem that has brought on price controls. Those firms 
suffering most from price controls are those which must rely heavily 
on imports of materials for production. Import prices obviously cannot 
be regulated. 

Although Peru had a balance of trade surplus in 1973, even govern-
ment experts had forecast a trade deficit for 1974. This fact is impor-
tant since imports are already strictly regulated. Including services, 
debt repayments, and profit remissions by foreign investors, Peru has 
had to rely on substantial long-term and short-term international 
borrowing. In 1973, for example, short-term borrowing increased 500 
percent over 1972 levels. Even though the Peruvian currency is very 
strictly regulated by the government and is not freely convertible into 
other currencies, the government has maintained that all is well in the 
foreign sector. Privately, however, the government has been concerned 
about the foreign sector of the economy and has reflected this attitude 
in its most recent recommendations for a general accounting plan, 
as will be discussed later. 

In terms of the ownership of factors of production and control of 
the economy, the Peruvian government is taking an increasingly active 
role. This, of course, has had a dampening effect on the private sector, 
but it has also meant that the government is becoming a more impor-
tant user of financial data. 

Government 

The government is one of the most persuasive forces in the develop-
ment of accounting objectives, standards, and practices. For the pur-
pose of this discussion, the government can be divided in two groups: 
users and regulators. Users are tax authorities, planning commissions 
such as GOSPLAN in the Soviet Union, and various government 
agencies such as the Bureau of Labor Statistics in the United States, 
that compile statistics for general use. 
14

 "Heavy Borrowing Financing Record Imports ," Andean/Peruvian Times, 8 

November 1974, p. 9. 
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Government regulators often act in response to the needs of govern-
ment users. A good example of this would be the Cost Accounting 
Standards Board in the United States, which is generating uniform 
cost accounting standards that must be used by government defense 
contractors. Regulators also act in response to the best interests of the 
general public, such as the Securities and Exchange Commission (SEC) 
in the United States. 

The extent to which the government becomes involved in the 
setting of objectives, standards, and practices depends on the inter-
action of all of the factors listed in exhibit 2. A weak and relatively 
unsophisticated government will probably not be too concerned about 
the development of accounting. If the accounting profession in a 
country is relatively sophisticated and appears to be meeting the needs 
of the users, the government may not interfere very much. Where the 
government is an important user of information, does not feel that the 
accounting profession is meeting the needs of users, and does not fore-
see much change in the near future, it will probably take a much more 
active role in setting or influencing the development of accounting 
objectives, standards, and practices. 

Two factors have led to heavy government influence in the account-
ing sector : a relatively weak and unsophisticated accounting profession 
and, more importantly, the increasing need for uniform financial data 
by government users and regulators. There are three major areas of 
accounting requirements as formulated by the government: Company 
Law, the CNSEV, and the Plan Contable. The Company Law was 
most recently formulated in 1966, prior to the Velasco regime. It 
imposes minimum disclosure and presentative requirements as well as 
giving general guidelines on the basis for stating assets. 

In the mid-1960s a new government agency under the direction of 
the Ministry of Economy and Finance, the CNSEV (Comision Na-
cional Supervisora de Empresas y Valores) was organized to function 
as a watchdog over enterprises as well as the securities market. In 
1973, the Comision released a resolution applying to: 

( 1 ) enterprises w i t h a ne t w o r t h of t en m i l l i o n soles ($250,000) or more , 
annual gross revenues of 50 m i l l i o n soles ($1,250,000), or 
(2) enterprises m a k i n g pub l i c offerings of stock, those w i t h shares registered 
o n the e x c h a n g e , a n d / o r those request ing registration a n d quota t ion of their 
shares on the e x c h a n g e .

15 

" A r t h u r Andersen & Co. ( P e r u ) , "Regulations for Report ing o n Financial 
Statements in Peru" (February 1 9 7 3 ) , p . 2. 

50 



The resolution sets out five basic requirements: (1) the general 
requirements for presentation and auditing of statements, (2) the dis-
closure requirements in the financial statements, (3) the notes to the 
financial statements, (4) supplementary information and the contents 
of the auditor's report, and (5) the auditing requirements.16 The pre-
amble to the resolution highlights the importance of the new guidelines: 

Financ ia l s ta tements prepared in a c c o r d a n c e w i t h un i form rules a n d a p -

propriate ly e x a m i n e d const i tute a basic e l e m e n t for the analysis of t h e finan-

cial s i tuat ion and t h e results of operat ions of a n enterprise a n d an indispens-

able source for the g lobal s tudy of important sect ions of t h e nat iona l e c o n o m y . 

A t t h e s a m e t i m e such s tatements contr ibute f u n d a m e n t a l l y to a i d in j u d g -

m e n t o n decis ions by banks, f inancial institutions, a n d others as t o the opera-

tions they m a y enter into , as we l l as t o p r o v i d e a d e q u a t e in format ion t o 

investors
 17 

One of the key problems emphasized in the Arthur Andersen & Co. 
translation of the CNSEV document is the auditing requirement. The 
auditing firms argue that if statements are prepared by the enterprises 
to which the resolution applies (as defined above), these statements 
must be audited. The enterprises themselves argue that the statements 
must be presented to an outsider in order to qualify for an audit. In 
early 1975 the CNSEV called for statements to be furnished for all 
firms that qualify under the resolution, thus necessitating an audit of 
those statements. 

PLAN CONTABLE GENERAL 

Concurrent with the CNSEV proposals and under the direction of 
the Ministry of Economy and Finance, a Plan Contable General was 
developed. The plan is a uniform system of accounting for enterprises 
and was designed with three things in mind: (1) managerial needs, 
(2) macroeconomic needs, and (3) customs that apply to accounting 
in Peru. It is intended that the plan will form a base of reliable infor-
mation on which the national accounts (macro statistics) can be pre-
pared, as well as provide useful information for managers, shareholders, 
workers, creditors, and others. 

A series of governmental commissions took four years to complete 
the project. Several representatives of the accounting profession served 
with government personnel on the commission; conspicuously absent 
u
 Gomision Nacional Supervisora de Empresas y Valores , Reglamento de Audi-
torial y Certification de Balances (Lima, Peru, 1 9 7 4 ) . 
17
 Arthur Andersen & Co. , "Regulat ions," p. 1. 
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were any representatives of the private industrial sector of the econ-
omy. Three main reasons are given for instituting the plan : 

1. The contemporary world economy is developing along the path of 
integration, that is, COMECON, EEC, ANCOM; 
2. Countries need to have significant forces for planning and develop-
ing their economies in order to gain the maximum out of integration; 
and 
3. There seems to be a lack of uniform accounting practice which 
inhibits the ability of the government to get high-quality information 
for decision making. 

There are two volumes to the study. The first volume was released 
in early 1975; volume 2 was due for release sometime in 1975. Volume 
1 begins with background information on the plan, as well as a dis-
cussion of the national accounts. Generally accepted accounting princi-
ples are then discussed and include such principles as historical cost, 
the going-concern concept, objectivity, the realization principle, ma-
teriality, and so forth — principles very similar to those accepted in 
the United States. Apparently there was no attempt to question the 
acceptance of these principles. Instead, the emphasis was on the gen-
eration of data, given these principles. A list of accounting terminology 
was also presented. One of the big problems in Peruvian accounting 
is the lack of uniform terminology. 

The majority of volume 1 is devoted to the chart of accounts and 
supporting data. Exhibit 3 presents the chart of accounts and exhibit 
4 lists the detail in the structure of the accounts.

18
 Each class of ac-

counts is discussed in detail in volume 1. For example, underclass 2 and 
account 20 (merchandise), the following information would be given: 
content, valuation, presentation, and special notes and commentary. 
This is presented for each account. The Peruvian chart of accounts is 
very similar to the French chart; the French were consulted on the 
organization and implementation of the Peruvian system. However, 
there are two major differences between the systems. The French plan 
is organized in typical continental fashion in order of increasing liquid-
ity. The Peruvian system presents the accounts in the same sequence 
that Peruvian accountants are accustomed to — current assets then 
noncurrent assets. 

A second major difference is that the Peruvian plan provides special 
a
 Plan Contable General I (Lima, Peru: Ministerio de Economia y Finanzas, 
1 9 7 3 ) . Portions of the volume were translated by the author for use in the paper. 
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information about the foreign sector. As noted in exhibit 4, all accounts 
preceded by an asterisk separate foreign and domestic components. In 
some cases this is clear from the two-digit classification, such as ac-
count 71 which is foreign sales. In other cases, distinction is made 
between items derived from Peru, ANCOM countries, and other 
foreign countries. This information is useful in helping the govern-
ment keep track of the import and export of goods, services, and 
capital. 

Volume 2 had not been published when the author was in Peru in 
February 1975, but it is really the implementation volume. It will 
explain how the plan can be used to generate financial statements for 
special purposes. When the two volumes have been released and the 
plan goes into effect, compliance will be required of all firms with 
gross revenues of 50 million soles ($1,250,000) or more. According to 
an official of the CNSEV, which will administer the plan, this will 
affect approximately 1,200 of the 60,000-70,000 firms in Peru. Even-
tually, the plan will affect more firms than currently anticipated. 

SUMMARY 

Accounting can and should be a dynamic discipline ; many different 
systems exist around the world to suit different circumstances. The 
analysis of accounting in a given country should present not only a 
description of the current state of the art, but a discussion of the 
changes in accounting objectives, standards, and practices, what factors 
led to those changes, and how these changes were accomplished. This 
type of analysis will help identify accounting practices that can assist 
a country in resolving specific types of problems. The U.S. approach 
to disclosure has been a good starting point for countries developing 
a broadly based capital market. Peru's need for uniform data to assist 
in national planning gave rise to a Peruvian version of the French 
general accounting plan. A more thorough investigation of the factors 
leading to the principles and practices of a country will help identify 
common situations where universal principles can be adopted, and 
unique situations where compromise may be necessary or where uni-
form standards and practices are simply impracticable. 
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Exhibit 4. Peruvian Plan Contable General: Structure of the Accounts 

Class 1: Current assets 

10 cash a n d bank accounts 

11 negot iable securit ies 

* 1 2 trade accounts rece ivable 

* 1 3 notes rece ivable 

16 accounts rece ivable from shareholders , partners, a n d m a n a g e m e n t 

17 other accounts rece ivable 

19 a l l owance for doubtful accounts 

Class 2: Inventory 

20 merchandi se 

21 finished goods 

22 by-products and scrap 

23 goods in process 

2 4 raw mater ia ls 

25 packag ing mater ia ls 

2 6 misce l laneous suppl ies 

28 goods in transit 

29 a l l o w a n c e for inventory w r i t e - d o w n 

Class 3: Concurrent assets 

3 0 accounts of branches and affiliates 

31 investments in securities 

33 land , machinery , and e q u i p m e n t 

3 4 intangible assets 

3 6 land, machinery , and e q u i p m e n t under incent ive laws 

37 intangible assets under incent ive laws 

3 8 deferred charges 

39 a c c u m u l a t e d deprec iat ion and amort izat ion 

Class 4: Current liabilities 

4 0 taxes payable 

41 expenses payable 

* 4 2 trade accounts payable 

* 4 3 notes payable 

4 6 d iv idends payable 

4 8 misce l laneous a l lowances 

Class 5: Noncurrent liabilities, deferred income, and net worth 

* 5 0 long- term debt 

52 provisions for social benefits 

53 deferred i n c o m e 

* 5 4 capital stock 

55 capita l rights of the workers' c o m m u n i t y 

5 6 capital surplus 

57 revaluat ion of assets 

5 8 reserves 

5 9 retained earnings 
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Exhibit 4 (cont.) 

Class 6: Expenses 

6 0 d o m e s t i c purchases 

* 6 1 foreign purchases 

62 salaries a n d labor expenses 

63 services by domes t i c third parties 

* 6 4 services by foreign third parties 

65 taxes 

66 misce l laneous expenses 

67 financial expenses 

68 current per iod expense port ions of a l l owances ( deprec iat ion, etc. ) 

*69 se l l ing expenses 

Class 7: Revenues 

7 0 d o m e s t i c sales 

*71 foreign sales 

72 returns of d o m e s t i c sales 

* 7 3 returns of foreign sales 

74 discounts , rebates, etc. , o n d o m e s t i c sales 

* 7 5 discounts , rebates, etc . , o n foreign sales 

76 other revenues 

77 financial revenues 

* 7 8 discounts , rebates, etc. , f rom suppliers 

79 a l located expenses 

Class 8: Profit and loss 

8 0 operat ing i n c o m e 

81 extraordinary gains 

82 extraordinary losses 

83 , gains from prior per iods 

8 4 losses from prior per iods 

85 legal distribution of ne t i n c o m e 

88 i n c o m e taxes 

89 net i n c o m e for the per iod 

* All accounts with an asterisk before them separate foreign and domestic components. In some 
cases, this is clear from the two-digit classification, such as account 71 which is foreign sales. 
In other cases, distinction is usually made between items derived from Peru, Andean Common 
Market countries, and other foreign countries. 
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C H A P T E R 4 

Accounting principles generally 
accepted in the United States versus 
those generally accepted elsewhere* 
Gerhard G. Mueller 

Substantial evidence exists to support the claim that material differ-
ences characterize generally-accepted accounting principles as applied 
in various countries.

1
 While these differences are significant for a num-

ber of individual concepts and practices, they should not obscure the 
equally important observation that there are also a great many similari-
ties between the generally-accepted accounting principles of different 
countries. The differences, however, are the source of frequent and 
substantive problems in accounting practice. 

With a steadily increasing volume of international business and in-

* Support from the Price Waterhouse Foundat ion for the preparation of this 
article is gratefully acknowledged. 

** Gerhard G. Mueller , Ph .D. , is Professor of Account ing in the Graduate School 
of Business Administration at the University of Washington. H e is also a con-
sultant to the American Institute of CPAs (Account ing Research D iv i s i on ) , 
Price Waterhouse & Co. , and several private business firms. Professor Muel ler is 
a past chairman of the Committee of International Account ing of the American 
Account ing Association and a former consultant to the U . S . Treasury Depart -
ment of accounting matters relating to international taxation. H e was an Inter-
national Account ing Research Fel low with Price Waterhouse & Co . in N e w 
York. His articles have been published in professional journals in the U . S . and 
abroad, and he is author of International Accounting (Macmi l lan , 1967) and a 
series of monographs on account ing practices in various countries (Univers i ty of 
Washington, 1 9 6 2 - 6 7 ) . H e also is co-editor of Readings in International Ac-
counting (Houghton-Miff l in, 1 9 6 8 ) . 
1
 For instance, Professional Accounting in 25 Countries (American Institute of 
Certified Public Accountants , 1 9 6 4 ) . 

* This article is reprinted, with permission, from The International Journal of 
Accounting: Education and Research (Spring 1968) pp 91-103 



vestments, national differences in accounting principles have a growing 
impact. From a practical point of view, these national differences cause 
difficulties in at least these areas: 

1. Reporting for international subsidiaries whose financial statements 
are to be consolidated or combined with United States parent-company 
statements. 
2. Reporting for international subsidiaries which lie beyond the con-
solidation or combination requirements — separate reports being re-
quired by the United States parent company. 
3. Reporting for independent companies located in countries other 
than the United States where the statements are for local use and a 
standard United States form of opinion is to be furnished. 
4. Reporting for independent companies in countries outside the 
United States where the statements and the opinions are likely to be 
read and used in the United States, e.g., for SEC filings, use by bank-
ers, and possible acquisitions or general publication in English to stock-
holders residing in the United States. 

This paper has as its main purpose the empirical evaluation of the 
complexities of varying accounting principles among different coun-
tries. While it is recognized that conceptual considerations are only 
one aspect of the over-all problem, a better perspective should be pos-
sible by limiting the focus of the discussion. 

ECONOMIC AND BUSINESS ENVIRONMENTS 
DIFFER AMONG VARIOUS COUNTRIES 

Experience and observation tell us that the business environment 
normally varies from one country to the next. Indeed, some parts of an 
overall business environment may well differ between individual re-
gions of a single country. On the other hand, there are instances where 
two or more countries have essentially the same environmental condi-
tions. This reduces to the proposition that the dimensions of a business 
environment are primarily economic in nature whereas borders of a 
country are drawn because of political factors. Thus, political bound-
aries are not necessarily the only or the best lines of distinction for 
differing business environments. 

What separates one business environment from another? Primarily, 
there are four marks of separation : 

1. States of economic development — A highly developed economy 
provides an environment different from an undeveloped economy. In 
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an African country, workers at a plant had to walk three hours twice 
each day to get to and from work. An AID program provided them 
with bicycles, after which they quit work. Possession of a bicycle was 
the sole motive for their accepting employment in the first place. 
2. Stages of business complexity — Business needs as well as business 
output are functions of business complexity. An example of this is that 
West Germany in a recent year imported approximately DM 600 mil-
lion (net) of industrial know-how in the form of Research and Devel-
opment services outside Germany. 
3. Shades of political persuasion — Political tendencies clearly affect 
business environments. Among the better known international exam-
ples are the expropriations of private property by central governments 
in South America and the Near and Far East. Forms of social legisla-
tion also affect business environments directly. 
4. Reliance on some particular system of law — Differences between 
common law and code law are widely known. There are other differ-
ences as well. Detailed companies legislation may inhibit or protect 
business, as the case may be. The United States has rather stringent 
unfair trade and antitrust laws. The legal systems of some European 
countries tolerate market share agreements and cartel arrangements. 

Using principally these four elements of differentiation, a quick 
analysis of business environments existing in different countries can be 
undertaken. This yields, in the author's opinion, ten distinct sets of 
business environments. Each differs from all others in at least one 
important respect. The ten are : 

1. United States/Canada/The Netherlands — There is a minimum of 
commercial or companies legislation in this environment. Industry is 
highly developed; currencies are relatively stable. A strong orientation 
to business innovation exists. Many companies with widespread inter-
national business interests are headquartered in these countries. 
2. British Commonwealth (Excluding Canada) — Comparable com-
panies legislation exists in all Commonwealth countries and administra-
tive procedures and social order reflect strong ties to the mother 
country. There exists an intertwining of currencies through the so-
called "sterling block" arrangement. Business is highly developed but 
often quite traditional. 
3. Germany/Japan — Rapid economic growth has occurred since 
World War II. Influences stemming from various United States mili-
tary and administrative operations have caused considerable imitation 
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of many facets of the United States practices, often by grafting United 
States procedures to various local traditions. The appearance of a new 
class of professional business managers is observable. Relative political, 
social, and currency stability exists. 
4. Continental Europe (Excluding Germany, The Netherlands and 
Scandinavia) — Private business lacks significant government support. 
Private property and the profit motive are not necessarily in the center 
of economic and business orientation. Some national economic plan-
ning exists. Political swings from far right to far left, and vice versa, 
have a long history in this environment. Limited reservoirs of economic 
resources are available. 
5. Scandinavia — Here we have developed economies, but characteris-
tically slow rates of economic and business growth. Governments tend 
toward social legislation. Companies acts regulate business. Relative 
stability of population numbers is the rule. Currencies are quite stable. 
Several business innovations (especially in consumer goods) originated 
in Scandinavia. Personal characteristics and outlooks are quite similar 
in all five Scandinavian countries. 
6. Israel/Mexico — These are the only two countries with substantial 
success in fairly rapid economic development. Trends of a shift to 
more reliance on private enterprise are beginning to appear; however, 
there is still a significant government presence in business. Political and 
monetary stability seem to be increasing. Some specialization in busi-
ness and the professions is taking place. The general population appar-
ently has a strong desire for higher standards of living. 
7. South America

2
 — Many instances are present of significant eco-

nomic underdevelopment along with social and educational underde-
velopment. The business base is narrow. Agricultural and military 
interests are strong and often dominate governments. There is consid-
erable reliance on export/import trade. Currencies are generally soft. 
Populations are increasing heavily. 
8. The Developing Nations of the Near and Far East

2
 — Modern con-

cepts and ethics of business have predominantly Western origins. These 
concepts and ethics often clash with the basic oriental cultures. Busi-
ness in the developing nations of the Orient largely means trade only. 
There is severe underdevelopment on most measures, coupled with vast 
population numbers. Political scenes and currencies are most shaky. 
2
 These areas are obviously treated very general ly; exceptions exist for a few 
given countries. 
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Major economic advances are probably impossible without substantial 
assistance from the industrialized countries. 
9. Africa (Excluding South Africa)

2
 — Most of the African continent 

is still in the early stages of independent civilization and thus little or 
no native business environment presently exists. There are significant 
natural and human resources. Business is likely to assume a major 
role and responsibility in the development of African nations. 
10. Communist Nations — The complete control by central govern-
ments removes these countries from any further interest for the purpose 
of this article. 

The above categorization suggests that each country does not neces-
sarily have a separate and distinct environment for its business. It also 
suggests a manageable way of viewing the existing differences. 

One additional general observation on business environments seems 
worthwhile. In the ten categories listed above, little likelihood of 
change may be expected in the near future. Of course, details and 
specifics constantly change in the economic surroundings of business. 
But the overall philosophy and character that distinguish the ten 
separate cases seem rather well established, perhaps for as long as a 
quarter of a century. Therefore, relative stability appears to be one of 
the properties of different business environments. This means two 
things: (1) business concepts and practices, including accounting con-
cepts and practices, do not necessarily require rapid changes if they 
are based on environmental conditions, and (2) business environments 
are probably more difficult to change than is sometimes assumed. 

ACCOUNTING AND THE ECONOMIC/BUSINESS ENVIRONMENT 

In society, accounting performs a service function. This function is 
put in jeopardy unless accounting remains, above all, practically useful. 
Thus, it must respond to the ever-changing needs of society and must 
reflect the social, political, legal, and economic conditions within which 
it operates. Its meaningfulness depends upon its ability to mirror these 
conditions. 

The history of accounting and accountants reveals the changes 
which accounting consistently undergoes. At one time accounting was 
little more than a recording system for certain banking services and tax 
collection plans. Later it responded with double-entry bookkeeping pro-
cedures to meet the needs of trading ventures. The industrialization 
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and division of labor made possible cost and management-type account-
ing. The advent of modern corporation stimulated periodic financial 
reporting and auditing. Most recently, accounting has revealed a 
greater social awareness by assuming public-interest responsibilities to-
gether with the providing of decision information for the larger public-
securities markets and management-consulting functions. Accounting 
is clearly concerned with its environment. Its developmental processes 
are often compared with that of common law. 

From an environmental point of view, various developments in 
society affect accounting. What else would have caused, for instance, 
the very serious preoccupation of United States accountants with the 
needs of United States security analysts? Similar influences are present 
in recent U.S. efforts concerning lessor and lessee accounting, account-
ing for business combinations, and the wholesale extension of ac-
counting to international business problems. 

But accounting also affects its environment. Many economic 
resources are allocated to specific business uses on the basis of relevant 
accounting information. In some measure, national economic policies 
are formulated on the contents or message of corporate financial 
statements, and unions often base wage demands on similar informa-
tion. Rate cases of regulated companies are based primarily on 
accounting data, and so are most antitrust cases initiated by govern-
mental agencies. Therefore, accounting both reflects environmental 
conditions and influences them. 

Dudley E. Browne touches on the relationship of accounting to its 
environment in his review of Corporate Financial Reporting in a 

Competitive Economy, by Herman W. Bevis : 

The financial accounting and reporting of any corporation are subject to a 
variety of external influences. A larger number of common approaches to ac-
counting and reporting problems can be found in a given industry or other 
relatively homogeneous group of corporations than in all of industry, but the 
internal relationship of its operations and programs with external influences 
will continue to make each corporation different from every other. 
The necessity that corporate financial accounting and reporting be sufficiently 
unrestricted to respond readily to change should be kept in mind . . . the 
principle of full and fair disclosure must remain the keystone of successful 
corporation-stockholder and corporate-society relationships.* 

THE ISSUE OF DIFFERENT ACCOUNTING PRINCIPLES 

If we accept that ( 1 ) economic and business environments are not 

* Dudley E. Browne, Financial Executive, January 1966, p. 50 . 
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the same in all countries, and (2) a close interrelationship exists be-
tween economic and business environments and accounting, it follows 
that a single set of generally-accepted accounting principles cannot be 
useful and meaningful in all situations. This conclusion admits the 
possibility of some honest and well-founded differences in accounting 
principles that find general acceptance in certain national or geo-
graphic-area circumstances. 

Let us postulate for a moment that accounting principles generally 
accepted in the United States were enforced in all countries of the free 
world. This would create an international uniformity which would 
have some intellectual appeal and would ease many problems in 
international accounting practice and international financial reporting. 

At the same time, such uniformity would lack meaning. It would 
have to assume that business conditions are the same in all parts of the 
free world and that the same stage of professional, social, and economic 
development has been reached everywhere. This is certainly not the 
case. In fact, enforced international uniformity on the basis of United 
States accounting principles alone would probably lead to misinforma-
tion or inaccurate results in many instances. The same types of 
calamity which have characterized so many U.S. foreign aid problems 
in the past would result. 

Nevertheless, the issue of international differences in accounting 
principles does not resolve itself into a complete laissez-faire approach. 
A strong theoretical argument can be made for consistency of generally-
accepted accounting principles between those countries or geographic 
areas where economic and business environments are substantially 
similar. In other words, from a theoretical viewpoint, generally-
accepted principles in the United States should be the same as those 
in Canada, but may differ in some respects from those used in South 
America or Pakistan or India. The business and economic environ-
ments of the United States and Canada are very similar; the respec-
tive environments of the United States and India are very dissimilar. 

ENVIRONMENTAL CIRCUMSTANCES AND APPROPRIATE 
ACCOUNTING PRINCIPLES 

Reference to environmental conditions is subjective. It is not 
possible, therefore, to develop a conclusive list of those circumstances 
which permit or require differing accounting principles from one 
country or area to the next, but some of the circumstances affecting 
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the determination of appropriate accounting principles in an interna-
tional framework can be identified. Such circumstances include: 

1. Relative stability of the currency of account — If a currency is 
quite stable over time, historical cost accounting is generally indicated. 
Significant currency instability calls for some form of price index 
adjustment, with the form of adjustments depending largely on the 
type of indexes available and reliable. 
2. Degree of legislative business interference — Tax legislation may 
require the application of certain accounting principles. This is the 
case in Sweden where some tax allowances must be entered in the ac-
counts before they can be claimed for tax purposes; this is also the 
situation for LIFO inventory valuations in the United States. 
Furthermore, varying social security laws may affect accounting prin-
ciples. Severance pay requirements in several South American coun-
tries illustrate this. 
3. Nature of business ownership — Widespread public ownership of 
corporate securities generally requires different financial reporting and 
disclosure principles from those applicable to predominantly family or 
bank-owned corporate equities. This is in essence a difference because 
public and closely held companies do not need to capitalize small 
stock distributions at market value whereas publicly held companies do. 
4. Level of sophistication of business management — Highly refined 
accounting principles have no place in an environment where they are 
misunderstood and misused. A technical report on cost variances is 
meaningless unless the reader understands cost accounting well. A 
sources and uses of funds statement should not be prepared unless it 
can be read competently. 
5. Differences in size and complexity of business firms — Self-insurance 
may be acceptable for a very large firm where it is obviously not for a 
smaller firm. Similarly, a large firm mounting an extensive advertising 
campaign directed at a specific market or season may be justified in 
deferring part of the resultant expenditure, whereas smaller programs 
in smaller firms may need to be expensed directly. 
Comparable conclusions apply to complexity. Heavy and regular Re-
search and Development outlays by a United States corporation may 
require accounting recognition, especially when long-range projects 
are involved. Incidental development costs of a firm producing only oil 
additives in Mexico normally have no such requirement. 
6. Speed of business innovations — Business combinations became 
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popular in Europe only a few years ago. Before that, European 
countries had little need of accounting principles and practices for this 
type of business event. Very small stock distributions occur most gener-
ally in the United States. Again, this produces differences in account-
ing principles. Equipment leasing is not practiced in a number of 
countries with the consequent absence of a need for lease accounting 
principles. 
7. Presence of specific accounting legislation — Companies acts con-
taining accounting provisions are found in many countries. While 
these acts change over time (for example, there were new acts recently 
in both Germany and the United Kingdom), their stipulations must be 
observed when in force and legally binding. The German act requires 
setting aside certain earnings as a "legal reserve." It also stipulates 
when and how consolidated financial statements are to be prepared. 
The British act defines how the term "reserve" is to be used in ac-
counting. Many other examples of this type exist. 
8. Stage of economic development — A one-crop agricultural economy 
needs accounting principles different from a United States-type econ-
omy. In the former, for instance, there is probably relatively little 
dependence on credit and long-term business contracts. Thus, sophis-
ticated accrual accounting is out of place and essentially cash account-
ing is needed. 
9. Type of economy involved — National economies vary in nature. 
Some are purely agricultural, while others depend heavily on the 
exploitation of natural resources (oil in the Near East, gold and 
diamonds in South Africa, copper in Chile, etc.). Some economies 
rely mainly on trade and institutions (Switzerland, Lebanon), whereas 
still others are highly diversified and touch on a great variety of 
economic and business activities. These are reasons for different 
principles regarding consolidations, accretion or discovery of natural 
resources, and inventory methods, among others. 
10. Growing pattern of an economy — Companies and industries grow, 
stabilize, or decline. The same applies to national economies. If 
growth and expansion are typical, the capitalization of certain deferred 
charges is more feasible than under stable or declining conditions. 
Stable conditions intensify competition for existing markets, requiring 
restrictive credit and inventory methods. Declining conditions may 
indicate write-offs and adjustments not warranted in other situations. 
11. Status of professional education and organization — In the absence 
of organized accounting professionalism and native sources of account-
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ing authority, principles from other areas or countries may be needed 
to fill existing voids. The process of adaptation, however, will be un-
successful unless it allows for circumstantial factors of the type identi-
fied here. 
12. General levels of education and tool processes facilitating account-
ing— Statistical methods in accounting and auditing cannot be used 
successfully where little or no knowledge of statistics and mathematics 
exists. Computer principles are not needed in the absence of working 
EDP installations. The French general accounting plan has enjoyed 
wide acceptance in France because it is easily understood and readily 
usable by those with average levels of education and without sophis-
ticated accounting training. 

The reader will recognize that several of the factors listed above 
may apply to a national situation as well as the international scene. 
This is not surprising since national variations in accounting concepts 
and practices are increasingly analyzed in terms of their respective 
environmental backgrounds, particularly in the United States. A 
relationship seems to exist between accounting flexibility within a 
country and among countries or areas. The topic of such a possible 
relationship, however, falls beyond the scope of this paper. 

SOME EXAMPLES 

As a limited test of the applicability of the list of environmental 
circumstances referred to in the preceding section, several different 
accounting principles are related to this list in order to evaluate at least 
some of the underlying environmental relationships. A complete 
diagnosis of this type would be a substantial undertaking and is not 
attempted here. 

Different Circumstances Resulting in Different Accounting Principles 

Investments in marketable securities are generally carried at the 
lower of cost or market, stock exchange quotations being used as 
indications of "market." A different principle needs application where 
no national stock exchange exists, for example, in Guatemala. 

Severance payments are normally at the option of the employer and 
thus are customarily expensed at the time of payment. If severance 
payments of material amounts are required by law, however, they 
should be accrued in some fashion before actual severance occurs. 

In the United States, owners' equity is recorded, classified, and 
reported as to source. Interest in dividend potential is one reason for 
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this. It results in basic distinctions between contributed capital, re-
tained earnings, and capital from other sources. 

On the other hand, a single owners' equity principle of legal capital 
dominates accounting in some European countries, e.g., Germany. 
This is based on a balance-sheet accounting orientation to creditor 
protection. 

Similar Circumstances Resulting in (Largely Unexplained) 
Different Accounting Principles 

The circumstances of inventory valuation are highly similar in the 
United States and the United Kingdom. In the lower of cost or 
market test, "market" means essentially replacement value in the 
United States and net realizable future sales value in the United 
Kingdom. 

Despite close similarities of circumstances, deferred income tax 
"liabilities" are generally recognized in the United States and only 
sparingly recognized in Canada. Deferred tax accounting is not a 
generally-accepted accounting principle in Canada. 

Accounting terminology varies internationally to a considerable de-
gree without good reason. United States and United Kingdom usage 
of the terms "reserve" and "provision" differs, French use of the term 
"depreciation" differs from that in other European countries, and 
"goodwill" means nearly all things to all people. This is largely 
unexplainable. 

CHANGE IN ACCOUNTING PRINCIPLES 

For the time being, meaningful international uniformity of gener-
ally-accepted accounting principles should have full regard for differ-
ences existing in the environments in which accounting operates. While 
complete differentiation for each politically recognized country is un-
desirable and unwarranted, fundamentally different conditions between 
different countries or areas conceptually call for separate recognition. 

Assuming that this can be achieved, a most important mandate of 
accounting is to respond to any changes in environmental conditions as 
soon as they occur. Accounting can actually further the cause of 
change since it has, as we have seen, some influence on its environment 
in addition to reacting to its environment. Therefore, identification 
with desirable efforts toward change, and quick and full response to 
accomplished change are probably the primary leverage factors avail-
able to accounting in resolving justifiable international differences in 
generally-accepted accounting principles. 
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Three practical examples illustrate the force of change in account-
ing. First, the revised German companies law enacted in 1965 contains 
several financial disclosure provisions which are definitely patterned 
after United States SEC requirements. As Germany moves closer to a 
corporate business society that has much in common with the United 
States business society, tested SEC-type legislation would seem to be 
a valid response to the changes occurring. 

Second, more comprehensive general financial-disclosure require-
ments are in evidence in the United Kingdom via the widely discussed 
1964 London Stock Exchange memorandum as well as the recent new 
companies legislation. For some time the Swiss business press has 
carried repeated strong appeals for greater disclosure in the financial 
statements of Swiss companies. These and similar admonitions for 
wider general disclosures seem to be a consequence of widening secu-
rities markets in the countries concerned. Here again, an environ-
mental condition has changed and accounting should respond. 

Third, there is a notable increase in consolidated financial reporting 
on the part of larger corporations in countries outside of North 
America. In many instances, consolidated financial statements are 
presented even though applicable laws do not require such presenta-
tions. The cause of this move toward greater use of consolidated 
financial reports undoubtedly lies in the ever growing extent of inter-
corporate investments and the steady growth of portfolio investments 
beyond the domicile countries of respective investors. The companies 
affected may have changed somewhat, but the far greater change has 
occurred in the environment of their operations. 

In summary, a particular responsibility which accounting has in 
relation to change seems to exist. Awareness of this responsibility and 
concentrated efforts in connection with it are theoretically the most 
effective ways in which accounting principles between countries can 
be brought into greater harmony. 

CONCLUSIONS 

The three main conclusions of this paper are : 

1. United States generally-accepted accounting principles should not 
be enforced arbitrarily in other countries. There is a theoretical incom-
patibility between the economic and business environments prevailing 
in different countries and an arbitrary imposition of any single set of 
generally-accepted accounting principles would run counter to environ-
mental differences which exist. 
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Only where environments are alike or similar can meaningful results be 
achieved by the use of a particular single body of accounting principles. 
At the same time, the overall theoretical framework of accounting 
itself needs to be general and permit analysis in terms of applicable 
environmental circumstances. 
2. Complete international diversity of accounting principles is undesir-
able and unnecessary. The author has attempted to define ten different 
areas in which comparable environmental conditions exist and which 
therefore would gain from a particular approach to generally-accepted 
accounting principles. The ten-fold classification is highly subjective; 
nevertheless, it demonstrates a frame of reference with regard to limited 
international diversity of accounting principles. 
Free international exchange and cooperation with regard to account-
ing principles would avoid unnecessary duplications in accounting 
research and provide the latest accounting knowhow for application 
when conditions demand it. 
3. Accounting is dynamic and operates in an atmosphere of change. 
Even though the basic character of a given business environment seems 
slow to change, the continuing evolution of the accounting discipline 
affords means toward more international harmony in generally-accepted 
accounting principles. Efforts to change unnecessary international 
diversities in accounting in response to changing economic and business 
conditions appear to hold greater promise, in theory, than legislation 
or another form of enforcement of dictated international accounting 
uniformity. 
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C H A P T E R 5 

The impact of disclosure and measurement 
practices on international accounting 
classifications* 
R. D. Nair and Werner G. Frank 

ABSTRACT: This article examines whether the classification of countries into groups 
based on their accounting practices is the same whether measurement or disclosure 
practices are used to do the grouping. Data from the Price Waterhouse & Co. survey relat-
ing to these two subsets of accounting practices for 38 countries in 1973 and 46 countries 
in 1975 formed the data base. The groupings yielded by analyzing disclosure practices 
were found to be different from groupings based on measurement practices. A further 
analysis was then done to determine whether the same underlying environmental vari-
ables (such as the structure of the economy and trading affiliations of each country) were 
associated with the two groupings. It was found that although economic variables were 
related to the groupings, the specific variables most closely related to each subset were 
different. Because of these differences, it may be more difficult for policy makers to 
achieve harmonization of accounting practices than was previously realized. 

SEVERAL attempts have been made to 
classify countries into groups based 
on the accounting practices that 

they follow. Examples of such efforts 
include Previts [1975], Seidler [1967], 
Buckley [1974], Mueller [1967, 1968], 
and Frank [1979]. In all of these studies, 
accounting practices were treated as a 
single group and no attempt was made to 
determine whether the clustering of coun-
tries was dependent on the composition 
of the set of accounting practices under 
study. 

One important way of disaggregating 
accounting practices into two subsets is 
to distinguish whether they deal with 
disclosure or with measurement prac-
tices. The importance of this distinction 
in the United States can be seen by refer-
ring to the report of the American Insti-
tute of Certified Public Accountants' 
Committee on Generally Accepted Ac-
counting Principles for Smaller and/or 

Closely Held Businesses ["Report," 
1976]. The committee recommended that 
measurement principles should apply to 
all businesses regardless of their size or 
number of shareholders, while, on the 
other hand, the applicability of disclosure 
principles should vary depending on a 
number of factors and should not be 
required in all circumstances. A similar 
dichotomy has also served as a basis for 
distinguishing between the roles of the 
Securities and Exchange Commission 
and the Financial Accounting Standards 
Board (FASB), with the former concern-
ing itself with disclosure practices and the 
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latter with measurement practices. Beaver 
[1978] notes that the current jurisdic-
tional controversy between these two 
bodies is the result of each encroaching on 
the other's role. 

This article reports the results of a 
study which groups countries first by 
their measurement practices, and then by 
their disclosure practices. We also at-
tempted to find whether different eco-
nomic and cultural variables were 
associated with each subset of practices. 
It was found that the two subsets yield 
very different results. The number of 
groupings, the alignment of countries, 
and the underlying environmental vari-
ables associated with the practices were 
all different between the two subsets. The 
next section describes and compares the 
groupings of countries on each subset for 
1973 and then this comparison is re-
peated for 1975. Section II describes and 
compares the environmental variables 
most closely associated with each subset 
of practices, while Section III points out 
the limitations of the analyses. Section 
IV presents the conclusions of the study 
and its implications for policy making. 

I. COUNTRY GROUPINGS 

The reasons why we expected measure-
ment and disclosure practices to yield 
different country groupings were as fol-
lows. As noted above, disclosure and 
measurement practices sometimes fall in 
the province of two different rule-making 
bodies. Besides the United States, this 
disclosure/measurement regulatory di-
chotomy can also be observed in the 
United Kingdom, as pointed out by 
Benston [1975]. The administration of 
the Companies Acts of 1948 and 1967 
which govern disclosure is largely the 
responsibility of the Department of Trade 
and Industry while measurement prac-
tices are addressed mainly by the Ac-
counting Standards Committee. Second, 

measurement practices sometimes may 
have application over a wider range of 
business enterprises than disclosure prac-
tice, n< is the- case, for example, A I . h 
respect to reporting segmented and earn-
ings pei share data in the United States. 
Third, the criteria brought to bear in the 
choice of measurement practices may be 
different from those used in choosing 
among disclosure practices. While factors 
such as relevance, verifiability, and ob-
jectivity may be important in the choice 
of the former, cost considerations in pre-
paring the data may predominate in the 
choice of the latter. Finally, some may 
argue that given efficient capital markets, 
those disclosure practices dealing with 
format are much less substantive than 
most measurement practices. If this last 
line of argument is followed, one would 
expect disclosure practices to exhibit 
more diversity and yield more country 
groupings than measurement practices. 

A. Data 

The data for this part of the analysis 
consisted of the results of two surveys 
conducted by the accounting firm of Price 
Waterhouse & Co. on accounting princi-
ples and reporting practices. In 1973, the 
survey covered 233 principles and prac-
tices in 38 countries. The 1975 survey 
constitutes a richer data source, with 
eight countries being added and 264 
principles and practices being covered. 
The eight new countries were Bermuda, 
Denmark, Greece, Iran, Malaysia, Ni-
geria, Norway, and Zaire. The 164 
practices reported on in 1975 included 
all but 22 of the practices reported on in 
1973. The samplings of countries in both 
years have a bias towards Western 
Hemisphere countries—a not unimpor-
tant group in their own right. Also, while 
the 1973 survey had six categories (Re-
quired, Majority, About Half, Minority, 
No Application, and Not Permitted), the 
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1975 survey added a seventh category: 
Not Found in Practice. The categories 
were numerically coded in this research 
as follows : 

Numerical Code 
Survey Category {Percentage Usage) 

Required 
Majority 
About Half 
Minority 
Not Found in Practice 
Not Permitted 
No Application 

100% 
75% 
50% 
25% 

0% (not used in 1973) 
0% 
0% 

The reason for the percentage coding 
was to permit input of the data into a 
factor analysis program. The possibility 
of measurement error being introduced 
into the analysis by this transformation 
is taken up in Section III. 

The principles and practices for both 
years were classified as either measure-
ment practices or disclosure practices 
independently by the two researchers. 
The criterion used for the classification 
was the following. If the application of a 
specific practice would result in the re-
cording of a different value in a given 
account, then it was classified as a mea-
surement practice. If it did not, or if the 
practice dealt explicitly with disclosure, 
then it was classified as a disclosure prac-
tice. For example, Item 12 from the 1975 
survey deals with whether "A note is 
appended to historical cost financial 
statements, disclosing the effects of price 
level changes." This item was classified 
as a disclosure practice. On the other 
hand, Item 13 from the same survey asks 
whether "In preparing current purchas-
ing power financial statements, a general 
price-level index is used and not an index 
or indices which measure the level of 
particular goods or services." Since this 
item measures how the figures appearing 
in the statements are determined, it was 
classified as a measurement practice. In 
most cases, the choice was clear-cut. In a 
few cases (not exceeding 15 in either 

year), different classifications initially 
were made by the two researchers. These 
were then resolved by mutual discussion 
until a consensus emerged. This proce-
dure resulted in the following classifica-
tion: 

Year ι'Classification
1
 Disclosure Measurement 

1973 (38 countries) 86 practices 147 practices 
1975 (46 countries) 102 practices 162 practices 

The data from the 1973 and 1975 
surveys were used as inputs into a factor 
analysis program. There were two objec-
tives of the factor analysis procedure. 
One was to see whether the groupings 
yielded by the two subsets of data for 
each year were the same, or whether the 
disaggregation of accounting practices 
into disclosure and measurement subsets 
caused the composition of groups to 
change. The second objective was to use 
the groupings obtained with the 1975 
subsets as inputs into a discriminant 
analysis. In this second step of the overall 
analysis, we wanted to see whether the 
same economic, social, and cultural 
variables would predict the membership 
of countries in the different accounting 
groups. The remainder of this section 
describes the results of applying the 
factor analysis procedure four times (two 
years of data χ two subsets of practices). 
Section II describes the results of the 
discriminant analysis. 

B. 1973 Analysis: 

1. Measurement practices. Percentage 
data on the extent of acceptance of the 
147 practices in 38 countries were used as 
147 observations in a factor analysis 
based on a correlation matrix to identify 
common patterns among the 38 coun-
tries. Factor analysis is a statistical tech-
nique which uses a measure of similarity 
between variables, such as the coefficient 

1
 The list of practices falling into each group for each 

year is available from the authors. 
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of correlation, to search for variables 
which are like each other and collapses 
these variables into more compact groups 
or factors. The strength with which each 
of the original variables is associated with 
these new basic variables or factors is 
measured by a statistic called factor 
loading. A statistic called the eigenvalue 
helps determine the number of factors to 
be extracted, while the percentage of the 
variance in the original data which is 
accounted for by the extracted factors is a 
measure of the overall success of the 

which it had the highest loading. The 
countries within each group or factor are 
those which are quite similar to each 
other in terms of accounting practices 
and quite different from the countries 
which are members of other groups or 
factors. As can be seen no country had 
its highest loading on the fifth factor, and 
no logical grouping appears to exist for 
the countries with relatively high load-
ings on that factor. That factor is, there-
fore, not used in the subsequent analysis. 
The remaining four factors yield the 
following groupings of the 38 countries: 

Group I Group II Group III Group IV 

Australia Argentina Belgium Canada 
Bahamas Bolivia France Japan 
Fiji Brazil Germany Mexico 
Jamaica Chile Italy Panama 
Kenya Colombia Spain Philippines 
Netherlands Ethiopia Sweden United States 
New Zealand India Switzerland 
Pakistan Paraguay Venezuela 
Republic of Ireland Peru 
Rhodesia Uruguay 
Singapore 
South Africa 
Trinidad & Tobago 
United Kingdom 

factoring procedure. Using the usual 
criterion that only those factors whose 
eigenvalues exceeded 1.0 would be con-
sidered, five factors were identified. Each 
factor represents a different common 
pattern of acceptance of measurement 
practices. These five factors accounted 
for approximately 71 percent of the 
variance in the data. To provide an intui-
tive interpretation of the groups, the fac-
tor matrix was rotated using a varimax 
rotation procedure. This procedure asso-
ciates the various individual variables or 
countries in the strongest way possible 
with a single factor. A complete listing of 
the loadings of the countries on the ro-
tated factors is given in Table 1. Each 
country was assigned to the factor on 

By noting the overall composition of each 
group and the alignment of countries, the 
following intuitively appealing charac-
terizations can be made : 

Group I : British Commonwealth model 
Group II : Latin American model 
Group III: Continental European model 
Group IV : United States model 

A comparison of these groupings with 
those obtained by Frank [1979] when he 
used all 233 principles from the same 
period reveals little difference. The num-
ber of factors stays the same as does the 
general overall composition and charac-
ter of each group. Five countries— 
Ethiopia, Pakistan, Colombia, Nether-
lands, and Germany—do change group 
membership, but some of these shifts are 
understandable since in three of the five 

73 



TABLE 1 

ROTATED FACTOR MATRIX BASED ON MEASUREMENT PRACTICES 

(1973 Survey Data) 

Variable/Factor / 2 3 4 5 

1 Argentina .154 .814 .130 .144 - .013 
2 Australia .664 .115 .237 .235 .592 
3 Bahamas .662 .228 .101 .410 .051 
4 Belgium .329 .355 .726 - . 0 0 4 .100 
5 Bolivia .085 .845 .187 .080 .169 
6 Brazil .215 .674 .249 - . 0 7 4 - . 0 9 4 
7 Canada .535 .057 .199 .627 .050 
8 Chile .249 .662 .250 .129 - .008 
9 Colombia .210 .500 .406 .384 .329 

10 Ethiopia .419 .438 .286 .246 .259 
11 Fiji .653 .138 .253 .255 .577 
12 France .316 .247 .650 .150 .059 
13 Germany .339 .213 .619 .484 .070 
14 India .402 .496 .470 .108 .184 
15 Italy .041 .302 .676 .290 .073 
16 Jamaica .731 .275 .293 .179 .250 
17 Japan .339 .337 .475 .476 .040 
18 Kenya .647 .225 .321 .262 .173 
19 Mexico .301 .309 .241 .561 .128 
20 Netherlands .690 .146 .241 .363 - .213 
21 New Zealand .643 .143 .263 .273 .587 
22 Pakistan .492 .472 .331 .075 .285 
23 Panama .313 .393 .316 .436 .270 
24 Paraguay .114 .717 .261 .214 .107 
25 Peru .084 .843 .187 .084 .177 
26 Philippines .426 .247 .207 .712 .183 
27 Republic of Ireland .815 .176 .207 .140 .170 
28 Rhodesia .739 .234 .277 .199 .092 
29 Singapore .765 .327 .139 .127 .086 
30 South Africa .765 .160 .136 .289 .205 
31 Spain .299 .433 .600 - .052 .121 
32 Sweden .423 .294 .609 .121 .055 
33 Switzerland .373 .145 .571 .291 .034 
34 Trinidad & Tobago .761 .223 .274 .205 .081 
35 United Kingdom .784 .026 .233 .231 - .052 
36 United States .328 .018 .049 .831 .068 
37 Uruguay .202 .696 .189 .196 - .067 
38 Venezuela .133 .462 .606 .151 .251 

(Highest factor loading for each country is underlined) 

cases the loadings on the two groups are 
approximately equal. 

2. Disclosure Practices. A similar fac-
tor analytic procedure was applied to the 
86 observations on reporting practices in 
the same 38 countries for 1973. The same 
criteria for extracting and rotating factors 
were used. Seven factors, i.e., country 
groupings, were identified, accounting 
for 73.2 percent of the total variance in 
the data. A complete listing of the load-

ings of the countries on the rotated fac-
tors is given in Table 2. Each country 
again was assigned to the factor on which 
it had the highest loading. The seven 
factors yield the following groupings of 
the 38 countries. (Factors 6 and 7 both 
yield separate single-country "groups", 
but this treatment seems valid since each 
country's loading on its individual factor 
is much greater than its loading on any 
other factor.) 
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TABLE 2 

ROTATED FACTOR MATRIX BASED ON DISCLOSURE PRACTICES 

(1973 Survey Data) 

Variable/Factor ; 2 3 4 5 6 7 

1 Argentina .210 .444 .320 .266 .473 .363 .047 
2 Australia .867 .091 .142 .183 .173 .067 .078 
3 Bahamas .473 .275 .161 .444 .055 - . 2 6 4 - . 0 8 9 
4 Belgium .392 .152 .616 .063 .087 .127 .083 
5 Bolivia .227 .731 .382 .169 .250 .071 - . 117 
6 Brazil .130 .217 .763 - . 147 .271 - . 0 0 3 - .081 
7 Canada .431 .319 - . 0 1 6 .697 .014 - . 0 2 4 - . 1 4 8 
8 Chile .164 .377 .232 .148 .537 .284 - . 118 
9 Colombia - . 0 2 8 .354 .699 .047 - . 0 6 4 .160 .077 

10 Ethiopia .373 .313 .028 .042 .602 .012 - .061 
11 Fiji .817 .120 .213 .260 .196 .007 .007 
12 France .083 .108 .724 - . 1 6 8 - . 1 4 0 .332 - . 047 
13 Germany .208 .768 .070 .196 - . 025 .054 .240 
14 India .435 .681 .196 .181 .123 .150 .086 
15 Italy .081 .043 .646 .220 .024 - .141 .457 
16 Jamaica .790 .438 .133 .120 .136 - . 0 1 5 .062 
17 Japan .078 .673 .282 .249 .192 .089 .150 
18 Kenya .711 .341 .041 .065 .327 .089 .259 
19 Mexico .271 .389 .167 .522 .353 - . 0 6 2 - . 0 6 0 
20 Netherlands .384 .090 - . 0 2 6 .672 .081 .111 .290 
21 New Zealand .855 .204 .168 .145 .205 .050 .189 
22 Pakistan .397 .640 .077 .231 .210 .231 .191 
23 Panama .143 .288 .217 .480 .380 3.12 .017 
24 Paraguay .076 .226 .639 .057 .331 .302 - . 0 6 6 
25 Peru .125 .711 .339 .237 .224 .083 - . 108 
26 Philippines .194 .189 .173 .639 .183 .434 .210 
27 Republic of Ireland .794 .014 .131 .206 - . 1 1 0 - . 1 4 0 - . 1 7 7 
28 Rhodesia .749 .165 .112 .116 .221 .219 .299 
29 Singapore .670 .266 - .001 .027 .026 .404 .022 
30 South Africa .643 .237 - . 036 .106 .023 .477 .125 
31 Spain .166 - . 055 .786 .095 .276 - . 1 5 4 .070 
32 Sweden .175 .173 .288 .136 .118 .649 .028 
33 Switzerland .284 .204 .207 .035 - . 1 3 8 .073 .695 
34 Trinidad & Tobago .568 .508 .145 .234 .263 .067 .216 
35 United Kingdom .659 - . 097 - . 0 4 9 .280 - .187 .368 - . 1 8 2 
36 United States .151 .416 - . 065 .741 - . 167 0.90 .010 
37 Uruguay .091 .061 .414 - . 2 0 3 .732 - .017 .005 
38 Venezuela - . 0 2 4 .228 .708 .265 .226 .025 .238 

Group I Group II Group III Group IV Group V Group VI Group VII 

Australia Bolivia Belgium Canada Argentina Sweden Switzerland 
Bahamas Germany Brazil Mexico Chile 
Fiji India Colombia Netherlands Ethiopia 
Jamaica Japan France Panama Uruguay 
Kenya Pakistan Italy Philippines 
New Zealand Peru Paraguay United States 
Republic of Ireland Spain 
Rhodesia Venezuela 
Singapore 
South Africa 
Trinidad & Tobago 
United Kingdom 
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TABLE 3 

TRANSFORMATION MATRIX 

Disclosure and Measurement Groupings for 1973 

>v Disclosure 
\ Groups 

\ I II III IV V VI VIII 
Measurement 

Groups >v 

I .95046 .01836 - .24363 .09157 .03178 .15910 - .02553 
II .00219 .51636 .42280 .07120 .57897 .15573 -.20126 

III - .15747 - .00932 .69828 - .13866 - .20452 .40454 .42632 
IV -.24282 .38358 -.11821 .81579 .00990 .04072 .07050 
V .44992 .12042 .12218 -.10335 .13736 - .12002 .01576 

Comparing these results with the 
groupings obtained in the previous sec-
tion reveals that the clusterings of coun-
tries can change depending upon the 
subset of accounting practices used. The 
impact, however, is different on the vari-
ous groups. For example, the British 
Commonwealth group (Group I) and the 
United States group (Group IV) are 
basically unchanged in character and 
composition between the two compari-
sons. The countries which are affected by 
the differences between reporting and 
measurement practices are the Latin 
American and Continental European 
countries. The previously identified Latin 
American model disintegrates, with Bo-
livia and Peru joining Germany and 
Japan in a grouping (Group II) which 
has no ready intuitive identification; 
Argentina, Chile, and Uruguay break 
off to form a predominantly "South" 
Latin American group (Group V), while 
Brazil, Colombia, and Paraguay join a 
group of European countries (Group 
III). Similarly, in the previously identified 
Continental European model, a group of 
Central and Southern European coun-
tries—Belgium, France, Italy, and Spain 
—join with the above-mentioned Latin 
American countries, while Germany, 
Sweden, and Switzerland, on the other 

hand, go in different directions. The 
groupings obtained here do not lend 
themselves to an intuitive basis for differ-
entiation, and it is difficult to characterize 
these groups. 

The difference in the factor structures 
between those obtained for measurement 
practices and those obtained for dis-
closure practices were quantified by the 
transformation analysis procedures sug-
gested by Rummel [1970]. This is a 
method for comparing the structures of 
factor matrices yielded by two different 
factor analyses. The method yields a 
transformation matrix, the elements of 
which can be interpreted as regression 

coefficients. The coefficients give the best 
prediction of each factor of one factor 
matrix in terms of each factor of the 
second matrix. The transformation ma-
trix is given in Table 3, with factors from 
the analysis of measurement practices as 
the rows and the factors from the analysis 
of disclosure practices as the columns. 
The U.K. group (Group I in both) and 
to a slightly lesser extent the U.S. group 
(Group IV in both) are similarly deline-
ated in both factor analyses. The latter 
shows some similarity with Group II 
from the disclosure practices, perhaps 
because of the shift of Japan. Observing 
the elements for the rows dealing with the 
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Latin American group (Group II) and the 
Continental European group (Group 
HI) it can be seen that both lose their 
clearcut distinctiveness and the outlines 
of both groups become blurred as each 
becomes positively associated with two 
or more groups on the disclosure dimen-
sion. These observations tend to bolster 
the conclusions drawn earlier about the 
lack of cohesiveness in the Latin Ameri-
can and Continental European groups 
when disclosure practices are considered. 

Rummel also suggests the computation 
of an index of deviation for each variable, 
i.e., country. This index would measure 
the overall (factor loading) similarity of 
a country from one factor analysis to the 
next. The index is zero if a country has 
identical loadings on all factors in both 
factor analyses. A level of 0.1 was arbi-
trarily picked as the level at which a 
change in factor loadings would be stud-
ied to identify outliers. (The average 
index was 0.17 and the range was from 
0.02 to 0.36.) Using this.criterion, all but 
11 countries had significant shifts in their 
overall factor loadings between the two 
factor matrices. The 11 which did not 
shift significantly in overall factor load-
ings were: Argentina, Australia, Belgium, 
Chile, Fiji, Jamaica, Mexico, New Zea-

land, Rhodesia, United States, and Vene-
zuela. These countries exhibit the greatest 
stability between the two sets of practices. 
The fact that most countries registered a 
shift in loadings between the factor 
analyses of the two sets of practices again 
confirms that the groupings achieved are 
quite different. 

C. 1975 Analysis 

The above analyses which had been 
performed with the data from the 1973 
Price Waterhouse survey were all repli-
cated using data from the 1975 survey. 

1. Measurement Practices. The 162 
practices relating to measurement in the 
46 countries surveyed in 1975 were 
analyzed using the same criteria as before 
for the extraction and rotation of factors. 
Six factors accounting for approximately 
72 percent of the variance were isolated 
and a complete listing of the loadings of 
the 46 countries is given in Table 4. For 
the purpose of grouping, each country 
was assigned to the factor on which it 
loaded the highest. Since no country 
loaded highest on the sixth factor, it was 
ignored in the subsequent analysis. The 
remaining five factors yielded the follow-
ing groups (including a single-country 
"group"): 

Group I Group II Group III Group IV 

Australia Argentina Belgium Bermuda* 
Bahamas Bolivia Denmark* Canada 
Fiji 
Iran* 

Brazil France Japan Fiji 
Iran* Colombia Germany 

Norway* 
Mexico 

Jamaica Ethiopia 
Greece* 

Germany 
Norway* Philippines 

Malaysia* 
Ethiopia 
Greece* Sweden United States 

Netherlands India Switzerland Venezuela 
New Zeland Italy Zaire* 
Nigeria* Pakistan 
Republic of Ireland Panama 
Rhodesia Paraguay 
Singapore Peru 
South Africa Spain 
Trinidad & Tobago Uruguay 
United Kingdom 

* Countries not included in the 1973 survey. 

77 

Group V 

Chüe 



TABLE 4 

ROTATED FACTOR MATRIX BASED ON MEASUREMENT PRACTICES 

(1975 Survey Data) 

/ 2 3 4 5 6 

1 Argentina .125 .735 .085 .193 .465 .132 
2 Australia .785 .136 .204 .260 .136 .378 
3 Bahamas .603 .344 .053 .438 - . 1 3 4 - . 0 1 0 
4 Belgium .293 .408 .648 .124 .053 - . 2 0 8 
5 Bermuda .485 .169 .241 .650 .115 - . 0 8 7 
6 Bolivia .145 .851 .106 .122 .173 - . 0 3 6 
7 Brazil .122 .541 .360 .133 .349 .016 
8 Canada .384 .145 .153 .808 .118 - .025 
9 Chile .242 .292 .308 .035 .632 - . 0 4 8 

10 Colombia .199 .698 .294 .169 .008 .132 
11 Denmark .385 .212 .558 .166 .300 .084 
12 Ethiopia .467 .628 .231 .069 - . 0 1 0 - .001 
13 Fiji .756 .171 .222 .274 .124 .397 
14 France .375 .258 .557 .200 .286 .207 
15 Germany .297 .368 .664 .300 .031 - . 0 2 6 
16 Greece .154 .501 .400 .265 .113 - . 387 
17 India .449 .575 .388 .029 .005 - .227 
18 Iran .373 .372 .244 .346 .199 - . 2 9 4 
19 Italy .158 .565 .420 .238 - . 1 0 7 - . 0 7 4 
20 Jamaica .777 .252 .272 .116 .115 - . 0 8 4 
21 Japan .274 .274 .380 .554 - . 037 - . 1 6 2 
22 Kenya .674 .308 .198 .973 - . 0 3 8 .052 
23 Malaysia .653 .233 .423 .292 .068 - . 102 
24 Mexico .443 .234 .250 .596 .220 - . 0 2 8 
25 Netherlands .583 .145 .277 .429 .148 - . 1 0 0 
26 New Zealand .764 .146 .239 .268 .129 .376 
27 Nigeria .628 .442 .242 .281 - . 0 8 3 - . 045 
28 Norway .230 .253 .636 .302 .251 .049 
29 Pakistan .543 .636 .114 .067 - . 1 1 4 - . 1 5 9 
30 Panama .326 .589 .162 .339 - . 0 2 4 .237 
31 Paraguay .138 .824 .187 .125 .087 - . 0 3 9 
32 Peru .131 .727 .231 .229 .195 - . 145 
33 Philippines .403 .385 .186 .575 .168 .149 
34 Republic of Ireland .747 .017 .212 .408 .147 - . 1 1 4 
35 Rhodesia .765 .247 .174 .238 .214 - . 1 7 3 
36 Singapore .754 .157 .318 .204 .050 - . 0 3 0 
37 South Africa .753 .162 .135 .325 .095 - . 075 
38 Spain .100 .582 .476 .032 .008 .065 
39 Sweden .404 .232 .623 .160 .209 .049 
40 Switzerland .223 .185 .732 .195 - .007 .163 
41 Trinidad & Tobago .658 .414 .194 .051 .061 - .071 
42 United Kingdom .736 .058 .166 .414 .167 - . 1 1 2 
43 United States .311 .115 .141 .806 - . 047 .180 
44 Uruguay .196 .652 .127 .228 .472 .035 
45 Venezuela .272 .436 .328 .584 .024 - .101 
46 Zaire .272 .450 .516 .188 .080 - .241 

A comparison with the measurement 
grouping obtained in 1973 indicates that 
the overall composition and character 
of the groups has remained stable over 
time. Although the number of groups has 
changed they can be characterized as 
follows: 

Group I : British Commonwealth model 
Group II : Latin American/South European model 
Group III : Northern and Central European model 
Group IV : United States model 
Group V : Chile 

Of the 38 countries common to both 
surveys, the major change between 1973 
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TABLE 5 

ROTATED FACTOR MATRIX BASED ON DISCLOSURE PRACTICES 

(1975 Survey Data) 

/ 2 3 4 5 6 7 8 

1 Argentina .366 .229 .377 .058 .526 .278 .217 - . 118 
2 Australia .172 .874 .176 .232 .042 .021 .138 .024 
3 Bahamas .140 .386 .505 .396 - .011 .046 .159 - . 154 
4 Belgium .747 .109 - . 0 8 0 .211 .049 .244 .014 .130 
5 Bermuda .010 .210 .334 .701 .137 .048 .278 .131 
6 Bolivia .775 .222 .228 .061 .212 .039 .211 - .155 
7 Brazil .624 .047 .209 - . 0 2 3 .226 .193 .354 - . 069 
8 Canada .037 .203 .366 .749 .113 .036 .220 .098 
9 Chile .629 .139 .234 .240 .315 .209 .281 .056 

10 Colombia .675 .059 .402 - . 0 2 4 .146 - .041 - . 1 4 0 .155 
11 Denmark .217 .252 .108 .198 .147 .693 .165 - .007 
12 Ethiopia .309 .569 .368 - .005 .010 .300 .188 .108 
13 Fiji .238 .832 .214 .266 .021 .022 .079 .044 
14 France .578 .148 .184 .151 - . 0 6 5 .507 - . 228 .058 
15 Germany .089 .147 .603 .036 .238 .306 .159 .207 
16 Greece .694 .129 .083 .044 .065 .050 .025 .041 
17 India .295 .262 .235 .170 .482 .337 .274 .242 
18 Iran .171 .174 .081 .135 .708 .180 - .055 - .051 
19 Italy .506 .029 .253 - . 018 .058 .188 - .077 .514 
20 Jamaica .208 .409 .207 .582 .107 .215 .139 .055 
21 Japan .333 .158 .643 .115 .212 .228 .188 .115 
22 Kenya .188 .741 .127 .121 .345 .262 .048 .098 
23 Malaysia .114 .558 .128 .323 .346 .243 - .089 .383 
24 Mexico .256 .370 .531 .301 .279 .093 .106 .166 
25 Netherlands .056 .374 .375 .492 .183 - . 092 - .007 .056 
26 New Zealand .175 .876 .155 .254 .039 .126 .070 .093 
27 Nigeria .025 .598 .070 .347 .290 .330 - . 0 6 0 .227 
28 Norway .287 .072 .191 .123 .161 .567 .459 .175 
29 Pakistan .265 .310 .213 .162 .470 .066 .301 .409 
30 Panama .298 .247 .728 .224 - . 027 .003 .129 .037 
31 Paraguay .804 .208 .263 .064 .222 .121 .099 .054 
32 Peru .360 .274 .352 .285 .540 .019 .272 .032 
33 Philippines .156 .182 .591 .251 .479 .021 .038 .214 
34 Republic of Ireland .241 .250 .164 .750 .107 .107 - . 1 8 0 - .111 
35 Rhodesia .063 .491 .189 .638 .105 .076 .038 .105 
36 Singapore .092 .790 .155 .266 .253 .110 - .151 .042 
37 South Africa .069 .514 .178 .362 .260 .277 .095 - .097 
38 Spain .859 .033 - . 038 .021 - . 0 2 4 .045 - .035 .206 
39 Sweden .192 .112 .142 .094 .188 .754 - . 0 3 4 .139 
40 Switzerland .303 .290 .272 .129 - . 0 9 0 .184 .171 .587 
41 Trinidad & Tobago .355 .502 .121 .259 .136 .161 .470 .217 
42 United Kingdom - .011 .295 - . 0 0 5 .674 .036 .381 - .101 .019 
43 United States .040 .097 .723 .454 .175 .032 - .035 .147 
44 Uruguay .520 .260 .290 .216 .338 .189 .319 - . 2 2 0 
45 Venezuela .132 .203 .690 .288 .030 .237 - .187 - . 020 
46 Zaire .863 .187 .065 .052 .065 .089 .042 .064 

and 1975 in the measurement groupings is to become its own "group." The only 
the expansion of the Latin American other change is Venezuela, going from 
group. Pakistan (from the British Com- the Continental European model to the 
monwealth group), Panama (from the United States model. 
United States group), and Italy and Spain Another point to note is the affiliation 
(both from the Continental European of the eight countries included for the 
group) join it, while only Chile leaves it first time in the 1975 survey. Most of 
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them are linked with those groups which 
one would have expected on the basis of 
Seidler's "spheres-of-influence" classifi-
cation [1967]. Denmark and Norway are 
to be found in the North/Central Euro-

the factor on which it had the highest 
loading. Factor 7 on which no country 
loaded the highest is ignored in the subse-
quent analysis. The seven remaining 
factors yield the following groupings of 
the 46 countries: 

Group I Group II Group III Group IV 

Belgium Australia Bahamas Bermuda* 
Bolivia Ethiopia Germany Canada 
Brazil Fiji Japan Jamaica 
Chile Kenya Mexico Netherlands 
Colombia Malaysia* Panama Republic of Ireland 
France New Zealand Philippines Rhodesia 
Greece* Nigeria* United States United Kingdom 
Paraguay Singapore Venezuela 
Spain South Africa 
Uruguay 
Zaire* 

Trinidad & Tobago Uruguay 
Zaire* 

Group V Group VI Group VII 

Argentina 
India 
Iran* 
Pakistan 
Peru 1

 Not included in the 1973 survey. 

Denmark* 
Norway* 
Sweden 

Italy 
Switzerland 

pean group, which also includes Sweden. 
Zaire (formerly the Belgian Congo) is also 
included in that group, which is not 
anomalous considering that that group 
also included Belgium. Nigeria and Ma-
laysia also follow colonial patterns by 
exhibiting an affiliation with the British 
Commonwealth model. Greece is associ-
ated with the Latin American/South 
European group, while Iran and Ber-
muda are linked with the British Com-
monwealth and United States models, 
respectively. 

2. Disclosure practices. The same fac-
tor analytic procedure was applied to the 
102 observations on disclosure practices 
in the 46 countries. The factor analysis 
yielded eight factors accounting for 73 
percent of total variance in the data. A 
complete listing of the loading of the 
countries on the rotated factors is given 
in Table 5. Each country was assigned to 

A comparison of the groupings ob-

tained here with those obtained with the 
1975 measurement practices reveals the 
same lack of clear-cut groups that was 
observed with the 1973 data. It is appar-
ent that the pattern underlying measure-
ment practices in different countries is 
quite different from the pattern under-
lying disclosure practices. It is interesting 
to note that Chile is not an outlier with 
respect to disclosure practices as it was 
with measurement practices. The major 
point to note in comparing these group-
ings with the 1975 measurement group-
ings is the same disintegration of the Con-
tinental European model that was 
observed with the 1973 data. Denmark 
and Norway, both new to the survey in 
1975, join Sweden, which was a single-
country "group" in 1973, to form a 
Scandinavian cluster; France and Bel-
gium (and also Zaire) join the Latin 
American/South European clustering 
which was apparent in the 1973 disclosure 
clusters. Germany, on the other hand, 
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TABLE 6 

TRANSFORMATION MATRIX 

Disclosure and Measurement Groupings for 1975 

\ Measurement 
\ Groups 

\ I II III IV V VI 
Disclosure \ 

Groups \ 

I .03471 .62300 .33670 .00283 .16781 -.13457 
II .73277 .10673 .04313 - .05188 - .06535 .28554 

III - .01699 .32644 .12510 .58064 - .07843 .21107 
IV .54843 - .15385 .07851 .52763 .18130 - .26455 
V .03742 .43512 - .14613 .06364 .22529 - .29476 

VI .24183 .00069 .63196 .03558 .22162 - .07316 
VII - .13349 .10818 - .08318 -.19601 .15844 .12999 

VIII .12464 - .01960 .52809 .06689 - .37418 -.01581 

joins Japan as it had in the 1973 clusters, 
while Italy joins Switzerland as a separate 
"group." 

The other major point to be noted is 
that while the U.S. group stays largely 
intact across the two sets of methods, the 
British Commonwealth cluster splits into 
two groups. This split was not observed 
with the 1973 data; it may be speculated 
that it is the result of the entry of the 
United Kingdom into the European 
Common Market during the intervening 
period. However, in general, there is no 
clear-cut basis for systematically differ-
entiating between the various groups and 
offering intuitively appealing charac-
terizations. 

The lack of agreement between the 
factor structures can also be seen in the 
transformation matrix given in Table 6. 
The rows indicate the factors obtained 
from the analysis of disclosure practices, 
while the columns give the factors ob-
tained from the analysis of measurement 
practices. None of the elements of the 
matrix is above 0.8, and only one (be-
tween the "Eastern Commonwealth" 
group—group II on disclosure practices 
and the British Commonwealth group— 
Group I on measurement practices) is 
above 0.7. Since 1.0 would indicate con-

gruence of two factors, the results here 
indicate that the clusters of countries 
obtained with measurement practices are 
not similar to the clusters of countries 
obtained with measurement practices 
are not similar to the clusters obtained 
with disclosure practices. Examination 
of the index of deviation indicated that 
nine of the 46 countries had significant 
(index greater than 0.1) shifts in their 
overall factor loadings. These nine coun-
tries were: Argentina, Bahamas, Chile, 
Ethiopia, Germany, Greece, Japan, Ni-
geria, and Pakistan. 

The preceding analysis answers the 
first question raised in this study. It 
shows that the groupings achieved on 
different subsets of accounting practices 
are, in fact, different. Also, disclosure 
practices exhibit greater diversity than 
the factors obtained from the analysis of 
measurement practices. In the second 
part of the analysis, we attempted to see 
whether different underlying economic 
and cultural variables were associated 
with the groupings. 

II. ASSOCIATION OF ECONOMIC AND CUL-
TURAL VARIABLES WITH GROUPINGS 

It has long been argued by accountants 
that accounting is shaped by its environ-
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ment. APB Statement No. 4 [1970, para. 
209] states, "Generally accepted ac-
counting principles change in response to 
changes in economic and social condi-
tions, to new knowledge and technology, 
and to demands of users for more service-
able financial information." A similar 
line of argument can be found in the 
FASB's Objectives of Financial Report-
ing by Business Enterprises [1978, para. 
9], "Accordingly, the objectives in this 
Statement are affected by the economic, 
legal, political, and social environment in 
the United States." Following this line of 
reasoning would lead one to believe that 
countries with similar environments, in 
the sense of similar economies and cul-
tures, should have similar accounting 
practices and those with different en-
vironments should exhibit differences in 
accounting practices. As Choi and 
Mueller [1978, p. 22] state, "If we then 
accept the proposition that the environ-
ments in which accounting operates are 
not the same in different countries . . . it 
stands to reason that accounting must 
necessarily differ from case to case if it is 
to retain the sharp cutting edge of social 
utility." 

The earlier study by Frank [1979] con-
firmed that an association between en-
vironmental variables and accounting 
groupings exists. However, it is of interest 
to investigate whether the environmental 
variables associated with disclosure prac-
tices are different from those associated 
with measurement practices. For exam-
ple, one might expect factors such as 
extent of similarity between legal struc-
tures to be more important in the determi-
nation of disclosure practices since many 
disclosure requirements are laid down in 
laws such as the Securities Acts of 1933 
and 1934 in the United States. Similarly, 
the degree of separation of ownership 
from management and the overall state of 
economic development might have an 

impact more on the determination of dis-
closure issues as would the degree of 
public ownership of business enterprises, 
since disclosure issues become more 
urgent as ownership is diffused. Simi-
larity in measurement practices, on the 
other hand, might be affected more by a 
similar economic experience, such as 
rapid inflation or the emergence of firms 
with significant overseas investments. In 
such cases, we would expect the countries 
to draw upon each other's experiences in 
formulating approaches to measuring 
such economic events. 

A. Data 

In this, the second step of the analysis, 
discriminant functions were first con-
structed using data from 36 countries. 
Four countries (Bahamas, Bermuda, Ma-
laysia, and Rhodesia) were excluded from 
this part of the study since the United 
Nations source for the economic and 
cultural variables did not provide data 
for these countries. Six countries (Den-
mark, Greece, Iran, Nigeria, Norway, 
and Zaire) were kept as a hold-out sample 
to test the predictive power of the dis-
criminant functions. These countries were 
chosen to form the hold-out sample since 
they were new to the 1975 sample. 

The major cultural variable used was 
the country's official language. This vari-
able should capture similarities in legal 
systems, since colonizing countries usu-
ally bequeathed their own legal system 
and official language to the colonies. Use 
of English, French, Spanish, Portuguese, 
German, and Italian was indicated 
through use of a separate (0, 1) dummy 
variable for each of these countries. 

Eight economic structure variables 
were included to capture the importance 
of the degree of industrialization and the 
state of development. These were: (1) per 
capita income, (2) private sector con-
sumption relative to gross national prod-
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uct, (3) relative gross capital formation, 
(4) relative balance of trade (exports less 
imports), (5) agricultural sector output 
relative to gross national product, (6) 
geometric (average) annual growth rate 
of real gross national product, (7) average 
annual change in the country's foreign 
exchange rate for U.S. dollars, and (8) 
average annual change in consumer 
prices. Averages were computed over the 
period 1962-1970 inclusive. 

Three bilateral trade variables were 
constructed for this analysis to capture 
trading ties between countries: imports, 
exports, and total trade (imports plus 
explorts). Two differences exist in terms 
of how these variables were measured in 
this study as compared to Frank's earlier 
study [1979] of 1973 accounting prac-
tices. In the earlier study, country A's 
imports from country Β were assumed to 
be equal to B's exports to A. Because of 
differences in how duties are assigned, the 
point in time when warehoused goods are 
included in the import/export category, 
etc., the equality mentioned above does 
not strictly hold. In this study, separate 
import and export data were gathered 
and used in constructing the trade vari-
ables. Differences due to this alternative 
measurement procedure are minor. 

The major difference in the construc-
tion of the trade variables between this 
and the Frank study [1979] is how the 
data were summarized for use in the dis-
criminant analysis. In the earlier study, 
the trade statistics for individual coun-
tries were aggregated by country group-
ings, as determined from the factor 
analysis. The same country groupings 
were thus assumed to be known for the 
dependent variable (country groups with 
similar accounting principles and report-
ing practices) and for the independent 
trade variables. This was not a major 
concern in that study since the discrimi-
nant analysis was used in the earlier 

study primarily for the descriptive pur-
poses to show the close association be-
tween a country's economic and cultural 
characteristics and the accounting princi-
ples and practices it followed. In this 
study, we use the discriminant functions 
for prediction, as well as classification, 
purposes. To make unbiased prediction 
tests requires that information incor-
porated in the dependent variable not be 
used in constructing the independent, ex-
planatory variables. To avoid creating 
such a bias, we used the Gutman- Lingoes 
smallest space analysis technique, SSA-I, 
to construct three sets of six trading 
blocks, one based on imports, a second 
based on exports, and a third based on 
total trade. 

Smallest space analysis (SSA) is a 
technique whose objective is similar to 
factor analysis, i.e., to reduce a large 
number of variables into a more compact 
set. Instead of "loadings" and "factors," 
this technique yields "coordinates" and 
"dimensions" which can be interpreted 
analogously. Each dimension represents 
a block of countries closely linked to each 
other through their trading ties. As men-
tioned above, three sets of six dimensions 
or trading blocks were identified. The 
scores or coordinates of each country on 
each dimension obtained after a varimax 
rotation procedure similar to factor 
analysis were then used as additional vari-
ables in a stepwise multiple discriminant 
analysis. 

B. Measurement Practices 
To separate the five groups identified 

from the 1975 measurement practices, 
four discriminant functions incorporat-
ing 14 variables were developed. These 
are the variables which are most helpful 
in distinguishing one group from an-
other. Variables having an F-value of 
less than 1.0 were excluded from the 
functions to ensure that each new variable 
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TABLE 7 

STATISTICS AND COEFFICIENTS FOR DISCRIMINANT FUNCTIONS 

(Five Country-Groups Based on 1975 Measurement Practices) 

Discriminant Relative Percentage of 
Function Eigenvalue Variance Explained 

1 20.28123 72.14 
2 5.54915 19.74 
3 1.79360 6.38 
4 .48847 1.74 

Standardized Discriminant Function Coefficients 

Variable* Func. 1 Func. 2 Func. 3 Func. 4 

PCINC - .15783 - .03425 - .70824 -.23241 
PVTCOM .02090 - .42862 - .15204 .28516 
BOT .12204 - .13515 - .40640 - .17116 
AGSEC -.36588 - .22393 .02271 - .30652 
GNPGR .17815 .03300 - .66175 - .04788 
IMPORT2 .03758 -.53581 - .38788 - .29477 
IMPORT5 - .11883 -.02301 .49665 - .70039 
TOTTR2 - .04576 - .11889 .08155 .93717 
TOTTR5 .30093 -.06241 - .52312 .50142 
TOTTR6 .15269 - .20809 - .43914 - .21185 
ENGLISH .43462 .05506 - .56149 .28497 
FRENCH -.56961 - .06400 -.22521 - .11773 
GERM -.55298 .01100 - .13039 - .04819 
ITAL .03094 - .29792 .00304 -.05797 

(Largest Coefficient for each function is underlined) 

Centroids of Groups in Reduced Space 

Func. I Func. 2 Func. 3 Func. 4 

Group 1 .45353 1.08409 .56911 .18319 
Group 2 .13371 -.98595 .43719 - .29004 
Group 3 -2.33724 .30685 - .32964 .07103 
Group 4 .73674 .19949 -1.60335 -.28097 
Group 5 .53867 -1.83878 - .67534 3.08613 

* See Table 8 for names of variables 

added a significant amount of separation 
above and beyond the variables already 
included in the functions. The number of 
discriminant functions to be used in 
further analysis was determined by ex-
amining the relative percentage of vari-
ance explained by each function. The 
functions themselves can be interpreted 
like the factors in factor analysis, and 
clues to the dimension each function 
represents can be found by looking to the 
variable whose standardized coefficient 

has the largest absolute value on that 
function. The standardized discriminant 
function coefficients are given in Table 7 
along with other summary statistics on 
the four functions. Table 8 lists the names 
of the variables entering the analysis. 

The first two of these functions repre-
sent approximately 92 percent of the 
discriminatory power, and are significant 
at the .001 level. All three types of 
variables—cultural, economic structure, 
and trading block data play a role in the 
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TABLE 8 

LIST OF VARIABLES 

PCINC: per capita income 
PVTCOM : private sector consumption relative to Gross National Product 
BOT: relative balance of trade 
AGSEC: agricultural sector relative to Gross National Product 
GNPGR: geometric annual growth rate of real Gross National Product 
IMP0RT2: Trading block of Argentina, Bolivia, Brazil, Chile, Mexico, Paraguay, Peru, and Uruguay 
IMPORT5: Trading block of Denmark, Greece, Iran, and Ireland 
EXP0RT1 : Trading block of Belgium, France, Italy, Netherlands, Nigeria, Republic of Ireland, South Africa, Spain, 

United Kingdom, United States, Uruguay, and Zaire 
EXP0RT2 : Trading block of Argentina, Brazil, Chile, Colombia, Denmark, Panama, Paraguay, Sweden, Trinidad, 

and Venezuela 
EXP0RT4: Trading block of Ethiopia, Japan, Mexico, Peru, and Philippines 
EXPORT6: Trading block of India, Iran, Pakistan, Singapore, and Switzerland 
T0TTR2: Trading block of Brazil, Canada, Chile, Denmark, Colombia, Germany, Norway, and Switzerland 
T0TTR5: Trading block of Argentina, Paraguay, and Peru 
TOTTR6: Trading block of Mexico, Panama, and Trinidad & Tobago 
ENGLISH : Dummy variable for use of the English language 
FRENCH: Dummy variable for use of the French language 
GERM : Dummy variable for use of the German language 
ITAL: Dummy variable for use of the Italian language 

discriminant functions. The five eco-
nomic structure variables are: per capita 
income, private sector consumption, bal-
ance of trade, role of the agricultural 
sector, and the GNP growth rate. The 
four cultural variables are English, 
French, German, and Italian. The trade 
variables include two of the import 
trading blocks and three of the total trade 
trading blocks. Based on the absolute 
value of the standardized discriminant 
function coefficients, the single most 
important variable for each of the func-
tions are: 
Function 1 : French 
Function 2 : Trading block of Mexico, Peru, Paraguay, 

Uruguay, Argentina, Bolivia, Brazil, and 
Chile based on imports 

Function 3 : Per capita income 
Function 4: Trading block of Argentina, Paraguay, 

and Peru based on total trade. 

There are two ways of judging the 
success of discriminant analysis—first, 
how well the functions classify the cases 
which had been used in constructing 
those functions, and second, and also 

more importantly, how well it predicts the 
membership of new cases excluded from 
the function-building process. Discrimi-
nant functions may be outstanding suc-
cesses by the first test, but may fail the 
stronger second test. In such instances, as 
happens in this study, the results of the 
analysis should be treated with caution 
and any conclusions that may be drawn 
are only tentative in nature. 

The four functions classified all of the 
36 countries used to construct the func-
tions correctly, as shown in Table 9. The 
predictive results with respect to the six 
countries in the hold-out sample, which 
had not been used to construct the dis-
criminant functions, however, were not 
as impressive. Only three out of the six 
countries were classified correctly. These 
were Greece, Nigeria, and Zaire. Den-
mark (actually in Group III) was classi-
fied in Group II; Iran (actually in Group 
I) was classified in Group IV, and Nor-
way (actually in Group III) was classified 
in Group I. 
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TABLE 9 

PREDICTION RESULTS—MEASUREMENT PRACTICES 

(Countries Used to Construct Discriminant Functions) 

Predicted Group Membership 

Actual 
Group 

No. of -
Cases Group 1 Group 2 Group 3 Group 4 Group 5 

Group 1 11 11 0 0 0 0 Group 1 
100.0% 0% 0% 0% 0% 

Group 2 13 0 13 0 0 0 Group 2 
0 100.0% 0% 0% 0% 

Group 3 5 0 0 5 0 0 Group 3 
o% 0% 100.0% 0% 0% 

Group 4 6 0 0 0 6 0 Group 4 
0% 0% 0% 100.0% 0% 

Group 5 1 0 0 0 0 1 
100.0% 

Group 5 
0% 0% 0% 0% 

1 
100.0% 

Percentage of "grouped" cases correctly classified: 100.0% 

C . Disclosure Practices 

A similar discriminant procedure was 
run to identify the variables associated 
with the seven groups present in the 1975 
disclosure data. Six- discriminant func-
tions incorporating 13 variables were 
developed. The standardized discrimi-
nant function coefficients are given in 
Table 10 along with other summary sta-
tistics on the six functions. 

In this case, the first three of these 
functions are the most important ones 
since they represent approximately 92 
percent of the discriminatory power, and 
are significant at the .02 level (or better). 
Again, all three types of variables play a 
role in the discriminant functions. The 
four economic structure variables are: 
per capita income, private sector con-
sumption, balance of trade and the role of 
the agricultural sector. The two cultural 
variables are English and German, while 
the trade variables include four of the 
export trading blocks and three of the 
total trade trading blocks. 

Based on the absolute value of the 
standardized discriminant function co-
efficients, the single most important 
variable for each of the functions are: 

Function 1 : English 
Function 2: Importance of the agricultural sector 
Function 3: Trading block of Mexico, Panama, and 

Trinidad & Tobago based on total trade 
Function 4: Trading block of India, Iran, Pakistan, 

Singapore, and Switzerland based on ex-
ports 

Function 5: Germany 
Function 6: Trading block of Brazil, Canada, Chile, 

Colombia, Denmark, Germany, Norway, 
and Switzerland based on total trade. 

It should be noted that none of the 
variables found to have the greatest 
association with disclosure clusters had 
the same dominant position with respect 
to measurement groups. This result 
would suggest that measurement and 
disclosure practices in countries may be 
determined by different underlying en-
vironmental variables. It is difficult, how-
ever, to distinguish between the two sets 
of environmental variables on any con-
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TABLE 10 

STATISTICS AND COEFFICIENTS FOR DISCRIMINANT FUNCTIONS 

(Seven Country Groups Based on 1975 Disclosure Practices) 

Discriminant Relative Percentage of 
Function Eigenvalue Variance Explained 

1 11.72267 58.12 
2 3.99413 19.80 
3 2.86354 14.20 
4 .76771 3.81 
5 .54109 2.68 
6 .27982 1.39 

Standardized Discriminant Function Coefficients 

Variable* Func. 1 Func. 2 Func. 3 Func. 4 Func. 5 Func. 6 

PCINC .39505 - .28494 -.02571 - .48939 .22529 -.39951 
PCTCOM .21276 .57404 .03531 - .32088 - .30422 - .22466 
BOT -.15062 .15253 -.24851 .17354 .25479 .11367 
AGSEC .58180 - .66993 .33218 .27298 .06118 .32783 
EXPORT1 .14490 .25057 .27401 - .44714 - .40396 - .21583 
EXPORT2 .67356 -.24167 .31235 .19114 - .18493 - .41792 
EXPORT4 .19721 - .22063 - .26943 .12212 .26166 - .26464 
EXPORT6 .44322 -.00375 - .09753 .76185 - .08608 - .41329 
TOTTR2 -.38305 -.19641 .16900 .13527 - .12939 .91950 
TOTTR5 -.06748 .35371 - .25224 .63948 - .08820 - .22954 
TOTTR6 -.40387 .24153 - .64160 - .24475 .29130 .07630 
ENGLISH -.77968 .35789 - .02730 .36794 -.31581 - .32416 
GERM .07383 - .21313 - .49613 - .24463 - .82295 0.01277 

Centroids of Groups in Reduced Space 

Func. 1 Func. 2 Func. 3 Func. 4 Func. 5 Func. 6 

Group 1 .74584 .84687 .40572 - .06867 - .07152 .41290 
Group 2 -1.20260 - .69315 .51180 .45512 - .18182 .25944 
Group 3 - .20234 -.17771 -1.24025 - .23496 .77264 .09474 
Group 4 - .43695 .02123 .53887 -1.22565 -.25167 - .62538 
Group 5 .22810 .80079 - .27398 1.16953 - .08310 -.89321 
Group 6 2.40021 -3.42810 1.59997 .31260 .92131 - .38827 
Group 7 1.45102 -1.56073 -2.66827 - .17208 -2.56927 .22025 

* See Table 8 for variable names. 

ceptual basis. Our a priori reasoning had 
led us to believe that the cultural and 
economic variables might be associated 
with disclosure practices, while the trad-
ing variables might be more important 
for measurement practices. This, how-
ever, does not seem to be the case. 

With respect to the classification of 
countries into similar disclosure groups, 
the discriminant functions classified all 
but one of the 36 countries correctly. 
Thus, the analysis was very successful by 

the first, weaker test. The exception was 
Japan, which was actually in Group III 
but was classified in Group V. The classi-
fication results are given in Table 11. The 
predictive results with respect to the six 
hold-out countries was poor. Only one 
out of the six, Greece, was classified 
correctly, reflecting the lack of any 
clear-cut systematic basis for differenti-
ating between the disclosure groups. 
Nigeria (Group II) and Denmark (Group 
VI) were both predicted to belong to 
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TABLE 11 

PREDICTION RESULTS—DISCLOSURE PRACTICES 

(Countries Used to Construct Discriminant Functions) 

Actual 
Group 

No. of 
Cases 

Predicted Group Membership 
Actual 
Group 

No. of 
Cases Group 1 Group 2 Group 3 Group 4 Group 5 Grow/? 6 Group 7 

Group 1 10 10 
100.0% 

0 
o% 

0 
0% 

0 
o% 

0 
0% 

0 
0% 

0 
o% 

Group 2 8 0 
0% 

8 
100.0% 

0 
0% 

0 
0% 

0 
0% 

0 
0% 

0 
0% 

Group 3 7 0 
0% 

0 
0% 

6 
85.7% 

0 
0% 

1 
14.3% 

0 
0% 

0 
0% 

Group 4 5 0 
0% 

0 
0% 

0 
0% 

5 
100.0% 

0 
0% 

0 
0% 

0 
0% 

Group 5 4 0 
0% 

0 
0% 

0 
0% 

0 
0% 

4 
100.0% 

0 
0% 

0 
0% 

Group 6 1 0 
0% 

0 
0% 

0 
0% 

0 
0% 

0 
0% 

1 
100.0% 

0 
0% 

Group 7 1 0 
0% 

0 
0% 

0 
0% 

0 
0% 

0 
0% 

0 
0% 

1 
100.0% 

Percentage of "grouped" cases correctly classified : 97.22%. 

Group I; Iran (Group V) and Zaire 
(Group I) were predicted to belong to 
Group II and Norway (Group VII) was 
predicted as a Group III country. Thus, 
the analysis was quite unsuccessful as 
judged by this second, stronger, test. 

III. LIMITATIONS 

The analyses described above suffer 
from several limitations; the purpose of 
this section is to describe the more promi-
nent of these shortcomings and the steps 
taken to deal with them. These limitations 
should be kept in mind when drawing 
conclusions from this study. 

First, the primary data source for this 
study)—the Price Waterhouse & Co. Sur-
vey—may be a source of potential 
error. In its favor, it should be pointed 
out that uniform procedures are used 

worldwide in collecting, compiling, edit-
ing, and checking the consistency of the 
data. Also, the firm tries not to bias the 
survey in favor of the accounting prac-
tices of their own clients but tries to 
develop an overall consensus about the 
accounting practices used in presenting 
financial statements to shareholders in a 
given country.

2
 This process entails the 

use of considerable judgment when there 
is diversity of practice within a country. 
A similar situation arises when there are 
not many published financial statements 
in a given country. The last two consider-
ations have an impact on the validity of 
the data. Another point to be noted is that 

2
 Details on the procedures used to collect, process, 

and check the consistency of the survey data were ob-
tained from Alan D. Stickler of Price Waterhouse & Co., 
Toronto. 
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the companies whose practices are sur-
veyed may not be comparable across 
countries. For example, the companies 
whose practices are reported on in the 
the survey may not all meet the same 
criteria such as being listed on a stock 
exchange, or even being publicly held. 
While these drawbacks of our data source 
are all quite important, there was no 
feasible way to make alterations to the 
published data. 

A second possible source of error is the 
transformation of the original categorical 
data into percentages which represent the 
mid-points of intervals, as described 
above in Section II. To assess the possible 
error from this source, each factor analy-
sis for 1975 was replicated by SSA using 
counts of category codes in common 
between all possible pairs of countries as 
input. The reason for this replication is 
that while factor analysis requires that 
the data be measured on an interval 
scale, SSA is satisfied with nominally 
scaled data, a weaker level of measure-
ment. SSA is, therefore, useful in vali-
dating the results of factor analysis when, 
as was done in this study, data which are 
measured on a scale intermediate be-
tween a nominal and interval scale is 
input into factor analysis. In this analysis, 
six dimensions were recovered from the 
original data. Both the disclosure and the 
measurement analysis yielded a Kruskal 
stress coefficient value of 0.07. This value 
is usually interpreted as indicating good-
ness of fit to the data, much like the R-
square statistic in regression analysis. 
This coefficient can take on values from 
0.0 to 1.0 with lower values indicating 
better fits. A value of .05 is usually con-
sidered to indicate a good fit. 

As pointed out earlier, SSA yields co-
ordinates and dimensions which can be 
used to prepare graphic plots of the 
original variables (i.e., countries) with 
respect to these dimensions. The degree 

of similarity between the original vari-
ables is revealed by their distances from 
each other. The results of the analysis are 
displayed in Figures 1 and 2. For ease in 
presentation, each country is plotted 
using only its scores on the first two of the 
six dimensions. Countries are numbered 
with the same numerical code used in 
Table 4, and each group of countries 
identified in the factor analysis is identi-
fied by a Roman numeral. The robustness 
of the groupings yielded by the factor 
analysis on the 1975 survey data confirms 
a similar finding by Frank [1979] with 
respect to the 1973 survey data. The im-
plication of this finding is that measure-
ment error in coding the data is not a 
limitation of this analysis. 

A third possible source of concern is 
the lack of predictive power of the dis-
criminant functions, especially those 
fitted to the disclosure groupings. Several 
possibilities exist which could account for 
the weak predictive performance of this 
set of discriminant functions, other than 
an inherent lack of distinctiveness of the 
disclosure groups. The (assumed correct) 
original assignment of the misclassified 
countries to common disclosure prac-
tices groups could have been in error. We 
discount this possibility since all of the 
countries in the hold-out samples had 
relatively high loadings on only a single 
factor. A partial explanation might relate 
to the removal of Denmark and Norway 
from the set of 42 countries used to form 
the seven disclosure groups. This transfer 
reduced the Scandinavian group (Group 
VI) to a single country, Sweden. The two 
single-country groups (Groups VI and 
VII) accordingly show an unrealistic 
degree of homogeneity, and might ac-
count for the misclassification of Den-
mark and Norway. Another explanation 
is the "overfitting" of the discriminant 
function to the sample data occurred. 
The relatively large number of groups 
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(seven), small number of countries per 
group (from one to ten), and large num-
ber of variables in the discriminant func-
tion (13) may have combined to yield an 
excellent fit to the sample of 36 countries 
from which the six discriminant func-
tions were constructed, but poor predic-
tive power to new countries not in the 
original sample of 36. A final possible 
explanation is that the number of coun-
tries (six) on which the prediction tests 
were made is too small to be representa-
tive. Some of these possibilities were 
pursued further and the discriminant 
analysis was rerun with (a) changes in the 
F-level for inclusion of variables in the 
analysis, (b) an increase in the number of 
countries in the hold-out sample to a 
randomly selected set of 14, and use of 
the remaining 28 to construct the dis-
criminant functions, and (c) a reduction 
in the number of variables in the analysis 
to two economic structure variables (per 
capita income and change in the foreign 
exchange rate), the six total trade vari-
ables, and three language variables (En-
glish, French, and German). None of 
these changes had the effect of improving 
the predictive power of the discriminant 
functions or changing their form in any 
significant way. 

The fourth limitation to be kept in 
mind is the possibility of omitted vari-
ables in the discriminant analysis. As 
pointed out by Benston [1975] and Zeff 
[1972], a variety of factors can have an 
impact on the similarities and differences 
between the accounting principles of 
countries. Many of them are factors 
which are difficult to quantify (and hence 
were excluded from the analysis). These 
omitted factors include the prospect of 
governmental intervention in the estab-
lishment of accounting standards, the 
professional and regulatory environ-
ment, the existence of a sophisticated and 
demanding financial press, the prevalence 

of widespread stock ownership, and the 
vulnerability of accountants to lawsuits. 
Also, in Third World countries the pres-
ence of U.S.- or U.K.-based multi-
national firms may be a powerful homog-
enizing influence. 

IV. SUMMARY AND CONCLUSIONS 

This study attempted to determine 
whether the classification of countries 
suggested by various authors applies 
equally well to the measurement and 
disclosure subsets of accounting prac-
tices. Observations on both the disclosure 
and measurement practices in 1973 for a 
sample of 38 countries were factor-
analyzed, and the resulting factor struc-
tures for disclosure and measurement 
were compared. The environmental vari-
ables most closely associated with each 
set of groupings were determined by dis-
criminant analysis. The analyses were 
then replicated for the same two subsets 
of practices using 1975 data on the mea-
surement and disclosure practices for 46 
countries. It was found that the number 
of groupings, the character and composi-
tion of each group, and even the underly-
ing environmental variables most closely 
associated with the practices were quite 
different between the two subsets of 
accounting practices. 

The major implication of these findings 
is that the groupings of countries and the 
classification schemes offered by authors 
such as Seidler [1967] and Frank [1979] 
may have only limited validity. The clear-
cut distinctions that they propose are 
found to apply primarily to the measure-
ment subset of practices. The disclosure 
practices do not seem to conform to any 
such conceptual classification schemes. 
They present a picture of greater diversity 
where the boundary lines between differ-
ent groups become blurred and indistinct. 
A less direct implication is that greater 
care needs to be exercised in cross-
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country comparisons. Since the affiliation 
of a given country with others is depen-
dent upon the set of accounting practices 
selected, the validity of cross-country 
comparisons depends upon the nature of 
the practice on which the comparison is 
made. For example, the financial state-
ments of Belgian and Swiss firms are 
much more comparable on the measure-
ment subset than on the disclosure subset. 

Both the earlier Frank [1979] research 
and this study have established a clear 
association between economic and cul-
tural variables and accounting groupings. 
The next step in this line of research 
would be to establish empirically a direc-
tion of causation with a longitudinal 
study of a sample of countries over a 
sufficiently long period of time. The 
objective would be to see whether, as 
economic structure and trade and cul-
tural affiliations change over time, they 
are accompanied by a change in account-
ing affiliations. Another direction that 
research could take is that of using the 
methodology presented in the first part 
of the study, factor analysis, as a tool for 
evaluating the success of harmonization 
measures. A decreasing number of groups 
over time would be an indicator of success 
in reducing the diversity of accounting 
practices. This kind of research could 
further help policy makers by isolating 
the specific practices which cause the 
most difference between groups of coun-
tries. For instance, the differences be-
tween groups may be caused by differ-
ences in a small set of practices such as 
those dealing with inflation. The atten-
tion of policy makers attempting to 

harmonize accounting practices could 
then be directed toward these practices. 

Since this research was largely aimed 
at empirically assessing the validity of 
international classifications proposed re-
peatedly in the accounting literature 
rather than researching specific issues of 
policy alternatives, it is difficult to make 
definite policy prescriptions. This task is 
complicated further by the fact that the 
basic thrust of our empirical results is 
that the situation is more complex than 
has generally been assumed by accoun-
tants and may not be amenable to easy 
manipulations by policy makers. The 
findings do suggest that policy-making 
bodies concerned with the harmonization 
of international accounting standards 
should concern themselves with reducing 
diversity in disclosure practices, since it 
it is with respect to them that the greatest 
dispersion exists. Our findings, however, 
tend to confirm the conclusions drawn by 
Frank [1979] that underlying environ-
mental variables are closely associated 
with the groupings obtained from ac-
counting practices. The implications of 
this are that reaching the goal of harmo-
nization may be difficult because, given 
the above association, countries may be 
reluctant to make a change in accounting 
practices so long as the underlying en-
vironmental variables are significantly 
different. If this is the case, then the 
issuance of authoritative standards by 
policy-making bodies may be a less 
effective force for harmonization of ac-
counting practices than is the growing 
commonality of world-wide economic 
interests. 
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CHAPTER 6 

The impact of international accounting 
differences from a security-analysis 
perspective: some European evidence* 
S. J. Gray 

While there has been an awareness that international accounting 
differences exist, with differential impact on the measurement of company 
profits as between countries, there have been few studies which have 
attempted to determine empirically the quantitative significance of such 
differences. The comparative studies by Davidson and Kohlmeier

1
 and 

Abel
z
 certainly provided some indications of the significance of country 

differences for profit measurement purposes, but this was limited by their 
reliance on simulation exercises as a basis for analysis. In contrast, the 
more recent work of Choi

3
 and Barrett

4
 has been concerned with quan-

titative issues relating to the extent of overall financial disclosure and its 
correlation with the development of capital markets, rather than with 
the differential effect of accounting practices on the measurement of 
profits. 

This paper specifically explores the question of impact and the extent 
to which the measurement of company profits is correlated with national 
characteristics. These characteristics can be expected to reflect the dif-
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ferential influence of factors, such as managerial philosophy, the structure 
and development of capital markets, legal requirements, professional 
accounting standards, and tax law, which constitute a country's account-
ing policy-making system. Is there support for the hypothesis that country 
factors are significant in determining quantitatively the relative amount 
of profits disclosed? Are some countries more "conservative" in their 
approach to profits measurement than others? If so, what is the nature 
of the differences discovered? Is there, for example, a correlation between 
profits-measurement behavior and the efficiency and development of 
national equity markets? 

These questions are investigated by a comparative, empirical study of 
profits reported by large companies in France, West Germany, and the 
United Kingdom and of adjustments to such published results carried 
out by European security analysts, for the period 1972-75. The study is 
limited to these three European countries because of the current lack of 
relevant comparative data. Subsequent to the statistical analysis, an 
attempt is made to explain the situation discovered and to analyze the 
reasons for any differences in measurement behavior. Finally, some 
implications arising from the findings of the study are discussed. 

Criteria for Comparison: A "Conservatism" Index 

A fundamental problem in any comparative study is to establish the 
criteria for comparison. This is even more complex when the focus is on 
profits reported by companies in different countries, where the outcome 
is determined by the application of differing sets of national accounting 
practices. If the differential impact of accounting systems and practices 
on profits is to be gauged in an international context, then a common 
yardstick for the purposes of evaluation is an essential prerequisite to the 
analysis. 

In the European context, a candidate with some potential for this task 
can be found in the standardized method of analysis and presentation of 
company accounts which has been developed by the European Federation 
of Financial Analysts Societies (EFFAS). This "European Method" of 
financial analysis is the outcome of a project (set up in 1963 and completed 
in 1967) for the special purpose of overcoming the problems of making 
international comparisons of company performance. The essential aim of 
the "European Method" is "to arrive at a figure which can be used as a 
basis for earnings forecasts and for the calculation of ratios."

5
 As a 

consequence, several adjustments are made to a company's reported 
profits (after tax) in an attempt to eliminate subjective and nonrecurring 
elements and so reveal a relatively objective measure of current profits 

5
 European Federation of Financial Analysts Societies, Report of the Permanent Com 

mission on Standardisation (Oslo: Noordwijk, 1967), p. 11. See also Dennis Weaver, 
Investment Analysis (New York: Longman, 1971). 
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attributable to ordinary shareholders on a standardized basis. This re-
quires the exclusion from the profit result of any extraordinary/excep-
tional items, of any discretionary transfers to or from reserves, and of 
any provisions which are of a purely expectational nature or which are 
designed mainly to obtain short-term tax advantages. The latter two 
items are especially problematic in France and Germany.

6
 Further, if the 

disclosed depreciation figure is different from that allowed for tax pur-
poses, an appropriate estimated transfer is made, if necessary, to or from 
a tax equalization account in order to preserve some consistency between 
depreciation and tax charged in the accounts. But no attempt is made to 
standardize the depreciation charge itself. Finally, any hidden or "secret" 
reserves (e.g., undervaluation of stocks, special depreciation) are elimi-
nated from profits in cases where analysts are able to ascertain their 
existence. 

It must be recognized, of course, that while the security analysts' 
approach represents a useful attempt at dealing with the diversity of 
company accounting practices, it is by no means ideal or necessarily 
representative of a "true" result. It is also biased in favor of the analysts' 
needs. A further limitation is that no amount of standardization by 
security analysts can remove defects or adjust for differences in data for 
which there is no knowledge about its compilation or underlying quality. 
This applies with special reference to the valuation of stocks and to 
charges for the depreciation of fixed assets, where the influence of tax 
law may be highly significant, especially in France and Germany. More-
over, the analyst, as an outsider, cannot directly remedy any lack of data 
about other items which are of interest in making adjustments to the 
accounts, for example, the consolidation of subsidiaries, the treatment of 
associated companies, and the impact of inflation. As a consequence, the 
analysts' adjustments to company accounts can only remove the impact 
of some of the more obvious differences in accounting treatment and are 
thus likely to provide a somewhat modest assessment of the full position. 

Despite these limitations, the European Method does provide a com-
mon yardstick, for comparative purposes, which is perceived to be of 
significance to security analysts in the process of making investment 
decisions. As such, it would seem reasonable to employ it as an explora-
tory yardstick for the purposes of this study. It is not, of course, the sole 
yardstick that could be used to assess the impact of international account-
ing differences. 

Using the European security analysts' approach as a base, it is relative-
measurement behavior which is significant for the purposes of my study, 
and hence the relevant indicator is the difference between a company's 

6
 See, for example, J . H. Beeny, European Financial Reporting—West Germany (Lon-

don: Institute of Chartered Accountants in England and Wales, 1975); and European 
Financial Reporting—France (London: Institute of Chartered Accountants in England 
and Wales, 1976). 
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disclosed profits and its adjusted profits as calculated in accordance with 
the European Method. An assessment of this relationship is clearly 
feasible, whatever the national context. The use of a ratio or index to 
express the relationship between disclosed and adjusted profits provides 
a neutral indicator of measurement behavior of companies located in 
different countries. If one takes the European Method adjusted profit as 
the yardstick, it is possible to calculate the ratio of disclosed profit to 
adjusted profit as: 

where R A = adjusted profit and Rd = disclosed profit. The resulting ratio 
can be termed a "conservatism" index in that companies with a ratio of 
more than one would appear to employ accounting practices with out-
comes which are relatively optimistic in relation to the yardstick, whereas 
companies with a ratio of less than one would appear to be relatively 
pessimistic or "conservative." Profits-measurement behavior, which is 
the net outcome of the set of accounting practices employed, can thus be 
assessed along a continuum of conservatism. More conservative reporting 
behavior can be distinguished from less conservative behavior among 
both companies and countries. This is not to say that all of the items 
adjusted' by the analysts are entirely discretionary in nature, but that 
this is the case in terms of their overall emphasis, with the consequence 
that the conservatism index is likely to be a useful indicator of different 
attitudes to the measurement of profits. Conservatism or "prudence" is 
indeed a basic principle of accounting in France, Germany, and the 
United Kingdom and is explicitly incorporated in the EEC's Fourth 
Directive regarding Annual Accounts.

1
 But what is the effect of conserv-

atism in application? Are there significant differences between countries? 
How can this situation be explained? 

Profits-Measurement Behavior: A Comparative Analysis 

The data base for the study was provided by DAFSA Analyse of Paris, 
a financial and economic research organization which is building up a 
data bank of European company accounts adjusted according to its 
interpretation of the European Method of financial analysis. The data 
bank is currently composed of mainly French, German, and United 
Kingdom (U.K.) companies, but includes a small number of Belgian, 
Italian, and Dutch companies. Data for a total of ninety companies 
(thirty French, thirty German, and thirty U.K.), selected on the basis of 
being the largest companies ranked by sales turnover in 1975, were 

' Commission of the European Communities, Fourth Council Directive for Coordination 

of National Legislation regarding the Annual Accounts of Limited Liability Companies 

(Luxembourg, July 1978). 
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provided by DAFSA covering the five-year period 1971-75. But as the 
data were incomplete for some companies, for reasons which included 
company mergers and a lack of adjusted accounts for earlier years, it was 
necessary to reduce the number of companies in each national sample 
and to shorten the time period covered to four years. The French sample 
was that most affected by the lack of data, with consequent potential for 
sample bias, but the companies remaining were not significantly different 
in character from those omitted. The final sample thus comprised sev-
enty-two companies—fifteen from France, twenty-eight from Germany, 
and twenty-nine from the United Kingdom—with a total of 288 profits 
disclosures over the period 1972-75. 

I calculated conservatism ratios for each company, using the formula 
described earlier, and prepared a frequency distribution. A summary of 
the findings for 1972-75 is given in table 1, where the ratios have been 
classified into nine categories from the highly conservative or pessimistic 
category of <0.50 to the less conservative or optimistic category of >1.50. 
In addition, three subgroups have been identified which are labeled 
pessimistic, neutral, and optimistic. The pessimistic grouping is for con-
servatism ratios of <0.95, whereas the optimistic grouping is for ratios of 
>1.05. While a strictly neutral ratio would be unity, it seems appropriate 
to allow some measure of tolerance—hence the neutral grouping for 
ratios of 0.95-1.05. 

There appears to be some differences among the countries, but are 
these differences statistically significant? The null hypothesis can be 

T A B L E 1 
A Comparative Analysis of Profits-Measurement Behavior in France, Germany, and the 

United Kingdom, 1972-75 

Reported 
Profite 

Classified Us ing France Germany 
an Index of 

Conservat ism 

/. 0.50 12 12 2 26 
II. 0.50-0.74 20 35 10 65 
///. 0.75-0.94 14 37 5 56 
Pessimistic (< 0.95) 46 (77%) 84 (75%) 17 (14%) 147 

IV 0.95-0.99 4 4 11 19 
V 1.00 1 1 4 6 
VI. 1.01-1.05 0 4 17 21 
Neutral (0.95-1.05) 5(8%) 9(8%) 32 (28%) 46 

VIL 1.06-1.25 3 6 37 46 
VIII. 1.26-1.50 2 6 20 28 
IX. 1.50 4 7 10 21 
Optimistic (>1.05) 9 (15%) 19 (17%) 67 (58%) 95 

Total Disclosures 60(100%) 112 (100%) 116 (100%) 288 

Uni ted Tota l 
K ingdom Disclosures 
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stated formally as: the proportion of company profits disclosures which 
are classified in each of the categories of conservatism is the same for all 
countries. This hypothesis is tested using the nonparametric chi square 
(χ

2
) test.

8
 It would seem that this is the most appropriate test for 

assessing the significance of differences among the countries, given the 
nature of the samples and the need to use nominal data, owing to the 
presence of some large and sometimes negative ratios. 

To avoid any problem of interdependence in the data between years, 
1 decided to carry out tests on a year-by-year basis. To do this, it was 
necessary to regroup the data into two groups only, to insure that the 
expected frequencies in each group would not be too small. This was done 
by classifying ratios of ^ 1 as "pessimistic" and those of >1 as "optimistic." 
The resulting chi square statistics of 13.80, 25.67, 28.30, and 19.00 for 
1972, 1973, 1974, and 1975, respectively, are all statistically significant at 
the 0.01 level, with the 1973-75 statistics significant at the 0.001 level. 
Similar results were obtained using the alternative classification scheme 
of <1 and g l . These findings reject the null hypothesis and support the 
conclusion that country factors are significant in determining profits-
measurement behavior. 

But what is the nature and significance of differences between the 
countries examined? The chi square (one-tailed) test was applied to 2 x 
2 analyses of the data in order to assess the situation for each of the 
years 1972-75 using the same classification scheme of =̂ 1 and >1 outlined 
above. The results are given in table 2, which shows that profits-mea-
surement behavior in France and Germany is significantly different from 
that in the United Kingdom. An evaluation of the direction of these 
differences shows that French and German companies are significantly 
more conservative or pessimistic than U.K. companies. In contrast, it is 
evident that no statistically significant differences exist between France 
and Germany. 

It also seems that there is some stability in this relationship from year 
to year, in that companies within each country tend to adopt consistent 
measurement behavior. An assessment of the Kendall coefficient of 

T A B L E 2 
A Comparative Analysis of Profits Measurement Behavior: Chi Square Test Statistics 

1972-75 (2 x 2 Analysis, One-Tailed Test) 

Comparative 1972 1973 1974 1975 
Analysis 

1972 1973 

1. France /Uni ted Kingdom 6.67** 10.40*** 16.30*** 11.54*** 

2. Germany /Uni t ed Kingdom 9.27*** 19.36*** 16.97*** 9.53*** 

3. France /Germany 0.05 0.003 0.30 0.67 

** Significant at the 0.01 level. 
*** Significant at the 0.001 level 

8
 See Sidney Siegel, Non Parametric Statistics for the Behavioral Sciences (New York: 

McGraw-Hill , 1956). 
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concordance (W), which indicates the degree of association between 
rankings, was carried out after ranking the conservatism ratios for each 
year within each country sample. The coefficients for France, Germany, 
and the United Kingdom were 0.469, 0.410, and 0.581, respectively. The 
significance of W can be established using the chi square test, and in all 
cases the association is significant at the 0.05 level, though in the case of 
the United Kingdom this is significant beyond the 0.001 level. 

Explanations 

This exploratory study of profits-measurement behavior in France, 
Germany, and the United Kingdom indicates that the quantitative impact 
of international differences in accounting practices on profits is statisti-
cally significant with particular reference to comparisons between the 
United Kingdom and either France or Germany. While this would seem 
only to confirm general tendencies which may be expected from an a 
priori analysis of the situation in the countries concerned (as will be 
evident from the subsequent discussion), this is an important result 
because it demonstrates that perceived differences in accounting practice 
do have a significant quantitative impact on relative performance when 
taken as a whole. After all, there could just as easily have been some 
compensating factors in the differences identified. 

These findings must be kept in perspective, however, as they reflect 
the impact of only those accounting differences which European analysts 
(represented by DAFSA) have been able to identify and adjust for in the 
European Method of analysis. Although this assessment by security 
analysts is not comprehensive, it clearly is considered by them to be 
significant for investment decision-making purposes. Moreover, the sta-
tistical results support the view that the analysts have indeed been 
successful in identifying some important differences. Of course, the pos-
sible existence of potentially confounding variables, such as an industry 
factor or differences in economic stability, must be considered. However, 
industry is unlikely to be significant in explaining the country differences 
discovered, since the samples were not biased in favor of any particular 
industry or group of industries. With regard to economic differences, 
although there is a nondiscretionary element with respect to some of the 
items adjusted by analysts (e.g., extraordinary items), this would seem to 
be of relatively minor significance in relation to the emphasis of the 
European Method, which focuses on the discretionary aspects of content, 
valuation, and presentation. 

But there are a number of other important differences, pointed out in 
the earlier discussion of the European Method, which the analysts have 
not been able to deal with satisfactorily. This must be borne in mind in 
any attempt to explain the results of this study. It seems likely that most 
of these differences will serve only to reinforce the conclusion that French 
and German companies are significantly more conservative in their 
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profits-measurement behavior than are U.K. companies. But whether 
this is so remains the subject of further empirical investigation. 

First, the analysts are not able, in the normal course of events, to 
adjust stock valuation and depreciation figures to a comparable basis. 
These are notorious areas of managerial discretion, but in France and 
Germany it seems that a strong motivation toward conservatism is given 
by the influence of tax law, which requires valuations and adjustments 
for tax purposes to be consistent with the published accounts.

9
 Tax 

advantages dictate that write-downs of stocks and accelerated rates of 
depreciation are written into company accounts to an extent quite alien 
to U.K. commercial orientation and experience. It would seem then that 
the analysts' European Method does not reflect what is perhaps the most 
important impact of tax law. Any special write-downs or provisions 
relating to stocks and depreciation are, however, eliminated if disclosed 
in the accounts. But the task of allowing for differences between tax-
oriented valuations in France and Germany and those in the United 
Kingdom is generally too fraught with problems to be a worthwhile 
exercise. The full impact of the differential influence of tax law thus 
remains to be assessed, though the tendency toward a generally more 
conservative outcome in France and Germany than in the United King-
dom seems clear. 

Second, quite apart from taxation, the analysts face problems of 
consolidation and inflation. In France, there is no requirement to provide 
consolidated accounts, though more and more large companies are doing 
so following pressure from the French Stock Exchange Commission 
(Commission des Opérations de Bourse). Even where consolidated ac-
counts are provided, there is considerable diversity of practice compared 
with the United Kingdom, where consolidations are usually required for 
all subsidiaries, including those overseas, and where the equity accounting 
treatment of associates is a professional standard.

10
 In Germany, however, 

only domestic subsidiaries are required to be consolidated by law and 
equity accounting is prohibited. This situation suggests further potential 
for a more conservative bias in French and German profits results. With 
regard to inflation, there has been no attempt by the analysts to make 
any adjustments on a comparative basis, despite the generally accepted 
view that inflation distorts profits and gives them an optimistic bias when 
measured under the conventional historical cost system. With inflation 
in the United Kingdom running at a much higher average rate than in 
France or Germany over the past few years, it seems likely that this is 
another significant factor worthy of detailed investigation. But so far as 
the analysts are concerned, both theoretical and practical problems 

9
 S e e n. 6. 
10

 R. H. Parker, "Explaining National Differences in Consolidated Accounts," Accounting 

and Business Research (Summer 1977): 203-7. 

102 



inhibit the making of adjustments which would be satisfactory on an 
international basis. 

This discussion of the limitations of the European Method would seem 
to permit a more perceptive assessment of the findings of this study and 
of the influential factors involved. For the main thrust of the analysts' 
efforts is effectively aimed at adjusting items which involve management 
discretion as to nature or presentation. While many of these items are no 
doubt motivated by tax advantage to some degree, with particular refer-
ence to special provisions in France and Germany which allow tax deferral 
benefits to be obtained, other influential factors are involved and require 
explanation. This does not deny the significant influence of tax law on 
managerial behavior or the distorting effects of inflation. But the analysts 
do seem to have isolated to an important degree those discretionary areas 
where other factors besides taxation are likely to have an impact on 
accounting policy decisions. Much more work needs to be done to assess 
the relative impact of all the factors influencing profits-measurement 
behavior. But with the focus now on managerial discretion in the account-
ing policy-making process let us try to identify those environmental 
influences which could account for the biases discovered. 

There are certainly differences in philosophy towards the development 
of accounting systems. A much more legal orientation prevails in France 
and Germany compared to the United Kingdom, where professional 
standards dominate, though within the constraints of a general framework 
of disclosure provided by legal requirements. Relatively detailed and 
uniform requirements about valuation, classification, and presentation 
are prescribed in French and German company law, while in the United 
Kingdom such matters are left largely to the profession. There seems to 
be a macroeconomic rationale underlying the French and German uni-
form approaches, whereas in the United Kingdom there is more of a 
philosophy of flexibility to suit the circumstances of individual companies 
and of reverence for the qualities of independence and judgment.

11
 All of 

the foregoing suggests that discretion is likely to be the preserve of the 
United Kingdom with its emphasis on flexibility. But although uniform 
accounting principles and forms of presentation are specified in France 
and Germany, there remains considerable scope for flexibility in appli-
cation and for such discretion to manifest itself in a more conservative 
view of profits. The most significant areas of flexibility are indeed those 
identified by the analysts and concern transfers to and from reserves, and 
the creation and write-back of provisions for various risks and special 
purposes including those which are designed to gain tax advantages. 
These can be used to create hidden or secret reserves and to smooth or 

" See, for example, Gerhard G. Mueller. International Accounting (New York: Macmil-

lan, 1967); Adolf J. H. Enthoven, Accountancy and Economic Development Policy (Am-

sterdam: North-Holland, 1973). 
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bias fluctuations in profits.
12
 The treatment of extraordinary and excep-

tional items poses further problems of flexibility with respect to identifi-
cation and valuation. A final point here is that the impact of flexibility in 
France and Germany is highlighted by the fact that all discretionary 
adjustments must be passed through the profit and loss account. In the 
United Kingdom there has until recently been considerable scope for 
bypassing the profit and loss account altogether. Extraordinary, excep-
tional, and other items, including capital gains and losses and foreign 
exchange differences, could thus be dealt with as adjustments to balance 
sheet reserves or as constituents of the profit and loss account with the 
potential for an optimistic view of profits to be taken. Attempts to 
standardize treatment in this area by requiring extraordinary items to be 
stated separately in the profit and loss account have met with only partial 
success, as it is still a matter of judgment about whether or not an item 
is to be classified as extraordinary. 

While it is possible to see how different biases in profits disclosures 
may become effective, it is an altogether more important, and possibly 
more contentious, question to determine why such pessimistic or opti-
mistic biases exist in the first place. To assess this requires a perspective 
which includes factors relating to the business and investment environ-
ment within which managers, financiers, and investors appraise the 
performance security, and prospects of companies in which they are 
interested' It is in this wider context that the work of Choi

13
 and Barrett

14 

seems relevant and suggests a possibly important explanation. They have 
argued and demonstrated empirically that there is a correlation between 
the extent of financial disclosure and the develpment and efficiency of 
capital markets. A greater extent of disclosure seems to be found in the 
more well developed equity markets of the United Kingdom and the 
United States compared to continental markets. Could it be that there is 
also a correlation between profits-measurement behavior and equity 
market development? But why should relatively conservative measure-
ment behavior be associated with relatively less developed and narrow 
equity markets such as exist in France and Germany? Why should profits-
measurement behavior in a relatively well developed equity market such 
as the United Kingdom be relatively optimistic? The answers are perhaps 
to be found to some extent in the different user orientations of published 
company accounts in France, Germany, and the United Kingdom, which 
in turn reflect different patterns of company financing and national 
financial development.

15
 The historical emphasis in the United Kingdom 

1 2
S e e n . 6. 

13
 S e e η 3. 

14
 S e e n. 4. 

15
 See , for example, Peter Readman ey al., The European Money Puzzle (London: 

Michael Joseph, 1973); J. M. Samuels, R. Ε. V. Groves, and C. S, Goddard, Company 

Finance in Europe (London: Institute of Chartered Accountants in England and Wales, 
1975). 
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is on the equity investor and equity finance, while in France and Germany 
the pattern of development has placed the emphasis more on debt 
financiers, creditors, bankers, and government as major suppliers of 
finance and users of information. Associated with this is the suggestion 
that there tends to be a short-term financial orientation in the United 
Kingdom, in contrast to France and Germany where there is more 
concern for long-term investment and production. 

Differences in the relative conservatism of profits disclosures may thus 
be explained by examining the different needs of these two major groups 
of users and by ascertaining their likely influence on company managers 
and accountants. Equity investors are presumably primarily interested in 
profits available for distribution, in the enhancement of share prices, and 
in an active secondary market. Thus an optimistic influence is likely to 
be generated by the demands of equity investors where there is an 
emphasis on the equity market. This finds support in the relative opti-
mism evident in profits reported by U.K. companies. In contrast, debt 
financiers, creditors, and bankers are likely to be more concerned with 
the security of their investment and the capacity of the company con-
cerned to fund its interest payments. Generous measures of distributable 
profits would be contrary to their interests just as much as conservative 
profits would tend to be a disservice to the equity investor. In the French 
and German contexts, a conservative influence is thus likely to be 
generated and such an explanation is indeed supported by the relative 
conservatism or pessimism evident in the profits reported. 

Implications 

Having examined some of the factors which may explain intercountry 
differences in measurement behavior, I will now consider some of the 
implications for accounting harmonization, international performance 
comparisons, and inflation accounting policy. 

On the question of accounting harmonization, both at the EEC and 
wider international level, it would seem that success will require careful 
consideration of the differential influence of the various user groups 
interested in company accounts in each of the countries concerned. A 
uniformity of general accounting principles, especially the fundamental 
conservatism or prudence principle, can only give a false sense of progress 
when what is significant is the way in which such a principle is applied. 
Until there is a more rigorous and common approach to the treatment of 
items such as provisions, reserves, extraordinary and exceptional gains 
and losses, stock valuation, and depreciation, harmonization will be an 
illusion. Indeed, the EEC's Fourth Directive is in danger of becoming just 
such an example of harmonization at the superficial level. Its flexibility 
in key areas, where the exercise of differential attitudes to conservatism 
is likely to be significant, tends to undermine the aim of providing a basis 
for comparison of company financial performance across countries. The 

105 



influence of tax law on company reporting practice does, of course, 
provide an additional major obstacle. Indeed, harmonization may not 
serve any useful purpose when different user groups with different inter-
ests are involved at the national level. But with the growth of interna-
tional finance and investment, a purely national orientation no longer 
seems sufficient, if all interested parties are to have access to relevant 
information. 

The significance of international performance comparisons may also 
be suspect. The work of groups such as EFFAS would seem to warrant 
much closer attention, albeit that they have a special interest in security 
analysis. Reliable comparisons may be possible, but only if an appropriate 
allowance is made for differences in the conservatism of profits-measure-
ment behavior across countries. This has implications for many groups of 
users concerned with making international comparisons in connection 
with financing, investment, employment, and regulatory decisions. These 
include supranational bodies (such as the United Nations, OECD and 
EEC), national governments, economists and statisticians, company man-
agers and accountants, and employees and trade unions, as well as 
investors and financiers. 

This study also has implications for inflation accounting policy. Since 
U.K. accounting practices appear to have a relatively optimistic impact 
on profits compared to France and Germany, there may be a stronger 
case, in the context of promoting comparison, for an inflation accounting 
system to be introduced in the United Kingdom than in the other 
countries. This is also further supported by the fact that the effect of 
inflation on company profits is to some extent already taken into account 
in France and Germany because of the influence of tax law on company 
accounts. That is, tax allowances are often designed to motivate invest-
ment and, in the process, to alleviate the effects of inflation. This is the 
case in the United Kingdom, too, but with the difference that valuation 
adjustments for taxation purposes are not required to be incorporated in 
the published accounts. Moreover, the relatively greater conservatism of 
management in France and Germany means that measures have already 
been taken to conserve resources against inflation. But this has probably 
been done in the traditional manner, that is, through the medium of 
adjustments to provisions and reserves. Any attempt at the harmoniza-
tion of inflation accounting policy in the EEC could be harmful without 
a consideration of these differential aspects of accounting practice. 

A final implication concerns the scope for further research into the 
impact of international differences in accounting practices. The potential 
for studies in a wider or different international context is clear. The 
impact of taxation and inflation differences certainly requires detailed 
assessment. A consideration of the effect of company size, growth, indus-
try activity, and geographical diversification on behavior both within and 
between countries is another likely area of interest. The behavioral 
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aspects also require further investigation so as to discern more clearly 
why different managerial approaches to reporting profits exist. 

Summary and Conclusions 

This exploratory empirical study of the impact of some international 
differences in accounting practices on company profits in France, Ger-
many, and the United Kingdom from a security-analysis perspective has 
provided some results which are of significance in assessing the effect of 
the different accounting systems and sets of accounting practices em-
ployed. These results, which are based on adjustments to company 
accounts made by European security analysts for investment decision-
making purposes, suggest that profits-measurement behavior is correlated 
with national characteristics. The country in which a company is located 
is a statistically significant factor in quantitatively detennining the rela-
tive amount of profits disclosed. It is clear from the analysts' yardstick 
that large companies in France and Germany are significantly more 
conservative or pessimistic in their measurement behavior than are large 
companies in the United Kingdom, which are relatively optimistic. 

There are a number of factors arising out of the regulatory and capital-
market environment which may explain or reinforce this conclusion. Of 
course, there is the influence of tax law, but another important factor 
directly relevant to the empirical results is related to the different user 
orientations of the countries concerned. The relative emphasis on equity 
investors in the United Kingdom, in contrast to the creditor, financier, 
banker emphasis in France and Germany provides support for the hy-
pothesis that the behavior of company management is likely to be 
strongly influenced by user demands in their respective national environ-
ments. The consequence is that accounting principles tend to be applied 
in practice in such a way that the disclosure of company performance is 
biased in the direction of relative conservatism or optimism as user needs 
indicate and hence managerial interests dictate. 

The implications of these empirical results and possible explanations 
suggest additional perspectives to be taken into account with special 
reference to issues such as international accounting harmonization, per-
formance comparisons in the context of decisions bearing on international 
finance and investment, and inflation accounting policy. The importance 
of these issues indicates potential for further research into the impact of 
international differences in accounting practices. 
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C H A P T E R 7 

Harmonization of accounting within the 
European communities: the Fourth Directive 
on Company Law* 
C. W. Nobes 

The pages of this journal have previously carried articles concerning 
accounting differences between the United States and various Euro-
pean countries.1 Also, harmonization within the European Eco-
nomic Community (EEC) has been discussed.2 However, much has 
happened in the last few years which merits additional comment. 
This article summarizes the main causes of present national differ-
ences in accounting, discusses the purposes of harmonization, 
examines the EEC proposals for harmonization, and, finally, out-
lines the British government's response, particularly to the EEC's 
Fourth Directive on Company Law of July 1978. 

CAUSES OF DIFFERENCES 

One basic cause of international differences in accounting is differing 
legal systems. The common law system of England and of most states 
in the United States involves a limited number of statutes supple-
mented by a large volume of case law. However, continental legal 
systems, such as those of France and Germany, are based on a civil 
code which is prescriptive in a much more detailed manner than is the 

*C. W. Nobes is lecturer in accountancy at the University of Exeter, England. 
•Ν. M. Bedford and J. P. Gautier, "An International Analytical Comparison of the 
Structure and Content of Annual Reports in the EEC, Switzerland and the United 
States," International Journal of Accounting (Spring 1974); and P. Ε. M. Standish, 
"Accounting Responses to Inflation in the EEC," International Journal of Accounting 
(Fall 1975). 
2
R. A. Burnett, "The Harmonization of Accounting Principles in the Member 

Countries of the EEC," International Journal of Accounting (Fall 1975). 

* This article is reprinted, with permission, from the International Journal of Accounting: Education and 
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common law system. In such countries, the law precisely prescribes 
rules of asset valuation, income measurement, and the format of 
financial statements. Thus, there is little room for the "fair" presenta-
tion which relies on more flexible rules and on an accounting 
profession trained and permitted to use judgment. Another reason for 
the comparative lack of importance of "fair" presentation in French 
and German accounting is that there are only approximately 900 
listed corporations in France and 500 in West Germany, compared to 
more than 3,000 in the United Kingdom and 2,500 in the United 
States.

3
 In addition, much of the stock in the relatively few listed 

corporations in France and Germany is controlled by banks, 
governments, or families, all of whom have internal sources of 
information. Consequently, the remaining small number of private 
stockholders means a reduced need for the "fair" presentation. 

Traditionally, accounting in France and Germany has been per-
formed primarily for the purposes of the revenue authorities and for 
government economic and statistical agencies. To a large extent, the 
profit amounts are the same for published accounting reports and 
taxation purposes, and auditing is mainly concerned with ensuring 
that the law has been obeyed and that taxable profit is correct. Partly 
for these reasons, the accounting profession in France and Germany 
is much smaller and performs different tasks from those of the profes-
sion in the'United States or the United Kingdom.

4 

The remarks concerning France and Germany apply, broadly 
speaking, to other continental European countries except for the 
Netherlands, where accounting and auditing are performed in a way 
which approximates the Anglo-Saxon approach.

5
 It will be useful to 

recall this major difference between the accounting practices of 
continental countries and the Anglo-Saxon world (plus the Nether-
lands) for the next section of the article. 

MAIN DIFFERENCES 

One fundamental difference in approach between continental and 
Anglo-Saxon accounting has already been mentioned: the importance 
of "fair" presentation in Anglo-Saxon accounting developed in part 
from the need to provide useful and comparable information to 
outside stockholders. Continental accounting involves many rigid 
*New York Stock Exchange Fact Book (1977). See also M. Lafferty, Accounting in 
Europe (London: Woodhead-Faulkner, 1975). 4
C. W. Nobes, "Some Topics in International Accounting," International Accountant 

(February 1978 and April 1978). 5
J. H. Beeny and J. G. Chastney, European Financial Reporting—Netherlands 
(London: ICAEW, 1978). 

112 



rules and the operation of "uniform accounting" which are useful for 
government and tax officials. The rigid rules are those established 
mainly by revenue law in France and by company law in Germany, 
for example, standardized formats, prescribed rates of depreciation, 
and rules of asset valuation. "Uniform Accounting," as described by 
Mueller,

6
 for example, consists of detailed charts of accounts and 

many standardized definitions and measurement rules. In France, 
these are contained in the Plan Comptable General (General Ac-
counting Plan) which is compulsory for companies and is supervised 
by a government body.

7 

A further important difference is the degree of conservatism. The 
strong influence of law and the importance of bankers and govern-
ments as controllers of corporations help to explain the prevailing 
conservatism in continental accounting. Manifestations of this in-
clude the general illegality of revaluing fixed assets; the compulsory 
increase of legal reserves from profit, typically 5 percent of yearly 
profit until reserves reach 10 percent of capital; and the prevalence of 
other reserves and allowances for price rises, risks, and possible losses 
in value. In Germany, for example, although income figures are not 
rounded to the nearest thousand as might be the case in the United 
States, they are often declared as round numbers ending in several 
zeros, making it clear that profit is a contrived figure and that reserves 
have been manipulated. Beeny uses the examples of several German 
companies, such as BASF, Salzgitten, and Feldmühle, to illustrate 
this. For the information of investors and analysts, some German 
companies make more realistic estimates of income which may be 
many times higher.

8 

A third important difference has already been mentioned, that is, 
that continental corporate accounts must reflect any charges against 
taxable income in the accounting calculations. For example, al-
though continental depreciation charges allowed for tax purposes are 
usually based on the lengths of useful lives of assets, there are 
occasions when a depreciation charge in the financial accounts is 
above what is "reasonable," in order to take advantage of accelerated 
tax allowances. In addition, tax regulations allow a variety of write 
offs and special reserves which must be reflected in the financial 
accounts if they are to be allowed for tax. 

Another important difference from the point of view of interpreta-
6
G. G. Mueller, International Accounting (New York: Macmillan, 1967), pt. 1. 7
J. H. Beeny, European Financial Reporting—France (London: ICAEW, 1976), ch. 4; 

and Lafferty, Accounting in Europe, ch. 2. 8
J. H. Beeny, European Financial Reporting—Germany (London: ICAEW, 1976), ch. 
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tion of published accounts concerns consolidation.
9
 Many French 

and most Italian groups do not provide consolidated financial state-
ments. Those which do consolidate use a variety of practices, including 
variants of the parent company and equity methods, and completely 
different methods such as proportional consolidation. This situation 
results from a lack of legislation in the area and the absence of a strong 
accounting profession capable of formulating and enforcing its own 
rules. German groups are required by law to consolidate, but this 
extends only to domestic subsidiaries. There is no consolidation for 
foreign subsidiaries (unless the group voluntarily prepares additional 
statements) or for any associated companies (see following sections 
and note 16). 

These differences mean that great care must be used in comparing 
the accounts of, for example, Standard Oil, British Petroleum, and 
Total Oil (France). Such international comparisons between com-
panies will usually involve the use of consolidated accounts. To a 
large extent, it is not possible to adjust accurately for the differences in 
consolidation techniques using only the information in company 
accounts from different countries. Clearly, the harmonization of con-
solidation practices is very important. This is considered in a later 
section. 

Publication requirements also vary by country. Those of the United 
Kingdom and Ireland are unusual in Europe because they do not 
exempt small companies from any publication of audit require-
ments. This will probably be remedied when the Fourth Directive is 
brought into national law, as discussed later. 

Finally, the positions of the professions and governments through-
out the EEC toward inflation accounting

10
 vary widely. The British 

government is in favor of inflation accounting, but the profession 
finds it difficult to agree upon an acceptable version; some Dutch 
companies have been voluntarily using current value accounting for 
decades; the French government has recently rejected a proposal 
concerning supplementary current purchasing-power information; 
and the German government was so against inflation accounting for 
Germany and any other EEC country that approval of the Fourth 
Directive (which allows governments to introduce it) was placed in 
jeopardy. As yet, no government or professional body in the EEC has 
promulgated any standard practice in this area. This might be an area 

9
R. H. Parker, "Concepts of Consolidation in the EEC," Accountancy (February 1977). 1 0
Fol lowing common (though inexact) practice, the expression "inflation accounting" 

is used to include systems which adjust for specific price changes as well as general 
inflation. 
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which will cause even greater problems of harmonization. However, 
it is expected that a standard (SSAP 16) on supplementary current cost 
accounting will be issued in the United Kingdom March 31, 1980. 

THE PURPOSES OF HARMONIZATION 

Harmonization of accounting is a process whereby the size and 
number of differences in practice between countries are reduced. It 
does not imply complete standardization that would require uniform 
and rigid rules throughout the EEC. General arguments for the inter-
national harmonization of accounting practices

11
 include the useful-

ness that this would have for investors, financial analysts, and credit 
agencies (for example, the World Bank) in assessing and comparing 
the performance and prospects of companies from different countries. 
Multinational corporations and international accounting firms would 
gain from having financial statements based on similar systems 
throughout the world to audit, consolidate, compare, and so on. Tax 
authorities would find it easier to assess foreign companies. Also 
governments, economic and statistical agencies, and trade unions 
would be better able to collect information and monitor the activities 
of corporations. 

On a worldwide basis, the International Accounting Standards 
Committee (IASC), the United Nations, and the Organization for 
Economic Cooperation and Development (OECD)

12
 are among bodies 

interested in the harmonization of accounting for the reasons men-
tioned earlier and, also, in the case of the latter two bodies, to enable 
greater control of multinational corporations. 

Within the EEC, in particular, harmonization of corporate 
accounting and taxation is an aim of the commission due to the 
objectives of the Treaty of Rome. These include the promotion of the 
free movement of persons, capital, goods, and services throughout 
the EEC. The free movement of capital requires the supply of reliable, 
homogeneous accounting information from EEC companies. This 
implies the harmonization of accounting. The free movement of 
persons and capital also requires the harmonization of direct taxa-
tion. The commission, therefore, intends that companies of the same 
form which are in competition within the EEC will be subject to the 
same laws, taxes, accounting, and disclosure requirements. 

1
' I n t e rna t iona l Centre for Research in Account ing , International Financial Reporting 

Standards, Occasional Paper No . 13 (Lancaster: ICRA, 1977). 1 2
J . P . C u m m i n g s and M. N. Chetkovich, " W o r l d Accoun t ing Enters a New Era ," 
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HARMONIZATION OF ACCOUNTING 

Although the professional bodies of many countries in the EEC 
belong to the IASC, harmonization in the EEC will not be due to 
IASC's work, because company and revenue law in such countries as 
France and Germany is sufficiently weak that accounting standards 
can have little power in those countries. Therefore, harmonization 
results from new company law brought into effect as a result of EEC 
directives. The present list of relevant directives and draft directives is 
shown in exhibit 1. The most important directives for accounting are 
the fourth and the seventh (still in draft). 

Exhibit 1. Directives Relevant to Corporate Accounting 

Directives on 

Company Law 

First 

S e c o n d 

T h i r d 

F o u r t h 

Fi f th 

S i x t h 

S e v e n t h 

E i g h t h 

Draft 

dates 

Date 

approved Purpose 

1964 

1970, 1972 

1 9 7 0 , 1 9 7 3 , 1 9 7 5 

1971, 1974 

1972 

1972, 1975 

1976, 1978 

1978 

Regulations on Company Law 

S o c i e t a s E u r o p e a 1970, 1975 

E u r o p e a n c o o p e r -

a t i o n g r o u p i n g 
1973, 1978 

Directives on corporate taxation 

C o m p a n y 1975 

t a x a t i o n 

C o l l e c t i v e inves t -

m e n t i n s t i t u t i o n s 

1978 

1968 U l t r a vires ru le s 

1976 S e p a r a t i o n of p r i v a t e f rom 

p u b l i c c o m p a n i e s , 

m i n i m u m c a p i t a l , l i m i t a -

t i o n o n d i s t r i b u t i o n s a n d 

i n t e r i m d i v i d e n d s 

1978 Mergers 

1978 F o r m a t s a n d ru les of 

a c c o u n t i n g 

S tructure , m a n a g e m e n t , 

a n d a u d i t of c o m p a n i e s 

P r o s p e c t u s e s 

G r o u p a c c o u n t s 

Q u a l i f i c a t i o n s a n d w o r k of 

a u d i t o r s 

P r o p o s a l s for a E u r o p e a n 

c o m p a n y subjec t to E E C 

l a w s 

P r o p o s a l s for a b u s i n e s s 

f o r m f a c i l i t a t i n g m u l t i -

n a t i o n a l j o i n t v e n t u r e s 

H a r m o n i z a t i o n of s y s t e m s 

of c o m p a n y t a x a t i o n a n d of 

w i t h h o l d i n g taxes 

E x t e n d s the 1975 d irec t ive 

to these spec ia l c o m p a n i e s 
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The Fourth Directive on Company Law was approved by the 
Council of Ministers of the EEC in July 1978. The first stage that the 
directive passes through is translation and checking by the "jurists 
and linguists" group. An example of the problems faced during this 
stage is that the British prefer the word "prudence" to the rather 
stricter "conservatism." However, the obvious translation of 
"conservatism" into French would be the French word prudence. The 
directive must then be passed into law by the member states within 
two years. There is a further period of eighteen months for the 
national legislation to come into force. 

The original 1971 draft of the Fourth Directive and its much 
amended successor of 1974 which followed the accession of the United 
Kindgom, Denmark, and Ireland have been discussed elsewhere.

13 

The gradual move away from the domination of Franco-German, 
legalistic, uniform, conservative, creditor- and tax-based accounting 
continued between 1974 and 1978. The governments of the United 
Kingdom, the Netherlands, and Ireland successfully proposed that 
the "fair" presentation notion should predominate. Support for this 
view came from the Groupe d'Etudes (Accountants' Study Group, 
representing professional accountancy bodies in the EEC). 

The directive applies to all limited companies (and limited part-
nerships), except banks and insurance companies for which there will 
be special directives. It proposes minimum standards only. For 
example, many member states of the EEC will require statements of 
the source and application of funds, even though the Fourth Directive 
does not. The directive's main concerns are valuation rules, formats, 
and contents of published financial statements, and publication re-
quirements. Consolidation is left to the proposed Seventh Directive. 

Valuation will be performed using the historical cost basis. The 
conventions of the going concern, prudence, accruals, and consis-
tency will be applied. The explicit statement of these conventions has 
been a change in the drafting. It parallels British and U.S. accounting 
standards.

14
 There are detailed rules concerning the valuations of 

inventories, measurement of depreciation, and other similar matters. 
In general, these will not necessitate changes in practice. However, 
there is a requirement to write off purchased goodwill over five years 
(or a longer period, up to its useful economic life, if allowed by 
member states). This may change British practice. Also, exceptional 
1 3

Burnett, "Harmonization." M
Account ing Standards Committee, Disclosure of Accounting Policies: SSAP 2 (U.K. 

Accountancy Bodies, 1972); and Accounting Principles Board, Basic Concepts and 
Accounting Principles, APB Statement No. 4 (U.K. Accountancy Bodies, 1970). 
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value adjustments must be separately disclosed. This includes any 
accelerated depreciation shown in the financial statements because 
this is necessary if it is to be allowed for tax purposes. This will lead to 
useful additional information in French and German financial 
statements. Similarly, the importance of secret reserves is diminished 
because all changes in valuation must pass through the income 
statement. 

One of the great problems encountered when trying to reach 
agreement among the member states of the EEC was inflation 
accounting. The different governmental attitudes have already been 
mentioned. The Fourth Directive compromises by allowing member 
states to ban, permit, or require inflation accounting. It may be as a 
replacement or as a supplement to historical cost accounting. No 
system is specified. In all cases, historical cost balance-sheet figures 
must still be disclosed. Thus, the directive allows the development of 
financial statements with dual sets of accounts, with different versions 
of inflation accounting used in different member states. This casts 
serious doubt on whether "reliable, homogeneous accounting infor-
mation" will be available throughout the EEC. 

Published financial statements in the United Kingdom and the 
Netherlands (as in the United States) show very little standardization, 
whereas most continental European countries impose a considerable 
measure of uniformity. The Fourth Directive will force greater 
uniformity on the United Kingdon and the Netherlands with the 
objective of enhancing comparability. There will be one basic format 
for balance sheets, though member states may choose vertical or 
horizontal versions, or may allow both. Certain items must be shown 
on the balance sheet; other items may be grouped together (see next 
section). The income statement may be organized by type of expendi-
ture or by stage of production. In each case, a horizontal or vertical 
format is allowed by the directive. The detail required will considerably 
exceed that published at present by British companies in their profit 
and loss accounts. In particular, the cost of goods sold will have to be 
shown. This will be welcomed by financial analysts. The general 
increase in uniformity, without complete rigidity, should make com-
prehension of accounts by nonaccountants somewhat easier. 

As for disclosure in notes, there are many disclosures in U.S. and 
British financial statements not provided by those in most EEC 
countries. Many of these become necessary under the Fourth Directive, 
for example, average number of employees, financial commitments, 
directors' benefits, and turnover by category and area. 

Throughout most of the EEC (but not in the United Kingdom), 
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publication requirements are relaxed for small or private companies. 
The directive (unlike the earlier drafts) makes no distinction between 
public and private companies. However, there are important distinc-
tions based on size. Small companies are those which satisfy at least 
two of the following criteria: balance-sheet total < lm units of 
account (u.a.),

15
 turnover < 2m u.a., employees < 50. Such small 

companies may be permitted by member states to publish an abridged 
balance sheet without an income statement, and to avoid an audit. 
Medium-sized companies are those which satisfy at least two of these: 
balance-sheet total < 4m u.a., turnover < 8m u.a., employees < 250. 
These companies may be permitted to abridge their balance sheets 
and to omit the detail of the calculation of gross earnings in their 
income statements. If the British government takes advantage of 
these provisions, there will be considerable advantages for smaller 
companies. 

An important new provision in the final directive is the establish-
ment of a "contact committee" to deal with problems arising with the 
implementation, and suggestions for amendments. This may help to 
reduce the problems of inflexibility, which have been a particular 
concern of British accountants not accustomed to detailed prescrip-
tions in company law. Nevertheless, the directive has already been 
criticized in the United Kingdom for being too creditor biased, and 
doubt has been cast on the usefulness of harmonizing historical cost 
accounting. 

The important remaining aspect of the harmonization of consoli-
dation practices awaits the approval of the Seventh Directive. The 
present draft proposes that subsidiaries (both domestic and foreign) 
shall be consolidated using the parent-company concept, and that 
associated companies

16
 shall be treated by the equity method. 

This appears very similar to British practice, but there are some 
important differences. The definition of an associated company is in 
line with British practice (that is, a 20 percent or higher holding, or a 
joint-venture arrangement). However, the concept of a subsidiary 
follows German practice and relies on the existence of control "on a 
unified basis," rather than on percentages of stockholdings. Also, 
proportional consolidation may be allowed by member states for 
joint ventures. 

Finally, it is proposed that "horizontal consolidation" will be 

, 5
T h e European unit of account is based on a basket of EEC currencies. For approxima-

tions, the unit of account may be taken to be between 1 and 1.5 U.S. dollars. 1 6
"Associated company" is a British expression used to denote those companies which 

are treated by the equity method of consolidation. 
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necessary for companies within the EEC which are independent of 
each other but are owned by the same parent outside the EEC. For 
example, if a U.S.-based multinational company has subsidiaries in 
the United Kingdom, France, and Germany, these subsidiaries jointly 
would have to prepare one set of "consolidated" EEC accounts even 
though none of them had any control over any other. 

NEW BRITISH COMPANY LAW 

In September 1979, the British government issued a Consultative 
Document (or "Green Paper") called "Company Accounting and 
Disclosure."

17
 Its purpose is to announce the government's proposals 

on the reform of company law, in particular those changes which will 
be necessary to implement the Fourth Directive. It is intended that 
British companies shall have the maximum flexibility permitted by 
the directive (Green Paper, part Β, II, iii). This is evidenced, for 
example, by the proposals on formats. Both of the two balance-sheet 
formats in the directive, and any of the four profit and loss formats are 
to be allowed (see exhibits 2 and 3). 

To understand the Green Paper's proposals on formats, two further 
concepts which are quite new for the United Kingdom must be 
discussed. As mentioned in the previous section, the directive allows 
member states to introduce reduced disclosure for smaller companies. 
The British government intends to take advantage of this. The 
suggested definitions can be seen in the first row of exhibit 4. The 
second concept is the difference between financial statements which 
are "drawn up" for shareholders, and those which are "published" 
and sent to the registrar of companies. Small companies will be 
required to disclose less than large companies; there are to be greater 
relaxations for published accounts than for drawn up accounts. 
Exhibit 4 summarizes the publication proposals. 

This new proposed distinction between companies, based on size, 
will be a major innovation for British company law. The expression 
"proprietary company" will provide a useful label for small private 
companies. It is not yet clear whether the government will take 
advantage of the option in the directive to reduce the scope of audits 
for proprietary companies. If it does, a "review" will still be necessary 
(part A, chapter II). 

The Green Paper announces the intention to introduce extra 
disclosure requirements for large companies: funds-flow statements 
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f xhibit 2 . A Proposed U.K. Balance Shoot 121 

£ £ 
A. S u b s c r i b e d c a p i t a l c a l l e d but n o t p a i d x x x x 

C. F i x e d assets 

I. I n t a n g i b l e assets 

P r e l i m i n a r y e x p e n s e s χ 

1. C o s t s o f d e v e l o p m e n t χ 

2. C o n c e s s i o n s , patents , l i cences , trademarks , etc. χ 

3. G o o d w i l l χ 

4. P a y m e n t s o n a c c o u n t χ 

x x 

II. T a n g i b l e assets 

1. L a n d a n d b u i l d i n g s χ 

2. P l a n t a n d e q u i p m e n t χ 

3 . O t h e r f ixtures a n d f i t t ings , t o o l s , χ 

a n d e q u i p m e n t 

4. P a y m e n t s o n a c c o u n t , a n d t a n g i b l e assets χ 

i n c o u r s e of c o n s t r u c t i o n 

XX 

III. I n v e s t m e n t s 

1. Shares i n g r o u p c o m p a n i e s χ 

2. L o a n s to g r o u p c o m p a n i e s χ 

3 . P a r t i c i p a t i n g interests χ 

4. L o a n s to u n d e r t a k i n g s w i t h w h i c h the χ 

c o m p a n y is l i n k e d by v ir tue of p a r t i c i p a t i n g 

interests 

5. I n v e s t m e n t s h e l d as f ixed assets χ 

6. O t h e r l o a n s χ 

7. O w n shares χ 

x x 

D . Current assets 

I. S t o c k s 

1. R a w m a t e r i a l s a n d c o n s u m a b l e s χ 

2. W o r k in progress χ 

3. F i n i s h e d g o o d s a n d g o o d s for resale χ 

4. P a y m e n t s o n a c c o u n t χ 

x x 

II. D e b t o r s * 

1. T r a d e debtors x 

2. A m o u n t s o w e d by g r o u p c o m p a n i e s χ 

3. A m o u n t s o w e d by u n d e r t a k i n g s w i t h w h i c h χ 

the c o m p a n y is l i n k e d by v ir tue of 

p a r t i c i p a t i n g interests 

4. O t h e r debtors χ 

5. S u b s c r i b e d cap i ta l c a l l e d but n o t p a i d χ 

6. P r e p a y m e n t s a n d accrued i n c o m e χ 

x x 



Exhibit 2. (cont.) 

£ £ 

I I I . Investments 
1. Shares in group companies χ 
2. Own shares χ 
3. Other investments χ 

xx 
IV. Cash at bank and in hand xx 

E. Prepayments and accrued income xx 

X X X * * 

F. Creditors: amounts becoming due and payable w i th in 
one year 

1. Debenture loans, showing convertible loans (x) 
separately 

2. Bank loans and overdrafts (x) 
3. Payments received on account of orders (x) 
4. Trade creditors (x) 
5. Bills of exchange payable (x) 
6. Amounts owed to group companies (x) 
7. Amounts owed to undertakings w i th which (x) 

the company is linked by virtue of 
participating interests 

8. Other creditors, including tax and (x) 
social security 

9. Accruals and deferred income (x) 

(xx) 

G. Net current assets/liabilities x x x * * * 

H. Total assets less current liabilities xxxx 
I. Creditors: amounts becoming due and payable after 

more than one year 
1. Debenture loans, showing convertible loans (x) 

separately 
2. Bank loans and overdrafts (x) 
3. Payments received on account of orders (x) 
4. Trade creditors (x) 
5. Bills of exchange payable (x) 
6. Amounts owed to group companies (x) 
7. Amounts owed to undertakings wi th which (x) 

the company is linked by virtue of 
participating interests 

8. Other creditors, including tax and (x) 
social security 

9. Accruals and deferred income (x) 
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Exhibit 2. (cont.) 

£ £ 

J. P r o v i s i o n s for l i ab i l i t i e s a n d c h a r g e s 

1. P r o v i s i o n s for p e n s i o n s a n d s i m i l a r (χ ) 
o b l i g a t i o n s 

2. P r o v i s i o n s for t a x a t i o n , i n c l u d i n g deferred (χ) 
tax 

3. O t h e r p r o v i s i o n s (χ ) 

( x x x x ) 

K. A c c r u a l s a n d deferred i n c o m e ( x x x x ) 

x x x x 

L . C a p i t a l a n d reserves 

I. S u b s c r i b e d cap i ta l ca l l ed u p X 

(of w h i c h £ has been p a i d u p ) 

II. S h a r e p r e m i u m a c c o u n t X 

III. R e v a l u a t i o n reserve X 

IV. Reserves 

1. C a p i t a l R e d e m p t i o n Reserve F u n d X 

3. Reserves p r o v i d e d for by the Art ic les of X 

A s s o c i a t i o n 

4. O t h e r reserves X X 

V. Prof i t ( loss) b r o u g h t forward X 

VI. Prof i t ( loss) for the f inanc ia l year X 

x x x x 

• A m o u n t s d u e in less t han o n e year and m o r e t h a n o n e year to be s h o w n separately in respect of each 
head ing . 
• • T o t a l cur ren t assets. 
• • • C u r r e n t assets less creditors b e c o m i n g d u e a n d payab le w i t h i n o n e year. 
Source: D e p a r t m e n t of T r a d e , Company Accounting and Disclosure ( L o n d o n : H . M. S. O. , 1979), 
C h a p t e r III. 
Note: T h e le t ter ing a n d n u m b e r i n g in exh ib i t s 2 a n d 3 are those adap ted by the Bri t ish g o v e r n m e n t 
from the four th directive. Hence cer ta in letters or n u m b e r s are omi t t ed or repeated. 

(not required by the directive), and notes on short-term borrowings, 
leasing arrangements, pension commitments, and disaggregation of 
turnover (sections ν to vii of chapter VI). As expected, the government 
intends to allow revaluations of assets and full current cost account-
ing, as permitted by Article 3 3 of the directive. 

OTHER DIRECTIVES AND REGULATIONS 

Exhibit 1 shows a considerable list of EEC directives and regulations, 
which are mainly still in draft form. The most important directives 
on company law are the fourth and seventh, discussed earlier. The 
others are briefly described in exhibit 1. 
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Exhibit 3. A Proposed U.K. Profit and Loss Account 

L 
1. T u r n o v e r XXX 

2. C o s t of sales ( x x x ) 

3. G r o s s p r o f i t / l o s s XXX 

4. D i s t r i b u t i o n costs ( x x x ) 
5. A d m i n i s t r a t i v e e x p e n s e s ( x x x ) 
6. O t h e r o p e r a t i n g i n c o m e XXX 

— O p e r a t i n g p r o f i t / l o s s XXX 

7. D i v i d e n d s f rom subs id iar i e s X 

7. D i v i d e n d s f rom p a r t i c i p a t i n g interests x_ 

8. Interest o n l o a n s to g r o u p c o m p a n i e s 
XX 

X 
8. Interest o n o t h e r l o a n s x_ 

10. A m o u n t s w r i t t e n off i n v e s t m e n t s 

XX 

( x x x ) 
11. Interest p a y a b l e to g r o u p c o m p a n i e s (χ) 

( x x x ) 

11. O t h e r interest p a y a b l e (x) ( x x x ) 

— P r o f i t / l o s s before tax XXX 

12. C o r p o r a t i o n T a x ( x x x ) 

13. P r o f i t / l o s s after tax XXX 

14. E x t r a o r d i n a r y i n c o m e X 

17. Less : tax thereon (χ ) XXX 

19. P r o f i t / l o s s for the year XXX 

Source: Department of Trade, Company Accounting and Disclosure (London: H.M.S.O., 1979), 
Chapter III. 

Regulations become law throughout the EEC without the need of 
action by the legislatures of member states. There are two draft 
regulations of relevance here. The draft regulation for a European 
company (Societas Europea) is moving slowly, particularly because 
of disagreements as to employees on boards of directors. It would 
create a business form subject to EEC law and taxation rather than to 
those of member states. No agreement is in sight. There is more likely 
to be agreement on the draft regulation on the European Cooperation 
Grouping. This regulation would facilitate the creation of a business 
form suitable for multinational temporary joint ventures within the 
EEC. 

The draft directive on the harmonization of corporate taxation 
proposes the adoption of an imputation system of corporation tax 
throughout the EEC with rates between 45 and 55 percent, and tax 
credits between 45 and 55 percent of the underlying corporation 
tax. Progress will also be slow on this directive. There are no plans to 
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Exhibit 4. Green Paper's Publication Proposals 

Small 
Large Medium "proprietary" 

1. D e f i n i t i o n s Al l l i s ted A l l p u b l i c n o t T u r n o v e r 
large < £ 1 . 3 m 

B.S. < jT0 .65m 

2 o u t of 3 size O t h e r s w i t h : A l l pr ivate n o t E m p l o y e e s < 5 0 
T u r n o v e r s m a l l 
> £ 5 m 

B.S . > £ 2 . 5 m 

E m p l o y e e s 

> 2 5 0 

2. B a l a n c e sheet M a y s h o w M a y s h o w M a y o m i t s o m e 
d r a w n u p for A r a b i c n u m e r a l A r a b i c n u m e r a l A r a b i c n u m e r a l 
s h a r e h o l d e r s h e a d i n g s in h e a d i n g s in h e a d i n g s 

n o t e s n o t e s 

3. B a l a n c e sheet A s a b o v e As a b o v e M a y o m i t A r a b i c 
p u b l i s h e d n u m e r a l 

h e a d i n g s 

4. Prof i t a n d loss F l e x i b l e F l e x i b l e P o s s i b l y 
a c c o u n t d r a w n u p a r r a n g e m e n t a r r a n g e m e n t c o m b i n e 1-5 i n 
for s h a r e h o l d e r s e x h i b i t 3 

5. Prof i t a n d loss As a b o v e As a b o v e , a n d E x e m p t 
a c c o u n t p u b l i s h e d p o s s i b l y c o m -

E x e m p t 

b i n e 1-5 in 

e x h i b i t 3 

harmonize the calculation of taxable income, which is defined very 
differently in different member states. The latter point renders the 
proposals somewhat cosmetic. This draft directive is discussed by this 
author elsewhere.18 

SUMMARY 

The passing of the Fourth Directive into national company law 
throughout the EEC should narrow some of the important differ-
ences in accounting outlined earlier. The "fair" presentation should 
take precedence over detailed rules; conservative allowances in excess 
of reasonable estimates will be separately declared; and the effects of 
taxation on accounting expenses will also be separately declared. In 
addition, the formats of published financial statements will become 

1 8
C . W. Nobes, "Corporation Taxes in the EEC, and Their Harmonization," 

Accountancy (October 1978). 
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more standardized throughout the EEC, and corporations of similar 
sizes Will be subject to similar publication requirements. When the 
Seventh Directive is finalized by the Council of Ministers, there 
should be considerable harmonization of practices within the 
important area of consolidation. 

Nevertheless, it is likely that substantial diversity (both between 
and within countries) will still be possible within the national laws 
which will eventually be passed. Supporters of the view that rigid 
uniformity merely masks a multitude of differences will be happy 
with this. However, the possibility of different inflation accounting 
systems of varying prominence in difference EEC countries may 
destroy any hopes of simple comparability. 
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C H A P T E R 8 

A greater degree of standardization in accounting would be of particular benefit to 
developing countries. They are often faced with deficient and disorganized 
economic and financial data, and may lack, at all levels of the economy, both 
effective accounting systems and related administrative skills. Because of limited 
natural, financial and human resources, their governments may need to undertake 
increasingly centralized cost-benefit analyses and to involve themselves, through 
planning and control systems, in all socioeconomic activity. 

Effective uniform standards of accounting are therefore required throughout the 
economies of developing countries - in enterprise accounting, government adminis-
tration, social accounting, in national and international evaluations of industrial 
structures, in project and sectoral appraisals, and in the assessment of capital 
markets and development finance. 

We should first make clear the scope for standardization in accounting. 
Standardization generally aims to simplify and unify all aspects of accounting 
information systems in order to improve the reliability and consistency of informa-
tion. It involves establishing methodological standards of definition and termino-
logy; criteria for the identification, collection, measurement, and processing of data, 
and for the layout of accounts and tables; procedures for integrating information 
into cohesive accounting models; and standards for evaluating and communicating 
such information. 

Standardization by functions 

One way to approach standardization is to examine the particular function or 
branch involved, whether it be enterprise, government, or social accounting. 
Although all three work with the same socioeconomic raw material they use it 
differently for their specific functions. 

Enterprise accounting 

Enterprise accounting deals with microeconomic planning and control. It is 
increasingly concerned with the more sophisticated management techniques -
operations research, for example - necessary in taking decisions in an enterprise. 
However, a distinction must be made between financial accounting and manage-
ment (or cost) accounting although both deal with the administration of microeco-
nomic activities. Financial accounting is primarily concerned with providing 
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outsiders with financial information. Because of this it largely describes - in a 
manner complying with statutory requirements - the enterprise's economic activity 
in its immediate past. Management accounting is less governed by such constraints. 
Since its function is to provide information for operational decisions, it has to 
correspond more closely with economic reality. In practice, unfortunately, manage-
ment accounting is often practised little differently from conventional financial 
accounting. 

Although income determination is the central function of enterprise accounting, 
it is also closely linked to the normal presentation of balance sheets and 
information about the sources and uses of funds within the enterprise. Income 
determination, indicating the enterprise's activities and use of resources, is needed 
for rational decision making (e.g., investment policy), taxation, reporting on 
stewardship, and the preparation of social accounts. 

However, what 'income' is, and how it should be measured, still causes a major 
schism within the accounting profession and between accountants, on the one 
hand, and economists and statisticians on the other. For example, should real or 
money income be measured; should capital gains be treated as income? 

Here, then, is a clear need for standardization; we need an interdisciplinary 
concept for income measurement which would be widely accepted by accountants 
and economists alike. This would benefit all people who use public and private 
enterprise income measurements - either in collecting data from enterprise revenue 
and expense statements for national (social) accounting purposes, or in the 
preparation of national economic, fiscal, and monetary policies. 

The unfortunate truth is that, at present, enterprise accounting lacks consistency 
in both its current practice and its theory, which is often merely the sum total of 
prevailing practices. This makes it extremely hard to compare and assess financial 
statements; to pinpoint capital needs; to construct effective budgets; to measure the 
overall efficiency and performance of enterprises and industry; to design and 
appraise effective industry, sector, and national economic plans; and to set out 
reliable social accounts. None of these activities - so important to developing 
countries - will be much improved until comprehensive and consistent patterns of 
thought, borrowing from other disciplines, are applied to the process of standardiz-
ing accounting principles and practices. 

Standardization of enterprise accounting should also be matched by standardiza-
tion of company legislation. Since the function of accounting has a major bearing 
on capital market activities, finance, and capital formation, the laws affecting 
commercial reporting, disclosure requirements, and overall company operations 
should themselves be standardized. Furthermore, accountants - whether working 
independently or under government supervision, in either the public or private 
sector - themselves need legislative protection for their activities. Finally, legal 
status should be given to both the accounting profession and to an accountant's 
report in standardized form. 

Government accounting 

Extensive government involvement in national affairs is now normal in industrial-
ized and developing countries alike. It has created a demand for sound systems and 
techniques of accounting, essential for the responsible and effective administration 
of, for example, public finance or fiscal policy. Government accounting deals with 
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the collection, measurement, processing, communication, control of, and accoun-
tability for, all receipts and expenditures and related activities in the public sector. 
The distinctive aspects of accounting information, classification, and procedures 
applicable in government sector transactions make it desirable to treat this as a 
separate - but interrelated - branch of accounting, although governments make 
extensive use of the records of entries, techniques, and procedures used in 
enterprise accounting. 

A standardized system for recording, measuring, and processing information in 
the government sector is necessary to ensure (a) effective coordination with other 
branches of accounting; (b) greater accountability, e.g., compliance with legal 
provisions and budgetary commitments; (c) greater efficiency in management, 
planning, and policy; and (d) greater validity in domestic and international 
comparisons, analyses, evaluations, and measurements (for example, Fund and 
UN statistics). 

An improved classification system for government transactions is of extreme 
importance for giving a clear effective outline to the government's activities, for 
making governmental and national economic appraisals, and for their effective 
integration with the system of social accounts. The conventional classification 
system, which mostly consists of listing receipts by various types of taxes, and 
stating expenditures by object, is not very meaningful and prohibits effective 
planning, decision making, and managerial and economic analysis. 

A better system shows government receipts and, particularly, expenditures 
classified by economic categories, and split into current and capital items (for 
example, current expenditure on goods and services, interest payments, and social 
security payments). Services should also be functionally classified (for example, 
community service or social service expenditure); and particular functions further 
classified into 'programmes', 'activities', and 'projects'. 

However good a standardized government accounting classification model, it 
may yet need refinement and improvement to unify the accounting framework. 
However, it is not only the system of classification that needs standardization, but 
also the data that have to be classified. Often the identification, valuation, and 
recording of data, which is to be transformed into information, is poorly carried 
out; standardization to make data more useful is a difficult but vital task. 

The government budget, in which government accounting is reflected, sets forth 
the financial programme for the year; it should thus be an integral part of a 
country's economic development plan. Budgeting is increasingly becoming a 
decision-making process and an exercise in planning to ensure the effective 
allocation and application of resources to economic needs and objectives. This 
change from conventional government budgeting to plan-oriented budgeting 
challenges traditional historical cost accounting standards and procedures. 

Budgeting also increasingly utilizes the refined quantitative decision-making 
techniques used in management accounting; it examines the costs (inputs) and 
benefits (outputs) of particular economic functions, programmes, and projects. 
Thus budgeting tries to assess how limited resources can be allocated to many 
possible competing claims. To compare such claims, a standardized information 
and classification system is necessary to ensure realistic and accurate measurement. 
An authentic set of inputs and outputs must be collated into a coherent decision 
model, which has to take account not only of present and future income and 
expenditure flows but also of external effects on the economy. Such processes 

129 



present a tremendous challenge to accounting which, at present, finds difficulty in 
coping with the demand for the more standardized accounting structures and 
procedures required. 

Accounting also plays a part in taxation; its role affects both the formulation of 
tax structures and policies and tax administration. It should assist in choosing the 
most suitable forms of taxation and in ensuring that more equitable and effective 
tax policies and procedures are carried out. The effective administration of a tax 
system depends on the development of a sound body of accounting standards and 
practices covering, for example, expense deductions and depreciation. Furth-
ermore, standardization would facilitate the application of computers to taxation. 

Social accounting 

The third branch of accounting, social (or macro) accounting, aims to describe 
systematically and quantitatively the structure and activities of an economy, region, 
or sector during a certain time span, and also of stocks (assets and liabilities) at a 
particular time. All economic transactions between groups of individuals (house-
holds), business enterprises, government agencies and with the outside world, are 
dealt with. The mass of quantitative data is recorded, measured, processed, and 
consolidated into various systems designed to display the principal national 
aggregates (such as national product and income), and their interrelations, in 
accounts and tables. Units dealt with - whether an industry, sector, or the whole 
economy - are much larger in social than in enterprise or government accounting. 

Both aggregate and individual data recorded in social accounts are needed for 
measuring economic progress and for the design of national - and even internation-
al - economic, monetary, and fiscal harmonization policies; they also play an 
essential role in setting national goals, in economic planning and budgeting, and in 
structuring econometric models required for such purposes. 

Standardization of social accounting has in fact progressed fairly adequately; we 
find that the system of classification (into sectors, accounts, and transactions), and 
the procedures used are quite well harmonized. However, when information from 
governmental and enterprise accounts is needed in the preparation of social 
accounts, tremendous gaps occur. Above all, when we realize that the source of a 
large proportion of social accounting information (especially in national income 
and product accounts) comes from business operations it is obvious that the three 
accounting branches should be more cohesively coordinated. 

One particular standardization problem lies in methods of quantifying and 
evaluating data. Once again the question is - how good is a classification scheme 
when the data it deals with are not uniformly measured? It is an essential function 
of all accounting to ensure that techniques, procedures, and data, at all levels of the 
economy, are accurate. 

Although many basic techniques for the treatment of data are common to social, 
government, and enterprise accounting, the underlying procedures may vary. In 
social accounting current (market) values are used, capital gains and losses are not 
recognized, certain items - for example, research and development expenditure -
are charged to the income account (as against the capital account in enterprise 
accounting), value-added and intertemporal adjustments are necessary, and, in 
general, estimates involving subjective criteria are more widely utilized. 
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Other economic analyses 

Since accounting procedures are also crucial in other spheres of economic analysis 
and policy-making the scope for standardization is not limited to the three branches 
discussed above. 

Development planning 

Economic development planning utilizes, in the process of resource allocation, 
measurement tools which would themselves be more effective if subject to greater 
accounting standardization. 

Among the most important are capital-output ratios, dynamic input-output 
analyses, and shadow pricing. Capital-output ratios - which reflect the relationship 
between capital investment and the likely resulting growth of real national product 
- serve as a crucial guide for economic policy. However, their use is restricted 
unless the composition and value of such items as fixed assets, inventories, and 
output can be accurately analysed. Dynamic input-output models - reflecting 
altered economic and technical conditions - also form an important element of 
planning. To be effective, cost inputs and outputs should be put on a standardized 
basis - preferably using current market or replacement value criteria. Shadow 
pricing attempts to price the various factors of production as if market equilibrium 
existed in an economy in order to try to show society's preference for, and relative 
scarcity of, factors of production. It thus constitutes an important tool in framing a 
development plan. For all three development tools, deficiencies in measurement, 
and inconsistent or nonstandard data, may prevent developing countries from 
making more rational decisions. 

Project appraisals 

Every plan consists of a series of activities or projects involving the production of 
specific goods and services. Appraising the feasibility and justification of such 
projects and their components requires extensive use of past, present and future 
data, and their measurement in the form of direct and indirect benefits and costs. 
The necessary cost-benefit calculations demand information which has an econo-
mically realistic, comprehensive standardized content. It is desirable and feasible to 
use tables to incorporate information regarding, for example, standardized labour 
inputs per production process; raw material requirements, power and fuel needs for 
each scale of output; and installation costs. Such standardized capital investment 
and operating data improve the reliability of project studies and also requires 
greater uniformity in the classification and valuation system itself. 

Other socioeconomic studies 

Accounting will also play an increasingly important role in socioeconomic studies of 
problems of ecology, poverty, social security, and human resource development. 
Any examination of such areas demands effective cost-benefit analysis; there is 
great scope for standardizing the way in which the direct and indirect effects of any 
programme designed to tackle such problems are measured. 
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Standardization in a broader socioeconomic context 

Existing standardization schemes 

The German framework of accounts (Kontenrahmen) 

This system differs from the French in that it is aimed more at microeconomic 
activity and less at the needs of social accounting or economic planning. Essentially 
its purpose is to improve comparative industrial data. The system sets forth both 
standard accounting charts and also industrial flow charts - for integration with the 
accounting charts - which show all transactions taking place within the enterprise. 
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So far we have discussed the scope and methods for standardization within 
particular activities: enterprise, government, and social accounting. These account-
ing activities are, however, interrelated in that they form an overall framework. 
We, therefore, need to consider standardization in such a broader context in order 
to ensure consistency in both the theory and practice of the interrelated systems 
and activities. 

The overall accounting system should indeed be concerned with general econo-
mic behaviour, with its own techniques helping in the solution of specific 
socioeconomic problems. Accounting as a discipline should thus be conceived of, 
and practised as, a dynamic quantitative information system within the economic 
environment. It deals with the identification of data, its analysis, selection, 
measurement, evaluation, and its communication in the form of direct and indirect 
socioeconomic costs and benefits. As a result it facilitates the planning and control 
of activities and processes. All this must be done in accordance with certain 
fundamental criteria, such as usefulness, verifiability, and quantifiability. 

A number of schemes for standardizing accounting are already in practice. 

The French Plan Comptable Général 

This is a standardized plan for enterprises, but is also geared toward broader 
economic needs. Its major characteristics are a uniform terminology; a uniform 
classification of accounts; a standardized method of registration; and generalized 
rules of valuation, albeit on a historical cost basis only. It is designed to improve 
fiscal administration, to provide systematic information for social accounting, and 
to standardize company rules on the presentation of financial statements. Not only 
has the system proved extremely useful for social accounting and public administra-
tion but it has also been of great benefit to French national economic planning; to 
industries and industrial associations in making necessary economic analyses and 
forecasts; for structural analyses and for measuring and comparing industrial 
productivity; and, generally, for improving efficient enterprise administration. 
Many former French territories, and several other developing countries, have 
adopted this model in modified form. 



Standardization in the United States 

Standardization of accounting in the United States largely focuses on three 
microaccounting aspects: 'generally accepted accounting principles', the layout of 
accounts, and a uniform pattern of reporting and costing, required by federal 
agencies for utilities and certain other industries. 

More recently, the US government has outlined uniform cost accounting 
standards for defence contract purposes in order to ensure comparability, reliabil-
ity, and consistency of cost data. Such standards will undoubtedly be extended to 
other public and private economic sectors. 

Although each of the above models for accounting standardization contains 
elements worthy of consideration in developing economies, we feel that a more 
comprehensive uniform plan, along the lines of the French system, is most relevant 
and useful for them. 

Conclusions and recommendations 

Standardization of accounting has been criticized on economic and political 
grounds; it is claimed to be unwieldy, static, unimaginative, and very expensive, 
and is said to hamper accounting theory. Its advocates claim, however, it will 
ensure better comparability, more effective consolidation and integration, sounder 
economic and fiscal policies, better control, easier education and training, and the 
development of a more unified overall accounting theory. 

A realistic appraisal of accounting standardization should take into account the 
objectives and methods of accounting in the whole socioeconomic process, and of 
the particular needs of developing countries for whom the advantages of standar-
dization are more pronounced. The following section offers some suggestions for 
improvements in accounting standardization. 

Identifying the need for standardization 

The need for standardization should first be analysed according to the particular 
branch of accounting concerned, the requirements of the users of the accounting 
information, and to the economic /unctions involved. More standardized account-
ing information will be useful for government administration, taxation purposes, 
economic planning, project appraisals, shareholders, financial institutions, man-
agement, trade unions, and for consumers. From such a comprehensive body of 
requirements, common characteristics should be identified and utilized. 

Approach to standardization 

This should take place - both nationally and internationally - within an overall 
information system of accounting, composed of various subsystems applicable to all 
types of socioeconomic activities. Sound standardization therefore demands sound 
overall accounting theory and methodology. 

Flexibility in standardization systems 

A large degree of variation and flexibility - for example, between developing and 
developed countries - may prevail without hampering the objectives. Measure-
ment, for example, may vary considerably in different detailed classification and 
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evaluation models. Different value systems, furthermore, will dictate variations 
because of different needs, economic circumstances, data available, and skills at 
hand. Such diversity as may prevail should, however, not detract from the need to 
design effective current value criteria and standardized systems applicable to 
national and international operations. 

Studies of accounting change 

Before better standards and systems can be devised, extensive studies - involving 
all recognized accounting bodies working in close liaison with economists, statisti-
cians, government administrators, and lawyers - are necessary. Furthermore, it is 
imperative that such appraisals be carried out in coordination with international 
agencies, such as the International Monetary Fund and the World Bank Group. On 
an international scale, the implementation of standards, conventions, and systems 
of accounting may require a vast degree of technical assistance and transfer of 
knowledge. 

Accounting training 

The establishment of international standards and conventions would greatly assist 
in developing methodology and curricula for accountancy training. It would also 
encourage skills needed in the economic development process and would facilitate 
the international transfer of accounting knowledge. 

To conclude, a profound need exists for the development of effective interna-
tional accounting standards and conventions for all the great range of socioecono-
mic activities with which accountants are concerned. The adoption of such 
standards would help to promote economic growth and development. 

Social accounting already shows what can be done by standardization developed 
on an international basis; organizations such as the United Nations and the 
Organization for Economic Cooperation and Development have been very active 
in working up sound and systematic social account structures

1
. Although systems in 

some countries (e.g., the United States) deviate from these international standards, 
the models are largely similar and can be easily compared. 

However, an international body to coordinate all areas of accountancy, sup-
ported by professional and international development institutions, is urgently 
required to ensure better harmonization and to make accounting more effective in 
the economic development process. 

Reference 

1 See, for example, O E C D , A Standardized System of National Accounts, Paris, 1959; United Nations, 
A System of National Accounts, New York, 1968. 
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C H A P T E R 9 

The international harmonization of 
accounting: a cultural dimension* 
Desmond McComb 

Although there has been sporadic professional ventilation on the issue 
of international standards for accounting since at least the turn of the 
century, the development of a uniform international framework for 
corporate financial reporting did not exert any very strong claim to 
professional, or indeed academic, interest before the nineteen fifties.

1 

As we approach the eighties, efforts to establish international standards 
of accounting are achieving a momentum which has brought the issue 
to the forefront of public interest. 

This paper proposes a pause to examine the conceptual justification 
for national differences in accounting standards and practices before 
attempting to promote uniformity in the supposed interests of inter-
national understanding. It is claimed that, while some such differences 
may be accidental historical survivals, there is nevertheless an identi-
fiable pattern of national accounting systems reflecting local informa-
tion demands. In this context, alterations in accounting standards and 
practices which have a primary objective, other than one of improving 
the quality or quantity of information at a national level, require care-
ful analysis to establish their effects. 

* Desmond M c C o m b is chairman of the Graduate Program of the Depart-
ment of Account ing and M a n a g e m e n t Economics , University of Southampton, 
England. 
1
 A n early comparison of international accounting practice and standards ap-
pears in evidence given before the Select Committee on Joint Stock Companies, 
1841-1844: British Parliamentary Papers (1844) VII. International accounting 
standards were also discussed at the International Congresses of Accountant! 
at St. Louis in 1904, at N e w York in 1929, and at L o n d o n in 1933. 

* This article is reprinted, with permission, from The International Journal of 
Accounting: Education and Research (Spring 1979) pp 1-16 



There can be little criticism of the aim of improving the intelligi-
bility of corporate financial reporting at an international level. It 
would indeed be admirable if we could lift an American, British, 
French, German, or Japanese set of accounts and feel confident that, 
using our own background of accounting principles, we should be 
equally at home in understanding them all. Unfortunately, that is not 
possible at the present time. If our reaction to that situation is that it 
should be possible, then it is but a short step in the rational evaluation 
of that unsatisfactory situation to conclude that a remedy should be 
found. However, it constitutes a long and unjustifiable leap in logic if 
we conclude that the solution to the problem of resolving the difficul-
ties of international understanding of corporate financial reports lies 
in the acceptance, and establishment, by the worldwide accounting pro-
fession of an internationally agreed set of accounting standards. Before 
this could be justified as a rational conclusion, it would be necessary 
to pass through a number of intermediate propositions and conclusions 
relating to the objectives of corporate financial reporting. It might very 
well be maintained that this would be no great problem and that a 
coherent, internationally acceptable objectives framework could be 
readily identified and acted upon. In practice, however, the usual in-
terpretation of this belief is that it should be possible to restate accounts 
prepared in a foreign country so that they will be in accord with gen-
erally accepted principles in the user's home country. In so far as cer-
tain technical standards could be agreed upon internationally, there 
is no doubt that this would make the restatement process easier. How-
ever, the case for the harmonization process goes more deeply than 
that and ultimately involves unified accounting objectives.

2
 It is only 

if accounting models based upon such objectives are compatible with 
one another that there is any real prospect of arriving at meaningful 
common standards. If any two national accounting models are irrecon-
cilable, then either one or both must be fundamentally changed if 
common standards are assumed to be a primary goal. 

PRESSURES FOR HARMONIZATION 

The thrust of the movement towards the harmonization of accounting 
standards on the international level has come mainly from accountants 
in public practice rather than from academic accountants. Those who 
a
 " O n e of the chief, and least recognized, misconceptions which occurs in inter-
national account ing is the assumption that accounting objectives are uniform." 
Irving L. Fantl , "The Case Against International Uniformity," Management 
Accounting (NA.A.) ( M a y 1 9 7 1 ) . 
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teach and research accounting in universities and other institutes of 
learning are normally in the vanguard of developments in their disci-
plines. However, while a few academic accountants may claim to have 
thought about, discussed, and perhaps even published

3
 on this topic, 

the honors for making it a live issue must go to the practitioners. In 
particular, the late Jacob Kraayenhof, onetime president of the Nether-
lands Institute of Accountants, and Sir Henry Benson, onetime presi-
dent of the Institute of Chartered Accountants in England and Wales, 
can be credited with having respectively sown the seed and husbanded 
the crop which so many today wish to harvest.

4 

That having been said, it remains questionable whether a sufficiently 
perceptive approach has been taken in the attempts to narrow the 
areas of differences in international accounting and financial reporting. 
In a situation such as that facing the various national professional 
organizations once they had become convinced that international uni-
formity was a desirable goal, the natural response was to produce 
visible evidence of their intention to make progress. The establishment 
of the International Accounting Standards Committee (IASC) had 
in turn a built-in need to be productive and has, between its establish-
ment in 1973 and the time of writing, produced the following stan-
dards : 

IAS 1 Disclosure of Accounting Policies ; 
IAS 2 Valuation and Presentation of Inventories in the Context of 

the Historical Cost System; 
IAS 3 Consolidated Financial Statements; 
IAS 4 Depreciation Accounting; 
IAS 5 Information to Be Disclosed in Financial Statements; 
IAS 6 Accounting Responses to Changing Prices; 
IAS 7 Statement of Changes in Financial Position ; 
IAS 8 Treatment in the Income Statement of Unusual Items and 

Changes in Accounting Estimates and Accounting Policies; 
IAS 9 Accounting for Research and Development; 

* T . K. Cowan, "Harmonization of Account ing Principles," New Horizons of 
Accounting (Paris: 9 th International Congress of Accountants , 1 9 6 7 ) , pp. 
2 0 6 - 1 0 ; Norton M . Bedford, "The International Flow of Account ing Thought ," 
International Journal of Accounting (Spring 1966) ; Mary E. Murphy, "Need 
for International Documentat ion in M a n a g e m e n t Account ing ," Accountants 
Journal (U.K.) (February 1 9 6 2 ) : 4 3 - 4 5 ; and Gerhard G. Mueller, Interna-
tional Accounting ( N e w York: Macmi l lan Company, 1 9 6 7 ) , pp . 235-46 . 
* Jacob Kraayenhof, "International Chal lenges for Account ing," Journal of Ac-
countancy (January 1 9 6 0 ) : 3 4 - 3 8 ; Sir Henry Benson, "The Story of Interna-
tional Account ing Standards," Accountancy (July 1976) : 34-39 . 
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IAS 10 Contingencies and Events Occurring after the Balance Sheet 
Date; 

IAS 11 Accounting for Construction Contracts ; 
IAS 12 Accounting for Taxes on Income ; and 
IAS 13 Presentation of Current Assets, and Current Liabilities. 

It is suggested that most of the above standards represented an 
attempt to lead the various member countries of IASC into adopting 
what was existing good practice in some other member countries. It is, 
in fact, possible to identify a strong Anglo-American influence in the 
standards issued. Most of them also were concerned with technical 
issues which were not highly contentious. However, the scope for the 
issue of further remedial standards is decidedly limited. It is therefore 
at this point in the evolution of international accounting standards that 
we may be obliged to pause and to give more consideration to investi-
gating the possibility of designing a conceptual framework within 
which international standards can or should be developed. 

The emphasis which the author has placed upon the activities of 
IASC reflects the dominant influence which that committee has exer-
cised in what has been implied here to have been a remedial phase in 
the development of international accounting standards. However, the 
processes of harmonization have involved a number of other groups 
and organizations which are the product of international cooperation 
by the accounting profession. 

THE INTERNATIONAL FEDERATION OF ACCOUNTANTS 

The International Federation of Accountants (IFAC) came into exis-
tence as the result of proposals agreed upon at the eleventh Interna-
tional Congress of Accountants in 1977. It is the successor of an earlier 
committee, the International Coordination Committee for the Accoun-
tancy Profession, formed at the 1967 Congress. The constitution of 
IFAC states that it: 

1. Init iates , coordinates , a n d guides efforts that h a v e as their goal the achieve-

m e n t of internat ional , technical , ethical and educat ional guidel ines for the 

account ing profession and reciprocal recognit ion of qualifications for prac-

tice, and works toward this purpose by establishing appropriate c o m m i t t e e s 

through cooperat ive effort w i t h regional organizations for i m p l e m e n t a t i o n . 

2. Encourages and promotes the d e v e l o p m e n t of regional organizations w i t h 

c o m m o n object ives and deve lops guidel ines for the structure and const i tut ion 

of such regional organizations. 

3. Arranges the ho ld ing of Internat ional Congresses of Accountants so as t o : 

a ) Enab le m e m b e r s of the accountancy profession to m e e t one another in 
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an environment that facilitates discussion and the interchange of ideas 
on accounting and related matters. 

b) Direct attention to and inform accountants of developments in selected 
fields of accountancy thought and practice. 

c) Reach broad conclusions on desired common aims. 

Regional groups, such as the Union Européene des Expertes Comp-
tables Economiques et Financières (UEC), the Confederation of Asian 
and Pacific Accountants (CAPA), the I η ter-American Accounting 
Association (IAA) and the Accountants International Study Group 
( AISG), have also had a significant role to play. 

Ultimately, however, it is only through organizations such as IFAC 
and IASC which carry some degree of international acceptability and 
authority that implementation procedures could be established. 

ROLE OF NATIONAL INSTITUTES OF ACCOUNTANTS 

National professional institutes are, it may be assumed, fully aware of 
the social framework within which their indigenous accounting stan-
dards are developed. By definition, they will aim to, and hopefully 
achieve, systems of accounting measurement which can provide users 
of financial reports in their home country with relevant information. 
Although their scope for influencing or initiating developments in 
accounting is more limited in some countries than in others, it is not 
unreasonable also to assume that national accounting organizations 
could be expected to endeavor to establish standards of accounting 
which would give the most acceptable results possible in the context 
of what they see as user needs. It follows that any deviation from such 
standards could result in some deterioration in the quality of financial 
reporting. If the logic of the above propositions is accepted, it would, 
of course, seem that the acceptance of international standards which 
differed from national standards might have a detrimental influence 
on the quality of financial reporting. Indeed, it may be assumed that 
the approach taken to the IASC Standards in the United States is, in 
part, a reflection of such a view. Thus the AICPA is committed to 
using its "best endeavors'

5
 to bring about compliance with international 

standards. However, the standard-setting body, the FASB makes no 
such commitment and neither it nor the SEC has shown any evidence 
of intent to be led into altering existing U.S. standards in order to 
achieve accord with international standards. For the most part, these 
latter are considered to have fallen short of generally accepted account-
ing standards in the United States so that one could hold that existing 
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U.S. practice was already in compliance with the international stan-
dard concerned. However, if, as seems likely, the remedial phase of 
the work of IASC is drawing to a close, then the next phase must 
inevitably become one of harmonizing "good" accounting practice at 
an international level. What has until now been little more than a 
program of encouraging countries with plainly deficient accounting 
standards to bring their practice into line with that of countries with 
more highly developed systems of financial reporting must inevitably 
be followed by a second phase in which the problems of the harmoniza-
tion of accounting standards where national philosophies of accounting 
are at variance, or where national social institutions create distinctive 
pressures, should be faced squarely. 

A THEORY OF DISPARATE ACCOUNTING 

A rational evaluation of the justification for differences between the-
ories of accounting and corporate financial reporting in an interna-
tional context should be an essential primary stage in a program of 
international harmonization of accounting principles and practice. Few 
people believe that national differences in accounting have come about 
as part of a random process. Rather all the evidence would suggest 
that the various national accounting systems have each evolved in 
response to societal need and demands within the countries concerned.5 

If this is accepted as an explanation and a justification for difference, 
it would be useful to identify those factors which may have contributed 
to each singular national accounting system. Hopefully in the process 
of doing that, those factors common to each national economic and 
social framework will also be identified. A further possibility favoring 
the process of harmonization is that some of the factors which origi-
nally contributed to national differences in accounting may have ceased 
to be relevant, even though their effects continue to be encountered. 
Clearly in that context, their identification and their demise as an 
influence should be associated events. 

Here discussion is restricted to accounting for private-sector, profit-
oriented firms. A case can be made for the application of international 
8
 T h e literature evidencing this v iew is, by the nature of the issue involved, 
frequently scattered among articles and papers deal ing with other topics. T h e 
most comprehensive survey is that in Frederick D . S. Choi and Gerhard G. 
Muel ler , An Introduction to Multinational Accounting (Englewood Cliffs, N .J . : 
Prentice Hall , 1 9 7 8 ) . T h e issue is also discussed in Desmond M c C o m b , "The 
Environment of Account ing Deve lopment , U . K . and U . S . Comparative Views ," 
63rd Annual American Account ing Association Convent ion 1978, Collected 
Papers. 
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acxounting standards to other types of organization, but it would be a 
much less powerful one, and there is little evidence of any great de-
mand for, or interest in, the international standardization of accounting 
for, say, public sector commercial and industrial organizations, or not-
for-profit organizations. 

ACCOUNTING FOR THE FIRM 

Any system of accounting for business organizations must inevitably be 
built around an economic and/or social theory of the firm. Such a 
theory should in turn reflect its political, legal, and financial environ-
ment. 

U.K. accounting theory provides an example. It developed during 
the nineteenth century in an atmosphere in which the entrepreneurial 
proprietor was seen as the dynamic force that made the other factors 
of production (land, labor, and capital) productive. In that context, 
accounting for the firm meant accounting to the owners or share-
holders. The entrepreneur was also normally assumed to be a major 
provider of capital, although each role could be distinguished for pur-
poses of economic analysis. Within that scenario, the idea that it was 
a function of the firm to maximize profits for its owners seemed per-
fectly rational, and was readily accepted. Accounting for the firm meant 
satisfying the information needs of the principal owners who had pro-
vided both capital and entrepreneurial skills. The proprietary theory 
of accounting was indeed a reflection of the classical economic theory 
which had found ready acceptance in the Western world, more espe-
cially in those countries such as the United Kingdom and the United 
States, where open capital markets encouraged corporate shareholding. 

However, while the proprietary theory is highly appropriate to a 
firm in which there is a close relationship between ownership and the 
entrepreneurial function, it is patently less so when used as a basis of 
accounting for large organizations, in which owners and management 
have become separate groups. 

The concept of a business entity having an economic life as dis-
tinct from a legal existence, separate from its owners, later made the 
proprietorship theory seem inappropriate to many accountants and 
gave rise to an "entity theory" in which the focus of accounting be-
came value to the business and profits of the firm, rather than propri-
etorship worth and profits. 

The implications of these two theories for the valuation of assets 
and liabilities, and for the recognition of revenues and expenses, have 
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been widely discussed in the literature.
8
 They will not be elaborated 

upon here. Suffice to say that it is generally agreed that the choice of 
one or other approach might have a marked effect upon the values 
placed upon assets and liabilities, and upon the measurement of profits. 

The question which arises is the relevance of all this to the issue of 
international harmonization of accounting. The fact is, however, that 
some countries appear to lean more towards one or other theory. (To 
truncate the argument, variants of the proprietorship and equity the-
ories such as the "Funds" and "Commander" theories will be ignored.) 
Reverting to a comparison between the United States and the United 
Kingdom, the following quotations from eminent professional commit-
tees in each country are of interest as indicating the different attitudes 
which can be found as between countries. 

T h e pr imary a n d cont inuing goal of every c o m m e r c i a l enterprise is t o 

increase its monetary w e a l t h so that over t ime it can return the m a x i m u m 

cash to its o w n e r s .
7 

I n rev iewing the re levance of the convent ional v i e w of the a i m of pub-

l i shed financial reports to current condi t ions and att i tudes w e note the trend 

towards the acceptance by business enterprises of mul t ip l e responsibilit ies and 

c o n c l u d e that distributable profit is no longer the sole or premier indicator 

of performance in t h e corporate reports of such e n t i t i e s . . . .
8 

Clearly, the two committees do not agree on the goals of a business 
enterprise. Perhaps their views are not representative of those com-
monly held in their respective countries, but the balance of the evi-
dence would suggest that they at least reflect widely held views. 

While the view of corporate goals expressed in the U.S. report is 
fully' in accord with the view of the firm upon which the proprietory 
theory of accounting is based, that could not be said of the correspond-
ing perception of corporate goals expressed by the U.K. committee. 
Accounting measures designed to gauge the degree to which a firm is 
achieving a goal of returning the most cash to its owners could not be 
expected to provide a suitable measure of the less clear-cut corporate 
objectives postulated in the U.K. report. However much we might 

• Useful contributions on the topic are A. N . Lorig, "Some Basic Concepts of 
Account ing and The ir Implications," Accounting Review (July 1 9 6 4 ) : 5 6 3 - 7 3 ; 
R. S. Gynther, "Accounting Concepts and Behavioral Hypotheses," Accounting 
Review (April 1 9 6 7 ) : 274-90 . 1
 American Institute of Certified Public Accountants , Report of the Study 
Group on the Objectives of Financial Statements ( N e w York: A I C P A , 1 9 7 3 ) , 
p. 21 . 8
 Accounting Standards Steering Committee , The Corporate Report (London: 
A S S C , 1 9 7 5 ) , p. 79. 
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desire the more readily attainable measures called for by the U.S. 
committee's concept, it is obvious that there is inherent in the U.K. 
model a belief that the company has aims and responsibilities distinct 
from those of its owners. 

One is tempted to surmise that a reflection of differing political and 
social ideologies exists in these two different attitudes toward what is 
basically the same institution. For instance, Milton Friedman, a firm 
believer in classical economic capitalism, might almost have been the 
inspiration for the U.S. committee's view when, writing on corporate 
responsibility, he says, "Few trends could so thoroughly undermine the 
very foundations of our free society as the acceptance by corporate 
officials of a social responsibility other than to make as much money 
for the stockholders as possible."

9 

If social and political ideologies are reflected in our accounting 
measurement systems, clearly it would be beneficial if they were made 
explicit. It is generally accepted that the objectives of accounting under 
Communism would be different from those in a capitalist economy. 
However, even if we confine ourselves to the non-Communist countries 
of the West, it is equally true that their so-called mixed economies 
range from those in which state intervention in economic affairs is 
highly pervasive to others in which it is minimal. This author suggests 
that the public perception of the aims of any ubiquitous institution 
such as the commercial corporation will always reflect accepted social 
and political norms. The commercial company is a pervasive institu-
tion in the Western world but perceived by the public in each country 
somewhat differently. Thus, in some places companies have almost 
the same freedoms and responsibilities as have individuals, whereas in 
others they may be more closely circumscribed by legal and societal 
restrictions. In every country those who control companies will, it is 
here contended, conform to what society expects from them. This con-
formity will also extend to influence corporate reporting. Basically, the 
view that corporate financial reporting should be specifically directed 
to meeting the information needs of shareholders and potential in-
vestors is based upon an abstract economic model of the firm rather 
than upon the mode of operation by actual companies in the developed 
industrial countries. Nevertheless, the U.S. "Objectives Study Group" 
adhered closely to this classical economic model of the firm so that it 
must be presumed that they regarded it as a valid descriptive model of 
9
 M. Friedman, Capitalism and Freedom (Ch icago: T h e University of Chicago 
Press, 1962 ) , p. 133. 
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corporate organization. It is seriously doubted whether it would be 
equally acceptable in all the other developed countries currently 
represented on IASC or IFAC. This author suggests that in a num-
ber of such countries, the classical capitalist theory of the firm would 
be regarded as a naive model of the motivational forces which 
operate within large corporate groups. That is particularly so because 
few such countries could be said to have either capitalist or socialist 
economies. In fact, in greater or lesser degree, all the wealthy industrial 
countries of the Western world have mixed economies. In these coun-
tries, it is customary to regulate the activities of large commercial and 
industrial groups in a variety of ways which influence their freedom of 
action. Since the unrestrained operations of these groups are often 
considered to be inimical to the free operation of market forces, their 
actions may be circumscribed in accordance with the teachings of 
classical economic theory, while correspondingly and paradoxically, 
they may at the same time find their operations controlled in the in-
terests of socioeconomic planning by the state. It is inconceivable that 
corporate organizations operating within such diverse socioeconomic 
frameworks as are found even among the developed countries of the 
Western world should see their corporate objectives as being indepen-
dent of the societal norms of the particular countries in which they 
operate. Rather it is to be expected that such corporate objectives 
would in some way reflect the expectations of the wider community 
within whose national boundaries they operate. To the extent that 
multinational companies tend to reflect the attitudes of their parent 
rather than those of their host countries, we may also perhaps find 
some explanation of the suspicions, strained relations, and general 
adverse social reactions which many such companies have experienced 
abroad. 

In this author's opinion, it is reasonable to say that if a corporate 
organization has objectives amenable to financial evaluation, then they 
should become the subject of accounting measurement and reporting. 
Unless such objectives are trivial, there can be no case for ignoring 
them or considering them unworthy of evaluation. If it is accepted 
that corporate objectives may vary, or have differing priorities or rank-
ings from one country to another, it follows that accounting standards 
may also vary as they relate to those diverse objectives. Any attempt 
to achieve absolute uniformity between national accounting practices 
without giving due weight to the reasons for differences both of sub-
stance and of emphasis would, I suggest, result in a serious reduction 
in the quality of information provided. The scope for the harmoniza-
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tion of accounting as between countries is therefore limited by the de-
gree of compatability which exists between corporate objectives in each 
of them. 

LEGAL AND INSTITUTIONAL CONSTRAINTS 

In the foregoing comments, the opinion has been expressed that cor-
porate objectives and, therefore, corporate accounting and financial 
reporting may be expected to reflect societal expectations. These latter 
may in turn be derived from generally accepted political and economic 
theories in the countries concerned. Where there are wide differences 
in societal norms arising from such beliefs, those differences must in-
evitably act as a deterrent to establishing an internationally acceptable 
framework of accounting. 

Of comparable significance are the differences which exist in legal 
systems and in financial institutions. Some of these may be a reflection 
of diverse political and economic systems, others no more than an 
accident of history. For whatever reason diversity of legal systems or 
financial institutions may exist, it is incontrovertible that it can exer-
cise an immense influence upon accounting. Not only is this influence 
felt in respect to its effect upon the quality of financial reporting, but 
it is also to be seen in the way by which the organization of the accoun-
tancy profession has responded to the demands of the legal and insti-
tutional frameworks of the countries concerned. 

Two major European nations, France and West Germany, provide 
an excellent example of countries whose legal systems and financial 
institutions differ greatly both from each other and from those of the 
United Kingdom and the United States. It is, of course, beyond the 
scope of this paper to describe accounting in France and West Ger-
many in any detail.

10
 Nevertheless, reference to some aspects of the 

legal and institutional background to the practice of accounting may 
be sufficient to demonstrate the difficulties inherent in attempting to 
harmonize accounting in those countries with one another and with 
the United Kingdom and the United States. 

France 

France has always lacked an effective capital market such as is found 
in the United Kingdom and United States. The Paris stock exchange 
10
 T h e most comprehensive English-language descriptions of accounting in 

France and Germany are J. H. Beeny, European Financial Reporting, vol. 1, 
West Germany, vol. 2, France (London: Institute of Chartered Accountants in 
England and Wales ) . 
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is the most active in Europe apart from that in London, but it does 
not compare in the scale of operations with its London counterpart, 
either as a secondary market for dealing in securities, or as an essential 
aim of the market for the issue of new securities. In general, there-
fore, French industrial and commercial companies have traditionally 
relied much less upon an active new issue market as a source of long-
term funds than have U.K. and U.S. companies. This has resulted in 
a low emphasis being given to the provision of investor-oriented cor-
porate financial reporting and to the audit function as a safeguard 
for investors. Arising from that situation, the auditing profession has, 
at least until recently, been weakly organized and lacking in the in-
fluence exercised by the profession in either the United Kingdom or 
United States. As a result, pronouncements by the main professional 
institute (L'Ordre des Experts Comptables) have had little influence 
upon accounting practice unless they were also incorporated in rec-
ommendations by the government-appointed national accounting coun-
cil (Consel National de la Comptabilité). 

The primary influence upon the development of accounting prin-
ciples and practice in France has been the general accounting plan 
(Le Plan Comptable General) first effectively developed in 1947. The 
essence of French national economic organization is that it is state 
planned. The accounting plan is designed as a tool of that economic 
planning and is intended to be used by all major companies. It is kept 
under review by the National Accounting Council which derives its 
authority from the government. The Council, rather than the account-
ing profession, is the real power in the implementation of change in 
accounting and financial reporting. Apart from being designed to pro-
vide information useful for purposes of the National Economic Plan, 
the Plan Comptable is also intended to form a basis for the taxation 
of companies. In fact, fiscal uses take priority over shareholder infor-
mation needs in the design of accounts. This in turn gives rise to 
accounting methods related to the provisions of tax laws rather than 
to the commercial and industrial realities of a company's operations. 

West Germany 

West Germany has a somewhat inactive capital market which is domi-
nated by the major banks which are the main dealers in securities and 
are also heavily involved as providers of loan finance. The ratio of 
long-term liabilities of German companies to their shareholders' funds 
is, for example, over 4 to 1, a situation contrasting dramatically with 
the very much lower proportion of borrowing by U.K. and U.S. com-
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panies. This is reflected in the very strong emphasis upon solvency and 
a tendency towards highly conservative methods of asset valuation 
and revenue recognition, which characterize German accounting. 

Accounting and financial reporting by corporations is regulated by 
the Company Law, the Commercial Code, and the Income Tax Law. 
Together, these specify in considerable detail the accounting records 
which must be maintained and the information which must be pub-
lished. The Income Tax Act in particular is highly specific regarding 
records and methods, and many expenses are allowable for tax pur-
poses only if they appear in exactly the same fashion in the financial 
accounts. The principle of a common base for financial reporting, and 
taxation of profits, often results in tax planning considerations taking 
precedence over the concept of a "true and fair" presentation of finan-
cial affairs. This is not to imply that financial reporting in West Ger-
many is inferior to that of say the United Kingdom or the United 
States, but rather that the basis for such reporting is different from 
that of the latter two countries. 

Again, although the accounting profession in West Germany is 
well organized and highly skilled, it must work within the rigid legal 
framework established for corporate financial reporting. It is not, 
therefore, in a strong position with regard to furthering the adoption 
of standards of accounting practice which do not already coincide 
with current laws. 

HARMONIZING ACCOUNTING PRACTICE IN THE CONTEXT 
OF DISPARATE OBJECTIVES 

Disparate objectives of accounting, such as those outlined above in 
respect to France and West Germany and implied in the U.S. Account-
ing Objectives Study and the U.K. Corporate Report, have clear im-
plications for accounting measurement. In that context, two factors 
which operate as constraints upon the processes of the international 
harmonization of accounting theory and practice can be identified: 

1. Variations in perception of the objectives of corporate business 
organizations; and 
2. Differences in what are regarded as the ranking of the objectives 
of accounting for corporate business organizations. 

The latter factor is likely to be of greater significance in practice, 
although the former is more fundamental. There is a natural tendency 
to assume that since accounting must be concerned with reflecting the 
objectives of corporate business organizations, it is necessary to attempt 
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to devise systems which, by attaining such ends, can act as an infor-
mation base for decision making. The problem with this approach is 
that it is entirely inward looking. It views the company either as an 
entity in its own right or as a projection of its shareholders' interest. 

Corporate financial reporting is, however, increasingly acquiring a 
wider societal dimension. It is not simply that the public is becoming 
more interested in corporate behavior but rather that, in some coun-
tries at least, governments and the public also display evidence of a 
desire to influence the activities of the corporate private sector. At a 
governmental level, this tendency to exert influence may be reflected 
in a highly structured manner as is the case in France where each suc-
cessive "National Plan" has direct relevance to corporate activity, or 
it may be exhibited in a more haphazard fashion as witnessed by the 
activities of the various arms of the U.S. federal government. Either 
way, corporate public reporting is increasingly expected to meet the 
information demands of a growing bureaucracy. 

The power of the general public to influence the corporate private 
sector for its own ends is naturally more limited than that of govern-
ments. Nevertheless, the information claims of such groups as those 
concerned with ecological and environmental interests provide evi-
dence of pressures which can be exercised. 

National differences in ranking of the objectives of accounting are 
an aspect of the problem of improving mutual understanding of cor-
porate reporting which should repay careful study. International har-
monization of accounting will not come about as the result of the 
imposition of uniform accounting practices — even if any group or 
institution had the will, the authority, or the power to impose such 
uniformity. Rather, it will result from an awareness of the cultural and 
societal reasons for such differences as exist in the underlying philos-
ophy of accounting and corporate financial reporting in each country. 
In this context, I do not, for example, regard the uniformity which 
will be imposed by the E.E.C. Fourth Directive on Company Accounts

11 

as being something which will add much to real international under-
standing. The Directive should have benefits as a remedial device for 
standardizing and improving corporate financial reporting in some of 
the member countries, but it in no way affects national rankings of 
the uses which should be made of such reports. It is the contention 
11
 E. E. C. Fourth Directive for Co-ordination of National Legislation Regarding 
the Annual Accounts of Limited Liability Companies (Brussels, Belgium: 
E . E . C , 1 9 7 8 ) . (Also published in full English-language version in Trade and 
Industry [ U . K . ] [11 August 1978].) 
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of this author that such rankings have a major qualitative influence 
on the information content of accounts. 

CONCLUSION 

In conclusion, we are entering upon a phase of the process of the in-
ternationalization of accounting in which attention should be directed 
toward achieving an understanding of the reasons for the continuing 
existence of national differences in accounting principles and prac-
tices. In that context, emphasis should be upon investigation, analysis, 
and education rather than upon speeding the processes of promul-
gating further international accounting standards. 

The author realizes that what has been said here could risk being 
interpreted as an argument against the further development and issue 
of international accounting standards. It is not intended to be so. The 
case for harmonizing accounting principles and practice on an inter-
national level is stronger today than it ever has been. True accord can 
be achieved, however, only if there is mutual international understand-
ing, both of corporate objectives and the rankings attached to them. 
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CHAPTER 10 

Accounting standards and multinational 
corporations* 
S. J. Gray, J. C. Shaw and L. B. McSweeney 

Abstract. The power off MNCs and corresponding pressures, especially from governments 
and trade unions, for higher levels off accountability has brought into focus the need for 
more information about MNCs as a basis for policy making at national and international 
levels. However, the problem off developing accounting standards off disclosure and meas-
urement for MNCs is complex, multidimensional, and dynamic. This paper attempts to clar-
ify some of the issues involved and to identify significant trends. The analysis centers on 
three fundamental questions: Should there be standards for MNCs? What should be re-
quired by the standards? Who should set the standards? 

INTRODUCTION 

•Account ing standard-setting is controversial and problematic at the national 
level but at the international and multinational level it becomes even more com-
plex, multidimensional, and dynamic. This paper attempts to identify and evaluate 
emerging issues and trends relating to accounting standards and multinational 
corporations. This is likely to be an area of growing importance to accountants 
not least because of the economic significance of MNCs and the sensitive politi-
cal issues generated by their activities. 

Multinational corporations are significant economic entities, both in aggregate 
worldwide situations and within most individual countries

1
 where they operate. 
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Their distinctive economic, social, and political impact arises from their power to 
control and move resources internationally and has resulted in growing pressures 
for higher levels of accountability. Such pressures are exerted by host govern-
ments (the governments of countries which are recipients of foreign direct invest-
ment) and others, in part from a desire for information which may be the means of 
regulating, constraining, or analyzing the local activities of MNCs. It would ap-
pear that the dissolution of political imperialism during the last quarter century 
(for example: the Belgian, British, French, Portuguese, and Netherlands Empires 
and Colonies) has given rise to a deeply felt and sometimes strongly expressed 
economic nationalism.

2
 The host governments that are apparently most vocifer-

ous in the pressure toward greater accountability by MNCs are those of the devel-
oping nations. These pressures complement attempts by home governments

3
 to 

control large companies —operating and particularly headquartered or based in 
their territories —many of which are the center of multinational operations. 
Information about corporate behavior is recognized increasingly as an essential 
prerequisite to policy making at the national level. At the supranational and inter-
governmental level, forms of accountability by MNCs are now being actively pro-
moted, for example, by the United Nations (UN), by the Organization for Economic 
Cooperation and Development (OECD), and by the European Economic Commu-
nity (EEC).

4
 These activities are a relatively recent phenomenon with most of the 

developments taking place since 1975 and in the case of the UN and OECD within 
the broader framework of Codes of Conduct. Each of these organizations, of 
course, is constituted differently and has different objectives and varying powers 
of enforcement. All, however, demonstrate the political sensitivity and signifi-
cance of MNC accountability and of questions concerning financial and nonfi-
nancial disclosure. The development of such political pressures has been spurred 
by both the relative lack of comparability of corporate reporting in an interna-
tional context and the apparent deficiencies in the information usually provided.

5 

These pressures for increased MNC accountability and disclosures have also 
been supported by international trade un ions-such as, the International Con-
federation of Free Trade Unions, European Trade Union Confederation, World 
Confederation of Labour, and the International Metal Workers Federation.

6
 The 

international investment and banking community and the accounting profession 
(for example: International Accounting Standards Committee) also appear to be 
anxious to improve the comparability of corporate reporting at the international 
level.

7
 Managements of MNCs are naturally sensitive to these developments, 

with responses varying according to their perception of the costs and benefits in-
volved.

8
 Many are aware of the potential benefits of greater harmonization in 

terms of removing the current multiplicity of reporting requirements
9
; however, 

there is a proliferation of bodies claiming to have authority as standard-setting 
agencies-national and supranational, political and professional. Hence the 
managerial response to or acceptance of the need for harmonization of stan-
dards is to some extent confused and perhaps inhibited by these multiple claims 
to authority. 

SOME FUNDAMENTAL QUESTIONS 

It would seem useful to pose some fundamental questions, which, incidentally, 
are relevant in the national context just as much as in the multinational, as a 
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means of structuring this inquiry into emerging issues and trends relating to ac-
counting standards and MNCs. Questions which would appear to concern all in-
terested parties include the following: Should there be standards for MNCs? 
What should be required by standards? Who should set standards? Before ad-
dressing these questions, however, we must first define the terms used in the 
analysis because they are subject to many interpretations. 
What are standards? What are MNCs? The term "standard" may be used in a vari-
ety of ways but here it is used broadly to mean a set of statements which may in-
clude reference to disclosure or measurement issues to be dealt with by MNCs. 
Such statements may range from those intended to achieve strict uniformity to 
those capable of more flexible interpretation; from those derived from statutory 
authority, to those which are effectively advisory. The fact that they exist as 
guidelines or criteria against which MNC accountability can be assessed quali-
fies such statements to be described as "standards" in the context of this discus-
sion. The relevant questions are thus concerned not only with the rationale for 
standards but also with their scope and force. The discussion is not restricted to 
standards which are associated exclusively with mechanisms to monitor compli-
ance or impose penalties for noncompliance. A major problem in the interna-
tional context is that the scope of standards is not always clearly specified, posing 
consequent potential for confusion. 

The term "multinational corporation," or alternatives such as "transnational" cor-
poration, may also be used in a variety of ways; but here it is defined broadly to 
mean any corporation that controls economic resources, in terms of production 
or service facilities, in two or more countries.

10
 If MNCs are to be affected by 

standards set exclusively for them, then clearly questions of definition become 
crucial and will involve criteria such as overall size, relative economic signifi-
cance in countries of operation, number of geographical locations, and the extent 
of foreign as compared to domestic operations. In this regard, it is instructive to 
note the focus of existing proposals/requirements. In the UN proposals [1977]

11 

the emphasis is on all large MNCs (broadly defined as above) but application to 
uninational companies is recommended. The OECD guidelines

12
 [1976] refer to 

all MNCs irrespective of size but again wider application is expected. The EEC 
deals in the main with all corporate activities within the EEC territories, including 
those by MNCs, but with the emphasis on large companies. The accounting pro-
fession, through the International Accounting Standards Committee (IASC) at-
tempts to prescribe for all companies without distinguishing between those that 
are uninational and multinational. Any attempt to evaluate the relevance of inter-
national standards requires specification of those enterprises for which such 
standards are primarily intended. The definition of the enterprise will indicate the 
range and nature of user groups involved and hence the rationale for the stan-
dards. It is only by reference to user groups and to their decision requirements 
that the effectiveness and relevance of standards can be judged. 

Should There Be Standards for MNCs? 

In the context of reporting financial information, it has to be recognized that 
there have been significant changes in the perceptions of the use to which ac-
counts are put. In the past the emphasis was on legal concepts —accounts dem-
onstrated the ability of the enterprise to satisfy those who had legally enforceable 
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daims on its resources. Accounts were referred to primarily as a means of con-
firming that legally defined constraints on the disposition of resources and allo-
cation of results had been complied with. Currently, a widely held view of the use 
of financial statements is that they serve as a basis for economic decisions. 
These decisions include not just the legality but also the fairness and effective-
ness of managerial actions. The wide community of stakeholders interested in 
the modern corporate enterprise demands information not only about the con-
duct of the enterprise as a whole, but about the ways in which any particular sec-
tional stakeholders' interests in the enterprise have been dealt with relative to the 
treatment afforded to other sectional interests. If there are difficulties in discern-
ing how best to provide for the information needs of those varied stakeholder in-
terests in the context of single-state, uninational enterprise, there are added 
degrees of complexity in confronting the problem of standards for MNCs. 

Traditionally, ideas of information disclosure and in particular financial reporting 
have been developed within the concept of the legal entity —the corporation — 
whose boundaries coincided with those of an economic entity. Increasingly the 
boundaries of the economic entity do not coincide with those of a legal entity; the 
economic activity may be within only a part of the legal entity (for example: the 
"group") or may extend beyond the boundaries of an individual legal entity (for ex-
ample: single company). This problem is sharply demonstrated by the nature, 
structure, and organization of the MNC. 

It may be, of course, that there is no case for standards of any kind; for example, 
where the content of existing published annual reports satisfies the needs of the 
community of users without the intervention of a standard-setting body. To some 
extent at least, the arguments of the agency-theorists may be relevant here.

13
 If 

the management of an MNC perceives it to be in the interests of either the MNC 
as an entity or its management to respond to the information demands of users, 
then management will strive to assure satisfaction of those demands. Such a line 
of argument leads to the proposition that no separate standard-setting mechan-
isms are needed; the normal pressures of demand and supply will operate to 
achieve equil ibrium.

14
 If those who demand information from MNCs also exert in-

fluence over the environment within which the MNC operates, then there will be a 
strong influence on the MNC to move toward satisfying these information de-
mands in exchange for the maintenance of existing rights or the avoidance of po-
tential constraints to the operations of the enterprise. If those responsible for 
meeting demands for information (that is, the management) conclude that the in-
formation requirement is unreasonable or inimical to the interests of the MNC, 
they have to achieve some compromise with the interest group exerting pressure 
for disclosure. On this basis, the actual level of accountability achieved is a con-
stantly shifting compromise between the perception of user needs on the one 
hand and the view taken about the interests of the corporate enterprise as a 
whole on the other hand. In this context it can be suggested that where MNC 
managements respond to pressures for increased disclosure then this demon-
strates their recognition of the need to maintain reasonable operating environ-
ments in the face of political pressures for legal and economic constraints on 
MNC operations in many countries. Similarly they may recognize that the 
investor in the MNC, in national and international capital markets, seeks informa-
tion about differential risks within the MNC and that labor relations in any local-
ity may be affected by a local trade union's response to international trade union 
views or pressures. 
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It would seem, however, that the perception of some users and organizations 
such as the UN, OECD, and EEC is that market forces cannot be relied upon to 
ensure the provision of sufficient comparable information about MNCs. The em-
phasis in the UN proposals on more extensive disclosure by large MNCs

15
 is di-

rected toward a wide range of users but appears strongly influenced nevertheless 
by the needs of individual national governments, particularly in developing coun-
tries, for information about the economic, social, and political impact of MNCs.

16 

A similar demand for information is expressed by trade union organizations, who 
would appear to support strongly the UN initiatives, both at national and interna-
tional levels. 

The OECD seems to have a range of users in mind similar to the UN. But in con-
trast to the UN proposals, which are detailed and cover individual subsidiary as 
well as group accounts, the OECD guidelines are limited to group accounts and 
incorporate disclosure requirements which are more general in nature.

17
 This 

probably reflects the OECD's greater concern with and sensitivity to business in-
terests. 

It is perhaps not unfair to suggest that within the UN the influence of developing 
third world nations appears to be relatively powerful as compared to the largely 
developed and substantially westernized membership of OECD. To date, neither 
the UN nor the OECD statements appear to have achieved much in the way of en-
couraging MNCs to provide additional informaion disclosures in practice; but 
these developments are, of course, still at an early stage. They do, however, pro-
vide powerful indications of expectations at the supranational political level, and 
within the terms set for the present discussion these statements do constitute 
standards against which to measure the performance of MNCs with regard to in-
formation disclosure and corporate conduct. 

The position of the European Economic Community (EEC) and of EEC Directives 
is distinguishable. The EEC is what its name says —a supranational community; 
moreover, it is a community of nations committed to achieving, ultimately, politi-
cal and economic union.

18
 Member states have accepted treaty obligations to 

enact local legislation giving effect to the decisions of the Council of Ministers 
as reflected in the Directives approved by the Council. As regards company laws, 
the object of the EEC harmonization program is to facilitate freedom of establish-
ment of companies within member countries and to protect the interests of 
shareholders, employees, and third parties. The company law harmonization pro-
gram is seen as an important contribution to an economic environment within 
which finance and investment can move freely and where equality of competition 
is achieved. It is also seen as a means by which proper supervision of corporate 
activity can be attained. Observation of the consequences in the United States of 
fragmented, state-based company legislation suggested that individual states 
might seek to encourage corporations to establish headquarters in their territory 
by imposing only minimal regulatory and disclosure requirements. EEC harmoni-
zation is intended to achieve the highest common factor of disclosure and corpo-
rate conduct generally - not the lowest common denominator. The EEC company 
law directives are substantially prescriptive and become embodied in statutorily 
defined requirements. 

In practice, the EEC directives and proposals relating to accounting achieve 
some degree of compromise between a perspective of legal prescription and one 
related to economic decision making; for example, the Fourth Directive

19
 adopts 
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the predominantly UK concept of a "true and fair view" but in the context of a rig-
orously defined financial reporting framework. The EEC Directives apply to all 
large companies and extend to those whose operations are restricted to the terri-
tories of the member states as well as MNCs which are based within one or other 
of the member states, but whose operations extend well beyond EEC boundaries. 
The proposed Seventh Directive

20
 dealing with group accounts is particularly 

relevant to MNCs based outside but with operations within EEC territorial limits. 
This particular directive, if approved, would require the same disclosure for such 
MNCs with regard to their EEC activities as would be required from EEC-based 
MNCs. The important difference, of course, is that the latter must meet EEC re-
porting requirements with regard to their worldwide activities but the MNC based 
outside the EEC must report only those aspects of its operations relating to its 
business entities based in the EEC. Such MNCs will, however, be required to pro-
vide subgroup consolidations for each holding company within the EEC or, alter-
natively, a consolidation of its EEC operations as a whole. 

Apart from such legislative harmonization within the relatively narrow confines 
of the EEC, there are other potent influences on most MNCs toward harmoniza-
tion, indeed uniformity, through the medium of Stock Enchanges —perhaps the 
strongest influences being the UK and U.S. Stock Exchanges.

21
 In the UK, for ex-

ample, it is obvious that any British-based MNC has to comply with UK-defined 
disclosure requirements with respect to its worldwide activities. The significance 
of the disclosure requirements of the UK Stock Exchange is that these will apply 
to any non-UK-based MNC which seeks a listing for its shares in the UK-ei ther 
to provide access to UK stock markets for its existing shareholders or to raise 
funds through the UK capital markets; for example, a Japanese-based MNC seek-
ing a UK listing for its share capital must report in the UK as if it were UK-based 
including worldwide consolidation of results and translation of accounts into the 
UK domestic currency. Recent years indicate growth of the transnationality of 
sources of capital and increasing numbers of MNCs seeking Stock Exchange 
listings outside the country of their base or headquarters. 

Such influence tends to achieve a restricted uniformity rather than harmony be-
cause the prescription of Stock Exchange requirements in any individual country 
depends upon the local national legislative arrangements and professional ac-
countancy influences in defining appropriate financial disclosure. The trend, 
noted earlier, toward multiple stock exchange listings demonstrates the problem 
of achieving harmonization. Philips, a Netherlands-based MNC, reports, for ex-
ample, in terms of replacement values, a basis of measurement not accepted by 
regulatory agencies in the United States and, thus, to support its New York Stock 
Exchange listing, Philips has to provide a reconciliation translating its Nether-
lands figures into the U.S.-required historical cost equivalent. Senior executives 
of Royal Dutch Shell, a Netherlands-UK-based MNC, have commented publicly on 
the consequences of the present U.S. prescription for foreign currency transla-
tion (FAS #8) which has to be followed to support the U.S. listing of Shell shares 
but imposes on Shell the need either to provide two sets of financial state-
ments — FAS #8 for the U.S. and, say, closing rate for UK - or to maintain the use, 
for reporting outside the U.S., of a method of currency translation which may not 
be the most appropriate representation of Shell's financial performance. 
Other areas of particular interest and concern to MNCs with regard to financial 
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performance and measurement, besides inflation accounting and foreign cur-
rency translation, include consolidation techniques and the identification of 
groups, segmental reporting, accounting for taxation, and the treatment of pro-
visions and reserves. These are areas where significant differences exist in na-
tional practice and prescription.

22
 The managements of many MNCs certainly 

seem anxious to eliminate such differences and achieve harmonization without 
the need for complex supplementary or reconciliation statements to meet differ-
ently defined reporting requirements. 

The problem is, of course, that the perception of the management of an MNC as 
to what is the most appropriate reporting or measurement formula will be very 
strongly influenced by the social and professional perceptions of the country in 
which the MNC is headquartered. At least in the English-speaking world, detailed 
perceptions of disclosure and of reporting tend to be developed through social 
mechanisms, and legislation gives expression to what should be disclosed. 
Questions of how disclosure should be made and the measurement methods 
adopted for reporting events and transactions in financial terms have been left, 
in the main, to the professional accountancy bodies —with greater or less advice 
from and control by nonaccountants. Non-English-speaking traditions are, of 
course, somewhat different and developments within the EEC touched on previ-
ously demonstrate these: that is, a more prescriptive, legalistic approach is evi-
dent. 

Harmonization of legislatively defined disclosure can perhaps be achieved only 
at the political level. The need in the U.S. to create an SEC to deal at the federal 
level with the lack of harmonization in individual states' legislation can be 
pointed to in support of such a suggestion. Within the EEC it seems to have been 
recognized that political structures are needed to deal with legislatively defined 
matters. The professional accountancy-orientated views about how to measure 
and how to disclose reflect less immediately the concerns of trade unions, con-
sumers, and governments. But to the extent to which all such questions relating 
to the use to which information is put by users of financial statements, even the 
accountancy professional bodies are responsive to such "external," nonaccount-
ant pressures. Harmonization of such local standards defined by professional ac-
countancy societies need not necessarily involve political mechanisms —the 
self-regulatory stock exchange in the UK demonstrates this. 

Transnational groupings of accountancy bodies —for example: IASC, IFAC, UEC, 
CAPA, IAA, and A F A

2 3
- a r e also seeking to make progress in this area. Perhaps 

the major organization involved is the International Accounting Standards Com-
mittee (IASC),

24
 where the aim is to improve the comparability of measurement 

and reporting by all enterprises, worldwide. But there is very much less emphasis 
at IASC on extensions in disclosure and virtually no concern specifically with the 
problems of MNCs as distinct from uninational enterprises. 
Professionally developed IASC standards would seem to be influenced very 
largely by the needs of the investment and banking community, with special 
reference to best practice in developed equity markets such as the UK and U.S.

25 

The specific interests of governments and of trade unions, on the other hand, are 
not directly recognized. Little real progress has been achieved toward harmoniza-
tion, for example, on foreign currency translation, on inflation accounting, on re-
search and development, or consolidations, because IASC has to accommodate 
the different established laws and professional practices of the United States 
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and of Western Europe. It is not surprising, therefore, that IASC standards tend to 
be somewhat bland compromises which are generally ignored either because 
they are easily accommodated or cannot be enforced. 

It continues to be difficult to provide a simple answer to the question "Should 
there be standards for MNCs?" Many MNCs are already subject to standards —im-
posed by legislation and defined by professional accountancy organizations-
because MNCs based in any country have to follow at least the same degree of 
disclosure and accountability as any other domestic enterprise based in that 
same country. One set of problems arising from the lack of consistency of ac-
countability among MNCs based in different countries is not really related to 
MNCs at all; they derive from the lack of consistency or harmonization of na-
tional standards and apply to the lack of comparability of disclosure by all large 
companies based in different countries. For MNCs there might be problems aris-
ing from substantially different disclosure requirements. There are difficulties for 
governments and for elements within domestic societies in relating information 
about the local units of an MNC to that provided about the worldwide activities of 
locally based MNCs. For the governments and societies of host countries there 
are problems in relating information about local units to the aggregated informa-
tion of the worldwide MNC activities, particularly when there is no consistency in 
the provision of the aggregated data for MNCs based in different countries. For 
the MNCs themselves, or at least their management, there is the complication of 
maintaining records and providing information to satisfy distinguishable local 
demands as well as being able to provide the level of accountability expected in 
their home base. There is also an arguable case for international standards to the 
extent that MNCs are not providing information demanded and apparently 
needed by users. The demands from organizations such as the UN, OECD, EEC, 
International Trade Unions, and IASC, indicate the quantity and quality of infor-
mation currently disclosed by MNCs is less than satisfactory and warrants some 
form of standard-setting; however, whether or not the precise content of the 
demands identified can be justified in that the benefits outweigh the costs in-
volved is a question which has yet to be answered despite the convictions of the 
groups involved. 

Perhaps there is a case for standards applicable to MNCs only as opposed to all 
large companies worldwide, at least in the short term. The present lack of consis-
tency in MNC accountability and the proliferation of national standards may lead 
to the conclusion that worldwide harmonization of MNC reporting —disclosure 
and measurement- is needed. Equally, there may be a supportable argument 
that international harmonization should not be considered a major priority for 
uninational (domestic) enterprises with no foreign operations, because the needs 
of the international investment community, the main group involved and rela-
tively expert, could be met to a large extent by accounting policy disclosures. It is 
only when uninational companies become units of a supranational economic en-
tity, the MNC, that arguments of consistency and comparability in the interests 
of international constituencies of users become persuasive. If this line of argu-
ment is to be pursued, then it would seem that the UN and OECD have embarked 
on a potentially more fruitful path than has the IASC; the important point being to 
emphasize and develop supranational standards for MNCs rather than to seek at 
this stage the ideal of a harmonization of national standards for all corporations. 
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What Should Be Required by the Standards? 

Ideally the answer to this question would seem to depend on the decision require-
ments of the user groups involved, taking into consideration the costs and bene-
fits arising. In practice, the outcome is likely to result from a political process 
involving both MNC managements and the accounting profession as suppliers 
and verifiers of information in addition to international groups of users such as 
investors, creditors, trade unions, governments, and society at-large. 
There is, of course, a fundamental problem, as in the national context, of defining 
user information needs. A positive approach would be to ask users what they 
need with the danger, however, that responses may well be conditioned by exper-
ience, and hence less than imaginative in dealing with new situations. There is 
also the danger that users may be encouraged to compile shopping lists of infor-
mation, including anything that might conceivably be useful, especially when 
they do not bear the cost, at least directly, of providing the information. Can us-
ers then be trusted to articulate their needs, and are MNCs to respond unques-
tioningly to stated needs without challenging the relevance of the information 
demanded? An alternative normative approach to defining user needs is to at-
tempt to construct models of the decision processes of users and thereby de-
duce what information they should need to satisfy their objectives. It may be that 
more attention should be paid to this approach in the MNC context where new 
situations have arisen with the corresponding potential for new forms of report-
ing to be developed and for information needs to be shaped by policy-makers at 
the supranational level. 

An important issue in the supranational context is the extent to which the 
separate needs of users are to be satisfied by general purpose reports or by spe-
cial purpose reports.

26
 It appears at present that the UN, with special reference to 

the developing nations and trade unions, at the national and international levels, 
is concerned to obtain as much information as possible in a general purpose re-
port. The interests of these groups appear to be initially to obtain information as 
a step toward developing policies and strategies for dealing with and regulating 
MNCs. The governments of developing countries and those involved in trade 
unions (nationally and internationally) feel themselves to be at a severe disadvan-
tage in their dealings with MNCs. The relative transnational freedom of MNCs 
and the mechanisms available to them, especially transfer pricing, to modify the 
impact of national economic, fiscal, and social policies have been discussed ex-
tensively elsewhere.

27 

Those who seek to constrain and regulate, or at the very least to influence, the ac-
tivities of MNCs, tend to suspect the existence of abuse by MNCs in their supra-
national powers and flexibility. Part of the pressure for MNC accountability is to 
assist the perception of the existence of abuse or, more positively, to confirm its 
absence. In the context of the single company, the various stakeholders (inves-
tors, creditors, employees, customers) are concerned to preserve their own indi-
vidual interests; with the MNCs, individual governments are concerned to protect 
the interests of their own nationals as against other nationals; at the trade union 
level, there is ideological commitment to eliminate exploitation of any one group 
of employees in favor of another, or in favor of other stakeholders. 
"Special" reports, however, may be more pertinent to specific needs and these 
could be tailored to meet the requirements of individual countries or individual in-
terest groups. In this case, the onus of specification is shifted directly to the user 
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group seeking information; there has to be definition of the data needed, and de-
sirably an explanation of why it is needed. 

A key element of the UN emphasis on general purpose reports is the provision of 
nonfinancial information relating to employment, production, investment, social 
policies, and pollut ion,

28
 which would seem to be relevant mainly to govern-

ments. If so, then there is the question of whether some of this information could 
be presented better in special reports. 

Other disclosure and measurement issues which are regarded as especially sig-
nificant (and often sensitive) in the context of MNCs include: (a) segmental infor-
mation, particularly on a geographical basis, or multianalysis by activity and by 
country

2 9
; (b) transfer pricing policies and their impact

3 0
; (c) employment condi-

tions and prospects
3 1
; (d) foreign currency transactions and the translation of for-

eign currency financial statements.
32
 Additional MNC financial reporting issues, 

which are nonetheless controversial, include accounting for groups and the con-
solidation of financial statements, accounting for inflation, and accounting for 
taxation.

33
 Consideration also needs to be given to the form of presentation of fi-

nancial information. 

It may be that the conventional income Statement and Balance Sheet for consoli-
dated groups or for individual companies is not the most appropriate, say, for 
government and employee users. Statements of Value Added

34
 —segmented as 

required —might be a more useful method of presentation. Statements of funds 
or cash flow may also be useful —again segmented. The present perception of 
the bases on which governments and trade unions are seeking additional disclo-
sure certainly suggests that such forms of accounting are worthy of further investi-
gation in that they might meet more fully the needs of these groups for information 
from MNCs. Both the UN and the OECD are at the moment striving for accep-
tance of their ideas with regard to a minimum list of items of disclosure but, at 
this early stage of their activities, have given relatively little attention to issues 
concerning classification, presentation, and measurement; thus, there is much 
work to be done if standards for MNCs are to be developed. This effort will re-
quire cooperation from the accountancy profession and a substantial research 
effort, as well as political will. 

Who Should Set the Standards? 

The very fact that one has to discuss the need for standards of MNC disclosure 
and measurement implies that the definition of such standards cannot be left to 
the MNCs themselves. Reference was made earlier to the proposition that stan-
dards as such would be unnecessary if the process of enlightened self-interest, 
in the long run, assured that managements of MNCs meet the information needs 
of all the multinational interest groups who establish claims to disclosure by the 
MNC about its worldwide and/or local activities. On the one hand, there is the local 
community —whether host or home government, or national elements of em-
ployees, investors, consumers, or others within the nation —anxious to super-
vise, influence, or at least be informed about the MNCs operations. On the other 
hand, there is the management of the MNC, anxious to achieve the most conge-
nial operational environment possible and to minimize costs of preparing and 
producing information for external (to the management) consumption. This as-
sures that there are two strong parties to the bargaining process by which equi-
librium may be achieved. 
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If one rejects the argument that natural balance will be achieved and accepts the 
argument that MNCs themselves cannot be relied on or expected to develop ap-
propriate standards, one is forced to consider the two alternative agencies re-
ferred to earlier —the political or the professional. This choice, or tension, between 
these two types of agency exists, of course, at the national level. As with so many 
other aspects of this discussion it may be that there are few new problems with 
MNCs; many similar problems can be found at the domestic level, but with MNCs 
there is an extra multinational dimension of complexity. 
On the whole, accountants prefer the professionally orientated IASC type of ap-
proach whereby auditors and, to a lesser extent, financial executives agree on 
procedures of measurement and disclosure. The weaknesses of this approach 
have already been touched on. Accountancy bodies cannot legitimately claim to 
identify exclusively the effect of accounting reports on the decision-making be-
havior of users nor the sole right to choose between reporting alternatives which 
may influence actions by some users to the detriment of others. 
The auditing bias of many of the professional accountancy organizations also 
leads to preoccupation with the validation aspects of disclosure and a reluctance 
to develop ideas for disclosure of information which cannot be validated other 
than by the passage of time. There is a tendency for such efforts also to concen-
trate on how to achieve disclosure rather than to examine ideas of what should 
be disclosed to meet the needs of users. Further, the needs of users other than 
shareholders and creditors have received little attention. Ideas for alternative 
methods of disclosure are not examined enthusiastically; alternative measure-
ment bases —for example: current cost accounting in the UK —are seldom initi-
ated except under "encouragement" from political agencies. As noted earlier, only 
very limited progress has been made with difficult technical issues —for exam-
ple: foreign currency translation-and very little harmonization has been attained. 
Last, the close relationships between professional firms, which are increasingly 
multinational, and their clients (the MNCs) together with the apparent acquies-
cence of management generally in any professionally based program is seen by 
some, at least, as a valid basis for challenging the validity of such an approach. 
Perhaps self-regulation is too suspect to succeed. 

It may be then that a political approach is inevitable. In the United States, a politi-
cal solution in the creation of the SEC was seen as the only way of achieving har-
monization at an acceptably high level of disclosure. Until recently the SEC was 
content to leave to professional accountancy agencies the determination of tech-
nical accountancy matters. Now the accounting standard-setting agencies (nota-
bly FASB) involve directly many more influences other than accountants, and the 
SEC itself has challenged and even reversed procedures approved by FASB; for 
example: oil and gas accounting.

35
 Matters of accountancy appear to have be-

come too important to be left to accountancy bodies. If the levels of accountability 
are to be defined at the national level in the first instance and ultimately some 
form of supranational harmonization is to be achieved, then it is difficult to see 
any alternative to political agencies. At this stage, it also seems likely that such 
agencies will concentrate on the philosophy of information disclosure —why in-
formation is needed and in what form it is required —leaving detailed aspects to 
be worked out in cooperation with professional accountancy organizations.

36 

Whereas the UN and OECD approach to MNC standards seems inevitable, it may 
well succeed only in the long term because it is difficult to see how anything 
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other than "guidelines" as opposed to "requirements" can be provided at this 
stage.

37
 Mechanisms for reviewing and enforcing compliance can operate only at 

the national level —applicable to corporations within the jurisdiction of nation-
states and exercised by local regulatory, legislative, and judicial agencies. If dif-
ferent supranational agencies issue competing guidelines then individual nation-
states have to decide which, if any, set of guidelines matches their information 
needs; the harmonization sought by the management of MNCs is frustrated and 
they have to respond to differently defined information needs. Even if guidelines 
emanate from only one supranational agency, unless a sufficient degree of com-
monality is achieved in the specification of information, it is likely that nation-
states will individually vary the guidelines, again arriving at the frustration of the 
desire for simple, unequivocal, and uniform disclosure. The relative success of the 
EEC in achieving enforceable standards with a fair degree of commonality cannot 
be expected to be repeated worldwide. As has already been noted, the 
EEC is a relatively homogeneous, cultural grouping of nations committed (even if 
less than wholeheartedly in some instances) to ultimate total political and eco-
nomic unity. But presumably from the standpoint of the UN and OECD some at-
tempt at standards is better than none at all. Nevertheless, the paradox remains: 
supranational requirements cannot be enforced; supranational guidelines may 
lead to so many national variants that standardization will be frustrated. There 
may be more rapid progress to be made by achieving initially some degree of har-
monization among smaller, perhaps regional groupings of nations sharing at 
least some common cultural and economic characteristics and ultimately achiev-
ing harmonization of that smaller number of regionally defined standards. 

Such a regional approach could also simplify the attainment of adequate repre-
sentation of various user groups. The better the user representation, the more 
confident one could be that the information being sought was relevant to user 
needs, and the easier it would be to distinguish what should be conveyed in gen-
eral purpose reports from that confined to special reports. 
In practice, a gradualist approach may therefore be preferable to the attempt to 
arrive at a total solution for MNC standards, though clearly there are some as-
pects of MNC activities which may lend themselves to universal solutions; such 
as, transfer pricing, segmental information, and foreign currency translation. 

C O N C L U S I O N S 

The power of MNCs and corresponding pressures, especially from governments 
and trade unions, for higher levels of accountability has brought into focus the 
need for more information about MNCs as a basis for policy making at national 
and international levels. To some extent the conflict expresses the shift in the 
balance between the economic power of MNCs, still largely based in developed 
nations, and the growing political influence of developing nations. It is-generally 
recognized that calls for greater accountability must be accompanied by consid-
eration of what and how disclosure is to be made; some degree of consistency or 
standardization is needed. However, the problem of developing accounting stan-
dards of disclosure and measurement for MNCs is complex, multidimensional, 
and dynamic. 
An attempt has been made in this paper to clarify some of the issues involved 
and to identify trends. The analysis has centered on three fundamental ques-
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tions: Should there be standards for MNCs? What should be required by the stan-
dards? Who should set standards? Some tentative conclusions follow. 
Despite the many similarities in the problems associated with accounting stan-
dards for MNCs and those restricted to wholly domestic companies, MNC prob-
lems are more complex, in terms of identifying user groups involved, in defining 
their information needs and in considering the factors determining the standard-
setting process. The confusion of boundaries between economic, legal, and polit-
ical entities raises special issues when considering standards for MNCs. 
If the bargaining processes between MNCs and users were to result in the provi-
sion of information which was acceptable, in terms of quantity and quality, both 
to management and the user groups concerned —such as, governments, trade 
unions, investors, lenders/bankers —there might be no need to consider further 
the issue of standard setting. 

Where MNCs are unwilling (or unable because of difficulties in defining user 
needs) to meet the demands of governments, trade unions, investors, and others 
for information there is an arguable case for MNC standards at the supranational 
level. The current activities of the UN, OECD, EEC, International Trade Unions, 
IASC, and others indicate a strongly perceived need for improvements in informa-
tion disclosure and the comparability of reporting by MNCs. 
The content of MNC standards will depend on the user groups involved, their de-
cision requirements, and their need for general purpose or special reports. It may 
be that special reports would be more pertinent in some instances to the specific 
needs of individual governments and interest groups; however, the problem of 
identifying and validating user needs and resolving conflicts, where they exist, 
between these needs is unsettled and warrants further investigation. The fears 
and problems of management concerning the effects of government interference, 
better informed competition, and changes in employee relations must also be eval-
uated, together with the costs and complexities believed to be associated with im-
plementing standards. 

Significant disclosure and measurement issues in the context of the develop-
ment of MNC accounting standards are: (a) nonfinancial information relating to 
employment conditions and prospects, organization, production, investment, 
and the environment; (b) segmental information, particularly on a geographical 
basis, or multianalysis by activity and country; (c) transfer pricing policies and 
their impact; (d) foreign currency transactions and the translation of foreign cur-
rency financial statements. Additional MNC financial reporting issues include 
accounting for groups and the consolidation of financial statements, accounting 
for inflation, and accounting for taxation. 

The setting of MNC standards is essentially a political process and it seems inev-
itable that corporate reporting objectives and standards of disclosure will be har-
monized only at the supranational or intergovernmental level; for example, the 
UN, OECD, and EEC. The accounting profession and the IASC are likely to play a 
more supportive role in terms of providing the detailed development and assist-
ing practical implementation of desired standards of disclosure and measure-
ment. 

The development of MNC standards by the UN, OECD, and other supranational 
political agencies seems likely to be both more supportable, at least in the short 
term, and to have better prospects for success than the professional IASC at-
tempt to seek the ideal of international harmonization of national standards for 
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all corporations. The relative preference for the UN and OECD approach is due, at 
least in part, to the emphasis on MNCs which are in many important respects dis-
tinguishable from domestic corporations. 

MNC standards may be developed as "requirements" or as indicative "guidelines." 
It is difficult to see them as anything other than guidelines because compliance 
can be enforced only at the national level or in regional groupings equivalent to 
the national level such as the EEC. The paradox is that supranational "require-
ments" cannot be enforced without national adoption, and supranational "guide-
lines" may lead to so many national variants that simple specification of universally 
relevant MNC standards is frustrated. A gradualist approach may be preferable 
with MNC standards implemented initially on a regional basis. 

FOOTNOTES 

1. The relative importance of MNCs to individual country economies is not confined to 
developing nations. There is a high level of MNC penetration of many developed countries 
which accounts for nearly three-quarters of MNCs' foreign activities. See OECD [1977], UN 
Economic and Social Council [1978]. 
2. See Turner [1974]; Wallace [1976]; and Vernon [1977]. 
3. By home government is meant the government of a country from which ultimate control 
is exercised. Home and host countries are not discrete categories because the major home 
countries are also major host countries. The extent to which MNCs are centralized or de-
centralized is discussed extensively in the literature but is not considered here. See Stop-
ford and Wells, Jr. [1972]; Robbins and Stobaugh [1974]; Vernon and Wells, Jr. [1976]; and 
Vernon [1977]. 
4. The principal statements are: OECD [1976]; UN [1977]; and Commission of the European 
Communities [1976 and 1978]. 
5. See for example Lea [1971]; UN Economic and Social Council [1974]; Choi and Mueller 
[1978]; and Fitzgerald and Kelley [1979]. 
6. For an account of the role of international trade union organizations and international 
trade union centers see, for example, Northrup and Rowan [1974]; Roberts and Liebhaberg 
[1977]; and Wilms-Wright [1977]. 
7. The object of the International Accounting Standards Committee (IASC) is " . . . to formu-
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[IASC 1977]. 
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including the cost, the limited comprehension of recipients, and the possible utilization of 
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with a number of UK and U.S.-based MNCs. Also USA-Business Industry and Advisory 
Committee [1974]; Behrman [1976]; Mautz and May [1978]; International Chamber of Com-
merce [1978]; and OECD [1979].) 
9. See for example de Bruyne [1980]. 
10. There is an extensive literature on defining MNCs. See for example American Account-
ing Association [1973]; Confederation of British Industry [1975]; and Wallace [1976]. 

11. The UN proposals-UN [1977]-are contained in a report prepared for the Commission 
on Transnational Corporations by an Expert Group on "International Standards of Account-
ing and Reporting." The Group, serving in their individual capacities, came from various 
disciplines (accounting, law, social sciences) and backgrounds (including the accounting 
profession, home and host government, trade unions, and MNCs). 

12. The OECD guidelines referred to here are those relating to information disclosure in 
the OECD's wide-ranging code of conduct: "Guidelines for Multinationals" in OECD [1976]. 
13. An agency relationship between managers and shareholders is postulated whereby 
managers in their capacity as agents have market incentives to disclose information con-
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sistent with their own and shareholders' interests. See Jensen and Meckling [1976]; Watts 
[1977]; and Watts and Zimmerman [1978]. 
14. Watts [1977]; Watts and Zimmerman [1978]; and Benston [1969]. 
15. UN Economic and Social Council [1977] recommends that smaller companies be ex-
cluded from its proposed reporting requirements. The requirement for consolidated reports 
of the MNC as a whole would apply if it met two of the three specified criteria (p. 47). No cri-
teria for size are stated for individual subsidiaries or intermediate parent companies. 
16. The UN proposals refer to a number of different user groups including 'governments,' 
'the general public,' 'the international community,' consumer groups, labor, trade unions 
and company employees, investors, creditors, local authorities. They have been criticized 
for neither specifying nor justifying their perception of the information needs of these 
users nor relating their proposals to these needs. See International Chamber of Commerce 
[1978]. 
17. OECD [1976] refers primarily to "the enterprise as a whole" thereby avoiding a major 
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or reflect its relationship with the group as a whole. See Robbins and Stobaugh [1974] and 
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18. Treaty establishing the European Economic Community, signed at Rome, 25th March 
1957. 
19. Commission of the European Communities [1978]. The Fourth Directive has as its ob-
ject the harmonization of the content and format of annual accounts (Art. 2) of individual 
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vided in certain clearly defined areas. 
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countants, Inter-American Accounting Association and Asean Federation of Accountants. 
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ing bodies from Australia, Canada, France, the Federal Republic of Germany, Japan, Mexico, 
Netherlands, the UK, Ireland, and the U.S. Fifty-six accounting bodies from 43 countries are 
represented in the Committee. Its controlling board is composed of the founders plus Ni-
geria and South Africa. 
25. The narrowness and relatively minor role of the equity markets in most developing 
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[1976]; UN Economic and Social Council [1977]; UN Conference on Trade and Development 
[1978]; and OECD [1979]. 
31. UN Economic and Social Council [1976]; International Labour Office [1977]; Interna-
tional Confederation of Free Trade Unions; European Trade Union Confederation, World 
Confederation of Labour [1977]; and International Chamber of Commerce [1978]. 
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32. FASB [1975]; Morris [1975]; and Choi and Mueller [1978]. 
33. Choi and Mueller [1978]; Center for International Education and Research in Account-
ing [1977 and 1979]; and Scott and Drapalik [1978]. 
34. By a 'value added statement' is meant a statement which reports, in financial terms, 
the output of an enterprise less external inputs (that is, its value added) and the distribu-
tion of the value added to the various stakeholders. See for example Gray and Maunders 
[1980] and UN Economic and Social Council [1976]. 
35. Zeff [1978]. 
36. In identifying complementary but separate roles for political and professional agen-
cies in the development of standards for MNCs we are rejecting the view of some commen-
tators who consider the political and the professional to be mutually exclusive alternatives 
and who usually favor the professional. See for example International Chamber of Com-
merce [1978] and Fitzgerald and Kelley [1979]. 
37. This conclusion is based on the recognition of a number of political and technical con-
straints including: the divergent interests of the involved parties; the difficulty of defining 
MNCs; the diversity of existing national laws/requirements; the experience of agreeing and 
implementing existing multilateral conventions. 
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GROUP ACCOUNTING 

C H A P T E R 11 

Concepts of consolidation in the EEC* 
R. H. Parker 

Consolidated accounts are of great practical importance, but are often regarded, 
especially by academics, as mere exercises in mechanical ingenuity. It can be shown 
not only that they involve interesting conceptual problems, but that the choice of 
concepts to be adopted in practice is by no means as straightforward as textbooks 
suggest. This article offers a theoretical analysis of concepts of consolidation (not 
including so-called merger accounting) and then surveys actual practice in the UK, 
West Germany, France and the Netherlands. The analysis is carried out using 
'Anglo-Saxon' terminology, and it should be mentioned that goodwill on consolida-
tion does not exist, as such, in the pure forms of French and German consolidation 
accounting. 

Many (but not all) 'investees' have two kinds of shareholders: the parent 
company and the others, usually referred to collectively as the 'minority interest'. 

One possible approach is to regard the parent company and the minority interest 
as co-shareholders of equal importance, and to credit both of them with a 
proportionate share not only of the net tangible assets (including identifiable 
intangibles), but also with a share of goodwill on consolidation. This is the 'entity' 
concept of consolidation

1
. 

An alternative approach is the 'parent company' concept. The parent company is 
regarded as the dominant shareholder, and the minority interest is credited with its 
share of the investee's net tangible assets, but not with a share of goodwill on 
consolidation. This concept is supported by the Accountants International Study 
Group

2
. 

Where it is not possible to distinguish a parent company and a minority interest, 
a third concept is relevant. The investor brings into its consolidated balance sheet a 
proportionate part only of the investee company's assets and records no minority 
interest at all. This can be termed the 'proprietary' concept

3
 and may be divided 

into 'proportional consolidation' and 'equity consolidation'. 
The difference between proportional consolidation and equity consolidation is 

that under the latter the investment is shown as one item (e.g., investment in 
associated companies), while under the former the same amount in total is 
distributed over the relevant assets and liabilities. The definition of net assets under 
the proprietary concept may or may not include goodwill on consolidation. 

Under each of the three concepts, the investee's net assets may be brought in 
either at historic values or at book values. 

* This article is reprinted, with permission, from Accountancy (February 1977) pp 72-75 



The entity and parent company concepts can thus be subdivided as in Figure 
11.1, and the proprietary concept as in Figure 11.2. 

The practical consequences of adopting one or other concept of consolidation are 
best shown by means of a simple example. Consider the situation illustrated in 
Figure 11.3. Investor Ltd has just acquired for £960 cash 75% of the equity share 

Figure 11.1 
Subdivision of the en t i ty and parent c o m p a n y concep t s 

Ent i ty c o n c e p t Parent c o m p a n y concep t 

Historic 
values 

Curren t 
values 

Historic 
values 

Current 
values 

Figure 11.2 
Subdivision of the p ropr ie ta ry concep t 

Propr ie tary 
c o n c e p t 

_ Propor t ional 
consol ida t ion 

_ Equi ty 
"conso l ida t ion " 

Including 
-goodwil l on 

consol ida t ion 

Excluding 
- goodwill on 

consol ida t ion 

Including 
-goodwil l on 

consol ida t ion 

Excluding 
-goodwi l l on 

consol ida t ion 

- Historic values 

- C u r r e n t values 

-His tor ic values 

• Cur ren t values 

- Historic values 

- C u r r e n t values 

- Historic values 

- C u r r e n t values 

capital of Investee Ltd, at which date the latter has net tangible assets (including 
identifiable intangibles) with an historic value of £800 and a current value of £900. 

If the parent company concept is adopted, the calculations are as shown in Figure 
11.4. And if the entity concept, the calculations are as in Figure 11.5. It will be seen 
that, compared with the parent company concept, both goodwill and minority 
interest are increased by £95 if current values are used, that is by the minority share 
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Figure 11.3 
Graphical illustration of net assets of an investee (not drawn to scale) 

Goodwill 

Excess of current value of investee's 
net tangible assets over their 
historic value 

Historic value of 
investee's net 
tangible assets 

F = £95 

D = £25 C - £75 

Ε = £285 

Β = £200 A = £600 

Figure 11.4 
Calculations for the parent company concept 

Historic values Current values 
£ £ 

Investee net tangible assets brought in A+B+ 

A+B = 800 C+D = 900 
Goodwill C+E = 360 Ε 285 

1,160 1,185 
Minority interest Β = 200 B+D = 225 

Investor interest = A + C + Ε = £960 £960 
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of goodwill on consolidation, and by £120 if historic values are used, i.e., by the 
minority share of both goodwill on consolidation and the excess of current over 
historic value of the investee's net tangible assets. 

If proportional consolidation is adopted, the position is as shown in Figure 11.6. 
Note that if goodwill is excluded, its place is taken by 'difference on consolidation'; 
and that if it is included, the amount is the same as under the parent company 
concept. There is, of course, no minority interest. 

Equity consolidation gives the same results in a different form. The Anglo-Saxon 
'investment in associated companies', which includes goodwill, would be £960. The 
French participation mise en équivalence would be £600 (historic values) or £675 
(current values) with the balance (£360 or £285) in difference on consolidation. 

11.5 
Calculations for the entity concept 

Historic values Current values 
£ £ 

A+B+ 
Investee net tangible assets brought in A+B = 800 C+D = 900 
Goodwill C+D+ 

E+F = 480 E+F = 380 

1,280 1,280 

Minority interest B+D+F = 320 B+D+F = 320 

Investor interest £960 £960 

Figure 11.6 
Calculations for the proportional consolidation concept 

Historic values Current values 
£ £ 

Investee net tangible assets brought in A = 600 A+C = 675 
Goodwill on 'difference on consolidation' C+E = 360 Ε = 285 

Investor interest £960 £960 

As an additional illustration of the practical effect of choosing among the three 
concepts, it is instructive to consider the problem of eliminating inter-company 
profits. Assume that the investor company has in stock goods acquired from a 60% 
held investee for £120, the original cost to the investee having been £100. 

Under the entity concept, it will be remembered, assets are brought in 100% and 
the minority interest is regarded as a co-shareholder with the parent company and 
credited with its share of goodwill on consolidation. It follows that neither of the 
co-shareholders can be regarded as making a profit out of an intra-group sale, and 
the elimination on consolidation of such a profit must therefore be 100% - i.e. in 
the consolidation worksheet the closing stock will be credited with £20, and profits 
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attributable to the parent company and minority shareholders will be debited with 
£12 and £8 respectively. 

Under the parent company concept, assets are brought in 100%, but the minority 
interest is regarded as an outsider. The elimination of inter-company profit should 
therefore be partial (60%), not total. In the consolidation worksheet, closing stock 
is credited with £12, and profits attributable to the parent company debited with 
£12. The minority interest is not debited with £8. 

Where proportional or equity consolidation is appropriate, there is no parent 
company and no minority interest, merely several investors. The 'other' investors 
are clearly Outsiders', and elimination of inter-company profit should therefore be 
partial, not total. 

Which concept ought we to use? 

The appropriate concept for use in practice is that which in any given circumstances 
most faithfully reflects and discloses the underlying reality. In most cases, the 
minority interest (where it exists) will not, in fact, be in the position of a 
co-shareholder with the parent or investor company. 

The consequent case against the entity concept has been put concisely and clearly 
by the Accountants International Study Group

4
: 'The report of the independent 

auditor accompanying consolidated statements is addressed either to the sharehol-
ders of the parent company or to the directors who are responsible for reporting to 
the shareholders. Non-shareholders, such as management, creditors, and gov-
ernmental bodies, may find the statements useful and informative, but generally 
these groups are primarily interested in more detailed or supplementary informa-
tion prepared in response to their particular needs. 

'Outside or minority shareholders do not receive any information of direct 
benefit to them from consolidated statements. They must look to a particular 
company for the determination of their equity, the likelihood of dividends and their 
prospects in the event of liquidation. The shareholder of the parent company is 
interested in consolidated statements which give the overall results of operations 
attributable to the investment which he has in the parent corporation and in the 
earnings per share, funds flow and similar information related thereto. 

'For these reasons, it is considered that the parent company concept is the more 
appropriate and useful basis of preparation.' 

Current values are to be preferred to historic values for the kinds of reasons set 
out in the Sandilands Report. 

The proprietary concept is appropriate only where there is no minority interest. 
There may, for example, be several investors, each of which has an element of 
control, i.e. the investee is what the French call a société fermée (closed company)

5
. 

No investor controls 100% of the net assets, so bringing them in proportionately 
reflects the real situation. 

Where there is no element of control, but significant influence is exercised, then 
there is an argument for equity consolidation, i.e. the Anglo-Saxon equity method, 
or the French mise en équivalence can be used (the latter, it will be remembered, 
excludes the goodwill on consolidation element in the calculation). 

All three concepts, and many of their subdivisions, can be found in practice 
within the EEC: 
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United Kingdom. Current practice in the UK is a compound of the parent 
company concept for subsidiaries and the equity method for associated companies. 
The entity concept intrudes slightly in that inter-company profits are sometimes 
eliminated 100%, even where there is a minority interest, but this is probably the 
result of conservatism and a desire for simplicity. 

Methods of treating inter-company profits are seldom disclosed in publishing 
company accounts, so it is difficult to be certain what the usual practice is. Most 
companies still use historic values, but a changeover to current values is on the way. 

Proportional consolidation is rare, but not entirely unknown, in the UK. For 
several years, up to and including 1972, the British Petroleum Company's offshore 
production interests in Abu Dhabi were jointly owned by Compagnie Françoise de 
Pétroles (CFP) with the proportion two-thirds/one-third applying strictly through-
out in every regard as to crude oil fittings, provision of finance etc. In the BP 
accounts, the one-third interest of CFP was excluded. From 1973 onwards, after a 
sale of part of the two-thirds interest, the group's interest in the company 
concerned (Abu Dhabi Marine Areas Ltd) has been treated as an equity accounted 
investment in an associated company

6
. 

The equity method is now standard British accounting practice for associated 
companies even where the investee, as in the case, for example, of Mardon 
Packaging International Ltd, of Bristol, which is jointly and equally owned by two 
companies only (Imperial Group Ltd and British-American Tobacco Investments 
Ltd). 

France. French practice is notable for the relative importance attached to the 
proprietary concept. The National Accounting Council recommends that prop-
ortional consolidation be adopted for Sociétés fermées (closed companies) in which 
the investor has a participation of more than 10%. The parent company concept is 
to be applied to sociétés ouvertes (open companies) which are subsidiaries, 
subsubsidiaries, or participations multiples, (i.e. the parent company, its sub-
sidiaries and subsubsidiaries have a majority of the votes). Mise en équivalence is to 
be applied to other sociétés ouvertes in which the investor company has a 
participation of more than 33%. 

Consolidation is not yet compulsory in France, but is becoming increasingly 
common. Although some companies (e.g. Saint-Gobain-Pont-à-Mousson) use 
Anglo-Saxon methods of consolidation, most follow the National Accounting 
Council's recommendations reasonably closely. For example, Compagnie Française 
des Pétroles's consolidation practices may be summarised as follows: 

(a) for a company to be included in the consolidation, CFP's interest must be at 
least 10%, and also represent a minimum value of F5 million; 

(b) companies in which the CFP group has an interest exceeding 50% or, if the 
group has majority policy control, less than 50%, are consolidated fully (i.e. 
the net assets are brought in 100% and minority interests are shown); 

(c) proportional consolidation is used for 'joint interests' companies (in which 
operations are shared on the basis of each partner's interest) and for companies 
controlled jointly on a 50/50 basis by the group and a single other shareholder; 

(d) all other companies included are consolidated by mise en équivalence. 

In 1975, 184 companies were consolidated by CFP - 116 fully, 44 proportionately 
and 24 by mise en équivalence. 
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Not all French companies practise proportional consolidation. The 'proportion' 
may vary considerably; Carnaud-Bass-Indre consolidates by this method a 3.12% 
holding; Ferodo consolidates proportionately a 70% holding. Some French com-
panies, e.g. I'Oreal, do not use mise en équivalence. 

West Germany. West Germany is the only EEC country in which a group of 
companies (a Konzern) constitutes a legal entity, and German consolidation law 
and practice in general have been influenced by the entity concept 
{Einheitstheorie)

1
. No distinction is made between subsidiaries and associated 

companies, and neither proportional nor equity consolidation is used. The treat-
ment of inter-company profits is laid down by company law; with certain 
exceptions, they must be eliminated 100% (s 331(4)(2), Companies Act 1965). 

Netherlands. Dutch practice is very similar to British, except that the use of 
current values is more common. There are also rather more examples of prop-
ortional consolidation. The following extracts from the explanatory notes to 
Heineken's consolidated balance sheet and statement of income for 1974/75 are of 
interest: 

'In the consolidated annual account, the participations in which Heineken NV 
has a direct or indirect interest of more than 50% are shown as fully consolidated. 
The minority interests in the group funds and in the group profit are indicated 
separately. 

Partial consolidation has taken place in the case of these participations in which 
an interest of 50% or less is held, if the influence exerted by Heineken on 
management policy is at least equal to that of the other partners combined. The 
amounts of assets and liabilities and of items in the statement of income 
respectively, have been stated in proportion to our interest in the total issued 
capital.' 

Assets are valued by Heineken on the basis of replacement value, and participa-
tions are stated at their 'intrinsic value', i.e. using the equity method. 

Harmonisation 

An EEC draft Directive on consolidated accounts has recently been published
8
. A 

distinction is made between an 'associated undertaking', i.e. an undertaking over 
which another undertaking exercises, directly or indirectly, a significant influence 
(article 1) and a 'dependent undertaking', i.e. an undertaking over which another 
undertaking, referred to as a 'dominant undertaking', is able, directly or indirectly, 
to exercise a dominant influence (article 2). Subject to the proviso stated in the next 
paragraph, associated undertakings are to be brought into the consolidated balance 
sheet using the Anglo-Saxon equity method (article 17). 

Member States may, however, authorise proportional consolidation 'where a 
group undertaking manages another undertaking jointly with one or more under-
takings which do not form part of the group' (article 18). An undertaking managed 
jointly within the meaning of article 18 will usually be an associated undertaking. 

The draft Directive in general appears to follow, though not explicitly, the parent 
company concept, except in relation to inter-company profits which are to be 
eliminated in total (article 14). 

The explanatory memorandum attached to the draft directive states: 'Profits 
accruing from group undertakings must be entirely excluded. The Directive does 
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not allow them to be excluded on a pro rata basis in proportion to the percentage of 
capital held. The possible existence of shareholders outside the group does not alter 
the fact that profits accruing from undertakings within the group are unrealised. 
The "principle" may be departed from, however, for practical reasons in certain 
cases.' 

The international accounting Standard on consolidated financial statements
9 

follows Anglo-Saxon practice. The parent company concept is not specifically 
mentioned, but is supported by such statements as: 'Certain parties with interests in 
the parent company of a group . . . are concerned with the fortunes of the entire 
group. Consequently, they need to be informed about the results of operations and 
financial position of the group as a whole. This need is served by consolidated 
financial statements . . . The needs of those interested in the financial position of a 
parent company or of individual subsidiaries, in particular, creditors and minority 
interests, are served by the separate financial statements of those subsidiaries' 
(paras. 5, 6, 7). 'The minority interest in the equity of consolidated companies . . . 
should not be shown as part of shareholders' equity' (para 3). 

The Anglo-Saxon equity method (i.e. including a share of goodwill on consolida-
tion) is supported (para 22). No mention is made of proportional consolidation. 

The inter-company profit problem is not dealt with in the Standard as finally 
agreed. The relevant paragraph (38) in the Exposure Draft was vague: 'The portion 
of unrealised profits arising in the current period should be charged against 
consolidated income after giving appropriate recognition to minority interests'. 

Summary and conclusions 

Three concepts of consolidation - entity, parent company, proprietary - have been 
analysed. Practice in EEC countries follows all of them, including their subdivi-
sions, in varying degrees. Harmonisation will thus not be easy. The way forward, it 
is suggested, is to define carefully in which circumstances a particular concept, or 
subdivision thereof, most faithfully reflects and discloses the underlying reality. 

References 

1 M. Moonitz. The Entity Theory of Consolidated Statements. American Accounting Association, 1944. 
2 Accountants International Study Group, 'Consolidated Financial Statements' (1973), para 24. 
3 cf G. C. Baxter and J. C. Spinney. Ά Closer Look at Consolidated Statement Theory'. C. A. 

Magazine, Jan and Feb 1975. I am greatly indebted to this article. 
4 'Consolidated Financial Statements', para 26. The AISG does not mention the proprietary concept. 
5 Conseil National de la Comptabilité Consolidation des Bilans et des Comptes (Paris, 1973) p. 24. 
6 Information kindly supplied by the chief accountant of the British Petroleum Co Ltd. See also the 

company's annual reports for the relevant years. 
7 See Adler, Düring, Schmaltz, Rechnungslegung und Profung der Aktlengeseilschaft, vol 3, 4th ed. 

1972, pp. 4 - 8 . 
8 Proposal for a seventh Directive pursuant to Article 54(3)(g) of the EEC Treaty concerning group 

accounts (28 April 1976). 
9 'Consolidated Financial Statements', International Accounting Standards Committee, June 1976. 

178 



C H A P T E R 12 

International accounting compromises: the 
case of consolidation accounting* 
R. G. Walker 

The International Accounting Standards Committee (IASC) was formed in 1973. 
Since then it has published a series of exposure drafts and International Accounting 
Standards. The third International Accounting Standard (IAS3) was titled 
'Consolidated Financial Statements' and appeared in June 1976. This paper reviews 
IAS3 and the exposure draft which preceded it, and relates this material to a 1973 
report [1] of the Accountants International Study Group (AISG) and to some national 
rules or practices concerning the preparation of consolidated statements and the use of 
equity accounting. This examination leads to an assessment of the quality of the 
IASC's analysis of technical issues in this area. And the comparison of national rules 
and successive IASC documents constitutes a case study of how the IASC has 
obtained agreement on accounting standards. 

Authority of the IASC 

When the IASC was formed in 1973, the founder-members agreed to use their best 
endeavours to ensure that published financial statements complied with forthcoming 
International Standards (IASC [25]). The IASC's objectives were widely supported in 
professional journals in several countries. Much store was placed on the supposed 
desirability of international co-operation and of achieving 'harmonization of rules'. 

The support subsequently afforded the IASC was variable. In the U.S.A., for 
example, the AICPA's 'best endeavours' amounted to a policy that International 
Standards must be specifically adopted by the FASB before they could be regarded as 
acceptable (AICPA [5]). In the U.K., the professional associations advised their 
members that they were expected to conform to International Accounting Standards 
to the extent that they did not conflict with local standards. This policy was put into 
effect by a requirement that auditors were to draw attention to instances of non-
compliance, and, if necessary, to state the extent to which a given set of reports did 
not comply [6]. Australian professional associations similarly professed strong support 
for International Standards (see, e.g., Statement Kl/300 [12] and Statement K3/300 
[13]). However in practice they declined to modify local standards when they 
conflicted with the IASC's rulings, stating that conformity with more-restrictive local 
rules would be sufficient to 'ensure compliance' with International Standards, or that 
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an IASC disclosure rule was 'not necessary for Australian practice' (see, e.g., 
Statement DS2/307 supp., November 1976; Statement DS5/302 supp., June 1977). 
And they did not adopt those International Standards which dealt with matters which 
were not covered by Australian rules. 

These examples indicate the limited extent to which the IASCs rulings were 
followed by local professional associations. Perhaps because of this experience, the 
1973 Agreement was abandoned. A revised agreement was approved in October 1977 
for publication in March 1978 [30]. The 1977 version acknowledged that the IASCs 
pronouncements would not override local regulations, and described the IASCs task 
as that of 'adapting' existing national standards so that agreement could be obtained 
on 'essentials'. 

It would seem that the IASC has little authority. The status of its pronouncements 
is determined by local rule-making bodies. The major significance of the IASCs 
operations seems to lie in their influence upon the agendas of the standard-setting 
committees of several professional associations. (See, Canadian Institute [15]; Vieler 
[41], p. 10; ASA and ICAA, Statement K3/300 [13].) 

Of course, the authority of the IASC is irrelevant if one looks at International 
Standards in terms of their contribution to the technical literature. The status of IASC 
pronouncements is only of significance if one is interested in examining aspects of the 
process of regulating accounting practice. The IASC may be a paper tiger. But this in 
itself suggests that examination of IASC activities may contribute to the development 
of an overall picture of the process of standard-setting. Several studies of U.S. rule-
making activities have described or examined the significance of external political 
pressures on this process (e.g., Zeff [44]; Watts and Zimmerman [43]). Political 
pressures may or may not dominate the rule-making process in some jurisdictions; 
however it seems unlikely that an analysis of lobbying activities can provide a 
complete explanation of how the content of accounting standards is determined. 
Because International Standards would be of little interest to potential lobbyists, it 
seems reasonable to suppose that the IASC has been largely insulated from political 
pressures. An examination of IASC activities may thus provide the opportunity to 
focus on the way that rule-making committees develop solutions to technical issues — 
without these observations being biased by the influence of lobbyists. 

Background to IAS 3 

As noted above, IAS3 was published in 1976; it followed the publication eighteen 
months earlier of an exposure draft under the title, 'Consolidated Financial 
Statements and the Equity Method of Accounting' [26]. This draft was in turn 
preceded by a report of the Accountants International Study Group [1]. 

Presumably both the AISG and the IASC would have compared the accounting 
standards and disclosure rules which were operative in different countries. In the 
course of this comparison, both organizations would have encountered inconsistencies 
in rules dealing with the use and preparation of consolidated reports. These 
inconsistencies relate to fundamental questions: when should consolidated statements 
be prepared and published; should they be presented alone or in conjunction with 
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parent company reports; what firms should be included or excluded from the scope of 
consolidation —-and so forth. 

To illustrate the diversity of national rules it is sufficient to outline the major 
features of the practices adopted or required in the three regions from which the AISG 
drew its membership: U.K., U.S.A. and Canada. 

In the U.S. and Canada consolidated statements are usually published as the sole 
vehicle for reporting financial data to holding companies' shareholders. In the U.K., 
consolidated statements appear in conjunction with parent company data. Moreover, 
the publication of consolidated statements is not compulsory and is only one way of 
complying with the U.K. Companies Act's requirements for reports to supplement the 
financial statements of holding companies. The legislation requires the publication of 
'group accounts'. These may consist of consolidated statements, or the separate 
statements of individual subsidiaries, or a combination of consolidated statements and 
separate reports. It appears to be customary for British firms to prepare all-
encompassing consolidated statements. (See, e.g., Robson and Duncan [40], p. 102; 
ICAEW [24], p. 89.) But the fact remains that consolidated reports are regarded in the 
legislation as supplements to (or amplifications of) pareni company statements. 

These differences in rules are readily understandable in the light of the backgound 
of the North American and British use of consolidated reports. Consolidated reporting 
was initially adopted under significantly different circumstances in different countries. 
Consolidated reporting was regarded as a substitute for parent company statements in 
the U.S., and as a supplement to parent company statements in the U.K. It appears 
that Canadian practices were largely patterned on those adopted by U.S. firms 
(Mulcahy [34], p. 65); from the meagre sources available in the journal literature it is 
difficult to discern any distinctive Canadian perspective on the use of consolidated 
reports. 

American accountants adopted consolidated reporting at a time when there were no 
effective disclosure rules requiring alternative presentations, and when the use of the 
holding company form appeared attractive as a means of consummating mergers. 
Given that consolidated statements typically encompassed subsidiaries which were 
substantially-owned, this form of report was viewed as a useful vehicle for reflecting 
the aggregate financial standing and profitability of a group as an economic entity. The 
alternative of presenting only holding company statements was less attractive since it 
meant that the profitability of subsidiaries could be concealed through cost-based 
valuation; and the pattern of investment within the group could remain undisclosed, 
while the liquidity of the holding company could be distorted by the presence of inter-
company loans. (See, e.g., Dickinson [17], pp. 175-6; Esquerre [18], p. 448; Finney 
[19], p. 11; Newlove [35], p. 7.) 

On the other hand, the British accounting profession first considered the use of 
consolidated statements at a time when the legislation required companies to file 
accounting data for public inspection but afforded relief from these rules to 'private' 
companies (a category which included the subsidiaries of firms whose securities were 
publicly traded). There is evidence to suggest that the incorporation of private 
companies was motivated at times by a desire to conceal the affairs of business firms 

181 



from public scrutiny; certainly some commentators were critical of the obscurity of 
many company reports which simply reflected intercorporate investments at net cost 
and which reported gains on investments in subsidiaries to the extent of dividends 
received (while losses were ignored). (See Walker [42], pp. 42ff.) In this setting, 
consolidated statements were not regarded as a means of reporting on an 'economic 
entity' consisting of a parent and its substantially-owned subsidiaries, but simply as a 
device to provide more information than the balance sheet item, 'Investments in 
subsidiaries — at cost'. And those who supported consolidated reporting 
acknowledged that other presentations or devices (such as the separate publication of 
subsidiaries' statements, or the publication of a statement aggregating the affairs of 
subsidiaries but not including the parent company) would be equally acceptable. (See, 
e.g., Garnsey [20], pp. 13-26; Cash [16], p. 651; Robson [39], p. 63.) 

With this background North American and British accountants developed differing 
rationales for the presentation of consolidated statements. To American (and 
Canadian) accountants, consolidated reports were reports on holding company 
organizations, and were improvements on (and substitutes for) the reports of parent 
companies. To British accountants, consolidated statements were one way of 
amplifying the representations contained in parent company reports — and support 
for the use of these documents (rather than other forms of group accounts) stemmed 
from a belief that they were the best way of supplying information to a variety of 
users. The current diversity of consolidation rules and practices appears in a large 
measure to be attributable to long-standing differences in views about the role and 
status of consolidated reporting. 

The Function of Consolidated Reports 

It appears that when the AISG examined consolidated reporting, it devoted no 
attention to the background to the adoption of specific rules and practices in different 
countries. Its report was largely descriptive. It focused on matters on which member-
associations agreed, and disregarded the fact that different sets of accounting 
standards or disclosure rules were based on dissimilar assumptions. The AISG 
asserted that 'in all but rare circumstances, financial statements of companies with 
subsidiaries should be prepared on a consolidated basis'. It claimed that consolidated 
statements 'are likely to be the most informative presentation'. But it gave no reasons 
why consolidated statements were 'likely' to be more informative, and offered no 
evaluation of the utility of consolidated statements relatively to other presentations. 

It seems likely that the AISG report was studied closely by the IASC. The report did 
in fact document inconsistencies in rules, and made some allusions to disagreements 
within the literature. It also seems likely that the IASC would have encountered 
further evidence of differences in national perspectives on the use of consolidated 
statements. Its response is now a matter of record. 

The IASC steering committee charged with the preparation of the exposure draft on 
consolidated reporting was drawn from professional associations in Australia, 
Germany and the U.S.A. The steering committee made no reference to evidence of 
conflicting rules or views in this area. Nor did it provide an analysis of the objectives 
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of consolidated reporting. The Committee simply asserted that there was a 'need' for a 
form of document — the consolidated report. It avoided specifying what that 
document was intended to show — and to whom. In lieu of analysis, the IASC 
offered assertion. 

The preamble to IAS3 contains four propositions. The first is: 

1. Certain parties with interests in the parent company of a group, such as present and potential 
shareholders, employees, customers, and in some circumstances, creditors, are concerned with the 
fortunes of the entire group. 

It is easy enough to claim that various parties are 'concerned' with the overall fortunes 
of a group of companies. It is harder to justify this position. It may be that customers 
or employees are concerned with the profitability of particular industry divisions, 
rather than the profitability of an entire group. Creditors may be concerned with the 
financial strength of the firm against which they hold claims and of the firms which 
have guaranteed the loan of the borrowing corporation. The shareholders of parent 
companies may be directly concerned with the profitability of those firms alone. Hence 
the IASC statement seems to be, at best, a very broad generalization. 

The IASCs text continues: 

2. Consequently, they need to be informed about (i) the results of operations and (ii) the financial 
position of the group as a whole. 

This is a non sequitur. It may be possible to establish that various parties are 
'concerned' with aspects of the affairs of a so-called 'group'. It does not follow that 
they need aggregative reports on (i) the income, or (ii) the position of a set of 
companies (let alone that they need both (i) and (ii)). Indeed, it seems highly likely 
that certain participants are primarily interested in fairly limited aspects of an 
enterprise's performance or financial position. One way of identifying these 
'information needs' would be to carefully investigate the decision-situations faced by 
various parties and to examine the relevance of different types and arrangements of 
data to those situations. The IASC made no such investigation. Nor did it use other 
methods to identify 'information needs'. Nor did it refer to the findings of other 
investigators. This second proposition is nothing more than an unsupported assertion. 

It is then asserted that: 

3. This need is served by consolidated statements. 

This amounts to the claim that the 'information needs' of various parties are all 
satisfied by a particular form of presenting data. Since no attempt was made to spell 
out the 'needs' of any particular set of users, it is impossible to decide whether or not 
consolidated statements do in fact meet the needs of shareholders, employees, 
customers or creditors — let alone the needs of shareholders and employees and 
customers and creditors. Proposition 3 is another unsupported assertion. 

On the basis of this chain of argument, the IASC offered the following judgement: 

4. A parent company should issue consolidated financial statements, except that it need not do so when it 
is a wholly-owned subsidiary. 

This simply does not follow from the IASCs analysis. To illustrate, suppose for the 
moment that the objections raised in the preceding paragraphs were in fact satisfied. 
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Suppose that the IASC had in fact (i) identified the 'information needs' of various 
parties, (ii) demonstrated that these 'needs' included information concerning a 
holding company and its subsidiaries, and (iii) demonstrated that the information 
contained in consolidated statements met the needs of a specified range of parties. 
Even so, there could be alternatives to consolidated statements, alternatives which 
might be more useful to various classes of participants. For example, creditors might 
find it more convenient to refer to schedules detailing the security which supported 
their loans to specific corporations; employees might be satisfied with analyses of rate 
of return or earnings per share statistics; and so forth. Indeed, it seems likely that 
consolidated statements are not the optimum form of reporting to any particular set of 
participants. What the IASC has done is to suggest that consolidated statements are 
the optimum way of meeting the 'information needs' of not one class of users, but 
several. It has reached this 'conclusion' without detailing the costs and benefits of 
alternative forms of presentation and without indicating the decision-rule it has used 
to arrive at a solution. 

It may seem unfair to subject the IASC to criticism for its espousal of a line of 
reasoning that has appeared in the accounting literature for decades. But the IASC 
was well placed to take note of anomalies and inconsistencies in the conventional 
rationale for this form of reporting and glossed over them. 

Moreover the Committee made some unusual contributions of its own to an already 
unsatisfactory literature. For example IAS3 included a clause (not previously 
contained in an exposure draft) that 'better information for the parent company 
shareholders and other users . . . may be provided by presenting sepa.ate financial 
statements in respect of subsidiaries engaged in dissimilar operations' (para. 37). This 
statement is open to several interpretations. It could be taken as an acknowledgement 
that, in some situations, shareholders and others do not 'need' information about 
overall group operations. This interpretation contradicts the IASCs claim summarized 
in proposition 2 above. On the other hand, if one assumes that shareholders and 
others 'need' information about the position and performance of a group of 
companies, then the suggestion that one form of data is 'better' than another could be 
taken as indicating that those needs are not fully satisfied by consolidated statements 
— an interpretation which directly contradicts proposition 3. A third interpretation is 
that the IASC is suggesting that consolidated statements are not necessarily the 
optimum way of reporting on the affairs of parent companies — an interpretation 
which is inconsistent with proposition 4. Whichever way one interprets the IASCs 
claim that 'better information' may be provided by the publication of separate 
statements for certain subsidiaries, the claim is inconsistent with the main part of the 
IASCs statement. The Committee did not provide any outline of the conditions 
under which the publication of separate statements would be more informative than 
the publication of all-encompassing consolidated reports. It seems reasonable to 
suppose that this clause was included for the sole purpose of accommodating 
conflicting national views about the appropriate area of consolidation. 
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The Scope of Consolidated Statements 

Which firms' financial statements should be encompassed by a consolidated 
statement? Should consolidated statements cover a holding company and all of its 
subsidiaries and sub-subsidiaries? Or should they only incorporate the reports of firms 
that the holding company actively controls? Or only those firms which are engaged in 
similar (or complementary) activities? 

This list of questions could be extended. Should consolidated statements only deal 
with 'material' investments of the holding company? Should consolidated statements 
only deal with incorporated firms — and exclude partnerships and joint-venture 
arrangements? Should foreign subsidiaries be excluded? What of subsidiaries which 
are slated for sale, or which are financed by outside debts, or which are insolvent? 

One way of answering these questions would be to consider the aims of 
consolidated reporting and then decide what criteria for determining the scope of 
consolidated reports are consistent with those aims. Unfortunately, the literature on 
the subject is not very precise. Many writers have claimed there is a need to report on 
the affairs of an 'economic entity' or 'group' without spelling out in any detail why 
specific users would require or employ such data. 

However, some broad lines of argument are readily discernible in the literature. The 
AISG acknowledged this when it distinguished 'two general concepts of consolidated 
financial statements' — 'the parent company concept' and the 'entity concept'. 
According to the Study Group, the key difference between the two concepts was that 
consolidated statements were viewed either as an 'extension' of a parent's financial 
statements, or as reports of a separate entity. Unfortunately the AISG only alluded to 
these two concepts in the course of categorizing competing arguments about the choice 
of technical processes for the compilation of consolidated data. The different 
perspectives on the aims of consolidated reporting were entirely ignored by the AISG 
when it came to analyse differences in rules dealing with the status and scope of 
consolidated statements. 

For example, if consolidated statements were regarded as 'extensions' or 
'amplifications' of parent company statements, so that these reports were primarily 
intended to furnish information to a holding company's shareholders, then one might 
suppose that the ambit of consolidation would be linked in some way with the 
materiality of inter-corporate investments or the materiality of revenues or expenses 
derived from inter-corporate investments. Alternatively, if one viewed consolidated 
statements as a means of amplifying a holding company's reports for the benefit of 
creditors, then the appropriate ambit of consolidation might be determined by the 
pattern of inter-company guarantees and might have regard to the distorting effect on 
the apparent liquidity of those firms through the inclusion of insolvent firms, banking 
subsidiaries, etc. On the other hand, if consolidated statements were intended to 
depict the affairs of a 'group' of companies operating under common managerial 
direction then the area of consolidation might be determined by reference to the 
capacity of firms to control the affairs of others. And if consolidated statements were 
supposed to deal with the activities of 'economic entities' then one might determine 
the area of consolidation by reference to both the presence of 'controlling' 
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relationships and the similarity or complementarity of the activities engaged in by the 
firms concerned. Exhibit 1 illustrates the way in which different criteria for identifying 
the ambit of consolidation might be suggested by the acceptance of different 
propositions about the status and purpose of consolidated reports. The first three are 
consistent with the general statement that consolidated reports are 'extensions' of 
parent-company statements; the latter two relate to claims that consolidated 
statements reflect the affairs of a separate 'economic' or 'group' entity. (The five 
propositions dealing with the supposed purposes of consolidated statements roughly 
summarize the main arguments that may be found in the accounting literature as to 
the aims of this form of reporting. It is not suggested that propositions of this form are 
adequate statements of 'function'.) 

EXHIBIT 1 

Status and supposed function Possible area of consolidation 

1. Primary documents — to depict Holding company plus 'substantially owned' subsidiaries, 
the financial position and 
performance of holding 
companies. 

2. Supplementary reports — to Substantially owned subsidiaries only — excluding holding company 
amplify the financial statements or 
of holding companies. A series of group statements each covering those subsidiaries engaged 

in a particular line of business 
or 
A series of group statements each covering domestic subsidiaries, 
foreign subsidiaries 
or 
Holding company and all 'material' subsidiaries. 

3. Supplementary reports — to Holding company and all 'controlled' subsidiaries 
facilitate assessments of the or 
ability of firms to meet their All companies which have guaranteed the indebtedness of other 
debts. companies, plus the companies subject to those guarantees 

or 

Some other combination — depending upon pattern of inter-company 
loans (e.g., all subsidiaries involved in inter-company loans but 
excluding the holding company, if it was not involved in loans). (N.B. 
foreign subsidiaries might be excluded on ground that currency 
restrictions and/or jurisdictional limitations make resources 
unavailable to creditors; banking, finance or insurance subsidiaries 
might be excluded to avoid 'distortion' of liquid ratios.) 

4. Supplementary statements — to All corporations (or unincorporated associations) subject to (actually 
depict position and performance exercised) control. (N.B.: tests of control might be based on voting 
of 'group entities'. power or contractual rights.) 

5. Supplementary statements — to All 'controlled' corporations (or unincorporated associations) engaged 
depict position and performance in some specified business activity or activities. 
of 'economic entities'. 

186 



The AISG asserted that 'the parent company concept is the most appropriate and 
useful basis' for preparing consolidated statements. Presumably one can interpret this 
allusion to the 'parent company concept' as indicating support for one or more of the 
first three propositions listed in the Exhibit — those which spell out ways in which 
consolidated reports may be regarded as 'extensions' of a holding company statement. 
However, the AISG went on to state that 'control of companies is ari important 
prerequisite to their inclusion in consolidated statements'. Note that the test of 
'control' is inconsistent with the first two statements of the status and function of 
consolidated statements listed in the Exhibit, and is consistent with only one 
interpretation of how to achieve the suggested aim of providing information which 
will facilitate assessments of the ability of firms to meet their debts. To that extent, the 
AISG's conclusion about the significance of the criterion of'control' was unrelated to 
its discussion of the 'appropriate basis' for preparing consolidated statements. 

Further, the AISG implied that the presence of a controlling relationship was a 
necessary but not a sufficient condition for a given company's financial statements to 
be consolidated. Indeed, the Study Group noted that in U.S. and U.K. practice, firms 
were occasionally omitted from consolidation because their operations were not 
homogeneous with those of their parent companies. But should the scope of 
consolidated statements be determined by the dual tests of control and similarity (or 
complementarity) of operations? The AISG avoided analysing this question, and 
simply concluded that control was the key criterion. 

However, the IASC took a much firmer stand than the AISG. In its 1974 exposure 
draft [26], the IASC claimed that 'a parent company should consolidate all 
subsidiaries, foreign and domestic' and proposed that the only firms which might be 
excluded were those subsidiaries over which control was likely to be temporary, and 
those subject to 'severe long term restrictions on the transfer of funds ' such that the 
parent's capacity to exercise control was in jeopardy. Dissimilarity of operations was 
not to warrant non-consolidation. 

These proposals were consistent with the aim of reporting on the affairs of a 'group 
entity'. But the proposals conflicted drastically with several national standards. When 
the Committee finally produced IAS3 it had changed its position on the conditions 
justifying the exclusion of particular subsidiaries from consolidation. IAS3 
incorporated several caveats which had the effect of re-specifying the ambit of 
consolidation in terms of multiple criteria. The exposure draft's emphasis on 'control' 
was retained, and ifi one respect made more stringent by the addition of a test to the 
effect that firms controlled in terms of specific agreements should also be consolidated. 
At the same time, IAS3 stated that firms could be excluded from 
consolidation if their business activities were inconsistent with those of their parent 
company or their fellow subsidiaries. These caveats suggested that the IASC had 
changed its views about the aims of consolidation: the new rules were consistent with 
attempts to accumulate data regarding those elements of a multi-corporation 
enterprise which were engaged in some 'common economic activity' (rather than the 
formerly-implied aim of representing the aggregate profitability of all firms which were 
operating under unified direction and control). 
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On the other hand, the IASC introduced a further test to the effect that majority-
owned firms which were not controlled should also be included in a consolidation. 
This was utterly inconsistent with attempts to report on an 'economic entity'. 

The outcome of the IASCs deliberations about the appropriate area of consolidation 
was a set of rules which accommodated the major points of difference that arose 
between the disclosure rules and accounting standards of different nations. At the 
same time, the rules were not consistent with any of the major claims that have been 
made (in the English-language literature) about the objectives of consolidated 
reporting. 

The Use of Equity Accounting 
The IASCs exposure draft was titled 'Consolidated Financial Statements and the 
Equity Method of Accounting'. IAS3 bore the briefer title, 'Consolidated Financial 
Statements'. The issues surrounding the use of equity accounting were de-emphasized. 
Why? 

It may be helpful to trace the lines of argument from the AISG's report through to 
the published standard, and to relate these to the views which appear to hold sway in 
the accounting standards of several nations. 

The AISG claimed that 'the equity method is not a valid substitute for 
consolidation' (para. 73). How the AISG managed to reach this conclusion is not at all 
clear. Possibly the Study Group merely assumed that consolidated statements were 
more useful presentations than parent company statements which incorporated the 
product of equity accounting calculations (and which were unaccompanied by any 
supplementary schedules relating to the affairs of subsidiaries). 

Had the AISG examined the history of the use of consolidated statements it may 
have been less hasty in making such an assumption. This history indicates that the 
choice of consolidated reporting was largely a response to the inadequacies of cost-
based valuation of inter-corporate investments and dividend-based recognition of 
revenues derived from those investments. Consolidated statements were introduced 
into North American, and later British accounting practice, at a time when the 
recording of 'unrealized' gains was often regarded as unacceptable — so that equity 
accounting was not a suitable method of handling inter-corporate investments. 

The AISG's claim that 'equity accounting is not a valid substitute for consolidation' 
may be supportable — but only in terms of specific assumptions about what either 
procedure is intended to achieve. For example, if consolidated statements were 
intended to overcome the deficiencies of conventional methods of handling inter-
corporate investments so as to obtain a 'better' impression of a parent's overall 
earnings, then equity accounting would seem to be a perfectly adequate substitute for 
consolidated reporting. Presumably the AISG assumed that consolidated statements 
were intended to provide something other than an indication of parent company 
income; unfortunately the Study Group neglected to spell out its assumptions or to 
provide an outline of how it evaluated the relative merits of the two procedures. 

The seriousness of these omissions is apparent when one notes that equity 
accounting is no longer widely regarded as taboo. Equity procedures have been (and 
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still are) expressly banned in some jurisdictions — for example, by German 
corporation laws and in terms of U.S. public utilities legislation. Otherwise the lack of 
attention afforded equity accounting until recently seems to be the product of differing 
factors in different countries. In the U.K., equity accounting was regarded as a 
substitute for consolidated statements by some observers in the 1920s; but when the 
1948 Companies Act specified a variety of methods for reporting on the affairs of 
holding companies, equity accounting was not included. It seems that equity 
accounting slipped jnto disuse. In the U.S., equity accounting has had a longer history. 
For example, texts by Finney (1922) [19], Newlove (1926 and 1948) [35, 36], Lewis 
(1942) [32], Noble et ai (1941) [38], and Mason (1942) [33] all alluded to equity 
accounting. Newlove, and Noble et ai provided alternative illustrations of 
consolidation procedures, depending upon whether the parent valued investments in 
subsidiaries by the net cost or the equity method. Finney provided forthright support 
for equity accounting, which he described as the 'approved method'. But consolidated 
statements rapidly became the customary medium for corporate reporting by 
American companies — and these statements typically were unaccompanied by the 
reports of parent companies. Consequently the adoption of net cost or equity methods 
did not affect reported balance sheet or income statement figures. The acceptance or 
rejection of equity accounting became a non-issue. 

In view of the fact that in both the U.S. and the U.K. the use of equity accounting 
took second place to the use of consolidated statements, it is something of a paradox 
that interest in equity accounting was revived by efforts to avoid anomalies arising 
from the application of consolidation accounting. The American Institute's 
Accounting Research Bulletin 51 [2] stated that equity accounting was the 'preferable 
method' for handling unconsolidated subsidiaries. Subsequently the Accounting 
Principles Board expressed its support more strongly, asserting that equity methods 
should be used for all unconsolidated domestic subsidiaries (APB 10, [3]). Evidently 
this ruling proved to be inadequate, for the Board later extended the application of 
equity methods to investments in associated companies and joint ventures (APB 18, 
[4]). 

In 1971 the British profession similarly approved the use of equity methods for the 
treatment of investments in unconsolidated subsidiaries and associated companies 
(ICAEW [23]) — a move which in some respects was a retreat from the widely held 
British view that 'unrealized gains' should not be regarded as revenues. In Australia, 
support for the use of equity methods can be directly linked with a concern about 
manipulations of consolidated data. During the late 1960s the Australian financial 
press gave some prominence to the practice of 'de-consolidation' whereby small 
parcels of shares changed hands in order to ensure or avoid an investee-firm being 
deemed a 'subsidiary' in terms of the statutory rules in force at that time. The 
Australian Society of Accountants' concern at this practice led eventually to the 
preparation of draft rules involving the use of equity methods for 'controlled' (but not 
majority-owned) subsidiaries and also for associated companies. (See ASA [8, 9, 10]; 
ASA and ICAA [11].) 

Support for the use of equity accounting was also extended by accounting 
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associations in Canada (1972) [14] and New Zealand (1974) [37]; these statements 
seemed to have been based on statements previously issued in the U.S. and U.K. 
respectively. 

Now the fact that equity accounting has become a feature of national accounting 
standards might suggest that the process of achieving 'international harmonization' 
would be a straightforward and uncomplicated process. However, on analysis, it is 
apparent that the basis of the support for equity accounting is substantially different in 
different countries. 

In the U.S. the application of equity methods to the reports of parent companies 
was a 'non-issue' since consolidated statements are the primary method of reporting 
and typically are unaccompanied by the separate reports of parent companies. (APB 
18 did extend the application of equity methods to parent statements, but only when 
these were 'prepared for issuance to stockholders as the financial statements of the 
primary reporting entity'.) In Australia, a 1973 exposure draft provided for equity 
methods to be used to record investments in subsidiaries and associated companies in 
both consolidated statements and the published statements of'the investor company 
as a legal entity'. In the U.K. and New Zealand, equity methods were only to be used 
in consolidated statements (or if another form of 'group accounts' was prepared, in 
supplementary reports); the use of equity methods to record the undistributed profits 
of investee companies was said to be 'in breach of the principle that credit should not 
be taken for investment income until it is received or receivable'. 

The fact that different national standards embody such different approaches to a 
single issue underlines the potential of comparative studies as a means of focusing on 
unresolved issues in accounting. Unfortunately the IASC avoided such matters. It 
seems that in trying to reach a consensus the IASC was concerned to emphasize 
points of agreement rather than points at issue. Thus, IAS3 asserted that equity 
methods should be used in consolidated statements. On that, at least, there was 
'agreement'. But should equity methods be used in parent company statements? Such 
an application of equity accounting was favoured by the Australian profession, 
opposed in the U.K. and New Zealand (and also in Germany) and seems to have 
been met with indifference in the U.S.A. and Canada. IAS3 made no reference to this 
issue. 

Compromise by Committee 

The IASC issued some comments on the difference between the exposure draft and 
the final text of IAS3. It reported that 'a large volume of comments was received in 
response to the exposure draft' and that 'every comment was examined in detail and 
wherever practicable changes were made to incorporate in IAS3 the substance of these 
comments' ([7], p. 45, emphasis added). 

Wherever practicable? It appears that the IASC wanted to accommodate every 
view, regardless of whether those views were consistent or not with a particular 
analytical framework. Indeed the IAS3 rules on the ambit of consolidation appear to 
reflect the outcome of such a strategy, for these rules are not consistent with any of 
the commonly-outlined rationales for consolidated reporting. 
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Presumably the proposals which the IASC would deem 'impracticable' to adopt 
were those which conflicted with other proposals. The manner in which IAS3 avoided 
discussing the relatively contentious issue of the use of equity accounting by parent 
companies is consistent with such a notion of 'impracticability'. 

Conclusion 

Three main conclusions emerge. 
First, IAS3 has serious technical deficiencies. The rationale for the use of 

consolidated reporting in IAS3 constitutes little more than a series of vague 
generalizations. The 'argument' is illogical, inconsistent, and lacks supporting analysis 
or evidence. 

Second, the content of IAS3 seems to have been determined by a process aimed at 
achieving agreement; theoretical considerations appear to have been afforded little 
attention. This indicates that the manner in which committees deliberate on technical 
issues may be a significant influence on the content of accounting standards. One 
reservation about the generality of these findings may be that the IASC is not typical 
of rule-making committees. IASC members appear to have 'agreed to agree'. Members 
of other rule-making bodies may be less inhibited. 

Third, the process used to achieve agreement in IAS3 suggests that the IASC is not 
meeting its stated objectives of formulating and publishing 'basic standards' (IASC, 
[25]) or of concentrating on 'essentials' (IASC [30]). 'Agreement' on procedures in 
IAS3 was accomplished by ignoring the conflict between the rationale underlying this 
or that national standard. Instead, the IASC catalogued those technical procedures on 
which representatives of different national accounting bodies could agree. This plan of 
action may seem to be diplomatic. It may encourage the view that progress is being 
made in resolving disputes in accounting. But it may also have deleterious effects. The 
rules which emerge may add to the difficulty of unravelling inconsistent lines of 
argument about the aims of specific accounting techniques — and hence foster 
confusion in the practice of accounting in different countries. 

Dale Gerboth borrowed from the literature on policy-making to suggest that the 
APB's process of formulating accounting standards could be looked upon as a rational 
and useful task of 'muddling through' (Gerboth [21]). One wonders whether the 
IASC could be said to be 'muddling through'. 

Or just plain muddling. 
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SEGMENTAL REPORTING 

C H A P T E R 1 3 

Segment reporting and the EEC 
multinationals* 
S. J. Gray 

An integral part of the evolution of large companies has been the 
diverse nature of their business and geographical activities. It is this 
diversity which has raised the question of whether a more comprehen-
sive form of accountability and disclosure is to be desired. In this 
regard, the potential of segment reporting as an appropriate form of 
disclosure seems to have achieved some recognition, both at the 
national and international level.

1
 But there is a major difficulty with 

many of the requirements which have been introduced. The criteria 
by which to identify the segments to be reported upon are not always 
well specified, with lack of disclosure a possible consequence.

2
 The 

nature of this problem has been recognized in the United States, 
where the Financial Accounting Standards Board (FASB) has recently 
issued a standard which provides a detailed framework for disclosure, 
incorporating a set of quantitative significance criteria for the purpose 
of identifying reportable segments.

3
 While the efficacy of these re-

* Lecturer, Univers i ty of Lancaster. I wish to express my grat i tude to Professor 
Edward S tamp and the Internat ional Centre for Research in Accounting, Univers i ty of 
Lancaster, for providing the financial support for th i s study. [Accepted for publication 
Augus t 1977.] 

1
 Some examples are: Canada f 1976 Bus iness Corporations Act); France Ί 9 6 6 , 1967 

Companies Acts); South Africa (1973 Companies Act); Uni ted Kingdom (1967 Companies 
Act); Uni ted Sta tes (1970 Securi t ies and Exchange Commiss ion , 1976 Financial Account-
ing Standards Board); EEC (1974, 1976 Proposals); OECD (1976 Guide l ines for Mult ina-
t ionals) . 

2
 See , for example , Uni ted Kingdom Department of Trade, Aims and Scope of 

Company Reports (June 1976): para. 12(c). Also see C. R. Emmanue l and S. J. Gray, 
"Segmental Disc losures and the Segment Identification Problem," Accounting and 

Business Research (Witner 1977). 
3
 Financial Account ing Standards Board, Financial Reporting for Segments of a 

Business Enterprise (December 1976). 

* This article is reprinted, with permission, from Journal of Accounting Research (Autumn 
1978) pp 242-253 



quirements may be open to doubt,
4
 they could well indicate the scope 

for developments in other countries should the need for such a 
regulatory framework be perceived to exist. 

It is against this background that this paper will examine the 
situation in the EEC context, with special reference to disclosure by 
its multinational companies. The EEC is of interest because of its 
economic significance and because there is some concern to standard-
ize and develop disclosure requirements as a necessary part of the 
process of economic integration. To what extent, then, are segment 
reports provided in practice? Are there differences in disclosure be-
tween companies based in different countries in the EEC, and if so, 
how can this situation be explained? Answers to these questions may 
help determine whether there is a case for a more comprehensive set 
of rules such as those currently prevailing in the United States. 

1. The Extent of Disclosure: A Comparative Analysis 

A survey was made of the segment-reporting practices of the 100 
largest industrial multinational companies based in the EEC, and 
listed on stock exchanges, in 1973. The companies were selected on the 
basis of sales turnover as reported in Fortune (September 1973) and 
comprised forty-five companies based in the United Kingdom, twenty-
three in the Federal Republic of Germany, twenty in France, four each 
in Italy and the Netherlands, three in Belgium, and one in Luxem-
bourg. All of these companies were operating in two or more countries. 

The data base of the survey was provided by the 1972/73 Annual 
Reports and Accounts of the companies concerned, which were col-
lected in 1973/74, with a cut-off date of July 1, 1974 and then analyzed 
during 1974/75 as part of a project to assess the full range of disclosure 
practices by EEC companies.

:>
 The Annual Reports used were primar-

ily the English-language versions, provided that they were una-
bridged. Also included, however, were some original French and 
German versions. The bias toward the English versions of Annual 
Reports by continental EEC companies tended to have the effect of 
focusing on the international investor user, but this is consistent with 
the international scope of the EEC situation. 

The survey results revealed that 95 percent of the largest 100 EEC 
multinationals provided segment reports of one kind or another. 
Table 1 shows that while sales, profits, production, and assets analyses 
were provided by quite a few companies, only in the case of sales 
analyses was disclosure provided by a majority of companies. 

4
 See C. R. E m m a n u e l and S. J . G r a y , " C o r p o r a t e Divers i f i ca t ion a n d S e g m e n t a l 

Disc losure R e q u i r e m e n t s in t h e U . S . A . ; ' Journal of Business Finance and Accounting 
( A u t u m n / W i n t e r 1977). 

' See S . J . G r a y , " C o m p a n y F i n a n c i a l R e p o r t i n g S t a n d a r d s and t h e E u r o p e a n 
C o m m u n i t y " ( P h . D . d i s s . , U n i v e r s i t y of L a n c a s t e r , 1975). 
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These results lead to the question of whether there are statistically 
significant differences in disclosure between companies in the EEC, 
both at the general level of a particular type of analysis (i.e., sales, 
profits) and with respect to the dimensions of both business (product 
or industry) and geographical activity. In attempting a statistical 
comparison, I decided to group together all of the fifty-five continental 
EEC companies. While I recognize that the continental companies do 
not necessarily form a homogeneous group, they do seem to provide a 
contrast with the forty-five United Kingdom companies. Such a 
grouping may also be supported by the argument that the U.K. equity 
market is more efficient than the continental national equity markets. 
As a consequence, it can be hypothesized that there is likely to be 
significantly greater disclosure by U.K. companies. Barrett has shown 
in a recent international survey that the extent of overall disclosure, 
including segment reports, does tend to be correlated with national 
equity market efficiency.

6
 What, then, is the situation with respect to 

this survey of a large sample of EEC companies on the specific issue of 
segment reports? 

Table 2 sets out the detailed results of the survey with respect to 
analyses of sales, profits, production, and assets provided by the U.K. 
and continental groups of companies. 

A statistical analysis of this data does provide some support for the 
hypothesis that the extent of disclosure is related to national equity 
market efficiency— but only to a degree. The analysis was performed 
using the Chi-square (one-tailed) test

7
 to assess the significance of 

differences between the U.K. and continental groups of companies for 
each type of segmental analysis provided. This seemed to allow a more 
sensitive and detailed analysis of the situation, in contrast to the 
weighted-index approach used by Barrett. The results are set out in 
table 3. Capital expenditure analyses are excluded because of the very 
low level of disclosure. As can be seen, there are statistically signifi-
cant differences in five cases, but not for (1) sales analyses in general 
(i.e., either by business or geographical activity), (2) business analyses 
of sales, and (3) assets analyses. In the five cases where there were 
differences, the U.K. companies exhibited a greater extent of disclo-
sure, except for production analyses, where the situation was reversed. 

While the differences in the extent of disclosure between U.K. and 
continental EEC companies need to be examined, tables 1 and 2 
suggest that the overall extent of disclosure may require some expla-
nation as well. For only with respect to segmental analyses of sales 
did a majority of the 100 largest EEC multinationals provide disclo-
sures. This ranged from a 92-percent disclosure level with respect to 

β
 M. Edgar Barrett , F inancia l Reporting Practices: Disclosure and Comprehensive-

ness in an International Set t ing ," Journal of Accounting Research 'Spring 1976): 10-26. 
7
 For detai ls , see S idney S iege l , Nonparametric Statistics for Behavioral Sciences 

(New York: McGraw-Hil l , 1956), pp. 104-11 

197 



T A B L E 2 
Segmental Disclosures: Comparative Analysis of Disclosure by United Kingdom and 

Continental EEC Companies 

— C o m p a n i e s 
Disclosure ~ 
Practice — 

United 
Kingdom 
(n = 45) 

Continental 
m = 55) 

Total 
Companies 
in = 100) 

Al. S a l e s A n a l y s e s (either bus iness or Yes 44 48 92 

geographical act ivity) No 1 7 8 

A2. Sa le s -Bus ines s A n a l y s e s Yes 39 42 81 

No 6 

C
O

 19 

A3. Sales-Geographical A n a l y s e s Yes 42 39 81 

No 

C
O

 16 19 

Bl. Profits A n a l y s e s (either bus iness or Yes 41 8 49 

geographical activity) No 4 47 51 

B2. Prof i ts -Business A n a l y s e s Yes 35 7 42 

No 10 48 58 

B3. Profits-Geographical A n a l y s e s . . . . Yes 34 2 36 

No 11 53 64 

C. Production A n a l y s e s (by volume) . . Yes 3 25 28 

No 42 30 72 

D. A s s e t s A n a l y s e s Yes 11 15 26 

No 34 40 74 

sales analyses by either business or geographical activity, to an 81-
percent level in the case of both business and geographical analyses 
when separately assessed. However, segmental analyses of profits (49 
percent), production (28 percent), assets (26 percent), and capital 
expenditure (7 percent) all fell below 50 percent. 

To what degree can the overall extent of segment reporting, together 
with differences in disclosure between U.K. and continental EEC 
companies, be explained? Explanatory variables which appear worthy 
of some consideration can be included under the headings of the 
managerial environment, the legal and political environment, the 
professional environment, and the stock market and investment 
environment. 

2 . The Managerial Environment 

This is composed of (1) the strategic aspects of managerial behavior 
and the organization structures which are the outcome of this process 
and (2) the cost and competition aspects of managerial behavior. 

2.1 CORPORATE STRATEGY A N D ORGANIZATION STRUCTURE 

The overall lack of segmental disclosures could be explained by the 
absence of a major diversification strategy on the part of corporate 
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T A B L E 3 

Results of Chi-square Tests {One-Tailed) for the Significance of Differences between 

U. K. and Continental Companies 

Segmental Disclosures Practices χ
2
 Statistic 

AI. Sa les ana lyses (either bus iness or geographical act ivity) 2.42 

A2. Sa le s -bus iness ana lyse s 1.10 

A3. Sales-geographical ana lyse s 6.69** 

Bl. Profits ana lyses (either bus iness or geographical act ivi ty) 55.04*** 

B2. Prof i ts -business a n a l y s e s 40.36*** 

B3. Profits-geographical a n a l y s e s 52.48*** 

C. Production ana lyses (by volume) 16.60*** 

D. Asse t s ana lyses 0-01 

** Significant difference at the 0.05 level. 
*** Significant difference at the 0.01 level. 

management. From a study of additional information provided in the 
company reports of the sample companies, it seems that eight conti-
nental EEC companies and one U.K. company were concentrated in a 
single basic industry (e.g., steel, automobiles).

8
 While this could 

explain the lack of disclosure, it can only account for part of it here 
and a small part at that in all cases except sales analyses. As far as 
the comparative statistical analysis is concerned, the nine companies 
identified would, if excluded, have no effect on the differences evident 
from the results already reported. Moreover, all of the sample compa-
nies were multiproduct in operation, and it could be argued that 
different products may well have different markets within an industry 
which could be identified for disclosure purposes. With regard to the 
geographical dimension, all of Jie companies operated multination-
ally, judging from additional information provided about the activities 
of subsidiaries. Hence there seems to be no immediate explanation of 
the lack of geographical analyses. 

Of course, the mere existence of a diversification strategy covering 
different business and geographical activities does not mean that 
disclosure is desirable or feasible. This depends on the company's 
situation as well as on management 's perceptions of the advantages 
and disadvantages of disclosure. A major problem in this regard 
concerns the nature of the organization structure of the companies 
concerned. In the case of a company which is integrated or highly 
coordinated for economic reasons, the relevance of segmental disclo-
sures must be questioned. Thus, a prerequisite to meaningful segment 
reporting is an organization structure which reflects a degree of 
decentralization sufficient to recognize business or geographical seg-

8
 T h i s obse rva t i on t e n d s to conf i rm t h e view t h a t l a r g e U . K . c o m p a n i e s h a v e adopted 

a more a g g r e s s i v e d ive rs i f i ca t ion s t r a t e g y t h a n t h e i r c o n t i n e n t a l c o u n t e r p a r t s . See 
G a r e t h P. D y a s and H e i n z T. T h a n h e i s e r . The Emerging European Enterprise: Strategy 
end Structure in French and German Industry (New York . M a c m i l l a n , 1976); a n d 
L a w r e n c e G. F r a n k o , The European Multinationals (New York: H a r p e r & Row, 1976). 
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T A B L E 4 
Segmental Disclosures: Intragroup Sales as a Percentage of Total Sales 

<b°/c 5-10% 11-25% >25% Total Companies Disclos-
ing Sales Data 

8 (38%) 4 (19%) 8 (38%) 1 (5%) 21 (100%) 

merits.
9
 Such a structure would also be useful from a feasibility 

standpoint, since the information required will be readily available at 
no extra cost of processing by the company. Note also that just as the 
nature of the organization structure will differ between companies, so 
will the nature and extent of the information produced internally and 
hence potentially available for disclosure. Any regulatory framework 
should be sufficiently flexible to accommodate such a situation. 

The extent to which the EEC multinationals used in the sample are 
in fact integrated or coordinated is difficult to ascertain from their 
company reports. But some indication is given by the minority of 
companies that disclose the value of their intragroup sales. Only 
twenty-one companies provided this information; but as can be seen 
from table 4, eight companies had intragroup sales of between 11-25 
percent of total sales, and a single company had intragroup sales of 
more than 25 percent. 

Without additional information about the extent of sales between 
the various units making up a group, it is, of course, difficult to make 
an assessment of the degree of integration or coordination; quite apart 
from the fact that the situation with respect to the majority of 
companies is unknown. But from the evidence given, it seems that 
while total intragroup trade is often significant, it is not significant 
enough to prevent the provision of segment reports of one kind or 
other by these twenty-one disclosing companies. Whether those com-
panies which do not provide segmental disclosures can justify their 
policy by the existence of a higher proportion of internal trade remains 
to be seen. 

2.2 COST AND COMPETITION ASPECTS 

An important disadvantage which might lead to the lack of disclo-
sure relates to the increased competition which can result from 
segmental disclosures revealing those parts of the business with 
desirable profit prospects, whether they be industrially or geographi-
cally based. Such a view is likely to be common across all the EEC 
countries, though it has been suggested that the tendency to be 
secretive about business affairs is more pronounced in the continental 

;
' C. R. E m m a n u e l and S. J G r a y , T h e S e g m e n t R e p o r t i n g Issue: A n a l y s i s and 

P r o p o s a l " ' P a p e r p r e sen t ed to t he Workshop on A ccoun t i ng in a C h a n g i n g Social and 
Pol i t ica l E n v i r o n m e n t , E u r o p e a n i n s t i t u t e for A d v a n c e d S t u d i e s in M a n a g e m e n t , 
Oxford, Apri l 1977 > 
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EEC countries than it is in the U.K.
10
 If this in fact is a prevalent 

attitude, then there is unlikely to be any change in this situation 
without some regulatory stimulus affecting all companies in the EEC. 

Another more tangible cost is that of preparing and providing the 
segment reports, and it may be that management is in many cases 
unconvinced that the benefits outweigh the costs. The benefits are 
after all largely intangible, given our present state of knowledge, 
though they are persuasive. Some exploratory empirical work done in 
the United States by Kinney and Collins suggests that the forecasting 
performance of investors may be improved.

11
 A more efficient alloca-

tion of financial resources could thus be promoted by the provision of 
segment data. Of course, these arguments may not be sufficient for 
managers who are concerned with the maintenance of their company's 
relative competitive position, though the company's capacity to raise 
finance may be directly affected by the quality of disclosure in 
developed national equity markets, such as in the United Kingdom. 

3. The Legal and Political Environment 

An important factor which may explain the differences in disclosure 
between U.K. and continental EEC companies is that of legal regula-
tion. Only in the U.K.

12
 and France

13
 are there currently any require-

ments to provide segmental analyses, but these are restricted to 
business analyses of sales turnover in France and sales turnover and 
profits (before tax) in the U.K. The geographical dimension is not 
incorporated. Moreover, the French requirement relates only to large 
companies and necessitates disclosure in an official bulletin, the 
Bulletin des Annonces Légales Obligatoires, ra ther than in the com-
pany report itself. This legal situation seems to account for the 
differences with respect to business analyses of profits and, moreover, 
provides a partial explanation of why no differences exist with respect 
to business analyses of sales. But it does not account for differences in 
the disclosure of geographical or production analyses. A factor which 
may explain the lack of disclosure by some U.K. companies, in spite of 
the law and in addition to those managerial factors already discussed, 
is that the criteria to be used to identify segments are not well 
specified. As a consequence, managerial discretion reigns and, with 
it, the potential for a lack of disclosure. 

10
 See , for example , Peter R e a d m a n et al . , The European Money Puzzle (London: 

Michael Joseph, 1973). 
11
 Wi l l iam R. Kinney , Jr . , "Predict ing Earnings: Ent i ty versus Sub-Ent i ty Data," 

Journal of Accounting Research (Spring 1971): 127-37; and Danie l W. Col l ins , "Predict-
ing Earnings with Sub-Ent i ty Data: Some Further Evidence," Journal of Accounting 
Research (Spring 1976): 163-77. 

12
 Companies Act (1976): sec. 17. 

13
 Law on Commercial Companies (July 24, 1966); Decree on Commercial Companies 

(March 23, 1967). 
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While legal requirements at the national level are limited, there 
are some interesting developments at the international level of the 
EEC and OECD. At the EEC level, segmental disclosure requirements 
have been incorporated into the European Commission's Fourth and 
Seventh Directive Proposals on Annual Accounts and Group Accounts 
respectively.

14
 The motivation for this legal activity, which has yet to 

be approved, is to standardize and improve disclosure requirements in 
the EEC in a way which will promote the integration of its constituent 
economies through the encouragement of competition and the free 
flow of resources to their most efficient uses. This is an ideal, but it 
does provide a rationale for segment reporting in an international 
context. Hovever, an important difficulty with the EEC proposals, as 
with the national requirements, is that segment identification criteria 
are lacking, so that the stimulus to make disclosure is likely to be 
muted. As regards content, the proposals do go further than national 
law in that turnover and profits analyses are to be provided by both 
business and geographical activity. But a further difficulty is the 
vague specification of content with reference to profit results. Exactly 
which measure of profit to use (e.g., profit contribution, trading profit, 
profit before tax) is at the discretion of management. 

Developments at the OECD level provide further support for the 
disclosure of segmental analyses, but in this case, the rationale seems 
to be that of promoting the control of multinational companies by 
making them more accountable for their activities.

1 Γ)
 Disclosure guide-

lines are provided which include the provision of geographical analyses 
of sales and profit results together with business analyses of sales only. 
An additional item to be disclosed is that of "significant new capital 
investment" by both business and geography. Further, the policies 
followed with respect to transfer pricing are to be disclosed. This is 
important because it is well known that transfer prices may be manip-
ulated for taxation or commercial reasons. But without information on 
the extent of intersegment trade, it is still not possible to assess the 
impact of transfer-pricing policy. 

4. The Professional Environment 

The absence of significant professional activity in the EEC in the area 
of segment reporting is another factor which may explain the overall 
lack of disclosure. There is no evident stimulus at the level of profes-
sional standards. There is, however, some perception, at least in the 

14
 C o m m i s s i o n of t h e E u r o p e a n C o m m u n i t i e s , B rus se l s , Amended Proposal for a 

Fourth Council Directive for Coordination of Motional legislation regarding the Annual 
Accounts of Limited Liability Companies ( F e b r u a r y 21, 1974), a n d Proposal for a Seventh 
Directive Concerning Group Accounts (May 4, 1976). 

1
 ' O r g a n i s a t i o n for Economic Coopera t ion and D e v e l o p m e n t . International Investment 

and Multinational Enterprises (Pa r i s , 1976». 
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United Kingdom, that a problem may exist and that professional action 
is desirable. For example, a 1975 discussion paper entitled The Corpo-
rate Report stated that there was a need to improve the implementation 
of the 1967 Companies Act,

16
 but it also argued that it was necessary to 

recognize the difficulties of imposing a set of comprehensive require-
ments on companies. The profession is now in the process of developing 
an accounting standard on the subject.

17 

5. The Stock Market and Investment Environment 

Finally, the differences in disclosure with respect to geographical 
analyses between U.K. and continental EEC companies may be because 
of stock market requirements. Only in the U.K. does the Stock Ex-
change authority require disclosure of geographical analyses of sales 
turnover and trading profits.

18
 These are additional to the requirements 

of the 1967 Companies Act but are consistent with current proposals at 
the EEC level. 

However, the requirements are couched in such general terms as to 
provide considerable scope for managerial discretion. This is not to say 
that a better alternative is readily available. But it may explain the 
failure of some companies to provide analyses with particular reference 
to profits, despite the fact that all of the U.K. companies surveyed had 
subsidiary operations in other countries. 

While there is significantly less disclosure of geographical analyses 
by continental EEC companies, a considerable proportion (71 percent) 
do provide geographical analyses of sales. Moreover, with respect to 
business analyses of sales, there is no statistically significant difference. 
In the stock market context, a partial explanation may be found in the 
fact that in France, the Commission des Operations de Bourse (COB) 
recommends the disclosure of both business and geographical analyses 
of sales. 

Another relevant factor which relates to the investment environment 
in general is the influence of financial analysts on disclosure. The 
European Federation of Financial Analysts Societies, for example, 
indicated the desirability of segment reports as long ago as 1963.

19
 They 

have continuously pressed for such disclosures, and it may be that those 
companies and/or countries which are more perceptive to the needs of 
investors have responded to this to some extent. It is, of course, easy for 
financial analysts to request information when they do not bear the 

16
 Account ing Standards (Steering) Commit tee , The Corporate Report (July 1975). 

17
 Note the study by Coopers & Lybrand, "Analysed Reporting" (Research paper 

prepared for the Research Commit tee of the Inst i tute of Chartered Accountants in 
England and Wales , 1977). 

18
 Federation of Stock E x c h a n g e s in Great Britain and Ireland, Admission of 

Securities to Listing (as amended) , para, 9(6) and n. 29. 
IS
* European Federation of Financia l Ana lys t s Societ ies , Proceedings of the Second 

Congress (Cambridge, Ju ly 1963). 
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cost. But at the same time, their interests as major consumers of 
information in developed equity markets such as the United Kingdom 
presumably cannot be ignored. Even if the information is used only 
occasionally, there is no less justification for providing it than that 
underlying the mass of data which is disclosed already. In less developed 
equity markets such as France and Germany, the interests of financial 
analysts are of much less significance as there are other more important 
sources of finance, such as the banks, outside the equity market .

20
 This 

seems to provide some explanation of the current disclosure situation at 
the national level, but does not necessarily justify it from the standpoint 
of the investor who is concerned with diversifying internationally across 
the EEC countries. 

6. Summary and Conclusions 

The results of this empirical study of segmental disclosure practices 
by EEC multinational companies in 1972-73 suggest that the overall 
level of disclosure is low apart from sales analyses. Statistically signifi-
cant differences also existed in the extent of disclosure between U.K. 
and continental EEC companies, with U.K. companies exhibiting a 
greater disclosure of business analyses of profits and geographical 
analyses of sales and profits. However, there were no significant 
differences found with respect to business analyses of sales and assets 
analyses. Moreover, continental EEC companies exhibited a signifi-
cantly greater disclosure of production analyses. 

These findings provide some support for the hypothesis that the 
extent of financial disclosure is correlated with the efficiency of national 
equity markets; that is, United Kingdom disclosure is greater than that 
prevailing in the continental EEC countries. However, this is not 
always the case, the most noteworthy exception being the disclosure of 
production analyses. The latter may be an indication of a more produc-
tion-oriented philosophy, in contrast to the usual financial orientation 
of countries with developed and relatively efficient equity markets. 

A number of factors can provide some explanation of the overall 
extent of segmental disclosures and of the differences existing between 
U.K. and continental EEC companies. These can be grouped under the 
headings of managerial, legal and political, professional, and stock 
market and investment environments. 

The most important explanatory variables seem to be those relating 
to (1) the structure of the company with respect to the extent of its 
economic integration and managerial coordination, and (2) the differ-
ential stimulus to disclosure provided by the regulatory environment of 
legal, professional, and stock market requirements. The impact of the 

20
 See , for example , J. M. S a m u e l s , R. Ε. V. Groves, and C. S. Goddard, Company 

Finance in Europe (London: Inst i tute of Chartered Accountants in England and Wales, 
1975). 
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former variable is difficult to assess from company reports, and further 
research into this aspect would seem useful to determine the feasibility 
of disclosure. With regard to the impact of the latter variable, there is 
little doubt about the unsatisfactory nature of existing disclosure 
requirements, such as they are. The critical problem is that of defining 
appropriate criteria for the identification of reportable segments. This 
is a difficulty which is currently thwarting the development of segment 
reporting in the EEC, given that a case for providing such information 
is perceived to exist by some of the rule-making bodies concerned. 

Whether a detailed regulatory framework for segment reporting, 
such as that established in the United States, is to be desired warrants 
further investigation. But any proposed formulation should include a 
careful consideration of company structure, the identification issue, and 
the differing emphases on disclosure currently prevailing in the EEC 
context. 
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C H A P T E R 14 

Segmental disclosures by multlbusiness 
multinational companies: a proposal 
C. R. Emmanuel and S. J. Gray 

Introduction 

The Companies Act, 1 9 6 7
1
 requires U K companies 

to disclose the turnover and profit (before tax) of the 
substantially different classes of business in which 
they are engaged. The Stock Exchange Listing 
Agreement

2
 also requires a geographical analysis of 

turnover and profit before tax. These disclosure 
requirements are supported by the E E C

3
 and the 

O E C D .
4
 However, none of these documents defines 

a segment and, in the case of the British legislation, 
this task is delegared to the directors of the companies 
concerned. 

This paper attempts to indicate the deficiencies of 
the current segmental disclosure requirements in the 
U K and refers to empirical evidence which reveals 
the wide variety of practices presently being followed. 
The alternative bases of identifying segments are 
examined and, finally, a proposal to promote the 
recognition of reportable segments is made. At this 
stage, the primary concern of the research is related 
to the feasibility of identifying reportable segments 
and not with the information content of the dis-
closure requirements. This latter aspect would seem 
to be of secondary importance whilst companies are 
in a position to consciously or inadvertently manipu-
late the means of identifying segments in order to 
avoid or minimise disclosure. 

x
The Companies Act 1967. Section 17 relates to disclosure 

of turnover and profit by class of business. Section 20 
relates to disclosure of exports in terms of turnover. 

2
Stock Exchange Listing Agreement - Companies. Para-

graph 9 (b) requires a geographical analysis of turnover and 
profit (before tax). 

C o m m i s s i o n of the European Communi t ies , Proposal for 
a Fourth Council Directive for Coordination of National 
Legislation regarding the Annual Accounts of Limited 
Liability Companies (Brussels, 1974) Article 40; Proposal 
for a Seventh Directive concerning Group Accounts (Brussels, 
1976) Article 20. 

Organ i sa t ion for Economic Co-operation and Develop-
ment , International Investment and Multinational Enter-
prises (Paris, 1976) pp . 14-15. 

The need for segmental d isc losure 

Several empirical studies of user needs support the 
disclosure of financial information by segments. A 
sample of financial analysts, commercial bankers and 
government agencies in the U S A

5
 indicated that 

there was an important need for information about 
the operating results of major segments of diversified 
companies. In particular the sales and contributions 
to company profit are wanted so as to forecast 
consolidated profits, and are also needed to appraise 
the success of the management of the company. A 
later study

6
 found that financial analysts attempted 

to disaggregate consolidated information even when 
they felt that the information available was less than 
was needed to perform the task adequately. British 
studies

7
 have also found that certain groups of 

external users (viz. financial analysts, bankers) regard 
the provision of effective segmental disclosure as 
being of prime importance. More recently, The 
Corporate Report

91
 has approved the concept of 

disaggregation and has drawn attention to the need 
for a generally applicable and practical basis for 
disaggregation. This has been supported by the 
Department of Trade in its recent Green Paper The 
Future of Company Reports where it is stated that the 
existing legal requirement 'has not worked well 
because it leaves too much to the discretion of 

5
Backer, M . B. and McFar land , W. B., External Reporting 

for Segments of a Business (New York: N A A , 1968) pp . 6-14. 
6
M a u t z , R. K. , Financial Reporting by Diversified Com-

panies (New York: Financial Executives Research Founda-
tion, 1968) chapter IV. 

7
Peasnell , Κ. V., The Fundamental Nature and Purposes 

of Published Accounts of Companies, with particular reference 
to the needs of users and potential users, unpublished P h . D . 
thesis (University of Lancaster , 1975) Appendix 1, Table 4 
and Nicholson, J., ' W h y Annual Reports Misfire' , Manage-
ment Today, December , 1971. 

a c c o u n t i n g Standards Commit tee , The Corporate Report 
London , 1975) paragraph 6.51. 

* This article is repr inted, with permission, from Accounting and Business Research (Summer , 1978) pp 
169-177 



directors and as a result the information disclosed 
has been of only limited value'.

9 

The need for information on a segmental basis by a 
large section of the external users of annual accounts 
would appear to be significant. Financial analysts need 
separate sales and profit figures for segments in order 
to understand the business, to make forecasts of 
consolidated profit and to appraise management's 
diversification strategy. The primary characteristic 
which makes a segment significant to investors and 
creditors is homogeneity in the effect of economic 
conditions on earnings.

10
 This implies that reportable 

segments should have differing rates of profitability, 
growth and risk over time. Thus activities should be 
grouped together if their earnings respond to changes 
in economic conditions in the same way. 

Alternative bases for identifying 
segments 
Several bases are available for identifying segments. 
The company may be segmented in terms of the 
industries in which it operates, the product lines or 
services offered, the markets served, or the geographi-
cal areas in which it is involved. Alternatively the 
segments may be identified in accordance with the 
organisation structure of the enterprise such as by 
division, department, branch or subsidiary. We will 
examine each of these alternatives and will introduce 
empirical evidence

11
 from our earlier research to 

assess whether they are feasible in the light of 
present-day UK disclosure practices. 

Industry and Product Line 

The distinction between industry and product line 
is blurred in practice because industrial classification 
reflects an aggregation of related products and 
services. Sometimes the industry and product bases 
will identify segments consistently as in the case 
when a company produces tobacco and paint. 
Conversely, if the company produces paint and soap 
products, only one industry segment may be recog-
nised or two product segments. 

The Standard Industrial Classification in the U K 
categorises establishments according to industry. The 
authors found from a study of the disclosure practices 
of the ioo largest U K industrial companies that of the 

TJepar tment of T r a d e , The Future of Company Reports, 

C m n d 6888 ( H M S O , 1977) paragraph 39. 
1 0

Backer, M . B. and McFar land , W. B. , op. cit., pp . 2 1 2 . 

" E m m a n u e l , C. R. and Gray. S. J., 'Segmental Disclosures 
and the Segment Identification Problem' , Accounting and 
Business Research, Winter 1977. T h e empirical evidence is 
drawn from the 1 0 0 largest quoted industrial companies 
ranked by turnover in The Times 1000, 1975/76. 

7 8 companies providing a full or partial analysis of 
sales and/or profits by segments, only 1 1 were not at 
all consistent with the SIC Order Level ( 1 digit), 
whilst 2 5 were not consistent with the SIC Minimum 
List Heading Level ( 3 digit). The number of com-
panies which were only partially consistent also 
increased as the more specific industrial classification 
was applied. Therefore the SIC broadly accorded 
with the way in which the majority of the participating 
companies identified and disclosed segment infor-
mation. 

Further information about the activities of a 
company can usually be found elsewhere in the 
annual report. For example, there is a legal require-
ment to disclose the principal activities and a listing 
of subsidiaries.

12
 Increasingly, annual reports illus-

trate the organisation structure and managerial 
responsibilities within the enterprise and an indica-
tion of activities is also given in the presentation of 
the Chairman's Review. These supplementary sources 
were used in comparison with the SIC to gauge 
whether the legal requirement of segmental dis-
closure could be improved. At the SIC 1 digit level, 
all but 2 of the 7 8 companies concerned could have 
disclosed segments consistent or partially consistent 
with this classification. Only 5 companies could not 
have complied with the SIC at the 3 digit level as 
judged by the supplementary information available. 

The practice of minimum disclosure was high-
lighted in the case of the 2 2 companies which did not 
comply with the legal requirement imposed by the 
Companies Act. The Chairman's Review or Directors' 
Report of 19 of these companies suggested that 
segment disclosure was appropriate and that a single 
class of business was not being operated. At the SIC 
ι digit level, all of these companies could have 
disclosed more than one industrial activity. 

Before the implications of these findings are 
examined, the stringency of the analysis must be 
questioned. Firstly, the companies which could have 
identified more industrial segments than they actually 
did may argue that the activities are co-ordinated 
centrally. As a result the companies are not truly 
diversified but have a single dominant product. A 
second line of argument relates to the accuracy of the 
SIC itself and whether it reflects distinct, industrial 
activities. There is also the difficulty that the SIC 
relates to establishments which may or may not be 
consistent with the individual company's organisation. 

Further research and up-dating of the SIC is 
necessary to refute or substantiate these latter 
arguments. In respect of the first point, the authors 
are aware of the problem of central co-ordination 

l2
The Companies Act 1967, Sections 16 and 3 respectively. 
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across industrial boundaries and have adopted a 
conservative view in categorising these firms. Broad 
categories such as wholesaling, manufacturing, 
retailing are regarded as indicators of functional 
activities unless specifically linked to separate products 
or services. 

Notwithstanding these arguments, the evidence 
suggests that the practice of reporting by industry or 
product line is widespread. The supplementary 
information relating to industrial and product line 
activities suggests that the quality of this disclosure 
can be improved and the potential confusion resulting 
from a seeming mis-match of the legal disclosure and 
the other information contained in the annual report 
may thereby be avoided. However, those companies 
which did not disclose on an industrial basis may 
have adopted an alternative basis, such as by the 
markets served. 

Markets 

It can be argued that different markets have 
different degrees of risk attaching to them and hence 
the use of markets as the basis of identifying segments 
is suggested. The dependence of a company upon a 
single or a relatively small number of customers, or a 
particular industry or a government agency as major 
purchasers of the firm's product may be particularly 
useful information for investors, creditors and anal-
ysts. But only 3 companies in the survey supplied 
sufficient information to indicate that they did or 
could segment their activities on this basis. Hence the 
practicability of such an approach seems doubtful 
though its desirability remains an open question. 

Geographical Area 

As regards geographical segmentation it was 
discovered that only one of the companies in the 
authors' survey provided no disclosure by geographi-
cal area because, in fact, no overseas operations 
existed. Twelve provided no analysis without any 
comment at all and a further 1 2 companies disclosed 
a partial analysis on a UK/Overseas basis only. A 
mixed analysis was disclosed by 9 companies where 
turnover may be segmented on a country or con-
tinental basis but profit information was disclosed on 
a UK/Overseas basis only. Therefore 66 companies 
disclosed financial information by country or con-
tinent. Practice relating to partial or full analysis 
varied within this group.

13
 Whilst the majority 

identified geographical segments by continent, a 
significant number, 1 7 companies, aggregated con-
tinents and a further 7 mixed continents and 
countries in their presentations of the analysis. 

1 3
E m m a n u e l , C. R. and Gray , S. J., op . cit., p . 19. 

Again the supplementary information about geo-
graphical areas was examined and compared with the 
actual segmental disclosure. For those companies 
providing an analysis by geographical segments, only 
2 7 were consistent with the categories presented in 
the Directors' Report or Chairman's Review; whilst 
only 15 were consistent when the comparison was 
made with the grouping of subsidiaries information. 
Of significance is the fact that only 5 2 per cent of 
the total number of companies sampled disclosed 
both turnover and profit information for the U K as 
distinct from overseas performance. But, as empha-
sised by the Department of Trade, information about 
the geographical location of a company's business and 
its contribution to trading results is 'important for a 
true appreciation of its financial situation and 
prospects'.

14 

Organisational Lines 

The identification of segments consistent with the 
company's subsidiaries, divisions, departments or 
branches offers an alternative basis for disclosure. 
However, when the organisational unit does not 
coincide with an industry, product line, market or 
geographical area, disclosure by this means may be 
regarded as inconsistent with the needs of external 
users. The managerial responsibilities highlighted in 
the internal accounting system may be of dubious 
worth when reporting for external users. Product 
lines or markets assigned to a division may not be 
homogeneous in terms of risk, profitability or 
growth.

15
 Divisions or legal entities may be created 

for other than economic reasons, for example to take 
advantage of provisions in tax laws.

16
 If a division of 

a company is producing ice cream and ball-bearings, 
the previous arguments call for a product line 
segmentation because this would provide relevant 
information for external users. But there is a difficulty 
with this line of reasoning. For it implies that user 
needs can be satisfied without regard to the way in 
which the company is managed. 

There are several reasons why a company may 
consciously combine diverse activities under a single 
manager's responsibility. Firstly, the products con-
cerned may have a common demand elasticity and 
are therefore treated as a single activity. Secondly, 
the products may use joint production facilities 
making separation of the activities meaningless for 
control purposes. Thirdly, one of the activities or 

" D e p a r t m e n t of T r a d e , op. cit., paragraph 40. 1 5
Backer , M . B. and McFar land , W. B. , op . cit., p . 20. 1 6
Financia l Accounting Standards Board, Financial Report-

ing for Segments of a Business Enterprise: Discussion Memo-

randum (Connecticut , 1974) paragraph 59. 
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products may dominate the others to the extent that 
diversification is superficial. Fourthly, the activities 
may be sequentially or reciprocally interdependent 
and separation would involve inter-segment transfers 
which are substantial in terms of volume and value. 
This list is not exhaustive but serves to indicate that 
there may be tenable managerial arguments for 
placing seemingly diverse activities under the control 
of one man. The needs of the external users for 
product line or industry segments will not be effect-
ively served if, for example, the breaking up of an 
organisational unit involves substantial allocations of 
common costs. Nor will the reportable segments 
reflect the strategy and philosophy which the company 
is following. The need to report for segments which 
display differences in risk, profitability and growth 
profiles is not denied by these arguments but the real 
problem is to determine who is in the best position 
to gauge these differences. Solomons

17
 argues that if 

the internal accounting reports are 'the best that 
management can produce to guide their own decisions, 
then there is an initial presumption that the same 
statements, or less detailed versions of them, are 
likely best to serve the investor in making his invest-
ment and dis-investment decisions.' In fact, segmental 
disclosure on other than organisational lines can 
misguide the external users as to the extent to which 
the company is actively following a diversification 

strategy. The unconsistency of the argument favoring 
the needs of external users to the exclusion of 
managerial realities is indicated by the conclusions of 
the Backer and McFarland and FASB documents 
where it is ultimately recognised that the management 
of a company is best placed to define the segments on 
which to report.

18
 If the organisation structure 

reflects the way in which the company is being 
managed in response to its product/market environ-
ment, should not segmental disclosure be required 
on a basis consistent with this situation? If this is 
accepted then the identification of segments which 
exhibit homogeneity with regard to the effect of 
economic conditions upon results should be a 
managerial prerogative verified by the company's 
organisation structure. 

Interestingly, the survey of disclosure practices 
showed (see Table i ) that 7 7 companies provided 
information sufficient to identify their organisation 
structures, some of which gave the names of the 
managers responsible for the individual divisions or 
subsidiaries. The majority of these companies 
indicated that their organisational units are organised 
on a basis broadly consistent with the SIC. 

All of the alternative bases for identifying segments 
outlined here have some relevance in practice. In fact 
a combination of bases may provide the most meaning-
ful presentation. For example, 18 companies illustrate 

1 7
Solomons , D . , 'Accounting Problems and Some Proposed 

Solutions' , in A. Rappapor t , P . A. Fi rmin, and S. A. ZefT 
(editors) Public Reporting by Conglomerates (Prentice-Hall , 
1968). 

^Backer, M . B. and McFar land , W. B. , op. cit., p . 100 and 
Financial Accounting Standards Board, Financial Report-
ing for Segments of a Business Enterprise, Statement of 
Financial Accounting Standards No. 14 (Connecticut , 1976) 
paragraph 12. 

TABLE 1 
Segmental disclosures: identif ication of the company's management organisation structure f rom 
supplementary disclosures provided in the company report 

Organisation 
Structure 

Business 
Dominated 

Geographically 
Dominated 

Mixture of 
Business and 

Geography 

Functional Total 
Companies 

Supplementary 
Disclosures 

Explicit 17 6 23 2 48 

Indicative 

CO
 7 13 1 29 

Total Identified 25 13 36 3 77 

Indeterminate 23 

Total Companies 100 
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T A B L E 2 
MATRIX ANALYSIS: SEGMENTAL DISCLOSURE OF BUSINESS AND INTERNATIONAL ACTIVITIES IN MATRIX FORM 

Full Matrix Business 
Oriented 

Matrix 

Internationally 
Oriented 

Matrix 

No 
Matrix 

Total 
Companies 

Full Partial Full Partial 

1 — 6 3 8 82 100 

their segments' results by means of a matrix (see 

Table 2 ) where industrial and geographical classifica-

tions form the axes. Amongst those companies which 

comply with the legislation, the disclosure of seg-

ments by industry or product line, or by organisa-

tional lines seems to be most popular. Segmental 

disclosure by geographical area also seems to be 

feasible in practice and is generally given in addition 

to a business analysis. However, a tightening of the 

disclosure requirement along these lines is unlikely 

to be universally acceptable because the ways of 

identifying segments do not incorporate any measure 

of materiality. 

M A T E R I A L I T Y A N D S E G M E N T A L D I S C L O S U R E 

The provision of segment reports based on product 
lines would involve some companies in producing 
literally hundreds of additional financial statements. 
The costs incurred in this exercise are unlikely to be 
outweighed by the subsequent benefits to external 
users partly because of the user's inability to assimi-
late and understand the mass of information which 
would then become available. Hence a significance 
criterion must be found. 

The present U K legislation allows the directors' 
opinion to determine whether or not the financial 
results of a segment are material and therefore worthy 
of disclosure. The question of what is a substantial 

contribution to sales or profits is open to wide 
interpretation. In the USA, the recent Statement of 

Financial Accounting Standards No. 1 4
1 9

 defines a 
reportable segment as one which contributes 1 0 per 
cent or more to combined revenues, operating profits 
or losses, or identifiable assets. However, a practical 
limit of 1 0 reportable segments is seen as generally 
appropriate for disclosure purposes. In Canada, the 
SIC is the means of identifying segments and a 
quantitative significance criterion is then applied to 

19
Financial Accounting Standards Board, ibid., paragraphs 

15-20. 

isolate reportable segments. The North American 

approach is therefore more prescriptive than that 

embodied in the UK legislation but it is not without 

its shortcomings. 

Firstly, the quantitative significance criteria which 

determine whether a segment is material and therefore 

requires disclosure are arbitrary. Secondly, the 

American Standard requires back-up rules to ensure 

that the reportable segments identified reflect a 

substantial proportion of the consolidated results. 

These rules are sometimes inconsistent and may lead 

to alternative interpretations being applied.
20
 Finally, 

the quantitative significance criteria do not eliminate 

the use of managerial discretion. The determination 

of industry segments under the American Standard 

'must depend to a considerable extent on the judge-

ment of the management of the enterprise'. The 

significance criteria are only applied, in fact, after 

industry segments have been identified. 

It seems, therefore, that any solution to the 

problem of identifying reportable segments involves 

the satisfaction of two major constraints if external 

user needs are to be met: 

A. That the activities of the reportable segments 

as determined by the company's management 

exhibit homogeneity in regard to the effect of 

economic conditions upon results. 

B. That the identified reportable segments are 

material in relation to the total company's results. 

The proposal which follows seeks to satisfy both 

of these constraints by developing a method of 

identifying reportable segments which can be applied 

to any company situation. 

A D U A L Y A R D S T I C K 

The organisation of a company reflects a continuing 
process of adaptation to the uncertain business 

20
Emmanuel, C. R. and Gray, S. J., 'Corporate Diversifica-

tion and Segmental Disclosure Requirements in the USA', 
Journal of Business Finance and Accounting, Winter, 1977. 



environment with respect to products, technology, 
and industry, and with respect to the location of its 
businesses and the markets they serve. Segmental 
disclosure must necessarily reflect the nature of the 
business if it is to inform users about different rates 
of growth, profitability and risk perceived by manage-
ment as pertaining to its various activities. But if such 
disclosure is to be useful to external users in assessing 
a company's prospects and comparing it with other 
companies then some external yardstick for identifica-
tion purposes would also seem necessary. Only then 
will there be a discipline on the disclosure made: 
something approaching an objective criterion which is 
verifiable. Without this the matter would be left 
entirely to the unfettered discretion of directors, 
notwithstanding the need to justify the disclosure by 
showing consistency with the organisation structure 
which is also under the directors' control. Moreover, 
an external yardstick could help to determine at what 
level of a company's organisation the disclosure cut-
off point is material. Clearly, too much information 
would pose a burden on both those providing and 
those receiving it. Hence the organisation structure 
of the individual firm is suggested as an internal 
yardstick for the identification of segments to be used 
in conjunction with the Standard Industrial Classifica-
tion (at the 3 digit level) as the external criterion for 
purposes of verification and interpretation.

21
 Seg-

mental disclosures can then be more easily related to 
other relevant external data such as aggregate 
market, production and financial statistics for the 
sectors concerned. The potential for auditor authenti-
cation is also enhanced. 

The application of these criteria is perhaps best 
illustrated by the means of some examples by which 
the feasibility of our proposal can be examined 

2 1
N o t e that our choice of the S I C as the appropriate 

external yardstick does not mean that it is necessarily 
superior to alternatives such as the F T - Actuaries Index. 
In fact, improvements to bo th of the systems would seem 
desirable but in the absence of an ideal classification it would 
seem to us that the S I C is more widely recognised and 
offers greater potential for future development. 

subsequently. Consider, first, the organisatoin of 
Company X. 

These segments of the organisation structure are 
consistent with the SIC at the 3 digit level. Therefore 
disclosure for each class of business could be required. 
This, however, ignores the manner in which the 
company is being managed. This structure is fairly 
frequently found in retail chains. If the activities of 
the transport and property segments are co-ordinated 
'primarily' for the benefit of the retail outlet segment, 
then no segmental disclosure would be required. The 
problem now becomes one of defining 'primarily'. 
We would suggest a decision criterion to the effect 
that an organisational unit is a segment for reporting 
purposes if all of the following apply: 

(i) over 5 0 per cent of its physical sales volume 
is sold externally; 

(ii) revenue and profitability information is 
accumulated regularly for this unit; 

(iii) responsibility for the unit's operating per-
formance resides with the immediate man-
ager of the unit. 

Effectively the conditions of a profit centre are 
applied to the organisational units of the company. 
Due to the size of the company, different organisa-
tional units must be recognised but this should not 
be taken as meaning that each is run as a separate 
business activity. The extent of the co-ordination of 
the activities may be roughly gauged by the degree 
of internal versus external trade. Let us now apply 
our proposal to an organisation structure such as 
that of Company Y. 

At the first organisational level, the identified units 
are not consistent with the SIC at the 3 digit level. 
At the next tier, there is partial consistency. In 
respect to the Paper and Packaging Division, if less 
than 5 0 per cent of the sales volume of the paper and 
board department is sold internally and the units are 
treated as profit centres for internal purposes, then 
two reportable segments can be identified. For the 
engineering division, a further tier of the organisation 
structure must be uncovered. The electronics and 
telephone units are consistent with the SIC and if 

Figure 1: Company X's Organisation Structure. 

Company X 

ι Λ ι 
Retail Outlets Road Transport Property 
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Figure 2: Company Y's Organisation Structure. 
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the three conditions for a profit centre are satisfied, 
two further reportable segments are discovered. On 
the mechanical engineering side, however, the com-
pany's organisation is inconsistent with the SIC, 
where pumps, valves and compressors constitute a 
single heading at the 3 digit level. The company now 
has a choice regarding the identification of reportable 
segments given that the sub-units conform with the 
definition of a profit centre. The company's executives 
can decide whether the gains from disclosing informa-
tion for pumps, valves and compressors separately 
will outweigh any possible competitive disadvantages. 
Should separate disclosure not take place, the results 
of a reportable segment called Mechanical Engineer-
ing: pumps, valves and compressors will be given. 
For Company Y, given the assumptions about the 
individual unit's degree of dependence on internal 
trade, five segments can thus be identified and 
reported upon. 

Before examining further the practical feasibility 
of the proposal, the conditions assumed to be sufficient 
for the identification of a profit centre must be in-
spected. The 5 0 per cent plus figure for external sales 
is arbitrary. Arguments about the materiality of the 
output as an input for other sub-units may arise. For 
instance, in the case of Company Y, the paper and 
board unit's internal sales may represent less than 
5 0 per cent of that unit's physical sales volume but for 
the packaging unit these internal sales may represent 
more than 5 0 per cent of that unit's total demand for 
that input. But it is important to note that the 
internally traded commodity will be only one of 
perhaps several inputs that it needs. To have a 
symmetrical condition for the input or purchasing 
unit would ignore this fact and the focus of attention 
on external activities. 

The rule therefore emphasises the output activity 
of the individual identifiable units. When the unit 

produces more than one type of output, the 5 0 per 
cent rule applies to the average external sales to total 
physical sales. In situations where a physically 
diverse range of products is manufactured, the 
opinion of the auditors may decide whether dis-
closure is required or not. The relative sales value of 
the products may provide useful supplementary 
information in allowing the auditors to express an 
opinion. 

With regard to the practical feasibility of the 
proposal, doubts must be expressed about the 
verifiability of the third condition that responsibility 
for the unit's performance resides with the immediate 
manager of the unit. 

Along with our dual yardstick for identifying 
segments we would suggest, therefore, the desira-
bility of a requirement for all companies to provide 
information about managerial responsibilities, or-
ganisation structure (preferably in the form of a 
chart showing both the business and geographical 
elements), and volume of internal transactions. This 
seems feasible judging by the best examples of 
current practice and would also facilitate auditor 
verification of the quality of segmental disclosures. 
Such additional information may also be significant 
in its own right as an indicator of company strategy. 

The proposal therefore attempts to identify 
reportable segments by combining the management's 
method of operating a company's diverse activities 
with the SIC at the 3 digit level. The rigid use of the 
SIC to identify reportable segments is avoided by 
initially focusing on the company's organisation 
structure and hence a balance is struck between the 
use of managerial discretion and a potentially in-
flexible classification system. The reportable segments 
identified under the proposal are significant for 
external users because of the identification process. 
Successive tiers of the organisation structure are 
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uncovered only when disclosure is not consistent 
with the SIC. The process of disaggregation starts at 
the top and proceeds downwards which is in marked 
contrast with the FASB Statement which requires 
profit centres to be first identified, then industrial 
segments and finally reportable industrial segments. 
It is also unlikely that our proposed process of 
disaggregation will stop short of identifying segments 
which have a material effect on the enterprise's 
operating results. Furthermore, the absence of a 
quantitative significance criterion reduces the scope 
for manipulation inasmuch that modifications of the 
organisation structure will carry serious implications 
for internal control and behaviour. The proposal 
therefore appears to satisfy the twin constraints 
relating to the identification of realistic, material 
segments. 

In addition to the discussion of business activity 
so far considered, an international analysis, both by 
location and markets, also requires consideration. 
What we suggest here is that again the primary yard-
stick to be used should be the organisation structure, 
identified in the same way as outlined earlier, but that 
disclosure should be made consistent with the 
geographical areas considered significant by manage-
ment. In this respect a clear-cut disclosure by con-
tinent or country should be made depending on the 
organisation of the company concerned and the 
emphasis of its activities; though clearly there is a 
limit on the number of segments which could be 
identified without information overload. A mixing-up 
of geographical locations with the markets served 
from such locations should obviously be avoided. 

We acknowledge that this approach to identifying 

reportable geographical segments is not entirely 
satisfactory because of the discretion given to man-
agement. However, the use of significance criteria or 
other arbitrary rules is unlikely to be of universal 
application and could thus result in the provision of 
misleading information. 

Considerations of integration on an international 
scale must also be accounted for so that if external 
sales, in terms of physical volume, for any inter-
national segment corresponding to a specific organisa-
tional unit are less than 5 0 per cent the separate 
disclosure of that segment may be omitted. A more 
complex situation arises when more than one 
organisational unit appears within an identified 
geographical segment. When the external sales of each 
unit are less than 5 0 per cent, only the total geographi-
cal segment need be disclosed. This indicates that 
our proposal in respect to business analyses can be 
applied primarily to the organisation structure if that 
structure initially identifies business activities, or it 
can be applied secondarily to the case where the 
organisation structure initially shows geographical 
locations. Hence an international analysis should also 
be disclosed irrespective of whether the organisation 
structure is business dominated as opposed to being 
geographically dominated or is some mixture/com-
bination of both. A crucial distinction to be made 
concerns the disclosure of U K (or home country) 
performance from that overseas since this will assist 
the monitoring of national performance. In except-
ional cases the 5 0 per cent rule would need to be 
relaxed in order that U K or home country per-
formance could be distinguished from other geo-
graphical reportable segments. 

Figure 3 : Company Y's Organisation Structure. 
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An application of geographical disclosure relating 
to location can be illustrated with reference to the 
business-dominated organisation structure of Com-
pany Y. 

It is first necessary to establish whether or not 
geographical segments exist relating to the business 
segments already identified from the organisation 
structure. If less than 5 0 per cent of the sales volume 
of the German or French locations of the Paper and 
Board department is sold internally and the units are 
treated as profit centres for internal purposes then 
three reportable geographical segments, including the 
UK, can be identified. A similar identification 
procedure can be adopted in the case of packaging, 
electronics, telephones and pumps, valves and com-
pressors. If, say, in the case of telephones the 
Canadian unit was selling internally more than 
5 0 per cent of its volume to the USA unit then a 
choice has to be made as to whether to aggregate 
Canada with the USA into a segment entitled North 
America or to disclose the Canadian unit separately 
with other similar units as 'non-segmented opéra-
tions'. What is appropriate would seem to depend on 
the nature of the firm's other activities in the USA, 
and since there is a separate electronics operation it 
could be more informative to keep USA activities as 
a separate disclosure. 

Clearly, the task of the auditor is an important one 
in this context, just as in the case of business 
analyses, for it rests on him to judge the meaningful-
ness of the segmental disclosures in the light of the 
company's international activities and its organisation 
of responsibilities to match such activities. 

We have thus demonstrated the application of our 

proposal with special reference to the identification 
of business segments. We have also considered the 
additional perspective of international operations. It 
should be emphasised, however, that the examples 
given serve only to illustrate our proposal. In practice, 
a complex variety of organisation structures will be 
found which will challenge both judgment and 
ingenuity to a greater degree than exhibited here. It 
is hoped, however, that our proposal will provide 
guidelines capable of meeting such a challenge. 

Conclusion 
The proposals made here in regard to business and 
international analyses would generally call for more 
information in order that segmental disclosure could 
be verified by auditors and their usefulness to 
external users enhanced. Information about organisa-
tion structure and some indication of the internal 
control system would be called for. However, the net 
result would be the disclosure of segment information 
which is meaningful and consistent with the way in 
which a company is operated. The proposal attempts 
to provide flexibility to facilitate the disclosure of 
comparable segment information but not at the 
expense of disguising the individual company's 
underlying philosophy and strategy. The materiality 
concept is therefore linked to managerial perceptions 
and not user perceptions, largely on the grounds that 
management are better placed to understand the 
nature of the business. A matching of the organisation 
structure and the SIC at the 3 digit level, or some 
other suitable classification, may help to identify 
segments in a way which is relevant, comparable and 
material for the purposes of investor decisions. 
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FOREIGN CURRENCY ACCOUNTING 

C H A P T E R 1 5 

A review of the translation debate 
C. W. Nobes 

There are many linked but separable matters 
which might reasonably be included within the 
problem of currency translation. The concern of 
this article will be mainly with the translation for 
consolidation of foreign currency balance sheet 
items, and the relationship of this to adjustments 
for specific or general price changes. This leaves 
the translation of income items and the treatment 
of foreign currency transactions largely 
untouched. However, the bulk of controversy and 
past discussion has been in the area of the trans-
lation of balance sheet items and its effects. 

I intend here to review critically the premises, 
arguments and conclusions of academic and pro-
fessional bodies on both sides of the Atlantic. The 
literature contains much to mislead the unwary: 
inconsistent premises, confused argument and 
straightforward errors of definition. I hope to 
make it clear how the various issues in the trans-
lation debate are connected, and how and why 
writers differ. 

C o n s o l i d a t i o n a n d t r a n s l a t i o n 

Many of the differences in approach suggested by 
accountancy bodies and writers stem from differ-
ences of view with respect to the purpose of con-
solidation and translation, and indeed the pur-
pose of financial statements. In some cases, there 
seems to be little consideration for any underlying 
principle. Such fundamental confusion has been 
noted by several writers (e.g. Parker, 1970; Pätz, 
1977, 1). 

In Accounting Research Study No. 12 (ARS 12), 
Lorensen suggests that translation is a 'measure-
ment conversion process' which should, therefore, 
preserve the original accounting principles 
(AICPA, 1972). Many of the criticisms of trans-
lation methods are really criticisms of the results 
of translation, which are imperfect because of the 
original accounting principles. Further, some 
arguments in favour of particular methods 
involve attempts to 'improve' the original prin-
ciples by taking account of inflation or the future 
effects of a devaluation. For example, one 
American writer suggests that, when choosing a 

currency translation method, 'selection . . . should 
be based upon the most probable (economic) im-
pact of a movement in exchange rates' (Smith, 
1978). Since most systems of accounting in use, 
particularly historic cost which was the context of 
the above quotation, do not intend to reflect 
economic reality, the suggested selection criterion 
seems somewhat bizarre. 

More generally, much of the argument for and 
against particular methods, on both sides of the 
Atlantic, seems to be based on the acceptability of 
their effects on the consolidated historic cost pro-
fits of large companies under the exchange rate 
and inflation conditions that exist in that particu-
lar country at that particular time. Partly for this 
reason, there are several recent writings in the US 
(where the temporal method has been in use) 
against the temporal method (e.g. Smith, 1978; 
Seidler, 1978). 

It should be noted that the next five sections 
are written in the context of historic cost account-
ing. Even if this is seen as an unattractive context, 
it is fairly clearly the one that most multinationals 
have been and still are in. 

D e f i n i t i o n s a n d r e c e n t h i s t o r y o f m e t h o d s 

One of the problems with the definition of trans-
lation methods is that many of them have, in 
practice, been impure versions of more fundamen-
tal methods. However, there might be said to be 
four underlying translation methods on which 
variations have been built. 

The closing rate method translates all balance 
sheet items at the rate ruling on the balance sheet 
date (which will be referred to as the 'closing' rate, 
not the 'current' rate which can be ambiguous). 
The other three methods involve a mixture of 
closing and historic rates. The monetary/non-
monetary ( M N M ) method uses closing rates for 
monetary assets and liabilities, and the historic 
rates relevant to the date the balance was estab-
lished for other balances. The current/non-current 
(CNC) method uses closing rates for current 
assets and liabilities, and the relevant historic 



Table A 

Translation Rates used for Balance Sheet Items Under Historic Cost 

Closing rate CNC MNM Temporal 

Fixed assets and long 
term investments: cost C H H H 
Stocks and short-term 
investments: 

cost C C H H 
market c C H* C 

Debtors c C C C 
Cash c C C C 
Long-term debt c H C C 
Current liabilities c C C C 
C = closing rate 
H = historic rate 

*Some variants of MNM translate current items held at NRV using the closing rate 

Table Β 

An Example of Translation 

Translated Balances for Consolidation 
Foreign HC 

balances in Closing Rate CNC MNM Temporal 
Picos Balances £ £ £ £ 

10,000 Fixed Assets 5,000 2,500 2,500 2,500 
3,000 Stock (Cost) 1,500 1,500 1,000 1,000 
2,000 Stock (NRV) 1,000 1,000 667 1,000 
3,000 Debtors 1,500 1,500 1,500 1,500 
1,000 Cash 500 500 500 500 

19,000 Total Assets 9,500 7,000 6,167 6,500 

12,000 Equity 6,000 4,500 2,667 3,000 
4,000 Loans 2,000 1,000 2,000 2,000 
3,000 Creditors 1,500 1,500 1,500 1,500 

19,000 Total Capital 9,500 7,000 6,167 6,500 

Historic rate for fixed assets and loans: 4 picos = £1 
Historic rate for stocks: 3 picos = £1 
Closing rate: 2 picos = £1 

rates for others. The temporal principle is that 
translation rates should be determined by the 
measurement basis. Balances carried at historic 
cost will be translated using the relevant historic 
rate; balances carried at present or future values 
will be translated at the closing rate. The effect of 
these definitions is summarised and illustrated in 
Tables A and B. 

It can be seen that, under a system of historic 
cost accounting which did not allow revaluation, 
the M N M method would be the same as the tem-
poral method, with the exception of such current 
assets as inventory held at net realisable value 

(NRV). In practice, some variants of the M N M 
method have translated current assets held at 
N R V at closing rates. 

As far as current value (CV) accounting is con-
cerned, the temporal principle would clearly give 
the same results as the closing rate method. 
Indeed, if the date on which balances are estab-
lished under a CV system is taken to be the 
balance sheet date, the M N M method might also 
give the same result. The original writings are not 
entirely clear on this point. 

Attempts at understanding the nature and 
effects of these multitudinous translation methods 

216 



have not been assisted by the evident confusion 
even in high places. For example, Accountancy 
(published by the Institute of Chartered Account-
ants in England and Wales) recently contained an 
article misleadingly describing the monetary/non-
monetary method as the temporal method (Ket-
tel, 1978); whereas The Accountant's Magazine 
(published by the Institute of Chartered Account-
ants of Scotland) carried an article wrongly de-
scribing the current/non-current method as the 
temporal method (McMonnies and Rankin, 1977). 
Further, the 1978 Survey of Published Accounts 
(ICAEW, 1979, p. 50) states incorrectly that the 
temporal method 'is the use of the historical 
exchange rate ruling at the date when the asset or 
liability was acquired or the book value estab-
lished'. This is wrong for liabilities and misleading 
for assets. Even a distinguished American text-
book on accounting theory can quite erroneously 
report that 'ARB No. 43 also recommends that 
capital stock, long-term debt and long-term 

receivables should likewise be translated in terms 
of the exchange rates prevailing at the date of the 
balance sheet' (Hendriksen, 1970). In fact, ARB 43 
recommended historic rates. 

The recent vacillatory history of translation 
theory and practice reflects this confusion and the 
expediency mentioned before. A brief chronology 
is presented as Table C. As for the dates of origin 
of the various methods used, the closing rate 
seems to be the oldest. It was certainly used by 
British accountants for overseas branches in the 
nineteenth century (e.g. Plumb, 1891). Long 
periods of fixed exchange rates remove most of 
the arguments against the closing rate method. As 
Table C shows, the C N C method was formally 
recommended in the United States as early as 
1931. However, it was advocated even earlier 
(Dicksee, 1911). The M N M method can be traced 
back to 1956. The temporal principle is much 
more recent and has its first clear expression in 
1972. 

Table C 

History of Statements and Studies 

US UK Method 

1931 AICPA Bulletin No. 92 CNC 
1934 AICPA Bulletin No. 117 CNC 
1939 ARB 4 CNC 
1953 ARB 43 CNC 
1956 S.R. Hepworth suggests MNM 
1960 NAA Research Report No. 36 discusses MNM 
1965 APB Opinion 6 MNM 
1968 ICAEW, N25 closing or historic rates 
1969 APB Statement 3 translate-restate 
1970 ICAS, Research Study closing rate 
1972 ARS 12 'temporal' 
1972 APB draft Opinion about losses on long-term lia-APB draft Opinion 

bilities under MNM 
1973 FAS 1 about disclosure 
1975 ED16 non-committal 
1975 FAS 8 'temporal' 
1977 ED21 closing rate or 'temporal' 
1977 Ell closing rate or 'temporal' 
1980 ED27 closing rate (situational) 
CNC = current/non-current 
MNM = monetary/non-monetary 
AICPA = American Institure of Certified Public Accountants 
ARB = Accounting Research Bulletin 
APB = Accounting Principles Board 
ARS = Accounting Research Study 
FAS = Financial Accounting Standard 
ICAEW = Institute of Chartered Accountants in England and Wales 
ICAS = Institute of Chartered Accountants of Scotland 
ED = Exposure draft published by the Accounting Standards Committee 
Ε = Exposure draft published by the International Accounting Standards Committee 
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T h e e a r l y u s e o f t h e c l o s i n g r a t e m e t h o d 

The earliest method of translation was the closing 
rate method. This evolved in the U K and the U S 
when their currencies and those of other devel-
oped trading nations were exchanged at fixed 
rates, and when the currencies of underdeveloped 
countries were weaker. Therefore, for most impor-
tant currencies, the problem of choosing an 
exchange rate did not arise and, for the others, the 
closing rate was reassuringly conservative. In 
addition, the closing rate seems obvious at first 
sight and is simple to use. 

However, in a world where exchange rates fluc-
tuate about their fixed parities or, worse, are 
freely floating, it has been necessary to address 
the problem of choosing exchange rates. Some of 
the arguments for using various methods which 
involve historic rates are looked at in the follow-
ing sections. Nevertheless, there are still argu-
ments for the closing rate method; but they have 
to take account of the different world. These latter 
arguments are also examined later. 

A r g u m e n t s for a n d a g a i n s t the C N C a n d 
M N M m e t h o d s 

The C N C method was common in the inter-war 
years (see Table C) when exchanged rates were 
not continually moving in the same direction but 
were fluctuating reasonably gently. (See Appendix 
for exchange rate movements.) The argument sup-
porting the C N C method against the closing rate 
method was that, with fluctuating currencies, the 
closing rate at any time was unlikely to be the 
same as the future rate ruling when non-current 
liabilities had to be repaid. The consequent prac-
tical difference from the closing rate method is 
that gains or losses on non-current items are not 
recognised (see Table B). This is justified on the 
ground that any exchange rate movement is quite 
likely to reverse (several times) in the following 
months or years. 

The effect of the method is also to link fixed 
assets with related long-term liabilities. Gains and 
losses on neither of them are reported, unlike the 
M N M method, below. However, there has been 
little backing for the C N C method in recent years, 
not least because exchange rates no longer fluc-
tuate about fixed parities. Consequently, it is 
unreasonable to hold that exchange rate move-
ments are likely to reverse. The closing exchange 
rate is probably the best estimate of the future 
exchange rate for non-current liabilities (Henning 
et ai, 1978). Further, it is reasonably argued that 

the definition of current assets and liabilities is a 
matter of classification, which implies no underly-
ing accounting or economic difference which 
could be used to determine the appropriate rate 
of translation (Baxter and Yamey, 1951). These 
conclusions led to the alternative M N M method 
as proposed by Hepworth (1956). 

As with the C N C method, the M N M method 
translates non-monetary fixed assets at historic 
rates and monetary assets at the closing rate. 
Assets and liabilities are defined as 'monetary' if 
their amounts are fixed by contract in terms of 
the currency of the foreign entity. In practice, this 
tends to include inventories valued at net realis-
able value (and quoted securities) (Kettel, 1978). 
This latter exception, which is necessary on the 
grounds of expediency because of the strange 
effects of using the historic rate with such assets, 
suggests that the theory underlying the M N M 
method is weak. As Lorensen notes (ARS 12, p. 
35), inventory cannot be a monetary asset under 
any reasonable definition, including those used by 
Hepworth and the National Accounting Associ-
ation. Inventory is not worth a fixed number of 
units of the subsidiary's currency. 

The difference between the two methods is that 
M N M exposes long-term liabilities rather than 
inventories to exchange rate fluctuations. This has 
been opposed by some, not on theoretical 
accounting grounds but because of its effect on 
profits when the parent's currency loses value. In 
this case, there will be losses shown as a result of 
long-term liabilities but no gains on fixed assets 
or inventories. This, it was argued, will be against 
the real effects of such an exchange rate change, 
which will actually cause the foreign subsidiary to 
make larger profits (and dividends) in terms of the 
parent's currency (Kettel, 1978; A PB, 1972; Con-
nor, 1972). However, such a criticism about future 
profits seems hardly relevant under most systems 
of accounting, let alone historic cost, in the con-
text of which the arguments were made. 

It is clear, however, that the practical accepta-
bility of exchange rate methods depended then, as 
now, mainly on their effects on consolidated pro-
fit figures under the economic conditions that 
happened to be ruling. The above criticisms of the 
M N M method arose in the U S under the novel 
circumstances of the early 1970s when the dollar 
was falling against several other currencies (see 
Appendix). The lack of underlying theory was 
recognised at this time, and an accounting 
research study (ARS 12) was commissioned and 
produced. It was followed by a new financial 
accounting standard, FAS 8 (FASB, 1975). These 
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documents proposed the temporal principle and 
incorporated fundamental theoretical reasoning 
in its favour. Parts of the following discussion can 
also be used as a justification for the use of his-
toric rates by the M N M method. 

A r g u m e n t s for the t e m p o r a l p r i n c i p l e 

ARS 12 and FAS 8 were attempts to provide a 
logical basis for the choice of rates of exchange 
for translation, which was not to be restricted to a 
pure historic cost system of accounting. To start 
with, at least, economic effects (see later) and the 
degree to which gains or losses were implied by 
particular methods were considered less impor-
tant than a coherent financial accounting theory. 

The purpose of consolidation was discussed 
and concluded to be the presentation of the 
results of a group as if they were those of a single 
entity (FAS 8, Appendix D). This leads to the 
conclusion that the accounting principles of the 
parent company should be used throughout the 
group and that the parent's currency should be 
the single currency used. Under historic cost 
accounting, the purchase of a foreign subsidiary 
or the purchase of an asset by a foreign subsidiary 
should be measured at cost in dollars at the 
moment of purchase. Each transaction of the 
foreign subsidiary should have the same effect as 
if it had been a transaction of the parent. For a 
U S parent, for example, the objective will be to 
measure and express the assets and liabilities of a 
foreign subsidiary in dollars and in conformity 
with U S GAAP. 

This means that where the parent holds 
balances at historic cost, for example a machine, 
then a subsidiary's balances on similar accounts 
should also be held at historic cost, and translated 
at historic rates. This will express what it would 
have cost to buy the asset in the parent's currency 
on the date of purchase. On the other hand, cash 
is clearly valued at current value and should 
therefore be translated at closing rates. 

Many balances expressed in money terms imply 
future amounts of money; for example, debtors, 
creditors and long-term liabilities. These might be 
said to require the appropriate future rates of 
exchange. However, fortunately, reality as well as 
objectivity can be satisfied by using closing rates 
on the grounds that the present rate of exchange 
is the best predictor of future rates. This sugges-
tion, that present rates embody expectations, is 
linked to the efficient market hypothesis (Henning 
et ai 1978). Lorensen in ARS 12 raises other argu-
ments. For example, the loss or gain on exchange 

is said to belong to the future period when the 
exchange rate changes, so the closing rate should 
be used for present balance sheets. This seems a 
false argument. If the rate change can be pre-
dicted, accountants might be expected to provide 
now for foreseeable losses. If the rate change can-
not be predicted, such provision is impossible 
rather than inappropriate. Further, Lorensen 
argues that receivables and payables are stated 
now at current (rather than future) purchasing 
power. Under historic cost, this surely tells us 
little about which exchange rate to use. It is the 
argument at the start of this paragraph which is 
convincing, and strong enough by itself. 

Various details of the application of the tem-
poral principle can be seen to be consistent with 
the underlying theory. For example, FAS 8 makes 
it clear (para. 46) that the 'lower of cost and mar-
ket' rule for inventory valuation should involve a 
comparison of historic cost at historic exchange 
rates with net realisable value at closing exchange 
rates. 

Another consistent detail is the choice of the 
remittance rate when there are multiple rates. In 
order to explain this it should be noted that it is 
the proprietary theory which is dominant behind 
the temporal method. Foreign subsidiaries are 
seen as existing in order to provide domestic cash 
flows by remittance (FAS 8, para. 227). Thus, the 
remittance rate is appropriate for earnings, for 
assets measured at market values (which could be 
sold for remittance) and for assets measured at 
historic cost because this measures the historic 
sacrifice in remittances in order to incur the cost 
of the asset. However, Flower (1976, p. 59) sug-
gests that the investment rate would be more logi-
cal for the cost of fixed assets. 

There are several supporters of the temporal 
principle, including Lorensen (in ARS 12), Flower 
(1976) and Hinton (1978). The arguments, that the 
translation method should not distort the under-
lying accounting principles so that consolidation 
can take place on a consistent basis, and that the 
method should not be expected to correct for the 
inadequacies of underlying principles in particular 
accounting systems, seem sound. 

Arguments against the temporal principle are 
contained in the next section. 

A r g u m e n t s f o r a n d a g a i n s t the c l o s i n g r a t e 
m e t h o d 

Acknowledging that we do not now live in a 
world of fixed exchange rates and that we are 
prepared to use more respectable criteria than 
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simplicity of operation (and, in the UK, familiar-
ity), do there remain any good arguments for the 
closing rate method? 

It is the objectives of consolidation and trans-
lation which are crucial here. Suppose that the 
aim is 'to represent to decis ion-makers. . . foreign 
investments and operations in a familiar currency 
framework a n d . . . to facilitate comparisons' (AAA, 
1975). The arguments against the temporal prin-
ciple and in favour of the closing rate method fol-
low from this. Perhaps such arguments have been 
more readily accepted in such countries as the U K 
and Canada, rather than the US, because of greater 
familiarity with the concept of foreign parents. 

The initial plank of the argument is that foreign 
subsidiaries do not exist mainly in order to make 
remittances to parents. A foreign subsidiary is a 
separate entity and it is only its net worth which 
is at risk, not each individual balance. This 'entity' 
argument is rehearsed in FAS 8 (para. 140 
onwards) and seriously advanced by Parkinson 
(1972) for 'independent' operations as part of a 
'situational' approach, and by Pätz (1977, 1, pp. 
319-321; and 1977, 2). 

In this case, it can be argued that all the 
balances should be translated at the same rate, 
which should be the rate ruling at the balance 
sheet date. It can be further argued that, unless 
this is done, the original relationships between the 
various balances and profit items will be upset by 
using more than one rate. Also, there are fewer 
problems caused by gains or losses on long-term 
liabilities because there are similar movements on 
the assets that were financed by them. 

It is argued that the economic and commercial 
environments of foreign subsidiaries may be quite 
different from that of the parent. Assets were not 
bought by the parent in its currency, and in many 
cases could not have been bought at the historic 
prices translated at historic rates. In this sense, 
assets do not have an historic cost in terms of the 
parent's currency. Further, the assets were not 
bought at the expense of remittance, for the 
money would otherwise have been used for some 
other foreign purpose. 

At this point, the supporters of the temporal 
method might reply that if the foreign subsidiary 
is 'independent' and not for remittances, it should 
not be consolidated but treated by the equity 
method. In those cases where a subsidiary is cen-
trally controlled and should be consolidated, the 
temporal arguments about consistency of prin-
ciples should apply. 

It seems clear that there is no precise consensus 
about the purpose of consolidation. Are consoli-

dated statements intended to amplify parent com-
pany statements, to be a more realistic form of 
parent company statements, to represent the 
group as if it were a single entity, or to perform 
some other purpose? The genesis of consolidation 
and the influence of these competing purposes is 
very well described by Walker (1978). He points 
out that it is not at all obvious that full consolida-
tion is the correct approach for subsidiaries, let 
alone for partially owned foreign subsidiaries. 
This vagueness of purpose contributes to the con-
fusion of the translation debate. 

Returning to the arguments of supporters of the 
temporal method, they would further hold that a 
foreign subsidiary's historic cost balances which 
are translated at closing rates become a meaning-
less combination which is neither historic cost nor 
a valuation. The closing rate for historic cost 
accounting is said to lead to 'conceptual and 
practical nonsense' (Hinton, 1978). It leads to 
'nothing except the product of multiplying two 
unrelated numbers' (Storey, 1972). 

If these dismissals of the theoretical arguments 
for the closing rate are accepted, there is still 
further 'economic' argument to hear. For 
example, Seidler (1972) supports the closing rate 
method on the basis that, unlike the temporal or 
M N M methods, it moves profit in the same direc-
tion as future earnings streams in the parent's cur-
rency. Smith (1978) argues that same point, that 
subsidiaries in a country with a strong currency 
show a loss under the temporal method because 
of long-term liabilities, but actually represent a 
good investment. However, these are imprecise 
arguments based on what happens to be expe-
dient under temporary conditions. They are 
partly criticisms of the underlying historic cost 
accounting. As Flower (1976, p. 28) says: 'If.. . the 
historic rate m e t h o d . . . produces unacceptable 
translated accounts, then the deficiency may well 
rest with the historic cost based accounts . . . The 
underlying problem will not be solved by chang-
ing the method of translation to the closing rate 
method, w h i c h . . . is not theoretically consistent 
with . . . accounts based on historic cost'. 

It has been noted that the clamour against the 
temporal method seems to have much to do with 
the effects on the income statement. A survey has 
found that 80 per cent of U S multinationals were 
already taking exchange differences to income 
before FAS 8 was introduced (Evans and Folks, 
1979). The strength of opposition seems to be 
related to the fact that, because of the weakness of 
the dollar, the practice imposed by FAS 8 is now 
inexpedient. 

220 



R e c e n t d e v e l o p m e n t s in s t a n d a r d p r a c t i c e 

There is currently (June, 1980) no standard prac-
tice in the UK. Exposure Draft 21 was much criti-
cised for allowing either closing rates or the tem-
poral principle. The latter was allowed because 
some UK companies file their financial state-
ments with the SEC, and hence must obey FAS 8 
at least for that version of their statements. How-
ever, during 1977/78, 94 per cent of the top 300 
companies used the closing rate method (ICAEW, 
1979, p. 53). The new exposure draft of October 
1980 makes its preference for the closing rate 
method more obvious but allows use of the tem-
poral method under certain circumstances. 

In the US, FAS 8 has come under heavy criti-
cism, particularly from practical men rather than 
from academics. In March 1980 the FASB con-
cluded that the closing rate method had a number 
of advantages, and announced an intention to 
prepare a new exposure draft on that basis (issued 
August 1980). 

In Canada, there has been similar uncertainty 
about the existing proposals for the introduction 
of the temporal method. However, in Australia, 
an exposure draft based on the temporal method 
was issued during 1979. Not surprisingly, the ex-
posure draft of the IASC proposes to allow both 
the temporal and the closing rate methods. How-
ever, it would be unrealistic to expect a standard 
until the FASB has resolved its difficulties. 

Inf la t ion a n d spec i f i c pr i ce c h a n g e s 

A somewhat analogous problem to the choice 
of rates of exchange for foreign currency trans-
lation is the choice of 'rates of exchange' for trans-
lation of units of a domestic currency over time. 
Historic cost accounting is a sort of M N M 
method, and current purchasing power (CPP) 
accounting might be compared to the closing rate 
method. Current value accounting, however, is 
not directly analogous, because it is not the 'rate 
of exchange' between pounds of different dates 
which is being adjusted for. 

Naturally, when dealing with the financial 
statements of foreign subsidiaries in periods of 
changing prices, the above problem is combined 
(and sometimes confused) with the problem of 
translation. Many writers on C P P in this context 
have recommended restatement of the subsidi-
ary's financial statements to C P P using a foreign 
index, followed by translation at the closing rate 
of exchange (Zwick and Zenoff, 1969; Parkinson, 
1972; Shwayder, 1972; Choi, 1975; AAA, 1975). 
The restate-translate method is better for resource 

allocation and performance comparison, it is 
argued. 

However, the sounder arguments from a finan-
cial accounting theory point of view appear to be 
on the other side, and thus for translate-restate 
(CPP) using a parent country index. (Rosenfield, 
1971; Lorensen and Rosenfield, 1974; APB, 1965; 
Flower, 1976, p. 51). It is argued that restate-
translate is wrong because it leads to foreign 
balances which have been adjusted for foreign 
inflation being added to domestic balances 
adjusted for domestic inflation. Since C P P is a 
historic-cost based system, historic rates should 
be used to translate the foreign balances. This 
should be followed by restatement to C P P for 
consolidation using the price indices of the parent 
country. Thus, balances which are all expressed in 
historic units of the domestic currency will all be 
adjusted for domestic inflation before being added 
together. Consistency of accounting principles 
will have been achieved. However, Pätz (1977, 1, 
p. 317) rightly notes that translate-restate is only 
obviously theoretically correct once a proprietary 
assumption has been made. 

There are criticisms of the usefulness of the 
answers given by translate-restate (CPP). These 
have not only been made by those who support 
restate-translate. Perhaps a greater consensus 
exists when dealing with current value (CV) 
accounting. There is general support for restate 
(CV)-translate. (Goudeket, 1960; Parker, 1970; 
Flower, 1976; IASG, 1976). Here the foreign sub-
sidiary restates its financial statements using some 
form of current value accounting (perhaps CCA). 
This is followed by translation using closing rates 
of exchange. This approach seems less vulnerable 
to attacks on theoretical or practical grounds. 

P u r c h a s i n g p o w e r p a r i t i e s 

An alternative approach for dealing simul-
taneously with translation and inflation uses pur-
chasing power parities (PPPs). The purchasing 
power parity theory has been developed by econ-
omists studying the moments of exchange rates 
(e.g. Balassa, 1964). It has been adapted by ac-
countants as an alternative to exchange rates, ini-
tially particularly for measuring foreign exchange 
exposure (NAA, 1960; AAA, 1974; Aliber and 
Stickney, 1975; Patz, 1977, 1, p. 321 ; Patz, 1977, 
2). Supporters of PPPs concede that translate-re-
state (CPP) might be satisfactory if exchange rate 
movements and relative price level movements 
cancelled out. However, it is clear that exchange 
rates are not only affected by relative inflation 
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rates but also by political factors, interest rates, 
balances of payments, and so on. Considerable 
stress is placed upon the suggestion that this 
renders exchange rates 'inaccurate' and unsuitable 
for translation, for which they were not designed. 
Some writings are just assertions, which offer no 
reasoned argument about why it matters what de-
termines exchange rates (AAA, 1974). This ques-
tion needs to be answered, for we do not reject an 
historic cost or a current value on the basis of 
which particular elements of supply or demand 
have determined a price. It is possible to guess 
that the above assertions are based on the 
assumptions of Scott (1975) who sat on the appro-
priate AAA Committee. If so, the reasoning is 
based on the idea that the objective of translation 
is to enable a better prediction of the future. This 
has already been criticised, particularly in the 
context of historic cost. Many of Scott's argu-
ments in favour of PPPs and against exchange 
rates are answered by Clarke (1977), who thinks 
that neither may be appropriate for many 
balances. 

Fortunately, some arguments in favour of PPPs 
are more clearly stated. Pätz (1977, 1) makes it 
clear that under proprietary theory of the sort 
which leads to the temporal method, exchange 
rates seem sensible. He claims, however, that an 
entity approach is more suitable and that, in 
order to preserve the original local meaning of 
foreign financial statements, PPPs are more 
appropriate than exchange rates. It is also argued 
that foreign balances awaiting translation have a 
'place significance' which is somewhat similar to 
the 'time significance' of balances being adjusted 
for inflation (Pätz, 1977, 2, p. 19). The coefficients 
necessary for translation are based upon ratios of 
the general purchasing power of the currencies 
involved. Exchange rates could be used if it can 
be proved that they approximate to such PPPs. 
This entity-based theory suggests that a UK par-
ent should be interested in its worldwide com-
mand over goods and services not over pounds 
sterling. 

The response to this is that a UK holding com-
pany's shareholders are interested in command 
over pounds sterling, and that the local subsidi-
ary's financial statements still remain for other 
uses (Flower, 1978). However, this does not seem 
to fit with the idea that consolidation presents the 
accounts of the group rather than amplifying the 
holding company accounts. As for the 'place sig-
nificance', Clarke (1978) suggests that domestic 
goods and foreign goods are just as hetero-
geneous as domestic money and foreign money, 

because of transportation costs and other reasons 
Therefore, adjusting by PPPs does not provide 
balances which may sensibly be summed. 

There is, no doubt, considerable mileage left in 
the P P P debate. However, it seems unlikely that 
Table C will need to be updated on this account 
in the near future. 

E c o n o m i c e f fec t s 

It has been noted several times in this paper that 
some writers have argued for or against particular 
translation methods at particular times on 
grounds of the economic effects of resulting profit 
and asset figures. The late 1970s has seen the de-
velopment of a considerable literature (mainly 
American) on the subject of economic and politi-
cal effects of accounting standards. One of the 
areas which is often used as an example is cur-
rency translation. 

Many have argued that accounting standards 
have considerable effects on profit and asset 
figures and that, therefore, they have economic 
effects (Rappaport, 1977; Wyatt, 1977; Solomons, 
1978). Zeff (1978, pp. 57-59) has charted the 
influence of 'economic consequences' on account-
ing pronouncements in the U S since 1941. He 
says that 'on each of the o c c a s i o n s . . . , outside 
parties intervened . . . by an appeal to criteria that 
transcended the traditional questions of account-
ing measurement and fair presentation'. 

The arguments have gone even further, to sug-
gest that accounting rules should be set democra-
tically by politically responsive institutions (Ger-
both, 1973; Horngren, 1973; May and Sundem, 
1976). There is clearly considerable pressure for 
such 'democratic' involvement by interested par-
ties. Such pressures hastened the demise of the 
APB (Zeff, 1978, p. 60). Consequently, the FASB 
is less dependent on the accounting profession, 
and has added 'probable economic or social im-
pact' to its conceptual framework (FASB, 1976). 

In the case of currency translation, it has been 
shown that some methods have been criticised 
because they can cause profits to be smaller or 
more volatile (Scott, 1975, p. 61 ; Smith, 1978). 
The arguments are often not concerned with 
whether or not this is a better presentation but 
with any effects on the decision-making of multi-
nationals. However, the arguments against allow-
ing accounting rules to be influenced by political 
pressures based on probable economic conse-
quences seem very strong. Solomons (1978, p. 69) 
notes that 'critics of the FASB are asserting that 
economic behaviour, such a s . . . hedging, which 
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would not have been rational under the old 

accounting rules becomes rational under the new 

ones. Such an assertion is difficult to defend 

because the new rules have not changed the 

underlying cash flows or risks Only if signifi-

cance is attached exclusively to the bottom line, 

rather than to the present value of the enterprise, 

can the change in behaviour be defended'. Solo-

mons goes on to give several examples where 

manipulating a measuring device soon gives rise 

to loss of neutrality, loss of reliability and, then, 

loss of usefulness. Zeff (1978, p. 63) agrees that 

'the FASB would surely preside over its own 

demise if it were t o . . . make decisions primarily 

on other than accounting grounds'. 

It should not be regretted that different 

accounting gives rise to different economic de-

cisions. Perhaps some of the decisions made by 

Rolls Royce and its shareholders in the late 1960s 

would have been different if SSAP 13 on R & D 

expenditure had been in operation. To claim that 

such a standard inhibits R & D expenditure 

would not prove that the standard should be 

changed. 

Summary 

The purpose of this article is to try to clarify the 

differences in translation methods, and their 

causes. Some differences are due to different 

underlying assumptions; others appear to be due 

to a lack of consistent assumptions. The debate 

has been confused by the use of erroneous defini-

tions and faulty argument. Many translation 

methods have been advanced in theoretical writ-

ings and several have been recommended by pro-

fessional bodies and used in practice in the U K 

and the US. A chronology of the development of 

these methods is provided. 

The current/non-current and the monetary/ 

non-monetary methods were attempts to provide 

a method which was thought to be more suitable 

than the closing rate method in a world of 

fluctuating exchange rates. However, the former 

has attracted particularly heavy criticism on 

theoretical grounds. The desire to have a consis-

tent underlying financial accounting theory, 

which would cope with both historic cost 

accounting and other systems, led to ARS 12 and 

FAS 8 which introduced the temporal principle. 

This seems acceptable to many financial account-

ing theorists on both sides of the Atlantic. How-

ever, some practitioners, specialists in business 

finance and management accountants are 

opposed to it because of its effects on profits. 

Also, alternative accounting assumptions to the 

proprietary method (on which ARS 12 was based) 

can be used to favour the closing rate method. 

In practice, it might appear that the translation 

method used in a particular country at a particu-

lar time depends little on theories but more on its 

effects on profits under the ruling exchange rate 

conditions. 

The underlying assumptions about the purpose 

of financial statements, consolidation and trans-

lation affect the way in which adjustments for 

inflation and specific price changes are linked 

with a translation method. For CPP, translate-

restate seems to fit with the proprietary assump-

tion and the temporal principle. The weight of 

theoretical arguments appear to be on this side. 

For CCA, restate-translate is fairly clearly correct. 

There is, however, a more fundamental sugges-

tion that exchange rates are not suitable for trans-

lation. Some writers propose purchasing power 

parities, but these have failed to gain general ac-

ceptance. There are, also, arguments that suggest 

that neither exchange rates nor PPPs are suitable 

for most balances and that, since the proprietary 

theory is questionable for many multinationals, 

consolidation is not suitable either. 

More recently, the intensity of the debate on 

the economic consequences of accounting rules 

about such matters as translation has increased. 

However, the arguments in favour of 'integrity' 

and 'neutrality' for accounting standards seem to 

be the stronger, even if expediency and short-term 

political matters are beginning to affect more 

seriously the setting of standards in practice. 
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Appendix 

Selected exchange rates 

US French French German German Brazil Brazil 

$ francs francs marks marks cruzeiro cruzeiro 
to £1 to £1 to $1 toil to $1 to £1 to $1 

1870 25.1 4.98 
Pre-war 4.867 25.22 5.18 20.429 4.198 15 3.080 
1914 25.3 5.19 
1915 4.86 25.12 5.24 4.59 17.75 3.17 
1916 4.77 28 5.90 5.36 20 4.04 
1917 4.76 27.8 5.86 5.53 20 4.27 
1918 4.76 27.18 5.72 17.75 3.72 
1919 4.76 26 5.47 18.5 3.92 
1920 3.7 41 11 340 100.5 13.75 3.72 
1921 3.8 54 14 215 57 25.25 6.78 
1922 4.2 51.4 12.15 790 186 32 7.87 
1923 4.65 62 14 32,000 6890 40 8.60 
1924 4.25 84 20 19 billion 4.47 billion 40 9.41 
1925 4.74 88 18.57 20 4.22 40 8.44 
1926 4.85 129.25 26.59 20.3 4.18 34.25 6.64 
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1927 4.85 122 25.10 20.4 4.2 41.75 8.6 
1928 4.87 124 25.52 20.45 4.21 40 8.23 
1929 4.85 124 25.52 20.4 4.20 40 8.36 
1930 4.87 123.9 25.50 20.4 4.20 43.5 8.95 
1931 4.87 123.67 25.43 20.4 4.20 53.3 10.97 
1932 3.38 86 25.59 14.25 4.24 60 17.86 
1933 3.34 86 25.59 14.10 4.2 43.5 12.95 
1934 5.0 83 16.6 13.6 2.61 60 16 
1935 4.93 74.5 15.31 12.1 2.45 84.9 17.22 
1936 4.93 75 15.31 12.25 2.48 86.3 17.33 
1937 4.91 105 21.43 12.25 2.48 79.6 16.08 
1938 5.0 147 29.4 12.4 2.49 83.5 18.17 
1939 4.63 176.5 39.8 11.5 2.49 81.9 19.71 
1940 4.03 176.5 43.8 2.5 73.7 19.79 
1941 4.03 
1942 4.03 83.6 19.64 
1943 4.03 83.6 19.63 
1944 4.03 83.6 19.57 
1945 4.03 203 49.72 82.8 19.50 
1946 4.03 480 119.3 79 18.72 
1947 4.03 480 119.3 79 18.72 
1948 4.03 864 214.7 13.4 3.33 79 18.72 
1949 4.03 1093 350 13.4 3.33 52 18.72 
1950 2.80 980 350 11.76 4.2 
1951 2.80 979 349.95 11.76 4.2 
1952 2.79 981 349.95 11.5 4.2 
1953 2.81 982 349.95 11.70 4.2 
1954 2.81 981 349.95 11.73 4.2 
1955 2.79 978 349.95 11.74 4.2 
1956 2.80 982 350 11.71 4.2 
1957 2.79 984 350 11.73 4.2 
1958 2.81 1117 420 11.72 4.2 
1959 2.81 1374 490 11.74 4.18 
1960 2.81 13.74 4.90 11.71 4.17 
1961 2.81 13.7 4.9 11.17 3.99 
1962 2.81 13.7 4.9 11.20 3.99 
1963 2.80 13.7 4.9 11.11 3.97 
1964 2.79 13.7 4.9 11.09 3.97 4400 1610 
1965 2.80 13.7 4.9 11.22 4.0 6216 2220 
1966 2.79 13.8 4.9 11.09 3.97 6216 2220 
1967 2.79 13.8 4.9 11.22 4.01 6130 2200 
1968 2.4 11.8 4.9 9.5 3.98 7.6 3.2 
1969 2.4 11.8 4.9 9.58 4.01 9.0 3.5 
1970 2.4 13.2 8.7 10.4 
1971 2.42 13.3 8.7 11.9 
1972 2.6 13.3 8.3 14.4 
1973 2.4 12.0 7.5 14.6 
1974 2.3 11.2 6.0 14.2 
1975 2.2 9.5 5.4 17.0 
1976 1.8 8.6 4.6 18.3 
1977 1.7 8.5 4.0 21.0 
1978 1.9 9.1 4.1 30.6 
1979 2.0 8.5 3.7 42.5 

Sources: R. L. Bidwell, Currency Tables, Rex Collings, London, 1970; CSO, Financial Statistics 
February 1973 and December 1979, H M S O , London, Table 102. 

When several rates are quoted in the sources, the rate noted above is the earliest given for the 
particular year. 
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C H A P T E R 1 6 

Price-level adjustments and foreign 
currency translation: are they 
compatible?* 
Frederick D .S . Choi 

Someone long ago remarked on the certainty of two things — death 
and taxes. A contemporary version of that saying should include two 
additional considerations: namely (1) the growth of multinational 
business and (2) the phenomenon of global inflation. Indeed, the ac-
tivities of today's multinational corporations have expanded to such an 
extent that their combined output is estimated now at nearly one-sixth 
of world economic output. Inflation, once thought to characterize the 
economies of underdeveloped countries, is now a common problem of 
the industrialized world. In fact, this modern-day disease has reached 
such proportions that double-digit inflation is a term generally accepted 
by economists throughout the world. These two phenomena, which re-
flect whirlwind developments of the 1960s and early 1970s, have signifi-
cant accounting implications and promise to present accountants with 
some of the greatest challenges they will encounter during the balance 
of this decade. 

A particular problem in this regard (and one which this paper ad-
dresses) concerns consolidation of the financial accounts of a firm's 
foreign subsidiaries in inflationary environments. In the face of rising 

* Frederick D . S. Choi is a native of Hawai i and is assistant professor of ac-
count ing at the University of Hawai i . H e received his bachelor's and master's 
degrees in the area of finance from that same university. Currently Professor 
Choi is serving as a visiting professor at the University of Washington where 
he earned his doctorate in accounting. H e has had business experience in bank-
ing and real estate and is particularly interested in international dimensions of 
account ing and its relationship to the development of broadly based and inte-
grated capital markets. 

* This article is reprinted, with permission, from The International journal of 
Accounting: Education and Research (Fall 1975) pp 121-143 



price levels worldwide, traditional financial statements have been 
challenged increasingly as inappropriate and even misleading. Not 
surprisingly, more and more accountants subscribe to the view 
that the statement effects of changing price levels ought to be accounted 
for.

1 

Coupled with the problem of accounting for changing price levels is 
the need to express the results of foreign operations in terms of a single 
currency. Shareholders, creditors, and other external user groups desire 
in general a single frame of reference for company operations, regard-
less of geographic origin. In most cases, however, accounts of foreign 
subsidiaries are denominated typically in the currency of a host 
country; whereas, accounts of a parent company are denominated in 
the currency of its home country. Since consolidated statements can 
be presented only in terms of a single currency unit, currency transla-
tion procedures are called for that transform foreign currency into 
domestic currency statements. 

Under these circumstances, is it better, first, to restate the accounts 
of foreign subsidiaries for foreign inflation and then translate the 
adjusted amounts into the currency of the home country? Or is it pre-
ferable, first, to translate subsidiary accounts into home country cur-
rency units then adjust for inflation? Preliminary evidence from an 
actual case study — prepared for the author by Carlaw and Raleigh, 
two MBA students at the University of Washington — suggests that 
the differential effect of either approach on consolidated financial 
statements is significant.

2
 Still, the issue remains unsettled and pro-

ponents of each approach continue to argue the "conceptual superi-
ority" of one construct over the other. 

This paper reexamines issues underlying the budding controversy 
with the objective of placing them in proper perspective. The restate-
translate versus translate-restate controversy is viewed along with argu-
ments supporting each model. The problem is put into perspective by 
drawing on recent recommendations of the AIGPA's Accounting Ob-
jectives Study Group; that is, the issues underlying the translation-
restatement controversy are discussed from the perspective of a norma-
1
 W h e n speaking about accounting for price-level changes, however, we must 
be careful to distinguish between two kinds of price changes; namely, general 
price-level changes and specific price changes. In view of the confusion that 
surrounds each, the distinction between them will be clarified in the fol lowing 
section. For an excel lent survey of extant account ing treatments of inflation 
internationally, see R. W. Scapens, "The Treatment of Inflation Overseas," 
Accountancy (September 1 9 7 3 ) : 10-16. 1
 Detai ls of the case study are included in the Appendix to this paper. 
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tive decision-framework. Conclusions, additional insights, and policy 
implications then follow. 

GENERAL VERSUS SPECIFIC PRICE-LEVEL CHANGES 

Before proceeding, it may be instructive to clarify the distinction 
between general and specific prive-level changes since the term in-
flation often is applied indiscriminately to both. A general price-level 
change occurs when the prices of all goods and services in the economy 
move on the average, that is, the purchasing power of the monetary 
unit changes in terms of its ability to command goods and services 
in general. A specific price-level change, on the other hand, refers 
to a change in the price of a specific commodity. In the context 
of a business enterprise, it refers to changes in the specific prices of a 
firm's economic resources. Each type of price change has a differing 
effect on measures of a firm's financial status and operating perfor-
mance, and is accounted for, consequently, with different objectives in 
mind. Hereafter, accounting adjustments for general price-level 
changes will be referred to as the general price-level model and ac-
counting for specific price changes will be referred to as the current 
cost model.

3 

The general price-level model measures income such that it repre-
sents the amount of resources a firm could distribute to various income 
claimants during a given period of time leaving the firm able to com-
mand as many goods and services (in general) at the end of the period 
as it could at the beginning. To achieve this result, net assets at the 
beginning and end of a given accounting period are adjusted to their 
end-of-period purchasing power equivalents using a general price-level 
index such as the U.S. GNP implicit price deflator or the United 
Kingdom (U.K.) consumer expenditure deflator. 

The current cost model, on the other hand, holds that income is the 
amount of resources a firm can distribute during a given period while 
maintaining its capability of replacing physical capital, for example, 
inventories and plant and equipment, which it uses to produce goods 
and services for sale to the consuming public. This may be achieved by 
adjusting a firm's beginning and ending net asset position (usually via 
appropriate specific price indexes) to reflect changes in specific price 
levels during the period. Thus, while the general price-level model 

* For an expanded discussion of the concepts treated here, the reader is re-
ferred to Robert G. May, Gerhard G. Mueller , and Thomas H. Will iams, A 
New Introduction to Financial Accounting (Englewood Cliffs, N .J.: Prentice-
Hal l , 1 9 7 3 ) . 
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strives to preserve the general purchasing power of the enterprise's 
original money capital, the current cost model seeks to preserve the 
firm's physical capital or operating capability. 

TRADITIONAL METHODS OF CURRENCY TRANSLATION 

Traditional methods of translation have not dealt explicitly with 
the phenomenon of changing price levels. Attention has focused instead 
on the appropriate foreign exchange rates to use in the translation 
process and the appropriate treatment of gains and losses resulting 
from foreign currency exchange rate changes. Alternatives generally 
accepted in the United States include the long-standing current-non-
current method, and a variant thereof, and the monetary-nonmonetary 
method. 

The current-noncurrent method, essentially, translates current as-
sets and current liabilities at rates of exchange prevailing at the bal-
ance sheet date while long-term assets, liabilities, and capital are trans-
lated at rates prevailing when the assets were acquired, the liabilities 
incurred, and the capital contributed. Realized gains or losses on for-
eign exchange typically are charged or credited to operations. Un-
realized losses are also charged against current operations; whereas, 
unrealized gains are preferably deferred.

4
 A variant of this approach, 

however, is permitted by Accounting Principles Board (APB) Opinion 
No. 6, in which long-term receivables and payables also may be trans-
lated at the current rate.

5
 The monetary-nonmonetary approach dis-

tinguishes between monetary and nonmonetary items which many feel 
is more appropriate. Under this approach, monetary items are trans-
lated at the current rate while nonmonetary items are translated at the 
historical rate. While Hepworth

6
 would favor recognizing all gains and 

losses immediately, accounting practice, for the most part, conforms to 
the treatment recommended under the method previously described. 

THE RESTATE-TRANSLATE PROPOSAL
7 

While all translation methods described find support in practice,
8 

4
 American Institute of Certified Public Accountants , Accounting Research Bulle-
tin No. 43 ( N e w York: A I C P A , 1 9 5 3 ) , chap. 12, pars. 8 and 9. 5
 American Institute of Certified Public Accountants , "Status of Account ing 
Research Bulletins," Accounting Principles Board Opinion No. 6 ( N e w York: 
A I C P A , 1 9 6 5 ) , par. 18. β
 Samuel R. Hepworth, "Accounting Problems in Foreign Operations," NAA 
Research Report No. 36 ( N e w York: Nat ional Association of Accountants , 
1 9 6 0 ) . 
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they are being criticized more and more for producing financial state-
ment effects which distort a subsidiary's financial picture. To begin, tra-
ditional translation techniques assume that foreign inflation is offset 
exactly by depreciation in the value of that country's currency. Thus, 
if a long-lived asset were transferred from a U.S. parent to one of 
its foreign subsidiaries at a cost of $100, with the foreign exchange rate 
at $1 to 2 units of foreign currency (FG2), the asset would be recorded 
on the subsidiary's books at FC200. If the general price level of the 
foreign country should rise 100 percent, traditional translation methods 
assume that the foreign exchange rate would depreciate, proportion-
ately, to $1 to FG4. Thus, a restated asset of FG400 still would retain 
its original dollar valuation of $100. Empirical evidence, however, 
suggests that inflation and devaluation are not perfectly negatively 
correlated.

9
 The direct implication of this finding is that the financial 

position statements of foreign affiliates, translated in conformity with 
traditional methods of translation, may be subject to significant dis-
tortion. 

Traditional translation techniques produce distortions on the income 
statement as well. It has been demonstrated, for example, that inven-
tories — held by a foreign subsidiary during an accounting period in 
which the foreign currency depreciates relative to the U.S. dollar and 
which is resold during a subsequent period — will result usually in an 
understatement of first-period profits and an overstatement of profits 
reported in the subsequent period.

10 

Traditional translation methods are suspect, also, from a managerial 
viewpoint. Foreign exchange losses and gains are said to provide 
managers with little insight unless they are adjusted to reflect changing 
internal price levels. Local pricing decisions, capital expenditure poli-
cies, inter- and intracountry comparisons, external sourcing decisions, 
and the like, are difficult without such information.

11 

To remedy these shortcomings, Zenoff and Zwick propose, for con-
solidation purposes, that the financial accounts of foreign subsidiaries 

the perspective of a U . S . parent which operates a number of foreign sub-
sidiaries abroad. 
* See T h o m a s G. Evans, "Diversity in Foreign Currency Translation Methods: 
A Proposal for Uniformity," CPA (February 1974) : 41-45 . 

Robert L. Aliber and Clyde P. Stickney, "Accounting Measures of Foreign 
Exchange Exposure: T h e Long and Short of It," Accounting Review (January 
1 9 7 5 ) : 44-57. 10
 See Gerhard G. Mueller, International Accounting ( N e w York: Macmil lan 

Co. , 1 9 6 7 ) , p. 182. 11
 Dav id B. Zenoff and Jack Zwick, International Financial Management (Engle-

wood Cliffs, N.J . : Prentice-Hall , 1 9 6 9 ) , p. 500 . 
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be restated, first to reflect changes in the purchasing power of the 
foreign currency unit and then translated into their U.S.-dollar equiva-
lents, using a single foreign currency exchange rate — the rate of ex-
change in effect at the financial statement date. 12 

The purported advantages of the restate-translate proposal are that 
it: 

1. Enables statement readers to assess ordinary operating results in 
terms of local currency as well as the effect of foreign inflation on these 
results. 
2. Enables management to better gauge the performance of a sub-
sidiary after providing for "maintenance" of affiliate assets. 
3. Enables management to evaluate the performance of a subsidiary 
in terms of the environment in which the subsidiary's assets are 
domiciled. 
4. Enables management to ascertain the effect of currency devaluation 
on a subsidiary's operating results if devaluation occurs. 

Other proposals that appear to be consistent with the restate-trans-
late construct (or some variant thereof) include a recent study by the 
Financial Executives Research Foundation,13 a study on foreign ac-
counting by Parkinson of the Canadian institute,14 another by Schway-
der,15 and a report by the Committee on International Accounting of 
the American Accounting Association.16 

THE TRANSLATE-RESTATE PROPOSAL 

The restate-translate proposal was challenged first in an article by 
Rosenfield17 and more recently in an article coauthored by Lorensen 
and Rosenfield.18 Rosenfield argues that the restate-translate method 
results in a unit of measure that reflects multiple standards in terms 
12
 Ibid. 

11
 Edward G. Bursk, John Dearden, Dav id F. Hawkins , and Victor M . Long-

street, Financial Control of Multinational Operations ( N e w York: Financial 
Executives Research Foundation, 1 9 7 1 ) , p. 4 3 . 
14
 R. M a c D o n a l d Parkinson, Translation of Foreign Currencies (Toronto: 

Canadian Institute of Chartered Accountants , 1 9 7 2 ) , p. 111. 
15
 Ke i th R. Schwayder, "Accounting for Exchange Rate Fluctuations," Account-

ing Review (October 1 9 7 2 ) : 759-60 . 
M
 Committee on International Accounting, Report to the Financial Accounting 

Standards Board on Accounting for Foreign Currency Translation (Sarasota, 
Florida: American Account ing Association, June 1 9 7 4 ) , p. 7. 
1T
 Paul Rosenfield, "General Price-Level Account ing and Foreign Operations," 

Journal of Accountancy (February 1 9 7 1 ) : 58-65 . 
" L e o n a r d Lorensen and Paul Rosenfield, "Management Information and For-
eign Inflation," Journal of Accountancy (December 1974) : 98 -102 . 
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of general purchasing power — that is, translating the restated ac-
counts of foreign affiliates domiciled in a number of different countries 
results in dollars of mixed foreign purchasing power. This, in turn, 
results not only in information that is ambiguous, but unintelligible and 
noncomparable as well. One reason for this is due purportedly to the 
fact that goods and services generally purchased by a unit of money in 
one country, are seldom the same as those generally purchased by a 
unit of money in another (the type of goods and services and the 
quantities purchased differ in each country). "Even if the same goods 
and services were purchased in the same quantities in the two coun-
tries the two units of money would almost certainly not buy the same 
quantities of goods and services in general."

19
 Thus, five Argentine 

pesos ($a5) may equal $1 in foreign exchange markets. However, $a5 
might purchase five hours of labor in Argentina while $1 might pur-
chase less than one-half hour in the United States. In a more recent 
article, Lorensen and Rosenfield continue their case against the Zenoff 
and Zwick model, arguing that neither headquarters management nor 
U.S. investors are interested in foreign purchasing power; nor is either 
group interested in purchasing foreign goods and services. They are 
more interested in purchasing goods and services in the United States 
and, since they are interested really in U.S. purchasing power, this is 
the information that should be provided.

20 

Restate-translate critics support adoption of what may be called the 
translate-restate proposal, originally recommended in APB statement 
3 .

21
 Statement 3 advocates that the financial accounts of U.S. foreign 

subsidiaries should be translated first into U.S. dollars, then restated to 
U.S. purchasing power equivalents, using the index of changes in the 
general price level in the United States. The merit of the proposal, 
according to Lorensen and Rosenfield, is that it not only reveals the 
financial statement effects of changes in foreign currency exchange 
rates but discloses the effect of U.S. inflation on the prospective returns 
to U.S. investors. In short, consolidated accounts, prepared accordingly 
to the prescriptions of APB statement 3, would be expressed in terms 
of a single standard of measure (namely, dollars of U.S. purchasing 
power), and would provide a perspective more germane to U.S. in-
vestors and management. 
19
 Rosenfield, "Price-Level Accounting," p. 60. 30
 Lorensen and Rosenfield, "Management Information," pp. 100-101. al
 American Institute of Certified Public Accountants , "Financial Statements 

Restated for General Price Level Changes ," Statement of the Accounting Prin-
ciples Board No. 3 ( N e w York: A I C P A , 1 9 6 9 ) : 18-19. 
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Restate-translate proponents, however, would question the asser-
tion that U.S. investors and managers are not interested in foreign in-
flation. Envision, for example, an extreme case where a U.S. parent 
company possesses a single wholly owned subsidiary domiciled in a 
strongly inflationary economy like present-day England. Under such 
circumstances, would conventional accounting performance measures 
of the British subsidiary, translated by using the widely employed 
monetary-nonmonetary translation method and then restated to U.S. 
general purchasing power equivalents, really provide U.S. investors 
with information useful for forecasting their future return streams 
(which necessarily emanate from sterling transactions) ? From a man-
agerial perspective, would not disregard of foreign price-level changes 
lead to decisions possibly detrimental to the continued well-being of 
foreign operations, for example, unrealistic pricing and replacement 
decisions? Or, take the case of a U.S. multinational company with a 
worldwide network of foreign affiliates. Would not foreign inflation 
adjustments facilitate ( 1 ) inter- and intracountry comparisons of rela-
tive subsidiary performance, and (2) resource allocation decisions with 
respect to the various subsidiaries? Questions such as these suggest that 
the Lorensen-Rosenfield proposal is not without shortcomings. 

THE CONTROVERSY IN PERSPECTIVE 

In view of the many features associated with these competing pro-
posals, how does one choose between them? Is the restate-translate 
construct conceptually superior to the translate-restate alternative? Or 
is the converse true? Proponents on both sides of the controversy thus 
far have refused to give ground. 

In the author's opinion, arguing in this vein is apt to prove fruitless; 
for, in the absence of explicit choice criteria, it is impossible to resolve 
the issue in a satisfactory way. Arguing that a General Motors Cadillac 
is better than a Volkswagen Beetle, without specifying some decision 
criteria, is likewise pointless. 

It might be best at this point to consider the broader picture by 
asking the question, What is it that we ought to be measuring? On 
a more fundamental level, What is the purpose of the accounting mea-
surement process? 

In October 1973 the American Institute of Certified Public Accoun-
tants published a significant piece of literature. Entitled The Objectives 

of Financial Statements, the study, chaired by the late Robert M. True-
blood, makes explicit the objectives of the external financial reporting 
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process.
22
 One of the specified objectives of the study is "to provide in-

formation useful to investors and creditors for predicting, comparing, 
and evaluating potential cash flows to them.. . ." 2 3 Thus, one of the 
fundamental objectives of accounting is to provide information which 
is useful to investors, that is, information that is decision-relevant. De-
termining what is relevant, in turn, requires examination of an investor's 
decision model. Only by examining decision models can we really iden-
tify what measurement attributes are called for by these models.24 Note 
that the concern here is with information relevant to an investor's de-
cision model rather than information relevant to the decision maker. 
While the two can and should be the same, they need not be. Sterling 
offers a beautiful example in this regard : 

W e service a large n u m b e r of dec is ion-makers (e .g. , investors and potential 

inves tors ) , m a n y of w h o m h a v e demonstrably erroneous ideas about w h i c h 

attributes are re levant to their decis ions. For e x a m p l e , despi te the fact that 

the efficient market research has demonstrated that "technical analysis" (pr ice 

chart ing) is of n o use in trading the market , m a n y investors and financial 

analysts still use it. Others use other attributes. I t is imposs ible for us to 

supply measures of all the attributes that all investors think are relevant. 

Worse , such attributes are of no h e l p in m a k i n g t h e decis ion despite the fact 

that dec is ion makers use t h e m and think that they are relevant. H e n c e we 

must define re levance in relat ion to dec is ion m o d e l s , not dec i s ion -makers .
25 

A NORMATIVE INVESTOR DECISION MODEL
26 

Finance literature suggests that the value of a firm's stock is a func-
tion of its discounted future dividend stream and the perceived riski-
ness of that returned stream.27

 Dividends are defined as any monies paid 
to the holder of a security as a consequence of ownership. Dividends 
are, in turn, primarily a function of a firm's net operating cash flows. 
Thus, the higher a firm's net operating cash flows the higher the po-
72
 The Objectives of Financial Statements ( N e w York: American Institute of 

CPAs, October 1 9 7 3 ) . 
* Ibid., p. 20. 
24
 For example, see Robert R. Sterling, "Decision-Oriented Financial Account-

ing," Accounting and Business Research (Summer 1 9 7 2 ) . 
25
 Robert R. Sterling, "Relevant Financial Report ing in an Age of Price 

Changes ," Journal of Accountancy (February 1975) : p. 44 . 
26
 T h e following draws on the model developed by Lawrence Revsine in his 

Replacement Cost Accounting (Englewood Cliffs, N .J . : Prentice-Hall , 1 9 7 3 ) . 
27
 Whi le some portfolio theorists imply that accounting information may not be 

useful in assessing the risk of an individual security, this can be shown to be 
incorrect. For a demonstration of the consistency between the single security 
partial equilibrium model and the single period capital asset pricing model , see 
Frederick D . S. Choi, "Financial Disclosure in Relat ion to a Firm's Capital 
Costs," Accounting and Business Research ( A u t u m n 1 9 7 3 ) . 
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tential dividend streams to investors, and conversely. Since managers 
reportedly are reluctant to lower dividends once established, for fear 
of an adverse effect on the company's share prices in the marketplace, 
they are understandably interested in maintaining the level of a firm's 
net operating cash flows over time. 

Net operating cash flows of a firm are a function of both the firm's 
physical and technological capacity to produce goods and services, and 
the prevailing prices of its factor and product markets. Since manage-
ment has limited, if any, control over the latter, maintaining the firm's 
physical capacity to produce is extremely important. It is the one stra-
tegic variable that management can control in striving to maintain 
operating cash flows at some minimum level over time.

28 

The foregoing model thus enables us to derive a criterion for evalu-
ating competing inflation accounting options such as the restate-trans-
late versus translate-restate proposals. Specifically, the proposal that 
generates an operating performance measure that best reflects the 
preservation of a firm's physical capacity to produce goods and ser-
vices (and, hence, future dividend-generating potential) is the better 
alternative from management's viewpoint. And, as long as an income 
concept reflects the maximum dividend that can be paid during a 
given period of time without impairing the firm's operating capability, 
an investor also has a basis for estimating the growth potential of his 
return stream, based on a given dividend policy (payout percentage). 

In the context of our earlier discussion regarding price-level changes, 
it follows that specific price-level adjustments, rather than general 
price-level adjustments, are what investors are interested in primarily. 
For specific price-level adjustments, our current cost model produces 
a measure of income, disposable cash flows, that is consistent with the 
criterion just developed. 

To sum up, investors — and, therefore management — are interested 
primarily in the specific purchasing power of a firm rather than its 
ability to command goods and services in general. Specific purchasing 
power is what determines the amount of gross operating flows that can 
be distributed as dividends without reducing a firm's physical capacity 
to produce. To the extent that general price-level movements are not 
perfectly positively correlated with specific price behavior, the current 
cost model provides investors with more reliable information. 
28
 This assumes that the margin between input and output prices remains the 

same. See Revsine, Replacement Cost Accounting, p. 99 . 
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A SUGGESTED ALTERNATIVE 

What implications can we draw from the previous discussion? We 
have learned that investors are primarily interested in the financial 
statement effects of specific price changes on the operating performance 
of a firm. This provides a measure of the firm's operating performance 
which, in turn, enables investors to formulate realistic expectations 
regarding cash flows that interest them. We also know that the main 
purpose of consolidated financial statements is to apprise investors of 
the achievements of the parent company and its foreign subsidiaries as 
a whole. Viewed from this perspective the translate-restate-restate-
translate competing constructs dilemma becomes trivial. Both models 
essentially reflect a historical cost orientation. Neither restatement for 
general price-level changes abroad and translation to U.S. dollars, nor 
translation to U.S. dollars and restatement for U.S. inflation, changes 
the valuation framework. A historical cost model, adjusted for changes 
in the general purchasing power of the monetary unit (whether it be 
foreign general purchasing power or domestic general purchasing 
power) is still a historical cost model! 

The price-level adjustment procedure which we recommended and 
which is consistent with our previous decision criterion may be outlined 
as follows : 

1. First restate the financial statements of all subsidiaries, as well as the 
statements of the parent, to reflect changes in specific price levels. 
2. Translate the accounts of all foreign subsidiaries into U.S. dollars 
using a constant — the current foreign currency exchange rate. 

Restating both foreign and domestic accounts into their current cost 
equivalents is consistent with recommendations of the Accounting 
Objectives Study Group in that such information is decision-relevant. 
This information reflects the maximum amount of potential dividend 
flows an investor can expect to receive in dollars; thus facilitating pre-
dictions of future cash flows. This overcomes fundamental shortcom-
ings of the earlier translation-restatement constructs. The translation 
process, in turn, is simply a neutral process which transforms amounts 
expressed in foreign money units to a more familiar currency frame-
work — U.S. dollars. This proposal would also facilitate an investor's 
comparison and evaluation processes since the consolidation results 
of all firms would be expressed in terms of a common scale — current 
cost equivalents. 
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While this study has not explicitly addressed the decision models of 
management, the current proposal would also appear germane to them. 
Since managers would report to external decision makers in terms of 
the standards identified, it would seem logical to manage in these 
terms as well. In the words of Lorensen and Rosenfield : 2 9 

The standards of measurement for overall management of all operations, 
domestic and foreign, must be the same and must be the standard of measure-
ment in the reports to outsiders of the company as a whole. 
Thus, the proposed framework should enable headquarters manage-
ment to better evaluate the relative performance of its subsidiaries 
since enterprise results would be comparable nationally as well as inter-
nationally. To the extent that the current cost reporting framework is 
universally adopted, local management decisions should be improved 
as intracountry comparisons of enterprise performance would also be 
facilitated. As managers were said to be concerned with the main-
tenance of physical capacity,30 the proposal should also facilitate more 
equitable resource allocations within the corporate system — especially 
when general and specific price levels do not move in parallel fashion. 

This proposal, while representing a rather marked departure from 
earlier formulations, finds support in the writings of Mueller,31 

Schoenfeld,32 and, particularly, of Arthur Andersen and Co. in their 
Accounting Standards for Business Enterprises Throughout the 
World.33 Those who are skeptical of the proposal's operationality should 
recognize the fact that the highly successful Netherlands-based multi-
national giant, the Philips Lamp Co., has utilized a variant of this 
consolidation and reporting framework for years. The company obvi-
ously feels that benefits of the approach far exceed the costs involved.34 

LIMITATIONS OF THE MODEL 

In view of the model's conceptual appeal, have we an approach, 
finally, that will quell the price-level adjustment-foreign currency 
translation controversy? Not by a long shot! 
29

 Lorensen and Rosenfield, "Management Information," p. 102. 
30

 Recall that this assumes that the margin between input and output prices 
remains constant. 
31
 Gerhard G. Mueller , "Accounting for Mult inat ional Companies ," Cost and 

Management (July-August 1 9 7 1 ) : p. 5. 
32

 H . M . Schoenfeld, "Comments on International Account ing in a n Inflationary 
Economy," Journal of International Accounting (Fal l 1 9 6 8 ) : 167. 
33
 Arthur Andersen and Co. , Accounting Standards for Business Enterprises 

Throughout the World (Chicago: Arthur Andersen and Co. , 1974) : 111-17. 
** For a recent account of the Philips system see Geoffrey Holmes , "Replacement 
Value Accounting," Accountancy (March 1972) : 4-8. 
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Notwithstanding implementation problems, the proposed approach 
is based on an assumption which many would question. In translating 
accounts of foreign subsidiaries at current rates of exchange, it was 
implicitly assumed that foreign currency translation was a neutral 
accounting process that merely converted foreign money to domestic 
currency equivalents. Some writers, however, question this neutrality 
suggesting that the current exchange rate to some extent mirrors price-
level movements in both domestic and foreign countries.

35
 To the ex-

tent that this is true, the currency translation process may produce 
results that are not entirely unambiguous.

36
 It may even be argued 

that foreign exchange rates are a function of so many variables — 
political, economic, and random — that their use as a translation 
medium should be abandoned altogether! 

It is apparent then that the proposed framework is far from a con-
ceptual ideal. In fact, it is doubtful whether there ever will exist any 
"theoretically clean" solutions to the price-level adjustment-currency 
translation problem. However, limitations notwithstanding, the pro-
posed framework provides information which is far more decision-
relevant than existing constructs that focus on valuation norms not 
called for by investor decision models. In addition, it should be noted 
that the translation rate problem is not unique to the current proposal 
but is a common feature of all models utilizing exchange rates as 
translation factors. 

CONCLUSIONS AND RECOMMENDATIONS: ARE THEY COMPATIBLE? 

In view of its conceptual merit, will the proposed price-level ad-
justment-foreign currency translation combination become generally 
accepted in the United States? Probably not. The conventional ac-
counting model in the United States and elsewhere appears wedded to 
the historical cost valuation framework, the logic of which has been 
well developed in the literature. And while the United States and other 
countries seriously are considering adjusting financial statements for 
inflation, they seem concerned primarily with general rather than 
, s
 Archie L. Monroe, "Experimenting with Price-Level Reporting," Financial 

Executive (December 1 9 7 4 ) : 48 . M
 Recogni t ion of this problem has led some to suggest the use of "constructed" 

or "adjusted" foreign currency translation rates. For example, see Robert L. 
Gay ton, "General Price Level Account ing and Foreign Operations," Journal of 
Accountancy (September 1 9 7 1 ) : 3 8 - 4 0 ; and Richard B. Kle in , "Inter-Country 
Purchasing Power Index Numbers," Management Accounting (August 1 9 7 2 ) : 
28-32 . 
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s p e c i f i c p r i c e - l e v e l a d j u s t m e n t s . I n d e e d , i f t h e r e is o n e t h i n g t h a t i s 

r e v e a l e d b y a s t u d y o f a c c o u n t i n g h i s t o r y , i t i s t h a t t h e d e v e l o p m e n t 

o f a c c o u n t i n g p r i n c i p l e s is n o t s o m u c h a f u n c t i o n o f t h e o r e t i c a l n i c e t i e s 

a s i t is a f u n c t i o n o f p o l i t i c a l , i n s t i t u t i o n a l , a n d e c o n o m i c i n f l u e n c e s 

t h a t m a k e u p t h e e n v i r o n m e n t o f t h e a c c o u n t i n g p r o c e s s .
37

 T h u s , d e -

s p i t e a r g u m e n t s t o t h e c o n t r a r y , i t a p p e a r s t h a t r e c o m m e n d a t i o n s a d -

v o c a t e d i n A P B s t a t e m e n t 3 ( a n d s u p p o r t e d i n l i t e r a t u r e b y L o r e n s e n 

a n d R o s e n f i e l d ) w i l l b e c o m e t h e f u t u r e n o r m i n t h i s a r e a . T h a t i s , 

t r a n s l a t i n g f o r e i g n a c c o u n t s i n t o U . S . d o l l a r s , a n d t h e n r e s t a t i n g f o r 

U . S . i n f l a t i o n , is h e a d e d f o r g e n e r a l a c c e p t a n c e i n t h e U n i t e d S t a t e s 

r e g a r d l e s s o f w h e t h e r t h e y a r e r e a l l y c o m p a t i b l e ! 

U n d e r t h e c i r c u m s t a n c e s , i t m a y v e r y w e l l b e m o r e r e a l i s t i c f o r u s 

t o r e c o g n i z e t h a t , a s l o n g a s p o l i c y p r e s c r i p t i o n s a r e v a l u e d f o r t h e i r 

p r a g m a t i c a n d p r a c t i c a l a p p e a l , t h e r e c a n b e n o w a y o f a r r i v i n g a t 

t h e o r e t i c a l l y s o u n d s o l u t i o n s . I n t h e a b s e n c e o f s p e c i f i c c h o i c e c r i t e r i a 

d e r i v e d f r o m i n v e s t o r d e c i s i o n m o d e l s , i t i s f r u i t l e s s t o a r g u e t h e c o n -

c e p t u a l m e r i t s o f c o m p e t i n g c o n s t r u c t s . I t m a y b e f a r m o r e p r o d u c t i v e 

t o a d m i t t h a t c h o i c e s i n t h e p r i c e - l e v e l a d j u s t m e n t - c u r r e n c y t r a n s l a -

t i o n a r e a a r e a r b i t r a r y a t b e s t a n d s h o u l d b e r e c o g n i z e d a s s u c h . 

R e a d e r s o f financial s t a t e m e n t s s h o u l d b e m a d e a w a r e t h a t t h e r e p o r t e d 

p r i c e - l e v e l a d j u s t m e n t - f o r e i g n c u r r e n c y t r a n s l a t i o n c o m b i n a t i o n is o n e 

o f s e v e r a l p o s s i b l e a l t e r n a t i v e s t h a t e x i s t a n d t h i s i n f o r m a t i o n s h o u l d 

b e d i s c l o s e d i n t h e c o n s o l i d a t e d financial s t a t e m e n t s o f m u l t i n a t i o n a l 

c o r p o r a t i o n s . T h i s a p p r o a c h w o u l d b e m o r e f o r t h r i g h t a n d w o u l d 

m i n i m i z e t h e p o s s i b i l i t y o f m i s l e a d i n g i n f e r e n c e s b e i n g d r a w n b y t h e 

i n v e s t i n g p u b l i c . 
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APPENDIX: PRICE-LEVEL ADJUSTMENTS AND FOREIGN CURRENCY 
TRANSLATION — A CASE STUDY* 

The effects of accounting for inflation are shown by applying the 
restate-translate and translate-restate methods of accounting to the 
Esso Petroleum Company, Ltd., of England, a subsidiary of the Ameri-
can-based Exxon Corporation. The analysis is based on the follow-
ing hypothesis: Use by a foreign subsidiary of a price-level adjusting 
index in conjunction with either the restate-translate or the translate-
restate method of accounting affects the consolidated financial state-
ments of the parent company. Our purpose is not (1) to propound 
the benefits of one translation method over another, (2) to suggest the 
best general price-level index, or (3) to establish the merits of the re-
state-translate over the translate-restate methodology or vice versa. 

The general formula for the application of the restate-translate 
method was to use the U.K. consumer price index (CPI) for any re-
statements and combine it with the December 31, 1972, spot rate for 
translating all liabilities and assets in the British accounts into U.S. 
dollars. The general formula for the translate-restate method appli-
cation was to use the monetary-nonmonetary method of translation ac-
cording to the rules set forth in the 1973 Exxon annual report. This 
meant the application of historic exchange rates to nonmonetary items. 
The U.S. consumer price index (CPI) was then used for price-level-
based restatements of the accounts. For consistency between the two 
methods (restate-translate and translate-restate), the consumer price 
index for both the United States and the United Kingdom was em-
ployed. The authors, however, recognize that there exists a general 
preference for the general index of retail prices (RPI) as an indicator 
of changes in the general purchasing power of the pound sterling. Yet 
since general purchasing power indexes of both the U.S. dollar and the 
British pound were needed, elimination of a source of possible bias 

* Prepared by R e x Carlaw and Elizabeth Rale igh, both M B A students at the 
University of Washington. 
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through use of a comparable index was considered more important 
than preference for a particular index choice. 

Several assumptions are made in this case either to facilitate 
analysis or to compensate for a lack of information. These assumptions 
are: 

1. Esso Petroleum Company, Ltd., was purchased by Exxon Corpo-
ration in January 1969 (actual purchase year — 1951 ). 
2. Fixed assets in 1969 are valued assuming acquisition that year. Incre-
mental differences for years 1970-72 are interpreted as new fixed assets 
and valued accordingly. 
3. Inventory listed on the balance sheet (12/31/72) is assumed to have 
been purchased within the fourth quarter of 1972. 
4 . Acceptances payable, overdrafts, and loans that are listed on the 
balance sheet (12/31/72) are assumed to have been acquired in 1972. 
5. Loans from associated companies, share capital, and investments 
listed on the balance sheet (12/31/72) are assumed to have been ac-
quired in 1969. 
6. Deferred taxes and credits are assumed to be from the prior year 
1971. 
7. Reserves listed on the balance sheet is a "plug-in" figure. 

Conclusion 

In general, the results arrived at in exhibits 1 through 3 clearly 
show that use of either the restate-translate or translate-restate method 
has a rather significant differential effect on the parent company's con-
solidated financial statements. 
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Exhibit 1. Restate-Translate 

Etso Petroleum Company, Ltd.* 

Consolidated Income Statement 1972 

(In thousands) 

1972 U.K. CPI Restate Rate Translate 

T u r n o v e r 7 2 3 , 9 5 3 A 7 3 5 , 6 1 3 I 1 , 7 2 7 , 2 9 3 
C u s t o m s / e x c i s e 3 1 6 , 0 6 9 A 3 2 1 , 1 5 9 I 7 5 4 , 1 1 3 

N E T S A L E S 4 0 7 , 8 8 4 4 1 4 , 1 5 8 9 7 3 , 1 8 0 

T r a d i n g profit 5 7 , 7 2 3 A 5 4 , 6 1 0 I 1 2 8 , 2 2 9 
(after d e p r e c i a t i o n ) * 

Interest a n d d iv idends 

rece ivable 4 , 9 8 9 A 5 , 0 6 9 I 1 1 , 9 0 3 
Profit associat ion c o m p a n y 4 8 A 4 9 I 115 

T O T A L 6 2 , 7 6 0 5 9 , 7 2 8 1 4 0 , 2 4 7 

Interest p a y a b l e 1 5 , 7 0 7 N o c h a n g e 1 5 , 7 0 7 I 3 6 , 8 8 2 
T a x a t i o n 1 9 , 1 1 6 A 1 9 , 1 1 6 I 4 4 , 8 8 6 
M i n o r i t y interest 12 A 12 I 2 8 
Fore ign e x c h a n g e adjus tment d 3 , 9 8 2 A d 4 , 0 4 6 I d 9 , 5 0 0 

N E T P R O F I T 2 3 , 9 4 3 2 0 , 8 4 7 4 8 , 9 5 1 

D e p r e c i a t i o n e x p e n s e * 2 0 , 2 1 0 2 4 , 5 7 8 5 7 , 7 1 2 
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Exhibit 1 (contO 
Esso Petroleum Company, Ltd.* 

Consolidated Balance Sheet, December 31, 1972 
(in thousands) 

LIABILITIES 

A c c o u n t s p a y a b l e a n d a c c r u e d 
D u e subsidiaries 
T a x e s 

D i v i d e n d s (gross) 

A c c e p t a n c e s p a y a b l e 

Overdrafts , l oans 

T O T A L C U R R E N T 

Share cap i ta l 

Reserves 

L o a n s from associat ion 

M i n o r i t y interest 

L o a n s 

Deferred tax 

Deferred credits 

E m p l o y e e benefit 

T O T A L L I A B I L I T I E S 

ASSETS 1972 ( U.K. CPI Restate Rate Translate 

Cash a n d banks 5 , 8 2 3 N o c h a n g e 5 , 8 2 3 I 1 3 , 6 7 3 
R e c e i v a b l e s 7 3 , 7 5 8 N o c h a n g e 7 3 , 7 5 8 I 1 7 3 , 1 9 1 
Inventory 6 5 , 9 2 4 Β 6 6 , 1 1 5 I 1 5 5 , 2 4 5 
T O T A L C U R R E N T 1 4 5 , 5 0 5 1 4 5 , 9 6 9 3 4 2 , 1 0 9 

Account s rece ivable 9 1 , 2 4 8 N o c h a n g e 9 1 , 2 4 8 I 2 1 4 , 2 5 9 
F ixed assets (1969) 2 3 8 , 0 7 6 C 2 7 6 , 0 6 5 I 6 4 8 , 2 2 8 

(after deprec ia -
t i o n ) * 
(after deprec ia -
t i o n ) * (1970) 1 9 , 7 5 6 D 2 1 , 6 2 6 I 5 0 , 7 8 0 

(1971) 2 0 , 8 7 1 Ε 2 1 , 8 4 7 I 5 1 , 2 9 9 
(1972) 2 3 , 6 6 1 A 2 4 , 0 4 2 I 5 6 , 4 5 3 

Inves tments 1 , 8 5 2 N o c h a n g e 1 , 8 5 2 I 4 , 3 4 9 
T O T A L A S S E T S 5 4 0 , 9 6 9 5 8 2 , 4 2 5 1 , 3 6 7 , 4 7 7 

A c c u m u l a t e d d e p r e c i a t i o n * 1 6 7 , 6 2 0 

3 5 , 7 8 8 N o c h a n g e 3 5 , 7 8 8 I 8 4 , 4 0 3 
2 , 0 0 0 N o c h a n g e 2 , 0 0 0 I 4 , 6 9 6 

2 3 6 N o c h a n g e 2 3 6 I 5 5 4 
7 , 0 0 0 N o c h a n g e 7 , 0 0 0 I 1 6 , 4 3 7 

1 8 , 9 5 0 N o c h a n g e 1 8 , 9 5 0 I 4 4 , 4 9 6 
2 2 , 6 3 8 N o c h a n g e 2 2 , 6 3 8 I 5 3 , 1 5 6 

8 6 , 6 1 2 8 6 , 6 1 2 2 0 3 , 3 7 3 

1 0 0 , 0 0 0 C 1 1 5 , 9 5 7 I 2 7 2 , 2 7 9 
6 5 , 3 2 2 9 0 , 7 8 0 3 1 2 , 0 4 6 

1 5 4 , 4 9 8 N o c h a n g e 1 5 4 , 4 9 8 I 3 6 2 , 7 7 7 
2 5 6 C 297 I 6 9 7 

8 3 , 7 3 4 N o c h a n g e 8 3 , 7 3 4 I 1 9 6 , 6 1 6 
3 7 , 4 1 0 N o c h a n g e 3 7 , 4 1 0 I 8 7 , 8 4 2 

9 , 4 3 4 N o c h a n g e 9 , 4 3 4 I 2 2 , 1 5 2 
3 , 7 0 3 N o c h a n g e 3 , 7 0 3 I 8 , 6 9 5 

5 4 0 , 9 6 9 5 8 2 , 4 2 5 1 , 3 6 7 , 4 7 7 

1 6 7 , 6 2 0 1 9 0 , 4 1 2 4 4 7 , 1 0 5 

•Income and balance sheet figures were obtained from Moody's Industrial Manual 1972, p. 
1,781. ' 
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Exhibit 2. Translate-Restate 

Esso Petroleum Company, Ltd. 
Consolidated Income Statement 1972 

(in thousands) 

1972 Rate Translate U.S. CPI Restate 

T u r n o v e r 7 2 3 , 9 5 3 V I 1 , 6 9 9 , 4 8 0 a 1 , 7 6 0 , 5 5 8 

C u s t o m s / e x c i s e 3 1 6 , 0 6 9 V I 7 4 1 , 9 7 2 a 7 6 8 , 6 3 8 

N E T S A L E S 4 0 7 , 8 8 4 9 5 7 , 5 0 8 9 9 1 , 9 2 0 

T r a d i n g profit 5 7 , 7 2 3 I 1 3 2 , 2 5 4 a 1 2 5 , 8 4 9 

(after deprec ia t ion) * 

Interest a n d d iv idends 

rece ivable 4 , 9 8 9 V I 1 1 , 7 1 2 a 1 2 , 1 3 3 

Profit association 

c o m p a n y 4 8 V I 113 a 117 

T O T A L 6 2 , 7 6 0 1 4 4 , 0 7 9 1 3 8 , 0 9 9 

Interest p a y a b l e 1 5 , 7 0 7 I 3 6 , 8 8 2 N o c h a n g e 3 6 , 8 8 2 

T a x a t i o n 1 9 , 1 1 6 I 4 4 , 8 8 6 N o c n a n g e 4 4 , 8 8 6 

M i n o r i t y interest 12 I 28 a 2 9 

Fore ign e x c h a n g e 
d 9 , 6 8 6 adjus tment d 3 , 9 8 2 I d 9 , 3 5 0 a d 9 , 6 8 6 

N E T P R O F I T 2 3 , 9 4 3 5 2 , 9 3 3 4 6 , 6 1 6 

D e p r e c i a t i o n e x p e n s e * 2 0 , 2 1 0 5 0 , 7 4 0 6 3 , 7 2 2 
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246 Exhibit 2 (cont.)
Esso Petroleum Company, Ltd.

Consolidated Balance S'heet, December 31, 1972
(In thousands)

ASSETS 1972 Rate Translate U.S. CPI Restate

Cash and banks 5,823 I 13,673 No change 13,673
Receivables 73,758 I 173,191 No change 173, 19'1
Inventory 65,924 I 154,769 b 155,526----
TOTAL CURRENT 145,505 341,633 342,390

Accoun ts receivable 91,248 I 214,259 No change 214,259
Fixed assets (1969) 238,076 III 571,525 c 738,220

(after (1970) 19,756 IV 47,292 d 57,428
depreciation)· (1971) 20,871 V 53,273 e 59,100

(1972) 23,661 VI 55,544 a 57,540
Investmen ts ~ III 4,446 No change 4,446
TOTAL ASSETS 540,969 1,287,972 1,473,383

----
LIABILITIES
Accounts payable and

accrued 35,788 VI 84,012 No change 84,012
Due subsidiaries 2,000 I 4,696 No change 4,696
Taxes 236 I 554 No change 554
Dividends (gross) 7,000 I 16,437 No change 16,437
Acceptances payable 18,950 VI 44, 485 No change 44,485
Overdrafts, loans 22,638 VI 53,143 No change 53,143
TOTAL CURRENT 86,612 203,327 203,327

Share capital 100,000 III 240,060 c 310,077
Reserves 65,322 143,808 259,023
Loans from associa tion 154,498 III 370,888 No change 370,888
Minority interest 256 III 615 c 794
Loans 83,734 III 201 ,012 No change 201,012
Deferred tax 37,410 V 95,489 No change 95,489
Deferred credits 9,434 V 24,080 No change 24,080
Employee benefit 3,703 VI 8,693 Nochange 8,693
TOTAL LIABILITIES 540,969 1,287,972 1,473,383

-----

Accumulated
depreciation* 167,620 403,384 505,511

* Income and balance sheet figures were obtained from Moody's Industrial Manual 1972, p.
1,781.



Exhibit 3. Comparative Results: Percentage Increases of both Restate-Translate 
and Translate-Restate Methods Over Exxon's Translation Method Alone 

247 

Exxon
9
 s R-T Percent 

Income statement amount T-R Change increase 

N e t profit 5 6 , 2 1 8 4 8 , 9 5 1 7 , 2 6 7 1 2 . 9 3 

4 6 , 6 1 6 9 , 6 0 2 1 7 . 0 8 

N e t sales 9 5 7 , 5 0 8 9 7 3 , 1 8 0 1 5 , 6 7 2 1 . 6 4 

9 9 1 , 9 2 0 3 4 , 4 1 2 3 . 6 0 

Balance sheet 

T o t a l assets 1 , 2 8 7 , 9 7 2 1 , 3 6 7 , 4 7 7 7 9 , 5 0 5 6 . 1 7 3 

1 , 4 7 3 , 1 7 5 1 8 5 , 2 0 3 1 4 . 3 8 0 

Current assets 3 4 1 , 6 3 3 3 4 2 , 1 0 9 4 7 6 0 . 1 3 9 
3 4 2 , 3 9 0 757 0 . 2 2 0 

Inventory 1 5 4 , 7 6 9 1 5 5 , 2 4 5 4 7 6 0 . 3 1 0 
1 5 5 , 5 2 6 757 0 . 4 8 9 

F i x e d assets 7 2 7 , 6 3 4 8 0 6 , 7 6 0 7 9 , 1 2 6 1 0 . 8 7 0 

9 1 2 , 2 8 8 1 8 4 , 6 5 4 2 5 . 3 7 7 

Current l iabil i t ies 2 0 3 , 3 2 7 2 0 3 , 3 7 3 4 6 0 . 0 2 3 
2 0 3 , 3 2 7 0 0 . 0 0 0 



Exhibit 4. References and Notations 

United Kingdom Consumer Price Indexes* 

D e c . 3 1 , 1 9 7 2 / 1 9 7 2 average = 1 3 8 . 8 / 1 3 6 . 6 

D e c . 3 1 , 1 9 7 2 / 1 9 7 2 f o u r t h - q u a r t e r average = 1 3 8 . 8 / 1 3 8 . 4 = 

D e c . 3 1 , 1 9 7 2 / 1 9 6 9 average = 1 3 8 . 8 / 1 1 9 . 7 

D e c . 3 1 , 1 9 7 2 / 1 9 7 0 a v e r a g e = 1 3 8 . 8 / 1 2 6 . 8 

D e c . 3 1 , 1 9 7 2 / 1 9 7 1 average = 1 3 8 . 8 / 1 3 2 . 6 

United States Consumer Price Indexes 

Notation 

1 . 0 1 6 A 

1 . 0 0 2 8 9 Β 

1 . 1 5 9 6 G 

1 . 0 9 4 6 D 

1 . 0 4 6 8 Ε 

D e c . 3 1 , 1 9 7 2 / 1 9 7 2 average = 1 6 4 . 3 / 1 5 8 . 6 

D e c . 3 1 , 1 9 7 2 / 1 9 7 2 fourth-quarter average = 1 6 4 . 3 / 1 6 3 . 5 

D e c . 3 1 , 1 9 7 2 / 1 9 6 9 average = 1 6 4 . 3 / 1 2 7 . 2 

D e c . 3 1 , 1 9 7 2 / 1 9 7 0 average 

D e c . 3 1 , 1 9 7 2 / 1 9 7 1 average 

Spot Rates 

D e c e m b e r 3 1 , 1 9 7 2 

1972 fourth-quarter average 

1969 average 

1 9 7 0 average 

1971 average 

1972 average 

Exxon's Rules for Translation 

1 6 4 . 3 / 1 3 5 . 3 

1 6 4 . 3 / 1 4 8 . 1 

= 2 . 3 4 8 1 

= 2 . 3 4 7 5 

= 2 . 4 0 0 6 

= 2 . 3 9 3 8 

= 2 . 5 5 2 5 

= 2 . 3 4 7 5 

1 . 0 3 5 9 4 a 

1 . 0 0 4 8 9 3 b 

1 . 2 9 2 c 

1 . 2 1 4 3 4 d 

1 . 1 0 9 4 e 

I 
I I 

I I I 

I V 

V 

V I 

** 

1. Trans la te at rate of acquis i t ion: property , p lant , e q u i p m e n t , i n v e s t m e n t s , 

deferred charges , a n d credits; deprec ia t ion a c c o r d i n g to re lated asset. 

2 . Trans la te at year e n d rate: r e m a i n i n g assets a n d l iabil i t ies . 

3 . Trans la te at average rate d u r i n g year: r evenue a n d expenses . 

* Indexes and spot rates were obtained from the International Monetary Fund's Internationat 
Financial Statistics. 
· * 1973 Exxon Annual Report. 
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INFLATION ACCOUNTING 

C H A P T E R 1 7 

A comparison of various international 
proposals on inflation accounting: a 
practitioner's view* 
William P. Hauworth II 

INTRODUCTION 

Unfortunately, most countries now suffer from rampant inflation. 
This obviously has many adverse effects. It also has one effect that 
many consider beneficial. It has provided a stimulus for the account-
ing profession in many countries, and the governments in a few coun-
tries, to develop accounting systems that recognize effects of price 
changes. Some systems recognize effects of changes in the prices of 
specific items, some effects of changes in the general level of prices, 
and others effects of both types of changes. 

This paper summarizes and compares the methods to give an ac-
counting recognition to the effects of changing prices that are now 
required or have been proposed in a number of countries throughout 
the world. 

PRICE-LEVEL ACCOUNTING 

The methods now used in the primary or basic financial statements in 
three countries — Argentina, Brazil, and Chile — are based on price-
level or general purchasing-power or constant-dollar accounting. These 
methods, with certain exceptions, retain the historical cost basis of 
accounting and reflect effects of changes in the general level of prices. 

* Wil l iam P. Hauworth I I is a partner of Arthur Andersen & Co. , Chicago . 
H e has served as chairman of the International Practice Technica l Standards 
Commit tee of the A I C P A and is a member of that organization's Accountants 
International Study Group. 

* This article is reprinted, with permission, from The International Journal of 
Accounting: Education and Research (Fall 1980) pp 63 -82 



Argentina 

For a number of years, Argentina has had a high rate of inflation, 
frequently in three digits. As a result, the profession has actively pro-
moted price-level accounting for some time. In 1971, a professional 
organization in Argentina published a recommendation advocating 
the presentation of price-level adjusted financial statements. A subse-
quent professional pronouncement required financial statements for 
periods ending on or after September 30, 1976, to include price-level 
adjusted financial statements as supplementary information in a second 
column next to the unadjusted balances or in a note. 

In 1979, the Argentine accounting profession issued a further pro-
nouncement that requires price-level adjusted financial statements to 
be presented as the primary financial statements for periods ending on 
or after September 30, 1979. To comply with legal requirements, un-
adjusted statements, which reflect price-level or appraisal adjustments 
of property and depreciation accounts but not of other accounts, must 
be presented as supplemental information. Argentine auditors now 
express opinions on the price-level adjusted statements in terms of 
fairness in accordance with generally accepted accounting principles 
and on the unadjusted statements in terms of compliance with legal 
requirements. 

The price-level adjusted financial statements are required to reflect 
a comprehensive restatement that adjusts nonmonetary items for the 
change in the purchasing power of the peso from their date of origin 
to the balance-sheet date and presents the gain or loss in the purchasing 
power of net monetary items held during the period. Alternatively, a 
simplified approach can be used in restating certain nonmonetary 
items. Under this approach, 

1. Marketable securities are stated at market value at the balance-
sheet date. 
2. Inventories are stated at current value. 
3. Property, and plant and equipment accounts are stated at the re-
stated amounts determined for book purposes in accordance with 
Argentine law or at appraised amounts. 
4. Investments in business enterprises over which the investor exercises 
significant influence are stated at amounts determined by applying the 
equity method to the price-level adjusted financial statements of the 
investees. 

Companies not listed on the stock exchange or not subject to special 
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government regulation can follow a simplified approach in their ad-
justed income statements. Instead of restating individual items of in-
come and expense and presenting the gain or loss from holding mone-
tary items, they can present the effects of inflation in a single amount 
based on the change in restated net assets during the period. Any prior-
period comparative financial statements presented are restated in terms 
of the purchasing power of the peso at the end of the current period. 

Brazil 

For some time, Brazilian legislation has required certain price-level 
adjustments to be reflected in financial statements. The method pres-
ently used in calculating the adjustments is specified in the 1976 Cor-
poration Law, which requires three adjustments to be made. 

The first restates permanent assets (which consist principally of 
property, plant and equipment, and long-term investments) and de-
ferred charges based on the change during the year in a specified 
general price index. The second restates beginning net worth accounts 
based on the change in the same index. The third restates depreciation 
and amortization of permanent assets and deferred charges. The re-
statement of permanent assets is credited, and the restatements of the 
net worth accounts and depreciation and amortization are charged to 
current income. 

These procedures are simple, and the results of applying them 
differ significantly from those obtained through comprehensive price-
level adjustments only in that ( 1 ) inventory is treated as a monetary 
asset ; and ( 2 ) no provision is made for updating prior-period financial 
statements. 

Chile 

For some years, Chilean law has required companies to restate their 
"invested capital" annually by applying the percentage increase in the 
consumer price index. The law also requires that property, and plant 
and equipment be restated in an amount equal to the lesser of ( 1 ) the 
amount by which invested capital is restated or (2) the amount de-
termined by applying the percentage increase in the consumer price 
index to the property, and plant and equipment accounts. Depreciation 
is based on the restated amounts. If the restatement of invested capital 
exceeds the restatement of property, and plant and equipment, the 
excess or 20 percent of taxable income, whichever is less, must be 
charged to income. 
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CURRENT-COST ACCOUNTING 

In a number of countries, the accounting profession has issued stan-
dards, provisional standards, and exposure drafts dealing with the 
supplemental disclosure of current cost-accounting information. These 
countries include Australia, Canada, Germany, the Netherlands, New 
Zealand, South Africa, and the United Kingdom. 

Australie 

In Australia, the profession has issued a "provisional standard" that 
deals with "current-cost accounting" and "strongly recommends" that 
listed companies and public corporations include in their financial 
statements the following supplemental information on a current-cost 
basis: current cost of fixed assets and inventories, depreciation ex-
pense, and cost of goods sold. 

The principal terms of the provisional standard are the following: 

1. Nonmonetary assets are to be stated at the lower of current cost 
(less accumulated depreciation, where applicable) and recoverable 
amount as of the balance-sheet date. In this regard 

a. Current cost is the lowest cost at which the asset's service poten-
tial, when the asset was first acquired by the entity, could currently 
be obtained by the entity in the normal course of business. 
b. Recoverable amount is the amount expected to be recovered 
(i) from the total net cash revenues less all relevant cash expenses 
from the asset's continued use and/or (ii) through its sale. 

2. A restatement of the current cost of an asset is to be credited or 
charged directly to a special surplus account, which is referred to as the 
"current-cost adjustment account." 
3. Cost of goods sold is to be stated at the current cost of the goods at 
the time of sale or, if the goods had previously been written down to 
their recoverable amount, at that amount. 
4. Depreciation is to be reported based on the average-for-the-period 
of the assets' current cost or, for assets carried at recoverable amounts, 
on the basis of that amount. 

The Australian profession has issued two exposure drafts dealing 
with monetary items in the context of current-cost accounting. The 
latest provides for reporting "profit and gearing gains attributable to 
shareholders" and "entity net profits." The former reflects gains and 
losses in the purchasing power of all monetary items as well as adjust-
ments to state depreciation and cost of sales at current cost. The latter 
reverses the gain or loss in the purchasing power of "loan capital." 

252 



The exposure draft provides for computing the purchasing-power 
gains and losses by : 

1. Applying to trade receivables and trade payables the percentage 
change during the period in the current cost of the inputs of goods 
and services that are principally responsible for the balances of trade 
payables and the products whose sales generate the trade receivables. 
2. Applying the percentage change during the year in the general 
price level to the monetary items of an enterprise whose business is the 
lending of money. 
3. Applying to loan capital the percentage change in the general price 
level. 
4. Applying to other monetary assets and liabilities the percentage 
change in a price-index representative of inputs of goods and services 
during the period or, if this is impracticable, in a general price index. 

The gain or loss in the purchasing power of all monetary assets and 
liabilities is to be credited or charged to income with an offsetting en-
try to the current-cost adjustment account. Below the caption "profit 
and gearing gains attributable to shareholders," the gain or loss in the 
purchasing power of loan capital is to be reversed and taken to a 
"gearing gains reserve account" included in shareholders' equity. The 
final caption in the income statement, "entity net profits," excludes 
the gain or loss on loan capital. 

In March 1980, the Australian profession issued a further exposure 
draft that deals with the extention of current-cost accounting to non-
monetary items in addition to inventories and property. Its provisions 
are generally consistent with those of the provisional standard. 

Canada 

The Canadian Institute of Chartered Accountants issued a discussion 
paper on current-value accounting in 1976 and, after considering the 
responses to that paper, issued an exposure draft entitled "Current 
Cost Accounting" in December 1979. The draft proposes requiring 
certain enterprises to present supplementary current-cost information 
together with their annual historical cost financial statements. The 
enterprises affected are those whose securities are publicly traded and 
that have either (1) inventories and property, and plant and equip-
ment (before deducting accumulated depreciation, depletion, and 
amortization) totalling at least $50 million or; (2) total assets of at 
least $350 million. 

253 



An enterprise presenting supplementary current-cost information is 
to present "current cost income of the enterprise" and "current cost 
income attributable to shareholders." 

The "current cost income of the enterprise" is intended to present 
income after providing for the impact of specific price changes on the 
productive assets needed to maintain the enterprise's operating capa-
bility, whether they are financed by equity capital or debt. It is to be 
determined by making the following adjustments to historical cost 
income before deducting interest expense and income taxes. 

1. A depreciation adjustment, representing the difference between 
depreciation for the period calculated on the current cost of property, 
plant and equipment, and the depreciation charged in the historical 
cost financial statements; 
2. A cost of sales adjustment, representing the difference between the 
current cost, at the date of sale of goods sold during the period and 
the cost of goods sold charged in the historical cost financial state-
ments; 
3. A net-productive monetary-items adjustment to provide for the 
effect of specific price changes during the period on the net-produc-
tive monetary items required to support the operating capability of 
the enterprise; and 
4. Any other material adjustments required to allow for the impact of 
specific price changes on the productive assets of the enterprise, for 
example, adjustments relating to disposals of items of property, and 
plant and equipment during the period. 

The exposure draft defines current cost as the amount of cash or 
other consideration, measured in units of money, that would be needed 
to acquire an asset identical or equivalent to that owned. Acquisition 
might be either by purchase or production, as appropriate in the cir-
cumstances of the enterprise. The use of current cost as a measure-
ment of an asset owned by an enterprise is subject to the restriction 
that: 

1. In the case of assets held for sale, the measurement of the asset 
should not exceed net realizable value; and 
2. In the case of assets held for use in the enterprise, the measure-
ment of the asset should not exceed value in use, which is the net 
present value of future cash flows expected to result from the use of 
an asset in the enterprise and from its ultimate disposition. 
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The net productive monetary items with respect to which an ad-
justment is to be made are (1) short-term trade receivables, accruals, 
and prepaid expenses; (2) inventories not subject to a cost of sales 
adjustment; and (3) cash balances required for the conduct of day-to-
day operating activities; net of (a) short-term trade payables and 
accruals; and (b) short-term loans required for the conduct of day-to-
day operating activities. 

The exposure draft states that calculation of the adjustment re-
quires that relevant rates of price change be identified for each com-
ponent of net productive monetary items. For example, the adjust-
ment relating to receivables is to reflect changes in the current cost 
of goods or services sold that are attributable to changes in prices of 
the materials, labor, and other inputs, used to produce the goods. In 
many instances, changes in selling prices may provide an appropriate 
guide. Where payables are concerned, the adjustment is to reflect 
changes in the current cost of items that have been financed by those 
payables. 

In addition to "current cost income of the enterprise," the supple-
mentary information is to present "current cost income attributable to 
shareholders." This is intended to reflect the costs and benefits to the 
shareholders of financing a portion of the enterprise's productive assets 
with borrowed funds. It is determined by adjusting current-cost income 
of the enterprise to provide for income taxes and, when the productive 
assets of the enterprise are partly financed by net borrowings, to reflect 
the interest cost of debt, dividends on nonparticipating preferred shares, 
and a financing adjustment. 

The financing adjustment is to reflect the realized cost or benefit 
to shareholders of financing productive assets with net borrowings. It 
is calculated by (1) determining the ratio of net borrowings to the 
sum of net borrowings and shareholders' equity, and (2) applying this 
ratio to the total of the current-cost adjustments reflected in the com-
putation of current-cost income of the enterprise. 

The exposure draft states that per share data should be presented 
for current-cost income attributable to the shareholders. 

In addition to the income statement data, the supplementary infor-
mation is to disclose the carrying value of inventory and property, 
and plant and equipment on a current-cost basis, compared with the 
corresponding net book amounts reported in the historical cost finan-
cial statements. 

The exposure draft also provides for the presentation of a state-
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ment of changes in shareholders' equity giving effect to the restate-
ment of inventory and property, and plant and equipment on a current-
cost basis. The statement is to disclose separately the following items : 

1. The change in the amount required to maintain the operating 
capability of the enterprise, distinguishing amounts attributable to: 

a. An increase/decrease in the current cost of property, and plant 
and equipment during the period ; 
b. An increase/decrease in the current cost of inventory during the 
period; and 
c. An increase/decrease in net productive monetary items due to 
specific price changes during the period; 

2. The amount of the financing adjustment; and 
3. Current-cost income for the period attributable to shareholders. 

Germany 

In 1975, the German profession issued a pronouncement recommend-
ing that certain supplementary replacement-cost information be pre-
sented in a note to annual financial statements. The information re-
lates to assets financed by equity, and the pronouncement is based on 
the assumption that equity is used first to finance property, and plant 
and equipment, then to finance inventories, and finally to finance 
other assets. The information to be disclosed is (1) the excess of re-
placement cost over historical cost depreciation, and (2) the amount 
required to maintain the operating capacity of inventory. 

If the amount of equity is less than the amount of property, and 
plant and equipment, the excess of replacement cost over historical 
cost depreciation to be reported is the total excess multiplied by the 
ratio of equity to property, and plant and equipment. In that event, 
no amount is reported with respect to inventory. 

If the amount of equity exceeds the amount of property, and plant 
and equipment, the amount required to maintain the operating capacity 
of inventory is determined by applying the percentage-price increase 
during the year relating to items included in ending inventory to the 
amount of the beginning inventory. If the ratio of (1) equity less 
property, and plant and equipment to (2) inventory is less than 1.0, 
this ratio is applied to the amount determined by applying the per-
centage price increase, and the result is the amount to be disclosed. 

The German government is opposed to the presentation of account-
ing information that recognizes effects of price changes on the basis 
that presenting the information may increase inflation. Thus, the 
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government has not supported the profession's recommendation, and 
relatively few companies have applied it. 

The Netherlands 

In the Netherlands, a commission composed of representatives from 
industry, the trade unions, and the accounting profession issues pro-
nouncements on accounting matters. It has issued a recommendation 
that states that information that is more meaningful than historical 
cost is required with respect to property, and plant and equipment 
that has been held for a considerable length of time. The recommenda-
tion also states that more meaningful information can be provided 
either by revaluing the assets to current values or by disclosing current-
value information in a note. 

Leaders in the accounting profession generally recommend that 
assets, particularly depreciable fixed assets, be accounted for on the 
basis of replacement cost or appraised values, and a significant num-
ber of companies have adopted this basis of accounting for property, 
and plant and equipment. 

A credit arising from a restatement of assets is generally reported 
in a separate reserve in the capital stock and surplus section of the 
balance sheet. Because the excess of depreciation based on replace-
ment cost over depreciation based on original cost is not deductible 
for tax purposes, the reserve for revaluation is often recorded on a 
net-of-tax basis. A number of companies that state their property ac-
counts at replacement cost also state their inventories on this basis. 

New Zealand 

In New Zealand, the accounting profession has issued a pronouncement 
that requires all listed companies to present a supplemental balance 
sheet and profit and loss account on a current-cost basis. 

In the supplemental balance sheet, all nonmonetary assets are to 
be stated at their value to the business. The pronouncement states 
that the value to the business of an asset whose loss would materially 
impair the operating capability of the business is replacement cost less, 
where applicable, depreciation. The value to the business of an asset 
whose loss would not materially impair its operating capability is net 
realizable value. 

The supplemental profit and loss account presents two measures of 
profitability: the "current cost operating profit of the enterprise" and 
the "profit attributable to the owners." 
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In arriving at the "current cost operating profit of the enterprise," 
the following principles are to be applied. 

1. Depreciation is based on the current replacement cost of the related 
assets ; 
2. Cost of sales is based on the current cost of inventory at the time it 
is sold or consumed ; 
3. An adjustment is made to reflect the change in the purchasing 
power of "circulating monetary assets" ; and 
4. Interest on borrowed funds is not taken into consideration. 

The circulating monetary assets of an enterprise are those mone-
tary assets that must be maintained in order to service the production 
and selling activities in which the enterprise is engaged. These include 
cash (including deposits for a fixed term of up to twelve months), 
trade accounts receivable, installment receivables, notes receivable, 
refundable deposits paid, and contract work in process under fixed 
price contracts. 

The adjustment to reflect the change in the purchasing power of 
circulating monetary assets is computed by multiplying the period's 
average investment in circulating monetary assets by the period's 
change in the general price index for the country. 

The "profit attributable to the owners" is calculated by adjusting 
the "current cost operating profit of the enterprise" for the following 
items: (1) interest on borrowed funds; (2) the change in the value 
of those nonmonetary assets financed by borrowings; and (3) the 
change in the purchasing power of those circulating monetary assets 
financed by borrowing. 

The change in the value of those nonmonetary assets financed by 
borrowings is calculated by multiplying the amount by which non-
monetary assets were revalued during the period by the ratio of average 
borrowings to average total assets during the period. Likewise, the 
change in the purchasing power of those circulating monetary assets 
that are financed by borrowings is calculated by multiplying the ad-
justment to reflect the change in the purchasing power of circulating 
monetary assets during the period by the ratio of average borrowings 
to average total assets during the period. 

South Africa 

In 1978, the profession in South Africa issued a guideline advocating 
the presentation of a supplemental current-cost income statement in 
which (1) depreciation is based on the current value to the business 
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of its depreciable assets; (2) cost of sales is based on current value to 
the business of inventory on the date of sale; (3) a gain or loss on 
the disposition of a depreciable asset is based on its depreciated current 
cost; and (4) a gearing adjustment is reported. 

The guideline states that the value to the business of a depreciable 
asset is the current cost that would have to be incurred to obtain and 
install an equivalent asset unless the asset will not be replaced upon 
the expiration of its useful life or it is no longer being used. If an 
asset will not be replaced, its value to the business is the higher of its 
recoverable amount and net realizable value; if an asset is no longer 
being used, its value to the business is net realizable value. The value 
to the business of inventory is the lower of current-cost and net realiz-
able value. 

If monetary assets exceed monetary liabilities, the gearing adjust-
ment is computed by multiplying the average net monetary asset posi-
tion by an index representative of the change in the price of the com-
pany's inputs. 

If monetary liabilities exceed monetary assets, the gearing adjust-
ment is computed by multiplying the sum of the difference between 
depreciation, cost of sales, and gains and losses on the disposition of 
depreciable assets on a current-cost basis and those amounts on the 
historical cost basis by the ratio of net monetary liabilities to the sum 
of net monetary liabilities, equity, deferred tax balances, and notes 
payable convertible into shares. 

United Kingdom 

More time has probably been spent on developing a system of inflation 
accounting in the United Kingdom than in any other country. In Jan-
uary 1973, the profession issued its first exposure draft on the subject, 
which proposed a system of general purchasing-power accounting. Fol-
lowing the publication of the Sandilands Report in 1975, the U.K. 
profession switched to current-cost accounting and issued a standard 
on the subject in March 1980, which is effective for years beginning 
after December 31, 1979. 

The current-cost accounting standard applies to entities whose se-
curities are listed on The Stock Exchange and to other entities that 
meet a size test. However, certain entities, including insurance com-
panies and property investment companies, are exempted. 

Affected enterprises are required to present a current-cost profit 
and loss account and balance sheet. This requirement can be complied 
with in any of three ways : 
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1. By presenting historical cost financial statements as the primary 
statements and supplementary current-cost statements ; 
2. By presenting current-cost financial statements as the primary state-
ments and supplementary historical cost statements ; or 
3. By presenting current-cost financial statements as the only state-
ments accompanied by adequate historical cost information. 

The concept of value underlying the standard is value to the busi-
ness which ordinarily is the net current cost of a replacement asset 
that has a similar useful output or service capacity as that of the 
existing asset when it was acquired. However, if a permanent diminu-
tion to a lower value has been recognized, the value to the business of 
an asset is the greater of its net realizable value and, if applicable, the 
amount recoverable from its further use. 

The current-cost profit and loss account is to present two measures 
of profitability: the "current-cost operating profit" and the "current-
cost profit attributable to the shareholders." The "current-cost operat-
ing profit" is stated before interest on net borrowings and income taxes 
and is to reflect three adjustments to the amounts reported on the 
historical cost basis. 

1. The first adjusts depreciation to reflect the value to the business 
of depreciable assets consumed during the period. 
2. The second adjusts cost of sales to the value to the business of in-
ventory sold or consumed during the period. 
3. The third is a monetary working capital adjustment. 

Monetary working capital is defined as the aggregate of trade ac-
counts and notes receivable, prepayments, and inventories not subject 
to the cost of sales adjustment less trade accounts and notes payable 
and accruals. That part of bank balances or overdrafts that fluctuates 
with the volume of these items as well as any cash floats required to 
support day-to-day operations of the business are to be included in 
monetary working capital if the effect of their inclusion on the "cur-
rent-cost operating profit" is material. 

The monetary working capital adjustment is to be computed by 
applying to each element of the monetary working capital the change 
in a relevant price index. The index for receivables should reflect the 
current cost of input costs applicable to the goods and services sold. 
The index for payables should reflect the cost of items financed by the 
payables. 

"Current-cost profit attributable to shareholders" is determined 
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after interest, income taxes, extraordinary items, and a gearing ad-
justment. The gearing adjustment is determined by multiplying the 
aggregate of the three adjustments reflected in "current-cost operating 
profit" by the ratio of net borrowings to net operating assets. Net bor-
rowings are defined as the excess of : 

the aggregate of all liabilities and provisions fixed in monetary terms 
(including convertible debentures and deferred tax but excluding pro-
posed dividends) other than those included within monetary working 
capital and other than those that are, in substance, equity capital 
over 

the aggregate of all current assets other than those subject to a cost of 
sales adjustment and those included within monetary working capital. 

Listed companies are required to disclose earnings per share based 
on the current-cost profit attributable to equity shareholders. 

In the current-cost balance sheet, the following principles should 
be applied. 

1. Property, and plant and equipment, and inventories are to be stated 
at their value to the business. 
2. Investments to which the equity method applies are to be stated at 
equity in net assets stated on the current-cost basis or at the directors' 
best estimate thereof. 
3. Other investments are to be stated at the directors' valuation. 
4. Intangible assets other than goodwill are to be stated at the best 
estimate of their value to the business. 
5. Goodwill is to be stated at the amount reported on the historical 
cost basis less any amount included therein that represents an excess 
of the value to the business over the historical cost of identifiable 
assets held by a subsidiary at the date of its acquisition. 
6. Current assets not subject to the cost of sales adjustment and all 
liabilities are to be stated on the historical cost basis. 

HYBRID METHODS 

What might be referred to as hybrid methods of accounting for effects 
of price changes, because they combine features of both price-level 
and current-cost accounting, are now in effect in Mexico and the 
United States. 

Mexico 

The profession in Mexico issued an exposure draft on inflation account-
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ing in November 1978 and a final statement in February 1980. This 
statement applies to all enterprises other than financial institutions, 
insurance companies, and not-for-profit entities. It is effective for 
years beginning after December 31, 1979. 

The statement provides for the annual restatements of inventories; 
property, and plant and equipment; cost of sales; and depreciation 
expense. These restatements may be based on either current specific 
prices or the change in the consumer price index. If specific prices are 
used, they ordinarily are to be based on the replacement cost of inven-
tory items and appraisals of property, and plant and equipment. 

The statement permits the restatement of property, plant and 
equipment, and depreciation either to be recorded in the books and 
reflected in the basic financial statements or to be disclosed in a note 
or appendix to the statements. The restatement of inventories and 
cost of sales is to be disclosed in a note or appendix to the statements. 

A statement of price-level adjusted shareholders' equity is to be 
included in the note or appendix. This is to report income for the 
period after the depreciation and cost of sales adjustments and the 
gain or loss during the period in the purchasing power of net mone-
tary items. 

Those companies using specific prices to restate nonmonetary assets 
are to compare the amount of the restatement with the amount com-
puted by applying the change in the consumer price index to the non-
monetary assets. The difference is to be reported in the statement of 
price-level adjusted shareholders' equity as the gain or loss from hold-
ing nonmonetary assets. 

United States 

Inflation accounting has been discussed in the United States for at 
least thirty years. Finally, on December 25, 1979, the effective date of 
Statement of Financial Accounting Standards No. 33, inflation ac-
counting became part of the reporting requirements applicable to cer-
tain large, publicly held companies. 

These companies must disclose certain effects of changing prices 
as supplementary information to their basic financial statements. SFAS 
No. 33 requires each affected enterprise to report, for fiscal periods 
ending after December 25, 1979, income from continuing operations 
adjusted for changes in the general price level (that is, on the histori-
cal cost/constant dollar basis) and the purchasing-power gain (or loss) 
on net monetary items. The statement also requires disclosure of in-
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come from continuing operations measured using the current cost of 
inventories and property, plant and equipment, and the net increases 
(decreases) in the current costs of inventories and property, plant and 
equipment, and the amount of that increase (decrease) due to changes 
in the general price level. However, these current-cost amounts do not 
have to be reported until 1980 reports are issued. 

Each affected company also must report a five-year summary of 
the following information stated in either the average of current-year 
constant dollars or dollars of the base year for the Consumer Price 
Index for All Urban Consumers. 

1. Net sales and other operating revenues ; 
2. Income, including per share amounts, from continuing operations 
calculated on both historical cost/constant dollar and current-cost 
bases ; 
3. Purchasing-power gain or loss on net monetary items; 
4. Net assets at fiscal year end at both current-cost and historical 
cost/constant dollar amounts; 
5. Net increases (decreases) in the current-cost amounts of inventory 
and property, and plant and equipment, net of general price inflation; 
6. Cash dividends per common share ; and 
7. Market price per common share at year end. 

These disclosure requirements apply to public companies that have 
either (1) inventories and property, and plant and equipment before 
deducting accumulated depreciation, depletion, and amortization of 
more than $125 million, or (2) total assets net of accumulated depre-
ciation, depletion, and amortization of more than $1 billion. 

SFAS No. 33 imposes a limit on the amount at which assets are to 
be stated on both the historical cost/constant dollar and the current-
cost bases. Amounts reported on these bases are not to exceed the 
assets' "recoverable amount," defined as the current worth of the net 
amount of cash expected to be recoverable from the use or sale of the 
assets. The statement provides that recoverable amounts may be taken 
to be net realizable value in the case of an asset that is about to be 
sold and value in use in the case of other assets. Value in use is the 
net present value of future cash flows (including the ultimate proceeds 
of disposal) expected to be derived from the use of an asset by the 
enterprise. "Recoverable amount" is calculated for asset groups (except 
in the case of an asset used independently of other assets) and need 
not be calculated unless it is judged to be materially and permanently 
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below historical cost/constant dollars or current cost. If used, recover-
able amount replaces historical cost/constant dollars and/or current 
cost in calculating the supplemental disclosures. 

SFAS No. 33 does not require a comprehensive adjustment of all 
financial statement items to compute either historical cost/constant 
dollar or current-cost income from continuing operations although 
comprehensive restatement is permitted. SFAS No. 33 requires only 
cost of goods sold and depreciation, depletion, and amortization to be 
adjusted. Revenues, other operating expenses, and income taxes are 
assumed to be stated in amounts that are not materially different from 
current cost and constant dollars. 

SFAS No. 33 differs significantly from the pronouncements issued 
in other countries in that it does not come to a bottom line. The pur-
chasing-power gain or loss on net monetary items, the amount of the 
increase/decrease in the current costs of inventories and property, 
plant and equipment, and income from continuing operations are not 
required to be totalled. 

INTERNATIONAL ACCOUNTING STANDARDS COMMITTEE 

The International Accounting Standards Committee has taken an 
activç interest in accounting for changing prices. In June 1977, it 
issued International Accounting Standard No. 6 which states : 

I n c o m p l y i n g w i t h Internat ional A c c o u n t i n g S tandard 1, Disc losure of A c -

count ing Pol ic ies , enterprises shou ld present in their financial s tatements in -

format ion that describes the procedures a d o p t e d to reflect the i m p a c t o n the 

financial s ta tements of specific price changes , changes in the general level of 

prices , or of both. If no such procedures h a v e b e e n a d o p t e d that fact shou ld 

b e d isc losed. 

At its March 1980 meeting, the IASC approved the publication of 
an exposure draft of a possible replacement of International Account-
ing Standard No. 6. When published, this exposure draft will state that 
large enterprises whose securities are publicly traded should present 
supplementary information that adjusts cost of sales and depreciation 
for the effect of changing prices. It will leave the door open to the 
presentation of a financing or gearing adjustment. 

COMPARISON OF METHODS 

The methods of accounting for price changes that are presently in 
effect or being considered in twelve countries have now been reviewed. 
In what respects are these various methods similar? How do they 
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differ? Focusing on a few key factors will facilitate a comparison of 
the various methods. These factors are listed below. 

1. Is inflation accounting incorporated into the primary financial state-
ments or presented as supplementary information? 
2. What companies are to report inflation accounting information? 
3. How are inventories, property, and plant and equipment stated? 
4. What balance-sheet information is presented ? 
5. What concept of capital maintenance is implied? 

Location of Information 

It is interesting to note that in the three countries — Argentina, Brazil, 
and Chile — in which some variation of historical cost/constant dollar 
accounting is applied, inflation accounting is incorporated into the 
primary financial statements. On the other hand, in the countries using 
a current-cost or hybrid method, inflation accounting is presented as 
supplementary information, except in Mexico where it may be par-
tially reported in the primary statements and in the Netherlands and 
the United Kingdom where it may be reported either in the primary 
statements or as supplementary information. Several years ago, the 
professions in Australia and the United Kingdom had contemplated 
a mandatory early incorporation of current-cost accounting into pri-
mary financial statements. This proved not to be feasible. It is also 
interesting that, of the countries reviewed, the three with the highest 
inflation rates are those using some variation of historical cost/constant 
dollar accounting. 

One may conclude that with extreme inflation, historical cost/nom-
inal dollar accounting becomes meaningless and price-level adjustments 
must be incorporated into the primary financial statements. However, 
because of resistance to change, a considerable period of time will be 
needed before current-cost accounting is likely to be required to be 
incorporated into primary financial statements. 

Applicability of Requirements 

In the countries in which some variation of historical cost/constant 
dollar accounting is used, all enterprises must follow the prescribed 
method. In the three current-cost countries in which compliance with 
the profession's suggestion regarding current-cost accounting is not 
mandatory — Germany, the Netherlands, and South Africa — those 
suggestions apply to all enterprises. In the other countries, the relevant 
pronouncements apply to only certain enterprises, such as large com-
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panies with publicly traded securities, or all listed companies, or all 
listed and certain other companies. 

The limitations on the applicability of the relevant pronouncements 
presumably are based on cost/benefit considerations. The countries in 
which applicability is limited are countries in which the required in-
formation is or may be presented as supplementary information. It 
would not be logical to limit a requirement to incorporate current-
cost accounting into primary financial statements to only some com-
panies. Thus, cost/benefit considerations are likely to impede the in-
corporation of current-cost accounting into primary statements. 

Valuation of Inventories and Property, and Plant and Equipment 

Considerable variety exists with respect to the valuation of inventories, 
property, and plant and equipment in the three countries in which 
some variation of historical cost/constant dollar accounting is applied. 
In Argentina, both are stated at historical cost expressed in pesos of 
current purchasing power. In Brazil, property, and plant and equip-
ment are stated on this basis while inventory is stated at historical cost 
in nominal cruzeiros. In Chile, property, and plant and equipment (to 
the extent they do not exceed equity) are stated at historical cost ex-
pressed in escudos of current purchasing power, while other property 
and inventories are stated at historical cost in nominal escudos. 

There is more similarity with respect to the valuation of inventories 
and property, and plant and equipment among the various methods of 
current-cost accounting. The methods all focus on the current repro-
duction cost of existing assets. Most also provide for using some mea-
sure of recoverable amount when it is less than current cost. One 
difference in this regard is that when the recoverable amount is based 
on the future cash flows from the use and eventual disposition of an 
asset, the cash flows are to be discounted to their present value in 
Canada and the United States, but not in Australia, South Africa, or 
the United Kingdom. Particularly in view of today's interest rates, 
discounting appears to be required to produce meaningful amounts. 

Balance-Sheet Information 

In general, greater attention has been given to income-statement than 
to balance-sheet effects of price changes. Full balance sheets in which 
at least some assets are stated at amounts that reflect effects of price 
changes are provided for in the three countries using a system of 
historical cost/constant dollar accounting and in the Netherlands, New 
Zealand, and the United Kingdom. Disclosure of the current cost of 
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property, plant and equipment, and inventories is provided for in 
Australia, Canada, Mexico, and the United States. The pronounce-
ments in Germany and South Africa do not mention balance-sheet 
data. 

Just as presentations of the results of operations that reflect effects 
of price changes often differ significantly from those that do not, pre-
sentations of financial position that reflect effects of price changes often 
differ significantly from those that do not. Restated balance sheets as 
well as restated income statements are needed to inform users of the 
statements of the impact of price changes on a business entity. 

Capitol Maintenance 

The aspect of accounting for price changes that has been the most 
controversial has been which concept of capital maintenance to use 
and the related treatment of monetary items. 

The concept underlying the systems of historical cost/constant dollar 
accounting being applied in Argentina, Brazil, and Chile is financial 
capital measured in units of constant purchasing power. That concept 
is consistent with the disclosures required in Mexico and by SFAS No. 
33 in the United States. However, the FASB has avoided taking a 
position on the capital maintenance issue by not including a "bottom 
line" as part of its disclosures. 

The concept of capital maintenance underlying the current-cost 
accounting systems in other countries is physical capital or operating 
capacity. However, considerable variations exist among countries on 
how this concept is applied : 

1. In the Netherlands, the physical capital of an entity appears to be 
considered to be its property, and plant and equipment plus, perhaps, 
its inventory, regardless of how those assets are financed. 
2. In Germany, the physical capital of an entity appears to be its prop-
erty, plant and equipment, and inventory financed by equity; mone-
tary items — including any financed by equity — are ignored. 
3. In South Africa, the operating capacity of an entity appears to be 
its property, plant and equipment, and inventory financed by equity 
plus the purchasing power of any net monetary asset position financed 
by equity. 
4. In Australia, Canada, New Zealand, and the United Kingdom, two 
measures of profitability are to be disclosed. The concept of capital 
to be maintained for the purpose of computing an entity's operating 
profit is the aggregate of the physical assets included in property, plant 
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and equipment, and inventories plus the purchasing power of circu-
lating monetary assets or of net monetary working capital, regardless 
of how they are financed. Income attributable to the shareholders 
then reflects a gearing gain. In Australia, the gearing gain equals the 
decline in the purchasing power of loan capital. In New Zealand, it 
equals the increase in the value of nonmonetary assets financed by bor-
rowings. In Canada and the United Kingdom, it equals the proportion 
of the current-cost adjustments for depreciation, cost of sales, and 
monetary working capital applicable to items financed by borrowings. 

This author believes that the standard setters need to reconsider 
their conclusions regarding capital maintenance. Many of the existing 
pronouncements do not clearly articulate the concept to be applied but 
rather concentrate on explaining the mechanics of computing adjust-
ments for gearing gains. 

CONCLUSION 

In most countries in which they exist, accounting systems that recog-
nize effects of price changes have just recently been or are yet to be 
implemented. Thus, users of financial statements have yet to assess 
the utility of the information provided by these systems. A clear pic-
ture of the future of inflation accounting will become apparent only 
after users obtain experience with this information. Nevertheless, this 
author expects that the information will prove to be worthwhile and, 
unless inflation abates, will become a progressively more important 
part of financial reporting. 
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C H A P T E R 18 

Accounting for the effects of changing prices* 
J. Timothy Sale and Robert W. Scapens 

Accounting for the effects of changing prices 

In the United Kingdom, the accounting profession has been grappling with 
accounting for the effects of changing prices since the late 1960s. Over a decade 
later, the Institute of Chartered Accountants in England and Wales published 
Statement of Standard Accounting Practice no. 16, Current Cost Accounting, seven 
months after the Financial Accounting Standards Board had issued its statement on 
inflation accounting (Statement no. 33, Financial Reporting and Changing Prices). 

The May 1979 issue of the Journal of Accountancy contained a critique by Philip 
L. Defliese of the Financial Accounting Standards Board exposure draft on 
Financial Reporting and Changing Prices

1
. In his conclusions, Defliese suggested an 

approach to accounting for changing prices similar to the Hyde guidelines 
published by the Accounting Standards Committee (ASC) in the United Kingdom. 
On 31 March 1980, the ASC issued a standard, Statement of Standard Accounting 
Practice no. 16, Current Cost Accounting, which deals with accounting for price 
changes

2
. This standard not only builds on the foundations laid by the Hyde 

guidelines but it also includes some modifications. It is particularly significant to US 
accountants because there are important similarities and differences between 
FASB Statement no. 33, Financial Reporting and Changing Prices

3
, issued last 

September, and SSAP 16. 
To provide a better understanding of the provisions of Statement no. 33, this 

article discusses the following: 

(1) The evolution of accounting for the effects of changing prices in the UK. 
(2) The content of SSAP 16. 
(3) The similarities and differences between SSAP 16 and SFAS no. 33 
(4) Some implications for the US accounting profession based on the recent 

experience of the UK with inflation accounting. 

The evolution of accounting for changing prices in the UK 

To put the ASC's recent standard into perspective, it is appropriate to review some 
historical developments. In the late 1960s and early 1970s, the UK professional 
accounting bodies favoured a method of constant purchasing power accounting 

* This article is reprinted, with permission, from Journal of Accountancy (July, 1980) pp 82-87 



similar to the FASB's constant dollar accounting
4
. This culminated in the publica-

tion in 1974 of 'provisional' Statement of Standard Accounting Practice no. 7
5
. 

These proposals were suspended when a government-appointed committee, known 
as the Sandilands committee, recommended that the accounting profession move 
toward a system of current cost accounting that would ultimately replace historical 
cost accounting as the primary method of financial reporting

6
. 

The first attempt by the leadership of the Institute of Chartered Accountants in 
England and Wales to move toward current cost accounting, ED 18

7
, turned out to 

be too radical a change for the accounting profession. In July 1977, the members of 
the institute voted to oppose any proposals that would replace historical cost 
financial statements. Even though the profession was still committed to im-
plementing the Sandilands committee's recommendations, the experience of ED 18 
suggested that progress could only be made slowly. 

The next step came in November 1977, when the Hyde guidelines were 
published

8
. These guidelines encouraged large corporations to publish a sup-

plementary income statement that included three adjustments restating historical 
cost income in terms of current costs; depreciation, cost of goods sold and financial 
leverage. The adjustment for financial leverage - the 'gearing' adjustment - created 
much controversy. 

In an attempt to resolve this controversy, Exposure Draft 24, Current Cost 
Accounting, was issued in April 1979

9
. ED 24, the predecessor of SSAP 16, 

proposed a revision to the gearing adjustment in the Hyde guidelines and a further 
adjustment for monetary working capital. These adjustments will be discussed 
later. 

In the latest step, SSAP 16 has implemented the proposals of ED 24, subject to 
minor modifications and clarifications. Historical cost will remain the normal basis 
for primary financial statements. For accounting periods beginning on or after 
January 1, 1980, however, most listed companies and those unlisted companies 
satisfying at least two of the following criteria will be required to publish 
supplementary current cost financial statements: 

1 Annual sales in excess of £5 million. 
2 Total assets on a historical basis in excess of £2.5 million. 
3 Average number of UK employees in excess of 250 people

1 0
. 

Content of SSAP 16 

Table 1, illustrates the current cost profit and loss account and the summarized 
current cost balance sheet proposed in SSAP 16. (A current cost balance sheet was 
not recommended by the Hyde guidelines.) Since there is no detailed list of 
valuation procedures in SSAP 16, each company is expected to compute the current 
cost of its assets in accordance with the principles used to compute the current cost 
adjustments included in the profit and loss account. 

As can be seen from Table 1, the SSAP 16 profit and loss account is relatively 
simple. The historical cost profit is restated using the four adjustments mentioned 
earlier. An important distinction, however, is made between the "current cost 
operating profit" and the "current cost profit attributable to shareholders". 
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T a b l e 1 I l lustrat ion of SS A P 16 current cos t d i sc losures 271 

Current cos t profit a n d loss a c c o u n t - S S A P 16 
(in thousands of pounds) 

S a l e s £ 2 0 , 0 0 0 

Profit b e f o r e interes t and taxat ion o n the historical cos t bas is £ 2 , 9 0 0 

L e s s : current cos t a d j u s t m e n t s 

C o s t o f g o o d s so ld £ 4 6 0 

M o n e t a r y w o r k i n g capital 100 

W o r k i n g capita l 560 
D e p r e c i a t i o n 950 1 ,510 

Current cost operating profit 1 ,390 

G e a r i n g a d j u s t m e n t (166) 

Interes t p a y a b l e less r e c e i v a b l e 2 0 0 34 

Current cos t profit b e f o r e taxa t ion 1 ,356 
T a x a t i o n 7 3 0 

Current cost profit attributable to shareholders 6 2 6 
D i v i d e n d s 4 3 0 

R e t a i n e d current cos t profit of the year £ 196 

Current cos t earn ings per share 2 0 . 9 p 
O p e r a t i n g profit return o n the a v e r a g e o f t h e ne t o p e r a t i n g asse t s 6 . 0 % 

S u m m a r i z e d current cos t b a l a n c e s h e e t - S S A P 16 
(in thousands of pounds) 

A s s e t s e m p l o y e d 
F i x e d asse t s ( n e t ) £ 1 9 , 5 3 0 

N e t current asse t s 
I n v e n t o r y £ 4 , 0 0 0 
M o n e t a r y w o r k i n g capital 800 

T o t a l w o r k i n g capital 4 , 8 0 0 

P r o p o s e d d i v i d e n d s (430 ) 
O t h e r current l iabi l i t ies (570 ) 3 , 8 0 0 

£ 2 3 , 3 3 0 

F i n a n c e d by 
Capi ta l a n d r e s e r v e s 

I s s u e d capital s tock 3 , 0 0 0 
Current cos t r e serve 1 4 , 4 0 4 
O t h e r r e s e r v e s and re ta ined profit 3 , 9 2 6 £ 2 1 , 3 3 0 

L o a n capital 2 , 0 0 0 

£ 2 3 , 3 3 0 



Current cost operating profit is defined as the surplus arising from the ordinary 
activities of the business after allowing for the impact of price changes on the funds 
needed to continue the existing business and to maintain its operating capability, 
whether financed by capital stock or borrowings. It is calculated before interest and 
taxes

1 1
. 

The effects of financial leverage can be seen in the current cost profit attributable 
to shareholders. This is the surplus for the period after deducting the interest paid 
on borrowings and after making an adjustment for the effect of price changes on 
the portion of net operating assets that is financed by borrowings. It is calculated 
after taxes and extraordinary items

1 2
. 

In SSAP 16, three adjustments are applied to historical cost profit to obtain 
current cost operating profit. They are intended to maintain the operating 
capability of fixed assets, inventories and monetary working capital. 

The first two adjustments, for the difference between the current and the 
historical costs of the depreciation expense and the cost of goods sold, were 
recommended in the Hyde guidelines and are also included in Statement no. 33

1 3
. 

The monetary working capital adjustment, which was first introduced in ED 24, 
recognizes that, in maintaining operating capability, it is just as important to 
maintain the monetary working capital as the fixed capital. The adjustment can be 
positive or negative, i.e., extending or reducing the cost of goods sold adjustment. 
SSAP 16 does not define the price changes to be used in the calculation of the 
adjustment. A consumer price index is unlikely to be appropriate in this case; the 
adjustment should reflect the price changes that affect payables and receivables

1 4
. 

The gearing adjustment 

These three adjustments for depreciation, cost of goods sold and monetary working 
capital relate to the day-to-day operations of the business and are included in the 
calculation of current cost operating profit while the gearing adjustment is 
concerned with the effect of financing in a period of price changes. This adjustment 
adds back to current cost operating profit the portion of the three operating 
adjustments that relate to the loan-capital-financed assets. Its net effect is to 
maintain the stockholder-financed operating capability. 

The gearing adjustment can be better explained by means of a simple illustration. 
Table 2 contains a comparative current cost balance sheet of a business that is 
neither growing nor declining and that always replaces assets as they are used up in 
generating sales. It makes an annual distribution of the current cost operating profit 
after paying interest on loan capital. The assets at the beginning and end of the year 
therefore represent identical operating capabilities; the difference of £100 is the 
increase in their current cost. It is assumed that this increase includes only the three 
operating adjustments shown in Table l

1 5
. 

At the beginning of the year, the stockholders' equity represents 60% of the 
operating capability. To maintain this position at year-end, stockholders need 60% 
of £600, or £360. Their equity is £400 after they have received the distribution of 
current cost operating profit. The loan capital represents 40% at the beginning of 
the year - but this is fixed in money terms at £200. To maintain their proportion of 
the operating capability, they would need £240 at year-end. Because of the 
monetary nature of their claims, £40 of their operating capability has been 
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Table 2 Comparative current cost balance 
sheet 

Dec.31 Dec. 31 
1978 1979 

Net assets £500 £600 

Financed by 
Stockholders' equity £300 £400 
Loan capital 200 200 

£500 £600 

transferred to stockholders' equity. This £40 is the amount which the gearing 
adjustment attempts to measure. 

Formally, the gearing adjustment is calculated by multiplying the total of the 
current cost adjustments for depreciation, cost of goods sold and monetary working 
capital (£100) by the ratio of the net operating assets at current cost, financed by 
borrowings, to the total net operating assets at current cost (40%). Its purpose is to 
recognize the portion of the cost of increasing prices that must be borne by loan 
capital. For this purpose, the net operating assets should be measured in current 
costs. This approach, however, limits the gearing adjustment to a proportion of the 
realized increase in the current cost of the net operating assets (40% of £100, or 
£40). 

The benefit to the stockholders represented by the gearing adjustment is 
obtained at the expense of lenders. It is not a benefit to the company as a whole and 
should not be seen as available for distribution - e.g., the £600 above represents the 
current cost of the assets required to maintain the operating capability of the entire 
business. Assets equal to the gearing adjustment of £40, therefore, cannot be 
distributed without reducing operating capability. Also, even if it was financially 
prudent, it may not be possible to raise loan capital in order to pay dividends. 

The interest rate and the gearing adjustment can be considered together. In a 
period of increasing prices, interest rates may be high, but the interest payment will 
be offset (as far as the stockholders are concerned) by the gearing adjustment. As 
shown in Table 1, the interest expense can be associated with the gearing 
adjustment in computing the current cost profit for stockholders or the gearing 
adjustment can be shown separately as an adjustment to the current cost profit 
after interest and taxation. 

Comparison of SSAP 16 with Statement no. 33 

Before discussing the nature of the similarities and differences between SSAP 16 
and Statement no. 33, two general observations need to be made. First, Statement 
no. 33 requires disclosure of information on income from continuing operations on 
both a constant dollar and a current cost basis

1 6
, while SSAP 16 requires disclosure 

of this information on a current cost basis only. 
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Second, under Statement no. 33, information on income from continuing 
operations may be presented either in a statement format - disclosing revenues, 
expenses, gains and losses on a historical cost basis, a constant dollar basis and a 
current cost basis - or in a reconciliation format - disclosing adjustments to the 
income reported on a historical cost basis

1 7
. Although SSAP 16 is not explicit about 

format, its illustrative examples use the reconciliation format. Thus, this compari-
son between SSAP 16 and Statement no. 33 will be based on the reconciliation 
format. 

The notion of current cost operating profit in SSAP 16 is comparable with 
income from continuing operations adjusted for changes in specific prices (current 
costs) required in Statement no. 33, with two exceptions. First, both have 
adjustments for depreciation and cost of goods sold, but SSAP 16 also has a 
monetary working capital adjustment. The FASB makes no distinction between 
short-term and long-term borrowings. The monetary working capital is included 
with other monetary items in a calculation of the "purchasing power gain or loss on 
net monetary items"

1 8
. SSAP 16, however, accounts for the effect of price changes 

on long-term monetary items through the gearing adjustment and on monetary 
working capital through the monetary working capital adjustment. 

Second, Statement no. 33 separates adjustments for depreciation and cost of 
goods sold into two parts: (1) adjustments to historical cost to reflect the effects of 
general inflation (changes in general purchasing power) and (2) adjustments to 
reflect the difference between general inflation and changes in specific prices 
(current costs). The first set of adjustments is made to historical cost income from 
operations after interest and taxes to produce an intermediate figure representing 
income or loss from continuing operations adjusted for general inflation. The 
second set of adjustments is then made to this intermediate figure to produce 
income or loss from continuing operations adjusted for changes in specific prices, 
which, if interest and taxes are added back, is comparable to the current cost 
operating profit proposed in SSAP 16. 

Both SSAP 16 and Statement no. 33 require the presentation of current cost 
balance sheet information, with SSAP 16 requiring a summarized current cost 
balance sheet and Statement no. 33 requiring disclosure of the current cost amounts 
of inventory and property, plant and equipment. The current cost income 
statement information is presented differently, however. SSAP 16 requires a 
complete statement (see Table 1) whereas Statement no. 33 requires a number of 
separate pieces of information (see Table 3,). Accordingly, the FASB income 
statement information has no "bottom line"; financial statement users are expected 
to combine the information in the way they consider most appropriate. The board 
wanted to allow enterprises to experiment with various methods before requiring 
any more comprehensive information. 

The fundamental difference between SSAP 16 and Statement no. 33 arises from 
two different concepts of capital maintenance: 

1 The financial concept of capital, which states that capital is maintained when the 
money value of net assets (measured either in nominal dollars or in units of 
purchasing power) remains constant. 

2 The physical, productive (operating) capacity concept of capital, which states 
that capital is maintained when the net assets remain sufficient to produce a fixed 
quantity of goods and services

1 9
. 
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T a b l e 3 S t a t e m e n t of i n c o m e f r o m cont inu ing opera t ions adjus ted for c h a n g i n g pr ices 

F o r the y e a r e n d e d D e c e m b e r 3 1 , 1 9 8 0 * 

(in thousands of average 1980 dollars) 

I n c o m e from c o n t i n u i n g o p e r a t i o n s , as 
r e p o r t e d in the i n c o m e s t a t e m e n t $ 9 , 0 0 0 

A d j u s t m e n t s to res tate cos t s for the effect 
o f g e n e r a l inf lat ion 

C o s t o f g o o d s so ld $ ( 7 , 3 8 4 ) 
D e p r e c i a t i o n and a m o r t i z a t i o n e x p e n s e ( 4 , 1 3 0 ) ( 1 1 , 5 1 4 ) 

L o s s f r o m c o n t i n u i n g o p e r a t i o n s adjus ted 

for g e n e r a l inf lat ion ( 2 , 5 1 4 ) 

A d j u s t m e n t s t o ref lect the d i f ference 
b e t w e e n genera l inf lat ion and c h a n g e s in 
spec i f ic pr ices (current cos t s ) 

C o s t o f g o o d s so ld ( 1 , 0 2 4 ) 
D e p r e c i a t i o n and a m o r t i z a t i o n e x p e n s e ( 5 , 3 7 0 ) ( 6 , 3 9 4 ) 

L o s s f r o m c o n t i n u i n g o p e r a t i o n s adjus ted 
for c h a n g e s in specif ic pr ices $ ( 8 , 9 0 8 ) 

G a i n f r o m d e c l i n e in purchas ing p o w e r of 
n e t a m o u n t s o w e d $ 7 , 7 2 9 

I n c r e a s e in speci f ic pr ices (current c o s t ) 
o f i n v e n t o r i e s and p r o p e r t y , p lant and 
e q u i p m e n t h e l d dur ing the year $ 2 4 , 6 0 8 

Ef fec t o f increase in genera l price l eve l 18 ,959 

E x c e s s o f increase in speci f ic pr ices o v e r 
i n c r e a s e in the genera l price l eve l $ 5 , 6 4 9 

* At December 31 ,1980 , current cost of inventory was $65,700 and current cost of property, plant and 
equipment, net of accumulated depreciation, was $85,100. 
Source: F A S B Statement no. 33. Schedule A. p.32. 

Statement no. 33 tries to embody both concepts while SSAP 16 has adopted the 
operating capacity concept. 

The failure of Statement no. 33 to adjust current cost income from continuing 
operations for the effects of changing prices on monetary working capital (the 
monetary working capital adjustment in SSAP 16) is perhaps one indication that 
the FASB may, however, favour the financial concept. In fairness to the FASB, the 
board does state that, without this adjustment, current cost income from continuing 
operations does not measure the maintenance of operating capability exactly, 
indicating that to make the necessary adjustment would significantly increase the 
complexity of Statement no. 33

2 0
. 
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This statement and the deduction of interest on long-term borrowings to 
compute historical cost income from continuing operations indicate a proprietary 
view of the business enterprise - a view which is consistent with the financial 
concept of capital maintenance. The operating capacity concept embodied in SSAP 
16, however, reflects an entity view of the business. 

Some implications of the UK experience 

The obvious implication to be drawn from the recent UK experience is that it is 
difficult to bring about a rapid fundamental change in accounting methods. Current 
cost accounting is a new, untried system of accounting, and its benefits are not 
altogether clear. However, since SSAP 16 has developed through a process of 
evolution, it has generated more support than the first attempt to replace historical 
costs by current costs (ED 18). 

This evolutionary process is illustrated by the amount of discussion and 
experiment which took place in the UK during the five years after the Sandilands 
report. During that time, there were many disagreements and various proposals 
and counterproposals, including the proposals of the Consultative Committee of 
Accountancy Bodies (CCAB;

2 1
, ED 18, the Hyde guidelines and SSAP 16). This 

experience suggests that progress should be made slowly, through a process of 
building up experience and confidence in the new system, and the standard must be 
acceptable to both accountants and financial statement users. 

Another, less obvious implication can be drawn from the change of preference in 
the UK from the financial concept of capital maintenance to the operating capacity 
concept. The financial concept favoured by the FASB was embodied in some of the 
earlier UK proposals, specifically provisional SSAP 7. This proposal came from the 
public accounting profession and, as such, probably reflected the views of the firms 
involved primarily in auditing. In light of the auditors' responsibilities for reporting 
to stockholders, this group should be expected to hold a proprietary view of the 
business, favouring the financial concept of capital maintenance

2 2
. 

The Sandilands committee, which included representatives of many sections of 
society, favoured the operating capacity concept. ED 18 was criticized by industrial 
accountants and controllers who prepared the current cost financial statements. 
They made it clear that the financial concept of capital maintenance was not 
generally acceptable. Such accountants, being involved with the business as a 
whole, were more likely to take an entity view rather than a proprietary view

2 3
. As 

more groups have become involved in the debate about current cost accounting, 
the balance of opinion has shifted in favour of the operating capacity concept. 

The UK experience with current cost accounting tells us something about the 
standard-setting process. Standards cannot be imposed - they require compromise 
and consensus. For example, a body such as the ASC, with a substantial 
representation of auditors, will be permitted to produce and publish standards as 
long as they do not conflict with the interests of other members of the profession 
and of society in general. If they do conflict, influence may be exerted by other 
groups, such as financial statement preparers (changing the capital maintenance 
concept), members of small accounting practices (rejecting ED 18) and the 
government (constituting the Sandilands committee). 

It cannot be concluded that an identical consensus will necessarily emerge in the 
US regarding accounting for the effects of changing prices. Different legal, social 
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and cultural factors will affect the opinions and relative influence of the various 
groups. Any imposition of a method of accounting for the effects of changing prices 
may create more problems than it solves - as with ED 18. 

The FASB's preference for experimentation and flexibility should be supported 
by as many interest groups as possible. Furthermore, the discussion should not be 
restricted to the methods described in Statement no. 33. All possible approaches 
should be evaluated. For instance, the various concepts of capital maintenance 
should be considered by both accountants and financial statement users. In this way 
an acceptable method of accounting for the effects of changing prices should 
emerge. 
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SOCIAL REPORTING 

CHAPTER 19 

Employees and the corporate social report: the 
Dutch case* 
Hein Schreuder 

ABSTRACT: Corporate social reporting is rapidly becoming normal business practice 
in the Netherlands. These reports are primarily addressed to the employee constituency 
and contain information on the personnel policy of the firm. This paper presents the 
results of a research project carried out to probe the reactions of employees toward the 
social reports actually published. The results are based on an analysis of 1,347 completed 
postal questionnaires and 240 additional interviews with employees of five corporations. 
The social report is perceived to be of medium importance as compared with other 
corporate means of communication. However, the respondents used the social reports 
more widely than was expected a priori. Their overall appreciation of the reports can be 
interpreted as "fairly adequate." The image of social reporting is not positive on all 
counts: the spirit in which it is provided is questioned by large groups of employees. 
An important outcome is that wide differences exist between the employees at various 
functional levels with respect to both their reading patterns and the importance attached 
to specific reporting items. 

IN the last decade, corporate social 
reporting has become a widespread 
phenomenon in the Netherlands. 

Whereas before 1970 only a few compan-
ies published a social report, estimates of 
the number of such reports currently pub-
lished run from 100 to well above 200. In 
the Dutch context "social reporting" 
refers to the provision of information on 
the relations between the organization 
and its employees. These reports are 
primarily addressed to the employee 
constituency.1 The stated purpose of 
social reporting is "to provide informa-
tion on" or (increasingly) "to account 
for" the social (personnel) policy. In 
addition, these reports are often dis-
tributed as well among other constituen-
cies in order to provide a general insight 
into the social policy pursued by the 
organization. This paper reports on a 
research project which aimed at exploring 
the actual «reactions of the main target 
group of social reporting: the employees. 

The paper is organized as follows. 
First, some background information is 
presented regarding the state of the art 
of corporate social reporting in the 
Netherlands (Section 1). Then the meth-
odology employed in this project will be 

1
 In these respects, the Dutch social reports resemble 

those published, e.g., in France [Rey, 1978] and West 
Germany [Schoenfeld, 1978; Schreuder, 1979]. In gen-
eral, European social reports are more employee-
oriented than their American counterparts, which con-
tain more items of a general societal nature [Schreuder, 
1978, pp. 40-41]. 
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discussed (Section 2). The results ob-
tained from an analysis of 1,347 question-
naires returned by the employees of five 
corporations as well as 240 additional 
interviews will be presented in Section 3. 
The paper concludes with a brief discus-
sion of some implications and limitations 
of the author's research (Section 4). 

SECTION 1 

CORPORATE SOCIAL REPORTING IN 
THE NETHERLANDS 

The pioneer in the field of corporate 
social reporting in the Netherlands seems 
to have been the chemical company 
Gist-Brocades. This company, which has 
a tradition of progressive social policies, 
published a social report as early as 1959. 
During the 1960s, this example was fol-
lowed by only a few companies, but in the 
1970s, corporate social reporting gained 
momentum. In 1977, the monthly maga-
zine PW put up a prize for the "best 
social report" of the year. The number of 
participating companies rose from 75 in 
1977 to 110 in 1979. Social reports are 
currently published by such diverse or-
ganizations as the state-owned post office, 
an accounting firm, a university, and 
corporate divisions. 

A number of possible reasons for this 
trend can be mentioned. In the literature, 
the influence of the Act on the Works 
Councils has been stressed. The original 
version of this Act was passed in 1950. 
One of its articles stated that the entre-
preneur was required to provide the 
Works Council with all information 
necessary to carry out the tasks within its 
competence and to inform the Works 
Council periodically on the economic 
course of affairs. The field of competence 
of the Works Council was, however, 
rather narrowly circumscribed. It was 
considerably enlarged in 1971 with the 
acceptance of a new version of the Act. 
In this version, it was explicitly stated 

that the Works Council should be pro-
vided at least once a year with informa-
tion pertaining to "the general policy 
with respect to recruitment, remunera-
tion, training, promotion and dismis-
sals." No provisions in this Act, however, 
specified the form in which this informa-
tion should be presented, except that it 
should be in writing if requested by the 
Works Council.

2
 Research carried out 

recently in 15 companies showed, how-
ever, that the Act on the Works Councils 
had not been the primary reason for the 
publication of the first social report in any 
company and had only been an addi-
tional reason in four companies [Dekker 
et al., 1980]. The 15 companies men-
tioned a variety of reasons, ranging from 
the social information needs of the em-
ployees and the desire to express the 
equivalence of the shareholders and the 
employees as corporate stakeholder 
groups (by providing both groups with 
their own report) to the wish not to be 
outdone in this development and even 
"following a fashion." 

The fact to be stressed in the Dutch 
situation is that the overwhelming ma-
jority of the organizations publishing a 
social report do so voluntarily. Employ-
ers' federations have supported this 
trend. In 1974, the Federation of Employ-
ers in the Metallurgical Industry pub-
lished a booklet in which an outspoken, 
favorable stand toward social reporting 
was taken: 

N o t only on formal grounds, but also from 
the viewpoint of a good general policy it 
should be considered just that in a community 
of people working together, each should have 

2
 In the autumn of 1979, the Act on the Works Coun-

cils was revised again. If the distinction between a Works 
Council (emphasizing the corporate interest) and a 
Workers' Council (emphasizing the employees' interest) 
is accepted, it can be said that both the 1971 and the 1979 
revisions represent a move from the former to the latter. 
In the 1979 version of the Act, social reporting is still not 
specifically mentioned. 
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an insight into the whole and should be in-
volved in its functioning. Therefore, it is 
necessary that information is provided on a 
systematic and regular basis on all aspects of 
the conduct of business : the economic, the 
technical and the social aspects, both sepa-
rately and integrated. An effective means for 
the provision of such information is the so-
called personnel report, in which not only the 
social policies are discussed, but also the 
relations with the economic developments, 
the financial results and the prospects of the 
firm are brought o u t . . . [FME, 1974, un-
authorized translation]. 

In 1975, the two general employers' 
federations, VNO and NCW, published 
a joint booklet expounding a similar, 
positive view [VNO/NCW, 1975]. The 
Dutch trade unions have not yet voiced 
their official view on corporate social 
reporting. They did, however, publish 
documents on the general information 
needs of employees [Overlegorgaan, 
1974; FNV, 1976]. Content analysis of 
corporate social reports for the years 
1975 and 1977 revealed that these infor-
mation needs (taking the latter document 
as a standard of comparison) are not 
yet extensively met in the actual social 
reports, although some improvement is 
discernible [Van Hoorn and Dekker, 
1979]. 

Several such content analyses have 
been performed, for instance by Van 
Ommeren [1974] and by Bouma and 
Feenstra [1975]. Van Hoorn and Dekker 
[1979] have conducted the most exten-
sive content analyses of annual social 
reports to date. They examined the re-
ports of 64 companies for the year 1975 
and repeated this exercise on 57 of these 
reports for the year 1977. In Table 1, 
their research findings have been com-
bined with those of Bouma and Feenstra 
[1975]. The list of items mentioned 
should give the reader some flavor of the 
informational content of Dutch social 
reports. With this background informa-
tion in mind, attention can now be 

focused on the research reported in this 
article. 

SECTION 2 

THE RESEARCH PROJECT: STRUCTURE 
AND METHODOLOGY 

The research carried out can be de-
scribed as mainly exploratory in nature. 
The aim has been to probe the reactions 
of employees toward the corporate social 
reports actually being published and to 
solicit their opinions on some contro-
versies in the literature. The basic ap-
proach taken in this project is a continu-
ation of a line of research which is be-
coming rather common with respect to 
financial reporting. In several studies, 
individuals have been asked whether they 
have read corporate financial releases 
and whether they have found the infor-
mation provided "useful" or "important" 
(see, e.g., Baker and Haslem [1973], Lee 
and Tweedie [1977] and Firth [1978]). 
It should be noted from the outset that 
the questions have not been framed in a 
specific decision-making context. This 
was not yet deemed possible, given the 
lack of prior research in this area. As a 
first step toward filling this gap, the pres-
ent exploratory project was undertaken. 

From a list of corporations which were 
known to have published a social report, 
five were selected.

3
 Table 2 summarizes 

some features of the corporations in our 
sample. In each of these five corporations, 
the research project consisted of three 
parts: (a) introductory talks with com-
pany representatives involved in the 
process of social reporting, (b) a mailed 
questionnaire survey among employees, 
and (c) personal interviews with em-
ployees. 

3
 Selection criteria were the nature of the corporations 

as well as their size, as measured by the number of em-
ployees. Only one corporation which was initially invited 
to participate in this project declined and had to be 
replaced. 
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TABLE 1 

THE CONTENTS OF DUTCH SOCIAL REPORTS 1 9 7 0 - 1 9 7 7 

1970 1971 1972 1973 1975 1977 

Elements of Social Policy nr % nr % nr % nr % nr % nr % 

I Composition of personnel 
1. Total number of employees 38 100 40 100 40 100 37 100 61 95 56 98 
2. Classification factory workers—office 

workers 0 0 3 8 1 3 2 5 5 8 9 16 
3. Classification foreigners—Dutchmen 4 11 8 20 7 18 7 19 19 33 15 26 
4. Classification by educational level 1 3 1 3 1 3 1 3 5 8 5 9 
S. Classification by length of tenure/ 

contract 0 0 4 10 3 8 6 16 27 42 17 30 
6. Age distribution 4 η 7 18 7 18 14 38 54 84 46 81 
7. Sex distribution 3 8 6 15 6 15 12 32 40 63 38 67 
8. List of executives 31 82 34 85 34 85 30 81 2 3 5 9 

81 (29.7) 103 (28.0) 99 (24.1) 109 (23.1) 213 (23.9) 191 (209) 

II Other social aspects 
A. Financial 
9. Total wages paid 35 92 40 100 40 100 37 100 17 33 24 42 

10. Collective Labor Agreement and re-
ward systems 24 63 26 65 27 68 29 78 43 67 45 79 

11. Costs of training and education 2 5 6 15 5 13 9 24 16 25 19 33 
12. Types of internal training programs 16 42 21 53 20 50 22 59 45 70 46 81 
13. Number of internal training programs 4 11 8 20 8 20 13 35 27 42 34 60 
14. Types of external training programs 3 8 11 28 15 38 17 46 33 52 43 75 
15. Number of external training programs 2 5 5 13 3 8 11 30 19 30 24 42 
16. Housing 7 18 12 30 11 28 14 38 21 33 25 44 
17. Costs of commuting facilities 0 0 0 0 2 5 5 14 8 13 18 32 
18. Recreational facilities 7 18 9 23 10 25 13 35 33 52 25 44 
19. Social funds (excl. pension funds) 7 18 11 28 13 33 18 49 32 50 37 65 

107 (39.2) 149 (40.5) 154 (37.5) 188 (39.8) 294 (33.1) 340 (37.2) 

B. Communication 
20. Work consultation 11 29 11 28 20 50 16 43 38 59 37 65 
21. Contacts with trade unions 15 39 17 43 20 50 23 62 41 64 47 82 
22. Labor representation 26 68 35 88 36 90 35 95 48 75 46 81 
23. Personnel magazine 8 21 12 30 20 50 19 51 22 34 23 40 
24. Annual social or personnel report 7 18 12 30 17 43 20 54 64 100 57 100 

67 (24.5) 87 (23.6) 113 (27.5) 113 (23.9) 213 (24.0) 210 (23.0) 

C. Miscellaneous 
25. Medical services 4 11 9 23 11 28 16 43 38 59 33 58 
26. Safety 7 18 9 23 12 30 13 55 22 34 28 49 
27. Number of accidents 2 5 4 10 7 18 9 24 21 33 28 49 
28. Absenteeism due to sickness 4 π 6 15 13 33 19 51 46 72 34 60 
29. Length of sickness leave 1 3 1 3 2 5 5 14 42 66 50 88 

18 (6.6) 29 (7.9) 45 (10.9) 62 (13.1) 169 (19.0) 173 (18.9) 

Total number of companies studied (n) 38 40 40 37 64 57 
Total frequency of items 273 (100) 368 (100) 411 (100) 472 (100) 889 (100) 914 (100) 
Maximum possible frequency (29 χ π) 1102 1160 1160 1073 1836 1653 

Total frequency as % of maximum fre-
quency 24.8 31.7 35.4 44.0 48.4 55.2 

Notes: 1970-1973 calculated by Bouma and Feenstra [1975]; 1975 and 1977 by Van Hoorn and Dekker [1979]. 

Introductory Talks with Company 
Representatives 

The purposes of these introductory 
talks were to get acquainted with the 
history of social reporting at the selected 

corporations, the actual procedures fol-
lowed, and specifically, the a priori views 
of the company representatives involved 
in the process of social reporting. In sum, 
38 individuals were interviewed, includ-
ing 15 representatives of the Personnel 
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TABLE 2 

SOME FEATURES OF THE CORPORATIONS SELECTED 

Number of Circulation of First Social 
Name Industry Employees* Social Report Report on 

AMRO-bank N.V. banking 20,359 33,000 1962 
Kluwer N.V. publishing 3,648 5,500 1975 
Koninklijke Wessanen N.V. foods 3,167 8,600 1975 
Naarden Int. Holland B.V. chemical 999 1,250 1973 
Stevin Groep N.V. building 6,100 9,000 1975 

' As of December 1977, excluding foreign subsidiaries. AMRO-bank N.V. exclusive of all subsidiaries. 

TABLE 3 

SAMPLE SIZE AND RESPONSE PER COMPANY (questionnaire survey) 

Number of 
Employees 

Sample Size Response 

Name 
Number of 
Employees abs. /o abs. % 

AMRO-bank N.V. 
Kluwer N.V. 
Koninklijke Wessanen N.V. 
Naarden Int. Holland B.V. 
Stevin Groep N.V. 

20,359 
3,648 
3,167 

999 
6,100 

1,500 
1,000 
1,350 

950 
1,049 

7.4 
27.4 
42.6 
95.1 
17.2 

445 
254 
239 
218 
191 

29.7 
25.4 
17.7 
22.9 
18.2 

Total 34,273 5,849 17.1 1,347 23.0 

Department, 12 members of the Works 
Council, and four members of the Board 
of Directors. In all companies, the em-
ployees were considered to be the con-
stituency toward which the social report 
was primarily addressed. The social 
report was mainly seen as an instrument 
to account for the social policies pursued 
by the company. However, no optimistic 
expectations existed as to the extent to 
which the social report performed this 
primary function. The general a priori 
view was that the social report was 
poorly read and not very much appreci-
ated by the employees. 

The Questionnaire Survey 

At each company, a sample of emplo /-
oca was selected to receive a question-
naire. A l l samples were stratified by 
application of the following two charac-

teristics: (a) functional distribution and 
(b) departmental distribution.

4
 Within 

these strata, random samples were ob-
tained. The sample size was determined 
by the specific features of the company 
and by our research capacity. Table 3 
shows the absolute and percentage sam-
ple sizes per company as well as the re-
sponse obtained. 

The questionnaires were mailed to the 
employees of four companies (and 
handed out at the fifth company) ap-
proximately ten days after publication of 
the social report. The questionnaires 
were accompanied by a letter of introduc-
tion by the Board of Directors or the 
Personnel Department as well as by a 

4
 For two companies, an additional regional stratifi-

cation was judged desirable and was technically feasible. 
For another company, the sample was also stratified by 
means of the distributions of age and the length of tenure. 
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postage-paid return envelope addressed 
to the Economic and Social Institute. In 
all letters, it was specifically stated that 
the Institute had taken the initiative to 
carry out this project at several com-
panies in order to gain a broad view of 
the employees' reactions toward social 
reports. The employees were requested to 
return the questionnaire anonymously 
and complete confidentiality of the indi-
vidual responses was guaranteed. The 
response obtained will be discussed be-
low together with the interview response. 

The Interviews with Employees 

Finally, personal interviews were con-
ducted with employees who had not 
received the questionnaire beforehand. 
The interview groups were selected ac-
cording to the same criteria as discussed 
above. Each group consisted of about 50 
employees. In sum, 240 employees were 
interviewed due to some absences and 
refusals.

5
 The interviews were scheduled 

in the two-week period following the 
mailing or hand-out date of the question-
naire survey. The employees were not 
notified in advance in order to avoid 
"preparation" on their part. The inter-
views were semistructured. Each em-
ployee was first asked to complete the 
questionnaire. Then the interviewer en-
couraged the employee to air his or her 
views about the corporate social report. 
The interviewer did, however, possess a 
checklist to ensure that certain topics 
would be covered in each interview. The 
purpose of these interviews was three-
fold: (1) to test the employees' reactions 
to—and interpretation of—the ques-
tionnaire, (2) to delve more deeply into 
some issues and to gather additional in-
formation, and (3) to obtain a sample 
which could serve as control group. The 
interviews were considered to be indis-
pensable as neither a pilot study nor a 
nonresponse survey was technically feasi-

ble.
6
 As will become evident from an 

analysis of the results in Section 3, the 
control for nonresponse bias in the ques-
tionnaire survey by means of a separate 
interview sample has proven to be of 
great importance. 

An Analysis of the Response 

The questionnaires contained nine 
introductory questions regarding some 
background characteristics of the re-
spondents. Table 4 lists these characteris-
tics as well as the results of a chi-square 
test at the 0.05 significance level. In the 
first half of the table, all 1,587 postal and 
interview respondents are analyzed to-
gether, while in the second half the inter-
view respondents are analyzed separately. 
The results are unequivocal : as far as can 
be tested, the total group of respondents 
is grossly nonrepresentative of the em-
ployee population of these five corpora-
tions. However, it is equally clear that the 
bias results from the postal respondents. 
The interview group is representative of 
the total population on seven of the 
eight characteristics which can be tested 
(albeit often incompletely). This result is 
far better than could be expected on the 
basis of our sample selection. A compari-
son of the results of the postal respond-
ents with those of the interview group 
may, therefore, be regarded as a useful 
indication of the potential nonresponse 

5
 These were distributed across the five companies as 

follows: AMRO-bank N.V. 49 (20.4 percent), Kluwer 
N.V. 48 (20.0 percent), Koninklijke Wessanen N.V. 49 
(20.4 percent), Naarden Int. Holland B.V. 44 (18.3 per-
cent) and Stevin Groep N.V. 50 (20.8 percent). 6

 A pilot study was technically infeasible, as the ques-
tionnaire was worded in accordance with the draft of the 
actual social report which was forthcoming, and many 
answers depended on the respondent's having read this 
social report. The interviews, however, provided evi-
dence on the interpretation of the questions by the 
employees. Another benefit of the interview approach 
was that it allowed the interviewer to assess the answers 
given to the questionnaire in the course of the subsequent 
conversation. As a result, some mutually agreed changes 
were sometimes made. 
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TABLE 4 

ANALYSIS OF THE CHARACTERISTICS OF THE RESPONDENTS (PER COMPANY) 

Characteristics 

All Respondents Interview Group 

Characteristics 1 2 3 4 5 1-5 1 2 3 4 5 1-5 

Sex NR NR R R R NR(5) R R R R R R(5) 
Age NR NR R R NT NR(4) R R R R NT R(4) 
Educational Level NT NT NT NT NT NT NT NT NT NT NT NT 
Length of Tenure R R NT R NR NR(4) R NR NT R NR NR(4) 
Department R R R NA R R(4) R R R NA R R(4) 
Region NT NR R NA NT NR(2) NT R R NA NT R(2) 
Functional Level NR R NR NT NR NR(4) R R R NT R R(4) 
Nature of Work NT NR NT NR NT NR(2) NT R NT R NT R(2) 
Union Membership NT NT NT R NT R(D NT NT NT R NT R(l) 

Notes : The results of the chi-square test (at the 0.05 significance level) per characteristic are reported for each company 
and the five companies together by means of the following symbols: 
R = Representative. 
NR = Non-Representative. 
NT = Not Testable (population characteristics insufficiently specified for testing purposes). 
NA = Not Asked. 
This mode of reporting has been chosen because of the different degrees of freedom involved. 
The 1-5 columns show the outcomes for the five companies together. The digit in parentheses indicates the 
number of firms for which the test was possible. 

bias involved in applying postal question-
naires in this type of research. 

In addition, cross-analyses have been 
conducted to examine the extent to which 
the responses to items covered in the 
questionnaire have been influenced by 
different background characteristics. 
These analyses revealed that, where 
different responses could be established, 
the functional distribution mostly served 
as the best explanation.

7
 Especially in 

view of the exploratory nature of our 
research, these differences within the 
employee constituency were, of course, 
very interesting. Therefore, a reporting 
mode was chosen which would clearly 
bring out these differences. In the follow-
ing section, all research results will, 
therefore, first be given for the postal 
and interview respondents separately, 
then for the total group of respondents, 
and finally for the three functional levels 
identified within this total group. The 
significance of the differences between 
the postal and interview response as well 

as the differences between the response at 
the three functional levels will be indi-
cated by the significance levels (a) result-
ing from a chi-square test. 

SECTION 3 

A N ANALYSIS OF RESULTS 

As a first step, the relative importance 
of the social report among other cor-
porate means of communication was es-
tablished. To this end, the employees 
were asked to indicate which medium 
contained the most important corporate 
information.

8
 Table 5 shows that the 

corporate social report comes out in a 
middle position. Circulars and personnel 
magazines were perceived as more im-
portant sources of information. On the 

7
 Which is to say that other explanations were mostly 

associated with the functional distribution, while the 
latter showed the greatest discriminating power. 8

 Again, it should be stressed that these questions were 
not framed in a decision context. Therefore, this explora-
tory study gives no indication in which respects or for 
what purpose the information was deemed important by 
the employees. 
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TABLE 5 

THE IMPORTANCE OF CORPORATE MEANS OF COMMUNICATION 

Means 

Respondents Functional Level 

Means interview postal all lower middle upper 

Circulars 44.8 39.0 39.9 39.3 42.6 43.1 
Personnel magazines 53.6 34.9 37.7 40.9 34.8 23.0 
The social report 31.5 26.2 27.0 25.7 26.9 25.3 
Reports of the Works Council 30.3 23.0 24.2 26.1 23.7 18.9 
The annual financial report 19.4 16.3 16.8 9.8 21.4 44.9 
Other 12.0 11.2 11.4 6.7 15.2 21.2 

Significance level a<0.01 a<0.01 

Note: All figures in this table and the following tables are expressed in percentages. As many respondents checked 
more than one possible answer to this question, the percentages here add up to over 100 percent. 

other hand, the reports of the Works 
Council as well as the annual financial 
report were considered to be less informa-
tive. The differences between the answers 
obtained by means of the interviews and 
the postal questionnaires are highly sig-
nificant. So are the answers given by 
employees at the various functional 
levels. Note especially the climb in per-
ceived importance of the annual financial 
report and the other means of communi-
cation as the functional level rises. 

Next, the question was posed: How 
important is information on the cor-
porate social policies deemed to be? More 
than one third of all respondents consid-
ered such information to be "very impor-
tant," and exactly one half answered 
"important." The percentage answering 
"not so important" or "unimportant" 
increased from 2.8 at the higher func-
tional level to 14.1 at the lower level. 
Given this widespread interest in social 
information, the question of whether the 
corporate social report is the correct 
means to inform employees about the 
corporate social policy was addressed. 
More than 75 percent of all respondents 
answered affirmatively. 

The actual use of the social report was 
then investigated. Here the importance 

of the interview control group is illus-
trated very clearly (see Table 6). While 
nearly half of all respondents reported to 
have read the social report rather thor-
oughly, the percentage is 52.8 for the 
postal respondents and 28.0 for the inter-
viewees. Conversely, the percentages 
indicating no use of the report at all are 
12.5 and 30.2, respectively. However, 
even taking the interview results as the 
better approximation of the real extent 
of usage, the outcome exceeded a priori 
expectations. On the basis of our intro-
ductory talks with company representa-
tives, a lower extent of usage was 
anticipated. Even at the lower functional 
level, 64 percent of the interviewees 
reported they used the corporate report 
in some way, and 55.5 percent said they 
read more than one item. 

Specific Reporting Items 

An important part of our questionnaire 
consisted of a list of subjects covered in 
the social report.

9
 Each list was specifi-

cally geared to the actual report. Thus, 
these lists varied somewhat in length (10-
14 items) and in substance. We shall 

9
 Those respondents who had not used the social 

report at all have been omitted from further analysis. 

285 



TABLE 6 

RESPONDENTS' USE OF THE SOCIAL REPORT 

Extent 

Respondents Functional Level 

Extent interview postal all lower middle upper 

Read rather thoroughly 28.0 52.8 48.9 23.6 32.6 41.7 
Read some items 32.5 30.3 30.5 31.9 38.3 45.8 
Read only one item 2.9 1.6 1.8 2.7 3.1 0.0 
Leafed through 6.4 2.9 3.8 5.8 11.4 12.5 
Not read at all 30.2 12.5 15.0 36.0 14.6 0.0 

Significance level <x<0.01 a<0.01 

Note: The cross-tabulation with the functional level has been performed with the interview results. 

TABLE 7 

RANKING OF SUBJECTS OF SOCIAL REPORTS (ALL RESPONDENTS) 

Subject 

Number of 
Reporting 

Companies 

Rankings 

Subject 

Number of 
Reporting 

Companies Reading Importance Treatment 

Size and distribution of work force 5 1 10 1 
Organization 4 2 4 4 
Conditions of employment 5 3 2 2 
Safety 3 4 1 8 
Training and education 5 5 6 6 
Financial information 4 6 5 3 
Health and social services 3 7 7 5 
Work consultation 3 8 8 9 
Pensions 3 9 3 7 
Labor representation 4 10 9 10 

Note: "Work consultation" refers to on-the-job consultation about work programs etc. The rankings for all respon-
dents are used, as the postal and interview results produced no significant differences in rankings. The Spear-
man and Kendall rank correlation coefficients (r, and rk) for the three sets of rankings are: 

Reading-Importance 
Reading-Treatment 
Importance-Treatment 

0.19 
0.78 
0.05 

0.20 
0.60 
0.06 

report only on the items which appeared 
on at least three lists. 

For each item, the following questions 
were asked: 

(a) Have you read this subject? 
(b) How important do you perceive it 

tobe? 
(c) How do you consider it to be 

treated in the report? 

Table 7 summarizes the items, the num-

ber of reporting companies, and the 
rankings of items according to reading, 
importance, and treatment. 

The rank correlation coefficients com-
puted for the data in Table 7 show a very 
weak correspondence between the rank-
ings for reading and importance. The 
degree of association between the rank-
ings of reading and treatment is much 
higher. The employees' reading pattern 
thus seems more influenced by the treat 
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TABLE 8 

RANKING OF SUBJECTS OF SOCIAL REPORTS PER FUNCTIONAL LEVEL 

Reading Importance Treatment 

Subject lower upper lower upper lower upper 

Size and distribution of work force 2 8 10 10 1 2 
Organization 5 1 3 1 2 4 
Conditions of employment 3 4 2 4 3 1 
Safety 1 5 1 6 8 9 
Training and education 6 7 8 5 6 6 
Financial information 9 6 7 3 4 3 
Health and social services 4 9 6 7 5 5 
Work consultation 7 3 4 8 10 10 
Pensions 8 2 5 2 7 8 
Labor representation 10 10 9 9 9 7 

Rank correlation coefficients r,=0.05 r s=0.49 ra=0.90 
rfc = 0.02 rk = 0.38 rfc = 0.78 

ment of subjects than by their impor-
tance. Table 7 also reveals some striking 
differences in the three rankings of indi-
vidual items. For instance, the item 
perceived as most important (safety) is 
treated rather poorly, in the respondents' 
view. Conversely, the least important 
item (size and distribution of work force) 
is treated extremely well and is read most 
widely. Rather surprising is the low posi-
tion of the items "work consultation" 
and "labor representation" on all three 
counts. These subjects have been consid-
ered as representing very significant social 
developments in recent years. 

Whereas Table 7 presents the aggregate 
results for all employees, the question 
arises as to what degree certain groups of 
employees hold other views. Table 8 
presents the results of a cross-analysis 
with the functional characteristic which 
was found to be most significant. It shows 
the three rankings for both the lower and 
the upper functional level. It is clearly 
brought out that the reading patterns of 
these two levels were not associated. The 
lower level read items such as "size and 
distribution of work force" and "health 
and social services" considerably more 
than the upper level, but, for example, 

"pensions" was read considerably less. 
The lower level attached a much higher 
importance to "safety" and "work con-
sultation" but much less to "financial 
information" than did the upper level. 
The appreciation of the subject treat-
ment, on the other hand, is similar.

10 

General Appreciation of the Social Report 

Several questions were designed to 
probe the employees' appreciation of the 
reporting mode. These questions were 
prompted by the widely held criticism 
that corporate social reports are in-
comprehensible to the large majority of 
employees. One aspect of this matter is 
the inclusion of tables and figures in the 
reports. More than 80 percent of all 
respondents (and 76.2 percent of those at 
lower functional levels) regarded these 
tables and figures as good amplifications 
of the text. Ninety percent of all respon-

10
 In their case study of a state-owned Swedish 

forestry enterprise, Anderson and Dahlberg [1977] 
found that the employee constituency valued the urgency 
of specific reporting items quite differently as compared 
with public authorities, citizens, and other forestry or-
ganizations. Therefore, social reporting possibly has to 
cope with both inter-group and intra-group differences 
in this respect. 
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TABLE 9 

GENERAL APPRECIATION OF THE SOCIAL REPORTS 

Point 
Value 

Respondents Functional Level 
Point 
Value Meaning interview postal all lower middle upper 

1 
2 
3 
4 
5 

excellent 
good 
adequate 
inadequate 
poor 

5.5 
60.8 
21.4 

3.6 
0.5 

6.5 
48.2 
32.6 

6.7 
0.8 

6.4 
50.0 
30.9 
6.3 
0.6 

7.4 
48.9 
30.3 

5.3 
0.6 

5.5 
51.6 
30.4 
6.9 
1.3 

6.2 
47.5 
30.5 
10.3 

1.4 

no information 8.3 5.2 5.7 7.5 4.4 4.1 

Average score 2.27 2.44 2.41 2.38 2.45 2.51 

Significance level a<0.01 0.05<a<0.10 

dents indicated that they understand 
these parts of the reports. The language 
used was described as "clear" by 83 
percent of all respondents, with 13 per-
cent preferring the description "not 
clear." The latter percentage increases to 
18 for the employees at lower functional 
levels and to 22 for those with only ele-
mentary schooling. The main problem is 
indicated to be the difficult terminology 
used in corporate social reporting. An 
overall measure of the employees' ap-
preciation of the social reports resulted 
from the question to judge the social 
report in its entirety. Here a five-point 
scale was used. Point values and choices 
available appear in Table 9. The indi-
vidual reports each scored an average of 
between 2.2 and 2.6. The overall average 
was 2.4, which can be interpreted as 
"fairly adequate."

11
 Interestingly, the 

overall average accorded to the social 
reports in their entirety shows a slight 
tendency to decrease as the functional 
level of the respondents increases; this 
average moves from 2.38 at the lower 
level to 2.45 and 2.51 at the middle and 
upper levels, respectively. 

Some Opinions 

The last sheet of the questionnaire 

contained opinion questions. Respon-
dents were asked to indicate whether they 
agreed, disagreed, or, alternatively, had 
no opinion about a number of statements 
which were mainly derived from the 
literature. Table 10 summarizes some of 
the interesting results.

12
 It shows, for 

instance, that a majority of employees 
wish to be informed about the corporate 
environmental effects in the social report. 
Only at the upper functional level do 
respondents rather reject than accept in-
clusion of such information. The re-
sponse to this question differs widely per 
company. Of all bank employees, 38.0 
percent agreed with the statement, while 
34.1 percent disagreed. At the chemical 
company, these percentages are 74.5 and 
15.4, respectively. These results are of 
considerable interest in the context of 
current European practices in which a 
separation of social information and 

11
 All individual reports scored between "adequate" 

and "good" in the judgment of each functional level. 12
 Excluding the response to the first statement, the 

distribution over the choices available was remarkably 
stable per company. Note that the differences between 
the interview and postal results can be considered to be 
significant in five out of nine cases, while all differences 
between the answers of the three functional levels are 
highly significant. 
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TABLE 10 

RESPONSE TO OPINION STATEMENTS 

Respondents Functional Level 

Opinion Statement Choice interview postal all lower middle upper 

1. The social report should also 
contain information on cor-
porate environmental effects. 

agree 
disagree 

no opinion 

64.7 
23.7 
10.3 

55.7 
23.5 
16.7 

57.0 
23.3 
16.0 

62.6 
15.1 
18.3 

53.4 
27.4 
14.8 

42.5 
45.2 

9.4 

0.01<a<0.02 a<0.01 

2. The social report is not criti-
cal enough, because conflicts 
and problems are insuffi-
ciently discussed 

agree 
disagree 

no opinion 

34.6 
41.0 
22.5 

44.1 
30.2 
21.2 

42.8 
31.5 
21.5 

44.0 
26.8 
24.5 

42.4 
33.3 
19.8 

41.4 
45.5 
10.2 

0.01<a<0.02 a<0.01 

3. The social report should 
ideally be written by the em-
ployees themselves 

agree 
disagree 

no opinion 

16.4 
71.6 

9.6 

18.8 
58.8 
17.9 

18.3 
60.7 
16.7 

18.6 
55.5 
21.7 

19.2 
63.4 
12.3 

11.5 
78.9 

5.3 

a<0.01 a<0.01 

4. The social policy is discussed 
with great frankness in the 
social report 

agree 
disagree 

no opinion 

35.7 
31.6 
31.4 

33.9 
33.4 
28.5 

34.1 
33.2 
29.0 

33.7 
27.7 
34.3 

31.7 
39.3 
25.1 

45.2 
39.3 
12.5 

0.98 < a < 0.99 a<0.01 

5. The information contained in 
the social report is reliable 

agree 
disagree 

no opinion 

69.9 
4.2 

24.6 

59.9 
6.1 

30.0 

61.7 
5.8 

28.9 

58.2 
4.5 

33.1 

60.0 
7.4 

28.8 

78.0 
7.2 

11.0 

0.02 < a < 0.05 a<0.01 

6. The social report is used by 
the company to advertise its 
social policy 

agree 
disagree 

no opinion 

23.2 
54.7 
20.3 

27.8 
44.0 
24.6 

27.1 
45.6 
24.0 

24.2 
42.1 
30.0 

28.5 
47.1 
20.8 

35.5 
49.2 
11.9 

0.02<a<0.05 a<0.01 

7. The individual employee can 
recognize himself/herself in 
the social report 

agree 
disagree 

no opinion 

28.6 
46.0 
23.6 

24.0 
51.7 
19.5 

24.5 
50.9 
20.2 

25.7 
45.9 
23.5 

21.8 
55.1 
18.7 

24.6 
57.1 
12.7 

0.30 < a < 0.50 a<0.01 

8. The social report is not very 
interesting, as it is mainly 
retrospective 

agree 
disagree 

no opinion 

12.0 
75.6 
10.5 

14.8 
71.0 
10.4 

14.4 
71.7 
10.4 

12.7 
68.4 
15.2 

16.0 
72.1 

7.8 

14.8 
80.0 

1.2 

0.30<a<0.50 a<0.01 

9. The social report is an impor-
tant addition to the informa-
tion already provided by 
other means 

agree 
disagree 

no opinion 

77.6 
10.9 
10.3 

74.9 
13.6 
8.0 

75.2 
13.5 
8.1 

75.1 
10.0 
Π.3 

72.5 
17.0 
7.0 

75.1 
17.9 
2.5 

0 .50«x<0.70 a<0.01 

Note: The percentages do not add up to 100 percent; the difference indicates the number of respondents giving no 
information. 
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more general societal information often 
exists. 

For the correct interpretation of Table 
10, it should be pointed out that the 
respondents generally hold stronger 
views as their functional level increases. 
Thus, the percentage of respondents 
indicating "no opinion" decreases. For 
instance, while the percentage of employ-
ees which consider the social report not 
to be critical enough remains fairly stable 
at all functional levels, the percentage of 
those who disagreed with this statement 
rapidly increases as the functional level 
rises. The response to Statement 9 indi-
cates again that the social report has been 
accepted by the employees as an addi-
tional corporate means of communica-
tion. At the same time, the image of 
corporate social reporting which appears 
from the opinions about Statements 2-8 
provides some strong incentives to re-
think current reporting policies. Al-
though the information provided is 
mainly considered to be reliable,

13
 in 

other respects it does not come out as 
well. Certainly, the spirit in which it is 
provided is questioned by the responding 
employees. Although about half of the 
respondents do not regard the social 
report as a public relations effort, a 
quarter do. In addition, its critical nature 
and frankness are perceived as question-
able by large groups of respondents. 
Statement 7 conveys an often-suggested 
s andard of relevance for social report-
ing: Does the individual employee recog-
nize his/her own working situation and 
problems in the social report? If this 
standard of relevance is accepted, the 
result is, of course, rather disappo nting. 
The answers to Statement 8 suggest that 
the problems do not stem mainly from the 
retrospective nature of the report, while 
the solution does not seem to lie in the 
employees writing the social report them-

selves, as indicated by the response to 
Statement 3. 

SECTION 4 

CONCLUDING OBSERVATIONS 

The research results presented in this 
article should be regarded as not more 
than a first step toward the investigation 
of the effects of providing corporate 
social reports to employees. As far as the 
author knows, no prior research existed 
in this area (certainly not in the Dutch 
context). So, an exploratory approach 
was taken. This approach implied that 
the questions put to the employees were 
specific in the sense that they were geared 
to the actual reports published by the five 
corporations included in our study. On 
the other hand, the questions were gen-
eral in the sense that they were not framed 
in a particular decision-making context. 
Further research is required to turn the 
balance toward the question of whether 
social report information, in general, 
affects specific decisions of employees.

14 

For such further research, this explora-
tory investigation may suggest some 
hypotheses. 

The main results of this research are 
twofold. First, the findings suggest that 
the social report has been accepted by 
employees as a corporate means of com-
munication. Its importance vis-à-vis other 
means should not be overrated. However, 
nearly 70 percent of the employees inter-

13
 In the interviews, those responding with "no 

opinion" often correctly observed that they were not 
able to judge the veracity of this statement. (A similar 
remark pertains to statement 4.) 14

 The overall impression from the interviews was that 
the employees mainly did not use the social report for 
decision-making purposes. Rather, the report was used 
to gain a general overview of the corporate social field. 
In addition, the report may serve a "symbolic" function, 
which is appreciated by the employees. Of course, 
although a direct effect on decisions may be lacking, an 
indirect effect may still result from a changed corporate 
image. 
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viewed reported that they use the social 
report, and three-quarters of the respon-
dents using the report indicated that it 
represents an important addition to the 
information provided by other means. 
Their general appreciation of the social 
report can be described as "fairly ade-
quate." Second, it seems rather question-
able whether the employees can be con-
sidered as a homogeneous target group 
for social reporting purposes. Differences 
exist both in reading patterns and in the 
importance attached to specific reporting 
items between the functional levels of 
employees. The opinions expressed with 
respect to certain statements about the 
social report vary significantly as well. 

Another contribution of this paper 
may be in the methodological field. A 
control group of interviewees was used 
to obtain an indication of the potential 
nonresponse bias in the postal survey. A 
comparison of the postal and interview 
results reveals that the control group was 
essential for a correct interpretation of 

many outcomes throughout the paper. 
The actual use of the social report would 
have been grossly overestimated on the 
basis of the postal survey only. Nonusers 
are apparently inadequately reached by a 
postal questionnaire. More surprising is 
the fact that the results relating only to 
the users of social reports (Tables 9 and 
10) vary significantly in many cases as 
well. Thus, the use of a control group may 
be valuable not only for the interpretation 
of results sought for the entire population 
(users and nonusers), but also for only 
the actual user group. 

Finally, it should be noted that our 
research was subject to methodological 
limitations as well. Apart from the ab-
sence of a decision-making context men-
tioned above, the main limitation is the 
reliance on self-reporting by the respon-
dents. Although in the interviews some 
assessment of the response given was 
possible, future research should also 
apply other methodological approaches 
to ascertain the validity of these results. 
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C H A P T E R 20 

Management audit and social 
indicators: the MNC through the 
glasses of the LDC* 
Hans B. Thorelli 

The multinational corporation, (MNC) as we know it today, is essen-
tially a product of the twentieth century. Young as MNCs are, many of 
them have had time to experience an entire life cycle from birth to 
death in one or several less developed countries (LDC), a drama 
proceeding from princely welcome to ignominious expulsion —with or 
without reasonable compensation (exhibit 1). It should be clear that 
nobody really "wins" from this outcome of the contest. The mutual in-
terests of the participants call for not a drama but a partnership. 

The very idea of partnership between government and business 
sounds unfamiliar or even vaguely suspect to many American ears. It 
tends to conjure up images of corruption and dictatorship in Nazi Ger-
many or in Latin America. But, like marriage, partnership is an 
arrangement for good and evil. The potential for good is great where 
the arrangement is based on mutual respect and mutual respon-
sibilities and is free from elements of conspiracy. 

It has become customary to talk about the desirability of such a 
partnership in the last two decades. Yet it must be stated frankly that 

•Hans B. Thorelli is E. J. Kelley Professor of Business Administration at Indiana Univer-
sity. Professor Thorelli headed the team which developed the International Operations 
Simulation (INTOP) at the University of Chicago fifteen years ago. His research and 
teaching in international business has taken him to western Europe, South Africa, Latin 
America and Thailand. 

* This article is reprinted, with permission, from The Multinational Corporation: 
Accounting and Social Implications (Centre for International Education and Research 
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Exhibit 1 . Classical Drama of Multinational Business 

Country Measures Role of Country Role of Company 

T a x lures, concess ions Suppl icant Dictator 

Import privileges on machinery , import 
restrictions o n compet i t ive goods 

Junior partner Master 

"Strict" law enforcement Arms- length Arms- length 

Discriminatory law enforcement , 
changes in concess ion contracts in 
favor of government 

Master Junior partner 

Regula t ion , restrictions on remit tance 
of profits or capital 

Dictator Suppl icant 

Note: The final state might be expulsion - with or without reasonable com pensât ion 

Source: Hans B. Thorelli. The Multinational Corporation As Λ ('hange Agent." Southern 
Journal of Business (July 1966): 1 9 . 

d u r i n g t h a t s a m e p e r i o d t h e a n t e h a s b e e n " u p p e d " c o n s i d e r a b l y o n 

t h e M N C w i s h i n g t o o p e r a t e i n t h e sp i r i t o f p a r t n e r s h i p . T h e p r i m e 

f a c t o r h a s b e e n t h e p r o l i f e r a t i o n o f n a t i o n s ( f r o m a b o u t 1 0 0 i n 1 9 4 5 t o 

a b o u t 1 5 0 t o d a y ) a n d t h e c o n c o m i t a n t i n t e n s i f i c a t i o n o f n a t i o n a l i s m , 

e s p e c i a l l y ( a n d p e r h a p s i n e v i t a b l y ) i n t h e n e w n a t i o n s . T o d a y m o r e 

t h a n e v e r b e f o r e i n m o d e r n t i m e s t h e w o r l d p o l i t i c a l s c e n e r e m i n d s u s 

o f m e d i e v a l E u r o p e . A s e c o n d f a c t o r h a s b e e n t h e p r o l i f e r a t i o n o f 

M N C s t h e m s e l v e s , a f a c t o r w h i c h h a s e n h a n c e d c o m p e t i t i o n a n d fur -

t h e r r e d u c e d t h e b a r g a i n i n g p o s i t i o n o f t h e i n d i v i d u a l M N C r e l a t i v e t o 

a n y g i v e n h o s t c o u n t r y . N a t u r a l l y , t h e c o m p e t i t i o n w i t h i n its b o r d e r s 

o f s c o r e s o f M N C s u b s i d i a r i e s is g e n e r a l l y h i g h l y b e n e f i c i a l t o a n 

L D C , a f a c t c o m p l e t e l y f o r g o t t e n i n c o n t e m p o r a r y d i s c u s s i o n s i n 

U n i t e d N a t i o n c i r c l e s . W e a r e j u s t b e g i n n i n g t o s e e t h e f o r c e o f a t h i r d 

f a c t o r c h a n g i n g t h e c l i m a t e *of M N C o p e r a t i o n s p e r h a p s e v e n m o r e 

d r a s t i c a l l y ; n a m e l y , t h e e m e r g e n c e o f t h e T h i r d W o r l d as a b l o c o f 

n a t i o n s r e a d y t o a s s e r t i t s w i l l r e l a t i v e t o b o t h t h e i n d u s t r i a l l y a d -

v a n c e d c o u n t r i e s a n d t h e M N C s , v i e w e d as t h e o f f s p r i n g o f t h e i n -

d u s t r i a l i z e d w o r l d . 

W h a t e v e r t h e n a t u r e o f t h e p a r t n e r s h i p o r a c c o m m o d a t i o n o f t h e 

f u t u r e , a p e r i o d i c r e v a l u a t i o n o f t h e r e l a t i o n s h i p is m o s t l ike ly t o 

b e c o m e a s t a n d a r d o p e r a t i n g p r o c e d u r e . I n t e r e s t i n g l y , C u m m i n s 

E n g i n e C o m p a n y , I n c . , is o n e o f t h e c o n c e r n s w h i c h e v e n n o w c o n -

d u c t s a n a n n u a l i n t e r n a l c o r p o r a t e r e s p o n s i b i l i t y a u d i t f o r e a c h o v e r -

s e a s o p e r a t i o n . 
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T o g e t a b a c k g r o u n d p e r s p e c t i v e d i f f e r e n t f r o m o u r e v e r y d a y e n -

v i r o n m e n t i n d o m e s t i c o p e r a t i o n s t h i s p a p e r w i l l d e a l w i t h t h e 

e v a l u a t i o n o f t h e M N C f r o m t h e v i e w p o i n t o f t h e L D C . It a l m o s t g o e s 

w i t h o u t s a y i n g t h a t t h e M N C w o u l d b e r e m i s s if i t d i d n o t a l s o 

e v a l u a t e t h e L D C . N a t u r a l l y , t h e r e a r e a l s o m a n y o t h e r s t a k e h o l d e r s 

i n t e r e s t e d i n e v a l u a t i n g t h e M N C , s u c h as t h i r d - p a r t y L D C , t h e h o m e 

c o u n t r y , s t o c k h o l d e r s , c u s t o m e r s , e m p l o y e e s , c r e d i t o r s i n v a r i o u s c o u n -

tr ie s , c o m p e t i t o r s , a n d s o f o r t h . 

P e r f o r m a n c e a u d i t s i n v o l v e m e a s u r e m e n t a n d r e c o r d k e e p i n g . N o 

m o r e s h o u l d h a v e t o b e s a i d t o m a k e c l e a r t h a t o u r t o p i c c o n c e r n s a c -

c o u n t i n g a n d a c c o u n t a n t s . T h e d i s c u s s i o n w i l l b e d i r e c t e d first t o 

e c o n o m i c p e r f o r m a n c e a n d p r a c t i c e s , t h e a r e a o f a l m o s t e x c l u s i v e i n -

t ere s t i n c l a s s i c e v a l u a t i o n o f m a n a g e r i a l p r o w e s s . T h e " s o c i a l i n -

d i c a t o r s m o v e m e n t " s u g g e s t s t h a t t h e i d e a o f a m a n a g e m e n t a u d i t 

m u s t n o t b e t h u s n a r r o w l y c o n f i n e d . T h i s is c e r t a i n l y t r u e i n t h e 

L D C s . T h u s , a s e c o n d p a r t o f t h e p a p e r is d e v o t e d t o e x t e r n a l i t i e s a n d 

s o c i a l i n d i c a t o r s . W e wi l l c o n c l u d e b y s u g g e s t i n g s o m e a c c o u n t i n g 

c h a l l e n g e s w h i c h s e e m t o e m e r g e f r o m o u r i n v e n t o r y o f f a c t o r s t o t a k e 

i n t o a c c o u n t . 

ECONOMIC PERFORMANCE AND PRACTICES 

Earnings and Remittances 

C o n s o l i d a t e d e a r n i n g s p e r s h a r e o r a s t a t e m e n t o f c o n s o l i d a t e d 

r e t u r n o n i n v e s t m e n t ( R O I ) as a m e a s u r e o f p e r f o r m a n c e m i g h t sat i s fy 

a M i l t o n F r i e d m a n b u t a l m o s t c e r t a i n l y n o t a n L D C . I ts a u t h o r i t i e s 

w o u l d n a t u r a l l y l i k e t o k n o w a b o u t t h e p r o f i t a b i l i t y o f o p e r a t i o n s o f 

t h e l o c a l s u b s i d i a r y s t a t e d i n a c c o r d a n c e w i t h l o c a l a c c o u n t i n g p r a c -

t i c e . B u t t h i s is n o t n e a r l y e n o u g h . F irs t , it m i g h t l o o k a s k a n c e a t v e r y 

h i g h r a t e s o f p r o f i t as p r e s u m e d e v i d e n c e o f u n d u e e x p l o i t a t i o n r a t h e r 

t h a n o f s u p e r i o r p e r f o r m a n c e , e s p e c i a l l y s o i f m o s t o f t h e s u r p l u s h a s 

b e e n r e m i t t e d t o t h e h o m e c o u n t r y . A d m i t t e d l y , n o w a d a y s t h i s k i n d o f 

a s h o w i n g w o u l d b e c o n f i n e d l a r g e l y t o c o m p a n i e s u s i n g t h e s t r a t e g y o f 

F I F O — t h a t i s , "Fas t I n , F a s t O u t ! " F o r b e t t e r o r w o r s e , s u c h f i r m s 

l i t e r a l l y m a y b e a b l e "to g e t a w a y w i t h i t" b e f o r e t h e e x - h o s t c o u n t r y 

e v e n b e c o m e s a w a r e o f w h a t w e n t o n , m u c h l i k e s o m e f l y - b y - n i g h t 

o p e r a t o r s d o i n s i d e o u r o w n c o u n t r y . 

S e c o n d , t h e L D C is a p t t o b e m o r e i m p r e s s e d b y a s t a b l e t h a n b y a 

g r e a t g r o w t h i n e a r n i n g s . I n t h i s r e s p e c t t h e y a r e m o r e l i k e E u r o p e a n s 
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t h a n A m e r i c a n s .
1
 C l e a r l y , s u c h a n a t t r i b u t e m a y h a v e i m p l i c a t i o n s as 

t o i n v e n t o r y e v a l u a t i o n a n d t h e c r e a t i o n o f h i d d e n r e s e r v e s o f a d i s t i n c t -

ly u n - A m e r i c a n c h a r a c t e r . T h i r d , t h e L D C w i l l t e n d t o e v a l u a t e e a r n -

i n g s d a t a r e l a t i v e t o t h e e x t e n t o f l o c a l p a r t i c i p a t i o n i n o w n e r s h i p o f 

t h e M N C s u b s i d i a r y . T o o , r e m i t t a n c e s t o t h e h o m e c o u n t y t e n d t o b e 

a g o o d d e a l m o r e p a l a t a b l e i f l o c a l o w n e r s a r e a l s o g e t t i n g a s h a r e o f 

p r o f i t s . 

Minimum Performance Specified by Host Country 

I n m o s t i n d u s t r i a l i z e d n a t i o n s t h e r e a r e f e w , if a n y , m i n i m u m 

r e q u i r e m e n t s as t o e c o n o m i c p e r f o r m a n c e i m p o s e d b y g o v e r n m e n t o n 

t h e g r e a t m a j o r i t y o f c o m p a n i e s o p e r a t i n g i n t h e " p r i v a t e " s e c t o r . 

M a n y L D C s , o n t h e o t h e r h a n d , t a k e t h e v i e w t h a t c o m p a n i e s — o r , a t 

l e a s t , c o m p a n i e s o f f o r e i g n o r i g i n — s h o u l d m e e t c e r t a i n m i n i m u m p e r -

f o r m a n c e r e q u i r e m e n t s i n a r e a s o f s p e c i a l i n t e r e s t t o t h e h o s t c o u n t r y 

i n r e t u r n f o r l o c a l o p e r a t i n g p r i v i l e g e s . A s is t y p i c a l o f L D C a p -

p r o a c h e s t o r e g u l a t i o n , s u c h r e q u i r e m e n t s u s u a l l y a r e n o t a p p l i e d in a 

u n i f o r m m a n n e r , t h e p r e s c r i p t i o n s v a r y i n g n o t o n l y o n a n i n d u s t r y - b y -

i n d u s t r y b u t a l s o o n a c o m p a n y - b y - c o m p a n y b a s i s . 

R e q u i r e m e n t s o f t h i s k i n d i n v o l v e s u c h m a t t e r s as m i n i m u m ( o c -

c a s i o n a l l y m a x i m u m ) l e v e l o f p h y s i c a l o u t p u t , m i n i m u m q u o t i e n t o f 

e x p o r t s o f p r o c e s s e d g o o d s , m a x i m u m q u o t i e n t o r q u a n t i t y o f e x p o r t s 

o f n o n - p r o c e s s e d r a w m a t e r i a l s a n d m i n i m u m p e r c e n t a g e s o f l o c a l 

m a t e r i a l s a n d l a b o r u s e d i n e n d p r o d u c t s . A n y o n e t h e l eas t f a m i l i a r 

w i t h t h e p r a c t i c a l c o m p l e x i t i e s o f t h e "ru le s o f o r i g i n " o f t h e E u r o p e a n 

F r e e T r a d e A s s o c i a t i o n c a n e a s i l y s e e w h a t a h e y d a y t h e i n t e r p r e t a t i o n 

o f s u c h r e q u i r e m e n t s c a n p r o v i d e for t h o s e a c c o u n t a n t s , l a w y e r s , a n d 

c iv i l s e r v a n t s w h o d e r i v e p l e a s u r e ( a n d p e r s o n a l g a i n ) f r o m m a x i m i z i n g 

b u r e a u c r a c y . Y e t it s e e m s l i k e l y w e s h a l l s e e m o r e o f s u c h r e q u i r e -

m e n t s . 

T h e h o s t c o u n t y is i n c r e a s i n g l y c o n c e r n e d a l s o w i t h s o m e o f t h e 

m u l t i n a t i o n a l b u s i n e s s p r a c t i c e s w h i c h i n l a r g e m e a s u r e i n f l u e n c e t h e 

r e s u l t o f t h e l o c a l s u b s i d i a r y . W e a r e t h i n k i n g p r i m a r i l y o f a v a r i e t y o f 

c o r p o r a t e t a x , c u r r e n c y t r a n s l a t i o n , t r a n s f e r , a n d p r i c i n g p o l i c i e s 

T a k e n t o g e t h e r , t h e s e a r e s o m e o f t h e p r i n c i p a l e v e r y d a y m e a n s b y 

w h i c h t h e M N C tr ies t o a p p l y a g l o b a l p e r s p e c t i v e o f c o o r d i n a t i o n i n 

o r d e r t o a v o i d c o u n t r y - b y - c o u n t r y s u b o p t i m i z a t i o n i n its f a r - f l u n g 

'The shift from growth to financial stability among prime objectives of the MNC is em-
phasized by the finance vice-president of Cummins Engine Company, Inc. , John T . 
Hackett, in "New Financial Strategies for the MNC," Business Horizons (April 1975): 
13-20. 
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O p e r a t i o n s . T h e s e a r e a r e a s w h e r e t h e i n t e r e s t s ( a t l e a s t , s h o r t - t e r m ) o f 

t h e M N C a n d a n y s i n g l e h o s t c o u n t r y c o u l d b e — a n d f r e q u e n t l y 

a r e — a t o d d s . T h e p r a c t i c e s i n v o l v e d a r e s u f f i c i e n t l y i m p o r t a n t t o 

w a r r a n t s e p a r a t e c o m m e n t . 

Taxes 

B a r r i n g u n d u e p o l i t i c a l r isks a n d c o n s t r a i n t s o n r e m i t t a n c e s t h e 

n a t u r a l p r e f e r e n c e o f t h e M N C is t o s o r e g u l a t e i ts i n t e r n a l r e l a t i o n s 

a n d t r a n s a c t i o n s t h a t it s h o w s h i g h p r o f i t s i n c o u n t r i e s w i t h l o w t a x 

r a t e s a n d v i c e v e r s a . T h i s is a f r e q u e n t e m p i r i c a l o b s e r v a t i o n . I n d e e d 

i n o u r o w n I n t e r n a t i o n a l O p e r a t i o n s S i m u l a t i o n
2
 — a s o p h i s t i c a t e d 

M N C s t r a t e g y e x e r c i s e i n t h e m a n a g e m e n t g a m e f o r m — t h e a t t e n t i o n 

o f p a r t i c i p a t i n g s t u d e n t t e a m s is g e n e r a l l y q u i c k l y d r a w n t o t h e 

p o s s i b i l i t i e s i n h e r e n t i n t h e d i f f e r e n c e s i n l o c a l t a x r a t e s , loss c a r r y -

o v e r p r o v i s i o n s , a n d s o f o r t h , w i t h o u t a n y p r o d d i n g f r o m t h e a d -

m i n i s t r a t o r o f t h e s i m u l a t i o n . O c c a s i o n a l l y , a v e r i t a b l e P i n g - P o n g 

g a m e d e v e l o p s i n d i s c o v e r i n g a n d e l i m i n a t i n g l o o p h o l e s a n d 

w e a k n e s s e s i n t a x r e g u l a t i o n s b e t w e e n t h e t e a m s a n d t h e a d m i n i s t r a t o r 

( r e p r e s e n t i n g t h e r e s p e c t i v e g o v e r n m e n t s ) . 

B e it i n r e a l l i f e o r i n t h e c o n t e x t o f a s t r a t e g y e x e r c i s e , w h a t s e e m s 

t o t h e M N C l ike c o n s e r v a t i v e m a n a g e m e n t o f r e s o u r c e s in t h e " b o n u s 

p a t e r f a m i l i a s " t r a d i t i o n t o a n L D C w i t h a r e l a t i v e l y h i g h t a x r a t e m a y 

a p p e a r as o u t r a g e o u s t a x e v a s i o n . C l e a r l y , t h e r e is r o o m f o r l e g i t i m a t e 

d i f f e r e n c e s o f o p i n i o n as t o w h a t a r e r e a s o n a b l e t a x b e h a v i o r s a n d 

p o l i c i e s . T h e p o i n t is t h a t t h e M N C is w e l l a d v i s e d n o t t o t a k e u n d u e 

a d v a n t a g e o f t h e ski l l s o f i ts o w n t a x e x p e r t s a n d t h e p o s s i b l e n a i v e t e 

o f t h e t a x p e o p l e i n a n L D C h o s t c o u n t r y . S o o n e r o r l a t e r t h e t r u t h 

wi l l c o m e o u t , a t w h i c h t i m e it is o n l y t o o e a s y — i n t h e w o r l d in w h i c h 

w e f i n d o u r s e l v e s — f o r t h e g o v e r n m e n t t o e x e r c i s e its w r a t h . 

Exchange Rates 

E u r o p e a n as w e l l as A m e r i c a n M N C s i n r e c e n t y e a r s h a v e h a d 

a m p l e e x p e r i e n c e o f t h e h a z a r d s o f e x c h a n g e r a t e f l u c t u a t i o n s .
3 

2
The simulation is documented in Hans B. Thorelli et al, INTOP Player's Manual (New 

York: Free Press-Macmillan, 1963) and Hans B. Thorelli and Robert L. Graves, In 
ternational Operations Simulation — with Comments on Design and Use of Management 
Games (New York: Free Press-Macmillan, 1964). 
3
To take but one European example, the Ericsson Telephone Corporation of Sweden in 
1974 reported $29 million and in 1975 some $18 million "exchange losses charged to 
operations," principally to the Brazilian subsidiary. These large figures should be seen in 
relation to consolidated earnings before taxes for this MNC, which in each of these years 
hovered aiound $100 million. (Figures from Ericsson Annual Reports). 
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T h e operat ions of a foreign subsidiary may be highly successful when 
measured in local currency but may actually involve losses to the 
mul t inat iona l enterprise system because of deva luat ion . Act ion taken to 
reduce potent ia l deva luat ion losses to the system may also reduce the i n c o m e 
of the subsidiary in local currency .

4 

C l e a r l y , t h e L D C w i l l h a v e a n i n t e r e s t i n h o w t h e M N C d e a l s w i t h 

c u r r e n c y f l u c t u a t i o n s a n d i n its w a y o f r e p o r t i n g t h e i r i m p a c t . 

L e t u s f irst r e c o g n i z e t h e d i s t i n c t i o n b e t w e e n t r a n s l a t i o n a n d c o n -

v e r s i o n . T r a n s l a t i o n re fers t o t h e p r o c e s s o f r e s t a t i n g f i n a n c i a l a c -

c o u n t s f r o m o n e c u r r e n c y t o a n o t h e r . C o n v e r s i o n is t h e a c t u a l s a l e o f 

o n e c u r r e n c y f o r a n o t h e r . B e i n g s i m u l a t e d r a t h e r t h a n a c t u a l e x -

c h a n g e o f c u r r e n c y , t r a n s l a t i o n is i n h e r e n t l y a m a t t e r o f j u d g m e n t . 

S e v e r a l c o n v e n t i o n s e x i s t as t o h o w t r a n s l a t i o n m a y b e e x e c u t e d , e a c h 

w i t h i ts s e t o f a d v a n t a g e s a n d d i s a d v a n t a g e s . B a r r i n g i n t e r n a t i o n a l 

a g r e e m e n t i n t h e a r e a , t h e r e is a m p l e r o o m f o r d i a l o g u e b e t w e e n t h e 

L D C a n d t h e M N C . O f s p e c i a l c o n c e r n t o t h e L D C s h o u l d b e t h e f a c t 

t h a t u n f a v o r a b l e t r a n s l a t i o n r a t e s m a y i m p e d e t h e a b i l i t y o f t h e l o c a l 

s u b s i d i a r y t o o b t a i n f u t u r e a l l o c a t i o n s o f M N C r e s o u r c e s , a t l e a s t i n 

t h e s h o r t t e r m . 

I n v o l v i n g a c t u a l e x c h a n g e , c o n v e r s i o n m a y b e less c o n t r o v e r s i a l . 

H o w e v e r , w h e n c o n v e r s i o n h a s t a k e n p l a c e a t b l a c k m a r k e t 

r a t e s — t y p i c a l l y w i t h t h e i m p l i c i t a c q u i e n s c e n c e o f t h e l o c a l g o v e r n -

m e n t — t h e L D C m a y h a v e a n i n t e r e s t i n t h e a c t u a l r a t e n o t b e i n g 

d i s c l o s e d . T h i s w o u l d b e b u t a n o t h e r e x a m p l e o f t h e f a c t t h a t 

s t a k e h o l d e r p r e s s u r e s o n a c c o u n t a n t s a r e n o t i n v a r i a b l y i n f a v o r o f 

g r e a t e r p u b l i c i t y . 

Intracompany Transfers 

T h e c o n d i t i o n s s u r r o u n d i n g t h e t r a n s f e r o f m a t e r i a l s , c o m p o n e n t s , 

a n d finished p r o d u c t s a c r o s s n a t i o n a l b o r d e r s b e t w e e n v a r i o u s u n i t s o f 

t h e M N C a r e i n p r i n c i p l e — t h o u g h o f t e n n o t i n p r a c t i c e — a m a t t e r o f 

i n t e r n a l d i s c r e t i o n , w h e t h e r it b e e x e r c i s e d c e n t r a l l y o r l o c a l l y . T o o of-

t e n w e t e n d t o t h i n k o f a b s o l u t e p r i c e a s t h e o n l y r e l e v a n t v a r i a b l e 

h e r e . B u t a s i n a l l o t h e r m a r k e t i n g a c t i v i t y — a n d t h i s is w h a t w e a r e 

t a l k i n g a b o u t i n s u c h t r a n s f e r s — t h e r e a r e o t h e r s t r a t e g i c c o n -

s i d e r a t i o n s . I n c o m e , v a l u e - a d d e d a n d s a l e s t a x e s , a n d tar i f f d u t i e s a r e 

e x a m p l e s . 

T h e p r i c e o f m a t e r i a l s r e l a t i v e t o c o m p o n e n t s a n d final p r o d u c t s , 

a n d o f c o m p o n e n t s r e l a t i v e t o final p r o d u c t s , is a n o t h e r i m p o r t a n t 

v a r i a b l e a f f e c t i n g l o c a l p e r f o r m a n c e a s w e l l as t h e b a l a n c e b e t w e e n 

4
S t e f a n H . R o b o c k a n d K e n n e t h S i m m o n d s , International Business and Multinational 

Enterprises ( H o m e w o o d , 111.: R i c h a r d D . Irwin , 1973 ) , p . 4 8 4 . 
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g l o b a l o p t i m i z a t i o n a n d l o c a l s u b o p t i m i z a t i o n . H o w e v e r i r r a t i o n a l it 

m a y b e f r o m a g l o b a l o r e v e n l o n g - t e r m l o c a l v i e w p o i n t , t h e p r e s s u r e 

f r o m L D C s is i n v a r i a b l y i n t h e d i r e c t i o n o f m a x i m u m l o c a l p r o c e s s i n g . 

M N C s i n t h e f u t u r e m a y e x p e c t i n c r e a s i n g l y t o h a v e t o b a c k u p d e m o n -

s t r a t i o n s o f t h e r e a s o n a b l e n e s s o f r e l a t i v e p r i c e s w i t h f o r m a l a n d 

s o p h i s t i c a t e d m a k e - o r - b u y a n a l y s e s i n c a s e s o f i m p o r t s o f less t h a n 

f i n a l l y p r o c e s s e d g o o d s . E v e n s o , w e al l k n o w t h a t s t r i c t l y e c o n o m i c 

c o n c e r n s w i l l n o t a l w a y s p r e v a i l . 

R e l a t e d t o p r i c e is t h e u s e o f a c c o u n t s r e c e i v a b l e ( o r , c o n v e r s e l y , o f 

p r e p a y m e n t s ) as m e a n s o f e x t e n d i n g i n t r a c o m p a n y c r e d i t , o r t o d e l a y 

o r a d v a n c e i n t e r n a t i o n a l r e m i t t a n c e s a n d c o n v e r s i o n o f c u r r e n c i e s . 

H e r e a g a i n , a s t r a t e g y p r o m p t e d b y g l o b a l c o n s i d e r a t i o n s m a y n o t b e 

v i e w e d b y a n i n d i v i d u a l L D C as i n its b e s t i n t e r e s t . 

A n o t h e r a s p e c t o f i n t r a c o m p a n y m a r k e t i n g i n v o l v e s a p p l i c a t i o n s 

e n g i n e e r i n g , i n s t a l l a t i o n w o r k , a n d t h e p r o v i s i o n o f p a t e n t s a n d 

k n o w h o w . S u c h t r a n s f e r o f t e c h n o l o g y m a y o b v i o u s l y b e o f g r e a t v a l u e 

t o t h e L D C . S o m e t i m e s t h e s e r v i c e s i n v o l v e d c o n s t i t u t e p a r t o f t h e p u r -

c h a s e o f g o o d s ; s o m e t i m e s t h e y a r e p a i d for s e p a r a t e l y . T h i s b r i n g s us 

t o t h e g e n e r a l a r e a o f s e r v i c e s p a y m e n t s . 

Services Payments 

B e y o n d t h e e x a m p l e s j u s t m e n t i o n e d p a y m e n t s a r e o f t e n m a d e b e -

t w e e n u n i t s o f a n M N C (as i n d e e d b e t w e e n u n i t s o f m a n y l a r g e 

d o m e s t i c c o m p a n i e s ) for g e n e r a l m a n a g e m e n t s e r v i c e s , f or m a r k e t i n g 

r e s e a r c h , for e x e c u t i v e d e v e l o p m e n t p r o g r a m s , f o r i n t r a c o m p a n y 

l o a n s , a n d a p l e t h o r a o f o t h e r s e r v i c e s . M a n y a n L D C m a y w i s h to 

e s t a b l i s h w h e t h e r s u c h p a y m e n t s r e a l l y a r e f o r b o n a f i d e s e r v i c e s , o r 

m e r e l y r e p r e s e n t m e a n s o f w i t h d r a w i n g f u n d s a n d / o r a v o i d i n g l o c a l 

t a x e s . 

A t first g l a n c e t h i s a d m i t t e d l y m u s h y a r e a m a y s e e m i n w a n t o f 

g u i d e l i n e s . W h e n y o u c o n t e m p l a t e t h e v e r y l e g i t i m a t e n e e d for in -

t r a c o r p o r a t e f l e x i b i l i t y — a n e e d w h i c h is c e r t a i n l y as g r e a t f r o m t h e 

v i e w p o i n t o f a n L D C s u b s i d i a r y as f o r t h e p a r e n t i n t h e h o m e c o u n -

t r y — y o u b e g i n t o t h i n k t h a t m a y b e t h e a r e a o f s e r v i c e s p a y m e n t s 

s h o u l d b e d e c l a r e d o f f l i m i t s t o s u c h o r g a n i z a t i o n s as I n t e r n a t i o n a l 

C o o r d i n a t i o n C o m m i t t e e f o r t h e A c c o u n t i n g P r o f e s s i o n ( I C C A P ) , In -

t e r n a t i o n a l A c c o u n t i n g S t a n d a r d s ( I A S C ) , F i n a n c i a l A c c o u n t i n g S t a n -

d a r d s B o a r d ( F A S B ) , a n d k i n d r e d a l p h a b e t b o d i e s !
5 

5
As yet no international body has made any pronouncement in this area, according to 

the United Nations Economic and Social Council, Commission on Transnational Cor-
porations Report (E /C .10 /AC.1 /2 ) , 28July 1976. 
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Accounting and Financial Reporting Systems 

T h e f i n a n c i a l r e p o r t i n g s y s t e m s o f t h e M N C m u s t r e s p o n d t o a t 

l eas t t h r e e r e l a t e d b u t d i s t i n c t s e t s o f n e e d s . T h e r e a r e t h e n e e d s o f 

c o n f o r m i n g t o t h e a c c o u n t i n g p r a c t i c e s a n d t h e r e p o r t i n g e x p e c t a t i o n s 

o f h o s t c o u n t r i e s . T h e r e a r e t h e n e e d s o f t h e M N C h e a d q u a r t e r s for 

s t a n d a r d i z a t i o n i n r e p o r t i n g s y s t e m s i n o r d e r t o "rea l ly" k n o w w h a t is 

g o i n g o n a n d t o e n s u r e c o m p a r a b i l i t y b e t w e e n s u b s i d i a r i e s . F i n a l l y , 

t h e r e a r e t h e n e e d s o f t h e M N C f o r i t s o w n s a k e a n d f o r t h a t o f t a x 

a u t h o r i t i e s i n t h e h o m e c o u n t r y t o i s s u e c o n s o l i d a t e d r e p o r t s . 

T h e r e a r e d i f f e r e n t v i e w s o f h o w r e p o r t i n g s y s t e m s d e v e l o p . W e 

h a v e a r g u e d i n f a v o r o f a n é c o l o g i e v i e w o f s o c i a l i n s t i t u t i o n s , i m p l y i n g 

t h a t t h e y d e v e l o p i n c o n t i n u o u s i n t e r a c t i o n w i t h t h e e n v i r o n m e n t 

w h o s e n e e d s t h e y a r e s u p p o s e d t o s e r v e .
6
 G i v e n t h e f a i r l y s i m p l e a n d 

h i g h l y s e c r e t i v e b u s i n e s s e n v i r o n m e n t , i t is b u t n a t u r a l t h a t t h e 

d e v e l o p m e n t o f a c c o u n t i n g p h i l o s o p h y a n d s y s t e m s h a s b e e n a l a g f a c -

tor i n m o s t L D C s .
7
 H o w d i f f e r e n t t h e c o m p l e x i t y a n d s o p h i s t i c a t i o n o f 

t h e r e p o r t i n g s y s t e m s o f t h e M N C — a n d h o w d i f f e r e n t t h e p u r p o s e s 

w h i c h t h e s e s y s t e m s serve ! 

W i t h o u t f o r a m o m e n t q u e s t i o n i n g t h e n e e d f o r t h e d e v e l o p m e n t 

o f i n t e r n a t i o n a l a c c o u n t i n g s t a n d a r d s o n e m a y s a f e l y p r e d i c t t h a t for 

t h e f o r e s e e a b l e f u t u r e t h e v a r i e g a t e d n e e d s a n d s t a g e s o f e c o n o m i c 

d e v e l o p m e n t a m o n g n a t i o n s w i l l m i t i g a t e a g a i n s t a n y s i n g l e - s y s t e m a p -

p r o a c h t o f i n a n c i a l r e p o r t i n g i n M N C s . M u l t i p l e s y s t e m s a r e h e r e t o 

s tay , a l t h o u g h p e r h a p s n o t f o r a s l o n g as d e a t h a n d t a x e s l Y e t , i n a n y 

g i v e n c a s e , o u t s i d e p a r t i e s h a v e a l e g i t i m a t e c l a i m t o k n o w j u s t what 
s y s t e m h a s b e e n u s e d . F o r i n s t a n c e , i f t h e r e b e h i d d e n r e s e r v e s , w e 

w a n t t o k n o w t h e w h y a n d h o w . 

T h e n e e d f o r i n t e r n a l s t a n d a r d i z a t i o n o f a c c o u n t i n g s y s t e m s is n o t 

c o n f i n e d t o t h e r e p o r t s t h e m s e l v e s . A r e p o r t is n o b e t t e r t h a n t h e u n -

d e r l y i n g d a t a . I n t h e a b s e n c e o f u n i v e r s a l a c c o u n t i n g s t a n d a r d s t h e r e 

is a d e f i n i t e n e e d f o r h e a d q u a r t e r s ' m o n i t o r i n g o f a c c o u n t i n g m e t h o d s 

a n d i n t e r n a l a u d i t s , n o m a t t e r t h e s e n s i t i v i t i e s o f l o c a l p e r s o n n e l . 

S t a n d a r d i z e d i n t e r n a l r e p o r t s c o n s t i t u t e t h e b a c k b o n e o f c o n -

s o l i d a t i o n . T h e n e e d f o r c o n s o l i d a t e d r e p o r t s is a r t i c u l a t e d b y m a n y 

h o m e c o u n t r i e s a n d b y t h e f i n a n c i a l c o m m u n i t y . T h e r e w a s a t i m e 

• H a n s B . T h o r e l l i , e d . , International Marketing Strategy ( H a r m o n d s w o r t h , E n g l a n d , 

a n d B a l t i m o r e : P e n g u i n B o o k s , 1 9 7 3 ) , r e a d i n g 1, a n d H a n s B . T h o r e l l i , e d . , Strategy 

+ Structure = Performance: The Strategic Planning Imperative ( B l o o m i n g t o n , I n d . : 
I n d i a n a Univers i ty Press, 1977 ) , c h a p . 1. 

T o r a n inventory o f factors i n h i b i t i n g a r a p i d e m a n c i p a t i o n o f a c c o u n t i n g in t h e L D C s 

see A l e x a n d e r N . Keyser l ingk, "Internat iona l P u b l i c A c c o u n t i n g : A n U n d e r d e v e l o p e d 

Profess ion ," International Journal of Accounting (Fall 1 9 7 5 ) : 1 5 - 2 2 . 
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w h e n t h i s n e e d w a s less p r e s s i n g l y f e l t b y t h e M N C s t h e m s e l v e s . U n -

s c r u p u l o u s m a n a g e m e n t c o u l d d e c i d e n o t o n l y w h e t h e r o r n o t t o c o n -

s o l i d a t e b u t a l s o w h a t s u b s i d i a r y a c c o u n t s t o c o n s o l i d a t e . T h i s left t h e 

a v e n u e o p e n t o g r o s s m a n i p u l a t i o n o f s h o r t - t e r m r e s u l t s . E v e n m a n y 

s c r u p u l o u s m a n a g e r s u n t i l r e l a t i v e l y r e c e n t l y r e j e c t e d t h e i d e a o f c o n 

s o l i d a t i o n , o n t h e g r o u n d s t h a t it m i g h t g i v e a m i s l e a d i n g l y p o s i t i v e 

p i c t u r e o f r e s u l t s as l o n g as t h e r e m i g h t b e o b s t a c l e s i n t h e w a y o f f r ee 

r e m i t t a n c e s f r o m o n e o r s e v e r a l o f t h e c o n s o l i d a t e d o p e r a t i o n s . It is 

t r u e t h a t t h e r e a r e as m a n y o b s t a c l e s t o t h e f r e e t r a n s f e r o f m o n e y as 

e v e r , a n d y e t m o s t M N C m a n a g e m e n t s a r e n o w i n f a v o r o f c o n 

s o l i d a t i o n . T h e r e a r e t w o r e a s o n s for t h i s . T h e i n v e s t m e n t c o m m u n i t y 

is n o w t h o r o u g h l y a w a r e o f s u c h o b s t r u c t i o n s . E q u a l l y i m p o r t a n t is t h e 

s u b t l e sh i f t i n p h i l o s o p h y o f t h e M N C f r o m a m u l t i n a t i o n a l t o g l o b a l 

p o i n t o f v i e w . G i v e n a g l o b a l p e r s p e c t i v e , c o n s t r a i n t s o n p r o f i t r e m i t 

t a n c e a r e c o m p a t i b l e w i t h c o n s o l i d a t i o n as l o n g as i n v e s t m e n t o f 

p r o f i t s in t h e h o s t c o u n t r y o r in t h i r d c o u n t r i e s is n o t p r e c l u d e d . 

EXTERNALITIES AND SOCIAL INDICATORS 

W e n o w t u r n t o s o c i a l i n d i c a t o r s a n d e x t e r n a l i t i e s , t h a t is , a r e a s o f 

s o c i a l c o s t s a n d b e n e f i t s o c c a s i o n e d b y c o r p o r a t e a c t i o n . T h e last t e n 

y e a r s h a v e w i t n e s s e d a l i ve ly d i s c u s s i o n o f s o c i a l i n d i c a t o r s , e x 

t e r n a l i t i e s , t h e q u a l i t y o f l i f e , a n d t h e a s s o c i a t e d "soc ia l r e s p o n s i b l i t i e s 

o f b u s i n e s s . " T h e i n t e n s i t y o f t h e d e b a t e h a s b e e n d i r e c t l y c o r r e l a t e d 

w i t h t h e i n d u s t r i a l i z a t i o n a n d p e r c a p i t a w e a l t h o f i n d i v i d u a l n a t i o n s . 

B e y o n d a f e w U n i t e d N a t i o n s d o c u m e n t s , s u r p r i s i n g l y l i t t l e o f 

t a n g i b l e i m p o r t h a s b e e n w r i t t e n a b o u t s o c i a l i n d i c a t o r s r e l e v a n t t o t h e 

L D C s i n g e n e r a l a n d t o l o c a l l y h a r b o r e d s u b s i d i a r i e s o f M N C s in p a r 

t i c u l a r . F o r i n s t a n c e , t h e r e s e e m s t o b e n e x t t o n o t h i n g o n t h e s u b j e c t 

i n t e x t b o o k s o n i n t e r n a t i o n a l b u s i n e s s , in t h e m o n o g r a p h s o f B u s i n e s s 

I n t e r n a t i o n a l a n d s i m i l a r b o d i e s a n d , I b e l i e v e , in t h e l i t e r a t u r e o f in 

t e r n a t i o n a l a c c o u n t i n g . 

T h i s l a c k o f a n t e c e d e n t s w o u l d b e less d i s t u r b i n g if i n d i v i d u a l L D C s 

o r t h e T h i r d W o r l d as a g r o u p h a d c l e a r l y i d e n t i f i e d o b j e c t i v e s a n d 

p r i o r i t i e s in t h i s a r e a . A s th i s is n o t t h e c a s e , w e s h a l l h a v e t o i m p u t e 

t h e m h e r e . A t l e a s t , t h i s h a s t h e a d v a n t a g e t h a t w e c a n m a k e o u r o w n 

s e l e c t i o n ! 

A n d a s e l e c t i o n t h e r e has t o b e . T h e r e is a v i r t u a l l y e n d l e s s r a n g e 

o f p o s s i b l e "soc ia l p e r f o r m a n c e s " o f b u s i n e s s f r o m t h e m a c r o to t h e 

m i c r o l e v e l , f r o m s o c i a l a s p e c t s o f t h e v e r y c o r e o f b u s i n e s s o p e r a t i o n s 

t o t h e g r a n t - i n - a i d o f a n art e x h i b i t . A l t h o u g h s o m e i s sues h a v e b e e n 

c l a r i f i e d b y l e g i s l a t i o n , t h e r e a r e g e n e r a l l y n o h a r d a n d fast ru le s 
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r e g a r d i n g a c c o u n t a b i l i t y a n d r e s p o n s i b i l i t y h e r e . N e i t h e r is t h e r e a n y 

c o n s e n s u s as t o w h a t ought t o b e . S h o r t - t e r m , a t l e a s t , m a n a g e m e n t is 

t y p i c a l l y a t l i b e r t y t o l e a d o r t o l a g r e l a t i v e t o t h e a c t u a l o r p e r c e i v e d 

n e e d s o f h o s t c o u n t r i e s i n m a n y o f t h e s e a r e a s . 

W e h a v e c h o s e n t w o s u c h a r e a s f o r d i s c u s s i o n , b o t h o f w h i c h a r e 

r e l a t i v e l y c l o s e t o t h e " c o r e " o f b u s i n e s s o p e r a t i o n s . O n e o f t h e m m a y 

b e l a b e l e d l o o s e l y a s " c o r p o r a t e c i t i z e n s h i p " ( o r t h e M N C a s r e s o u r c e 

t r a n s f o r m e r a n d e m p l o y e r ) a n d t h e o t h e r " t h e M N C as a c h a n g e 

a g e n t . " I t a l m o s t g o e s w i t h o u t s a y i n g t h a t t h e r e a r e n o d i s t i n c t b o r -

d e r l i n e s b e t w e e n t h e m . 

CORPORATE CITIZENSHIP 

Communications 

T h e p r o v i s i o n o f i n f o r m a t i o n t o l o c a l s t a k e h o l d e r g r o u p s is a n i m -

p o r t a n t m e a n s f o r t h e M N C t o b u i l d trust a m o n g t h e s e p u b l i c s . I n a d -

d i t i o n t o a n n u a l r e p o r t s , g o v e r n m e n t s i n c r e a s i n g l y r e q u i r e c o n f i d e n t i a l 

d a t a f r o m a l l a r e a s o f c o r p o r a t e a c t i v i t y . It is a m i r a c l e t h a t 

W a s h i n g t o n h a s n o t d i s a p p e a r e d u n d e r t h e t h o u s a n d s o f t o n s o f f o r m s 

it h a s c o m m a n d e e r e d f r o m b u s i n e s s . E v e n s o , u n d e r t h e p a r t n e r s h i p 

c o n c e p t it is o f t e n a g o o d i d e a i n t h e L D C v o l u n t a r i l y t o f u r n i s h t h e 

g o v e r n m e n t d a t a t h a t g o b e y o n d t h e r e q u i s i t e m i n i m u m . T h i s is 

e s p e c i a l l y t r u e i n t h e a r e a o f f u t u r e p l a n s . V o l u n t a r y i n f o r m a t i o n 

p r o g r a m s s h o u l d b e d i r e c t e d a l s o t o s t o c k h o l d e r s , e m p l o y e e s , t h e p l a n t 

c o m m u n i t y , t h e p r e s s , a n d s o o n . I n d e e d , t h e m o r e a u t h o r i t a r i a n 

a n d / o r u n s t a b l e t h e l o c a l g o v e r n m e n t t h e g r e a t e r t h e d e s i r a b i l i t y o f 

b u i l d i n g r a p p o r t w i t h o t h e r g r o u p s i n s o c i e t y . T h e p r u d e n t M N C wi l l 

i n c r e a s i n g l y u n d e r t a k e a t t i t u d e s u r v e y s o n a r e g u l a r b a s i s as a m e a n s 

o f g a u g i n g h o w w e l l i t s t a y s i n t u n e w i t h v a r i o u s p u b l i c s . 

Value Added 
C o n v e n t i o n a l l y , v a l u e a d d e d is r e f l e c t e d i n t h e d i f f e r e n c e b e t w e e n 

t h e v a l u e o f t h e c o m p a n y ' s s a l e s a n d t h a t o f i ts p u r c h a s e d i n p u t s o n 

t h e i n c o m e s t a t e m e n t . T h i s is d e f i n i t e l y o f i n t e r e s t t o t h e L D C . 

H o w e v e r , t h e h o s t c o u n t r y a l s o m i g h t w e l l t a k e a n i n t e r e s t i n h o w 

m u c h o f a l l p u r c h a s e s w e r e l o c a l i n o r i g i n . ( T h e n e e d f o r s t a n d a r d 

r u l e s f o r j u d g i n g o r i g i n b e c o m e s a p p a r e n t a g a i n . ) A N e s t l é A l i m e n -

t a n a S . A . p u b l i c a t i o n p r o v i d e s a n e x a m p l e , a s i n d i c a t e d i n e x h i b i t 2. 

T h i s k i n d o f t a b u l a t i o n c o u l d e a s i l y b e b r o k e n d o w n f u r t h e r b y 

c a t e g o r i e s o f e x p e n s e s ( a n d s a l e s ) a n d b y i n d i v i d u a l c o u n t r i e s . 
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Employer Practices 

T h e c r e a t i o n o f e m p l o y m e n t o p p o r t u n i t i e s is v i ta l in l i t e r a l l y e v e r y 

L D C . N u m b e r , c o m p e n s a t i o n , t r a i n i n g , p r o m o t i o n , a n d s t a b i l i t y o f 

e m p l o y m e n t a r e m a t t e r s o f c o n c e r n , as is t h e p r o p o r t i o n o f l o c a l 

r e l a t i v e t o f o r e i g n m a n a g e m e n t a n d p r o f e s s i o n a l p e r s o n n e l . B e y o n d 

w o r k i n g c o n d i t i o n s a n d h e a l t h a n d s a f e t y p r o v i s i o n s m a n y c o m p a n i e s , 

n o t a b l y i n t h e e x t r a c t i v e i n d u s t r i e s , f a c e t h e c h a l l e n g e o f p r o v i d i n g 

s c h o o l s , h o s p i t a l s , s t o r e s , h o u s i n g , a n d t r a n s p o r t a t i o n f a c i l i t i e s . In 

s o m e o f t h e s e a r e a s t h e M N C m u s t t r e a d g e n t l y in o r d e r t o a v o i d 

c h a r g e s o f p a t e r n a l i s m . 

R e n s i s L i k e r t a n d L e e B r u m m e t a r e n a m e s p r o m i n e n t l y a s s o c i a t e d 

w i t h t h e e f f o r t t o t r a n s l a t e c o m p a n y p r a c t i c e s i n t h e e m p l o y e e 

r e l a t i o n s a r e a i n t o b e n e f i t s a n d c o s t s t o t h e c o m p a n y a n d t o s o c i e t y . It 

is al l t o t h e g o o d t o a s s i g n a d o l l a r t a g t o s u c h p r a c t i c e s w h e n t h e 

m a g n i t u d e s i n v o l v e d c a n b e g i v e n r e a s o n a b l y p r e c i s e m o n e t a r y e x -

p r e s s i o n . B u t w e s h o u l d g u a r d a g a i n s t t h e n o t i o n t h a t al l b e n e f i t s a r e 

r e a d i l y t r a n s l a t e d i n t o h a r d c u r r e n c y . I n 1 9 7 4 m o r e t h a n 1 , 4 0 0 f o r e i g n 

n a t i o n a l s t r a v e l e d t o t h e E a s t m a n K o d a k C o . h e a d q u a r t e r s i n t h e 

U n i t e d S t a t e s f o r a d v a n c e d t r a i n i n g .
8
 A l t h o u g h r e a s o n a b l y p r e c i s e 

e s t i m a t e s m i g h t b e m a d e o f t h e c o s t s i n v o l v e d h e r e , it is c l e a r l y dif-

f i c u l t t o e s t i m a t e t h e s u b s t a n t i a l t o t a l b e n e f i t s , l e t a l o n e t h e i r 

d i s t r i b u t i o n b e t w e e n t h e c o m p a n y , t h e e m p l o y e e s a n d t h e c o u n t r i e s 

r e p r e s e n t e d . 

It is a l s o i m p o r t a n t n o t t o f o r g e t t h e e m p l o y m e n t m u l t i p l i e r e f f e c t 

o f o v e r s e a s o p e r a t i o n s . T o q u o t e L e e A . I a c o c c a o n F o r d E s p a n a : "At 

las t r e p o r t , w e h a d 2 4 4 S p a n i s h s u p p l i e r s , w h o h a d h i r e d 1 1 , 0 0 0 n e w 

w o r k e r s t o h a n d l e o u r n e w b u s i n e s s . "
9 

Ownership 

T o s o m e c o m p a n i e s , s u c h as C a t e r p i l l a r T r a c t o r C o m p a n y a n d 

F o r d M o t o r C o m p a n y , c o n t r o l a s s o c i a t e d w i t h fu l l o w n e r s h i p o f o v e r -

s e a s s u b s i d i a r i e s a p p e a r s as a p r a c t i c a l n e c e s s i t y . It w e l l m a y b e . I n 

s u c h i n s t a n c e s , l o c a l p a r t i c i p a t i o n i n o w n e r s h i p m a y b e s t i m u l a t e d b y 

o f f e r i n g f o r s a l e s h a r e s i n t h e M N C itself , r a t h e r t h a n i n t h e s u b -

s i d i a r y . V e r i l y , t h i s is i n t h e sp i r i t o f a t r u l y t r a n s n a t i o n a l e n t e r p r i s e . 

R e a l i s t i c a l l y , h o w e v e r , m o s t M N C s e n c o u n t e r s t r o n g p r e s s u r e t o 

"International Management and Development Institute, Top Management Report on 
Government — Business Cooperation in the Field of International Public Affairs, 
(Washington, D C . : IMDI, 1975), p.31. 

"Lee A. Iacocca, address to the 63rd National Foreign Trade Convention, New York, 
1976, p. 5. 
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p r o v i d e l o c a l c a p i t a l a n o p p o r t u n i t y t o p a r t i c i p a t e i n o w n e r s h i p o f 

l o c a l o p e r a t i o n s . T h i s m a y t a k e t h e f o r m o f s h a r e s i n t h e l o c a l s u b -

s i d i a r y b u t a l s o i n j o i n t v e n t u r e s o f d i f f e r e n t t y p e s . It w o u l d t a k e u s t o o 

far to d e b a t e t h e r e l a t i v e m e r i t s o f s u c h a r r a n g e m e n t s . T h e p r i m e 

s h o r t - t e r m d i s a d v a n t a g e is t h e loss o f s o m e m e a s u r e o f c o n t r o l ; t h e 

p r i m e l o n g - t e r m a d v a n t a g e m a y b e t h e a d d i t i o n o f a g r o u p o f l o c a l 

s t a k e h o l d e r s w i t h a v e s t e d i n t e r e s t i n t h e s u c c e s s o f t h e M N C s u b -

s i d i a r y . A s is o f t e n t h e c a s e , m o r e is o f t e n t o b e g a i n e d b y v o l u n t e e r 

a c t i o n t h a n b y p o s t p o n i n g w h a t is u l t i m a t e l y i n e v i t a b l e . 

Pollution 

A t t h e U n i t e d N a t i o n s C o n f e r e n c e o n t h e E n v i r o n m e n t i n 

S t o c k h o l m in 1 9 7 2 m a n y s p o k e s m e n f o r t h e L D C — w a r m l y a p p l a u d e d 

b y C o m m u n i s t d e l e g a t e s — d e c l a r e d t h a t e n v i r o n m e n t a l p r o t e c t i o n w a s 

for t h e r i c h a n d f i l t h y ( n o t n e c e s s a r i l y t h e f i l t h y r i c h ) , w h i l e d e v e l o p -

m e n t m u s t h a v e p r i o r i t y i n t h e L D C . T o t h e j e s t e r th i s w o u l d s u g g e s t 

t h a t t h e M N C s u b s i d i a r y g e n e r a t e as m u c h s m o k e a n d e f f l u e n t as c o n -

v e n i e n t , as t a n g i b l e i n d i c a t o r s o f i n d u s t r i a l p r o g r e s s . S e r i o u s l y , as t h e 

U n i o n C a r b i d e C o r p o r a t i o n h a s n o t e d , 

Responsibil ity to the env ironment involves the select ion of raw materials and 
manufac tur ing processes that have m i n i m u m pol lut ing effects, the control of 
materials and processes to see that prescribed s tandards are met , and the in-
stallation of pol lut ion a b a t e m e n t e q u i p m e n t .

10 

It m u s t b e c l e a r , n e v e r t h e l e s s , t h a t t h e c o n s t e l l a t i o n o f t r a d e o f f s 

b e t w e e n e c o n o m y a n d e n v i r o n m e n t a l p r o t e c t i o n m a y b e d i f f e r e n t i n 

a n a l r e a d y h i g h l y i n d u s t r i a l i z e d c o u n t r y a n d i n a n L D C . D i f f e r e n c e s i n 

c l i m a t e , f l o r a , a n d f a u n a m a y a l s o w e l l j u s t i f y t h e u s e o f m o r e p o t e n t 

h e r b i c i d e s a n d p e s t i c i d e s i n s o m e L D C s t h a n i n t h e h o m e c o u n t r i e s o f 

M N C s .
11

 I n s i t u a t i o n s l i k e t h i s t h e c h a l l e n g e t o t h e M N C is t o o v e r -

c o m e b y e d u c a t i o n a l p r o g r a m s l o c a l s u s p i c i o n s t h a t t h e p u r s u i t o f 

p r o f i t s is m o r e i m p o r t a n t t o it t h a n t h e w e l f a r e o f h o s t c o u n t r i e s . 

THE MNC AS A CHANGE AGENT 

Value Structure 

T h e c o s m o p o l i t a n c o r p o r a t i o n s h o u l d v i e w i t s e l f as a n a g e n t o f 

c h a n g e , a n a g e n t o f p r o g r e s s i n L D C h o s t c o u n t r i e s . If it fa i l s i n t h i s 

r e g a r d , it is l i k e l y t o b e c o m e t h e v i c t i m o f n a t i o n a l i s m . Y e t t o b e c o m e 

10
The International Responsibilities of a Multinational Corporation, Union Carbide Cor-

poration (New York: 1976), p. 4. 

""New Partners: Multinational Firms Help Poor Nations Grow More Food," Wall Street 
Journal ( 18 March 1975): 1-14. 
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an effective change agent the MNC must be a learner as well as a 
teacher, able to strike the delicate balance of constructive interaction. 

By far the most important contribution the MNC can render to the 
host country is to contribute to a change in attitudes, a change in 
value structure among all the interest groups it encounters in the course 
of doing business. This is particularly true as regards consumers. 
Nothing could be more vital than introducing, and reenforcing, a 
customer oriented marketing concept. A basic prerequisite to 
economic development, at least in non-dictatorial nations, is a 
strengthened individual need to achieve. Modern marketing and mer-
chandizing, by stimulating the individual to set specific goals in the 
area of property accumulation, and by dramatizing the relationship 
between effort, savings, and consumption, is a powerful vehicle in the 
creation of a climate of values conducive to growth. 

Local stockholders frequently have to be educated to see the merit 
of long-term corporate perspectives and of some sacrifice in payout for 
corporate citizenship measures. Employees must be induced to learn 
new skills, respect the discipline of industry, be concerned with quality 
as well as quantity of output, respond to economic incentives, and so 
on. To object that this is the "imperialism of values" is utter nonsense: 
as all LDCs want economic development they had better adopt some 
of the values which have proven conducive to such growth. 

Not all LDCs may show the proper concern for changes of this kind 
in the local value structure. Indeed, under the impact of the "heavy 
infrastructure" school of loose thinking which so tragically has 
dominated the world discussion of economic development for thirty 
years, the attitude of a majority of these countries may well be one of 
indifference or skepticism to such value changes. This must not 
discourage the MNC conscious of its role as change agent from at-
tempting to set pioneering examples in this area. Sooner or later they 
will likely be recognized. 

Corruption 

A perennial issue in MNC-LDC relations is corruption. There is no 
way this huge topic can be given adequate treatment within the con-
fines of this paper. We have, however, agreed to provide the panel on 
questionable international corporate payments with some ap-
propriately controversial background remarks. They will take the form 
of a brief review of arguments pro and con and a tentative conclusion 
as regards subsidiaries of MNC operating in the LDC. 

Arguments in favor of accepting the practice of corruption : 
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1. " W h e n i n R o m e d o as t h e R o m a n s . " T h i s i m p l i e s a n a b d i c a t i o n o f 

t h e r o l e o f t h e M N C as a c h a n g e a g e n t i n s o f a r a s e t h i c s a r e c o n c e r n e d . 

2. W e s h o u l d n o t p r a c t i c e " e t h i c a l i m p e r i a l i s m , " n o t " s h o v e 'our ' 

v a l u e s d o w n o t h e r p e o p l e ' s t h r o a t s . " T h i s a r g u m e n t is b a s e d o n t h e 

q u e s t i o n a b l e a s s u m p t i o n t h a t a m a j o r i t y o f t h e p o p u l a t i o n i n t h e h o s t 

c o u n t r y a r e i n f a v o r o f c o r r u p t i o n . N o t o n l y t h a t : t h e a r g u m e n t a l s o 

c o n v e n i e n t l y o v e r l o o k s t h e f a c t t h a t — f o r b e t t e r o r w o r s e — t h e M N C 

b r i n g s p e r v a s i v e c h a n g e s i n v a l u e s i n m a n y o t h e r a r e a s o f l i f e i n t h e 

L D C . 

3. W e s h o u l d s i m p l y b e " n e u t r a l " r e l a t i v e t o l o c a l v a l u e s . U n -

f o r t u n a t e l y , t h i s a r g u m e n t is u n t e n a b l e . T h e a v e r a g e M N C s u b s i d i a r y 

is a s u f f i c i e n t l y m a j o r f a c t o r o n t h e l o c a l s c e n e t h a t a n e u t r a l " g o i n g 

a l o n g " w i t h t h e b r i b e r y s y s t e m i n e f f e c t m e a n s a c t i v e l y r e e n f o r c i n g i t . 

4. C o r r u p t i o n c a n p l a y a p o s i t i v e r o l e b y b u i l d i n g a n i n v i s i b l e " w e b o f 

t rus t" a m o n g p a r t i c i p a n t s . M a y b e s o . B u t t h e q u e s t i o n is w h e t h e r t h i s 

is p r e f e r a b l e t o a v i s i b l e w e b o f t r u s t b a s e d o n f u n c t i o n a l m e r i t . 

5. C o r r u p t i o n c a n p l a y a p o s i t i v e r o l e as t h e " g r e a s e t h a t l u b r i c a t e s " 

( G e r m a n Schmiergeld) t h e l o c a l E s t a b l i s h m e n t . A g a i n w e h a v e t h e 

q u e s t i o n w h e t h e r a b u r e a u c r a c y c a n n o t b e m a d e t o r u n a l o n g f u n c -

t i o n a l l i n e s . 

6. W e c a n n o t a f f o r d t o w a l k t h e s t r a i g h t a n d n a r r o w as l o n g as c o m -

p e t i t o r s b r i b e t h e i r w a y t h r o u g h t h e l o c a l b u r e a u c r a c y . A t t h e l e v e l o f 

e v e r y d a y r e a l i t i e s t h i s is p r o b a b l y t h e s t r o n g e s t r e a s o n i n f a v o r o f a c -

c e p t i n g c o r r u p t i o n as "a f a c t o f l i f e . "
12

 O f c o u r s e , η d o e s h a v e a l i t t l e 

o f t h e f l a v o r o f t h e a r g u m e n t a t i o n o f s e v e r a l c a d e t s i n t h e r e c e n t W e s t 

P o i n t s c a n d a l : " Y o u c a n n o t g e t t h r o u g h h e r e u n l e s s y o u c h e a t , " o r 

" W h y s h o u l d I b e S i m o n p u r e w h e n l o t s o f m y b u d d i e s a r e c h e a t i n g ? " 

A r g u m e n t s a g a i n s t c o r r u p t i o n : 

1. C o r r u p t i o n r e m o v e s t h e c a u s a l r e l a t i o n s h i p b e t w e e n h o n e s t e f f o r t 

a n d d u e r e w a r d . T h u s t h e s y s t e m is f u n d a m e n t a l l y c o u n t e r p r o d u c t i v e . 

2. C o r r u p t i o n r e e n f o r c e s f a t a l i s m a m o n g t h e " l i t t l e p e o p l e " o u t s i d e t h e 

b r i b e r y n e t w o r k . 

3. C o r r u p t i o n r e e n f o r c e s e x i s t i n g i n e q u a l i t i e s a n d b y d é f i n i t i o n i n -

v o l v e s d i s c r i m i n a t i o n . T h u s , it t r a m p l e s e q u a l r i g h t s a n d is a n -

t i d e m o c r a t i c . 

4. C o r r u p t i o n is a s e r i o u s b l o c k a g a i n s t c o n s u m e r e m a n c i p a t i o n i n t h e 

L D C , as l o n g as b r i b e s c a n le t y o u g e t a w a y w i t h s e l l i n g i m i t a t i o n o r 

, 2
A feature article in the Wall Street Journal ( 28 February 1977), "Crackdown on 

Bribery Hasn't Damaged Sales, Big Companies Report ," does suggest, however, that at 
least in the short run American MNCs have not suffered by discontinuing corrupt prac-
tices. 
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f r a u d u l e n t p r o d u c t s , f o r g e t a b o u t q u a l i t y c o n t r o l a n d t h e h e a l t h a n d 

s a f e t y o f y o u r p r o d u c t s , p o l l u t e t h e e n v i r o n m e n t , u s e f a l s e w e i g h t s a n d 

m e a s u r e s , a n d n e g l e c t w a r r a n t i e s a n d c o n s u m e r c o m p l a i n t s . 

O u r o w n v i e w is t h a t w h i l e r i c h c o u n t r i e s s u c h as t h e U n i t e d S t a t e s 

c a n p o s s i b l y a b s o r b c o r r u p t i o n as j u s t a n o t h e r q u e s t i o n a b l e b u s i n e s s 

p r a c t i c e ( a n d , i n d e e d , w e s e e m t o h a v e p l e n t y o f i t ) , t h e L D C c a n ill 

a f f o r d t h e l u x u r y . T h e d y s f u n c t i o n a l e f f e c t s o f b r i b e r y a r e s i m p l y t o o 

g r e a t r e l a t i v e t o t h e o b j e c t i v e s o f e c o n o m i c d e v e l o p m e n t . T h e r e is 

p l e n t y o f r o o m f o r b o t h i n d i v i d u a l a n d , n o t l e a s t , c o l l e c t i v e i n i t i a t i v e s 

a m o n g t h e M N C s a c t i v e i n a g i v e n h o s t c o u n t r y t o c o n t r i b u t e t o t h e 

g r a d u a l e r a d i c a t i o n o f c o r r u p t i o n . L e t m e s u g g e s t t h a t i n t h e l o n g r u n 

th i s k i n d o f i n i t i a t i v e w o u l d h e l p t o r e s t o r e t h e c u r r e n t l y s o m e w h a t tar -

n i s h e d i m a g e o f t h e M N C i n b o t h t h e L D C s a n d t h e i n d u s t r i a l i z e d 

w o r l d . 

Technology Transfer 

T h e e m p h a s i s o n t r a n s f e r o f p r o d u c t a n d p r o d u c t i o n t e c h n o l o g y 

( p a t e n t s a n d t e c h n i c a l k n o w h o w ) h a s b e e n d a n g e r o u s l y o n e - s i d e d . 

F r o m t h e v i e w p o i n t o f b a l a n c e d d e v e l o p m e n t , t h e t r a n s f e r o f 

m a r k e t i n g , a c c o u n t i n g , a n d g e n e r a l m a n a g e m e n t t e c h n o l o g y is a t l ea s t 

as i m p o r t a n t . P r i o r c o n f e r e n c e s o f t h i s C e n t e r f o r I n t e r n a t i o n a l 

E d u c a t i o n a n d R e s e a r c h i n A c c o u n t i n g h a v e e m p h a s i z e d t h a t t h e t r a n s -

fer a n d i n d i g e n i z a t i o n o f a c c o u n t i n g t e c h n i q u e s i n t o t h e L D C is sti l l a 

b a c k w a r d a r e a . It is n o g r e a t s o u r c e o f s o l a c e t h a t t h i n g s a r e e q u a l l y 

a n t e d i l u v i a n i n m a r k e t i n g . H i g h t i m e it is t h a t t h e M N C a n d t h e 

b u s i n e s s p r o f e s s i o n s m a k e u s e o f e v e r y o p p o r t u n i t y o f f e r e d b y t h e 

L D C t o g e t o n w i t h t h e e n o r m o u s task o f t e c h n i c a l a s s i s t a n c e i n t h e s e 

f i e l d s . 

Building Infrastructure 

A g r e a t c h a l l e n g e o f t h e l o c a l M N C is t o f o s t e r t h e d e v e l o p m e n t o f 

i n d i g e n o u s b u s i n e s s i n f r a s t r u c t u r e , s u c h as l o c a l a c c o u n t i n g f i r m s , 

m a r k e t i n g r e s e a r c h a n d a d v e r t i s i n g a g e n c i e s , f r e i g h t h a n d l e r s , s u p -

p l i e r s , a n d d i s t r i b u t o r s . C l e a r l y , t h i s m a y a l s o b e v i e w e d as a n a s p e c t 

o f t e c h n o l o g y t r a n s f e r . W e h a v e r e f e r r e d t o F o r d s t i m u l a t i n g l o c a l 

s o u r c e s o f s u p p l y i n S p a i n . T w e n t y y e a r s e a r l i e r S e a r s , R o e b u c k & 

C o m p a n y d i d a t r u l y p i o n e e r i n g j o b i n L a t i n A m e r i c a b y d e v e l o p i n g , 

t r a i n i n g , a n d , f r e q u e n t l y , financing h u n d r e d s o f l o c a l s u p p l i e r s a n d b y 

i n t r o d u c i n g c o n s u m e r c r e d i t o n e q u i t a b l e t e r m s . N e s t l e ' s d e m o n -

s t r a t i o n d a i r y f a r m s i n t h e s t a t e o f C h i a p a s i n M e x i c o f u r n i s h a n o t h e r 

fine e x a m p l e o f a c t i v i t y w h i c h s h o u l d b e t a k e n i n t o a c c o u n t in a n y 
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management audit of the performance of that company south of the 
border. 

Reducing Dualism 
Nowhere is the coexistence of a metropolitan growth sector and a 

rural stagnation sector as prevalent as in the LDCs. A striking and un-
fortunate fact of life is that typically both the government and the 
business community of the LDC pay little more than lip service to the 
crying need for integration of the rural population into the general 
thrust of development. Yet, sustained growth of the national economy 
usually calls for heroic effort to develop agriculture and associated 
processing activities as well as rural trading and small local manufac-
turing establishments. Unilever in Africa and, to some extent, Sears in 
Latin America are representative of MNCs which have accepted the 
need to bring the two halves of the dual economy together.13 The 
LDCs would be well served by many more examples of this kind. 

Consumer Protection, Education, and Information 
Paradoxically, consumerism is strictly an affluent-country 

phenomenon. You will find nary a Ralph Nader in the Third World. 
Yet the average consumer is the true underdog of the LDC. Shoddy 
locally-made goods are the order of the day in every nation where 
sellers' markets, import substitution, and producer unconcern with 
quality prevail. Unconscionable interest rates and credit arrangements 
frequently create a buyer dependency that is more like serfdom than 
consumer sovereignty. Imitation, fraudulent and unsafe products 
galore permeate the marketplace. Their minds set on cement plants 
and heavy industry, LDC governments generally have no interest in 
consumers. The key to consumer emancipation is consumer protec-
tion, education, and information (in that order).14 

As consumer emancipation is as much a cause as an effect of 
economic development, and as substandard competition is clearly not 
compatible with the modern MNC, it is difficult to imagine an area 
where the long-term interest of the MNC and that of the local 
population are more closely united. What we have here is the ideal 

1 3
T h a t n o t every effort in this d i r e c t i o n is a n u n q u a l i f i e d success is b u t n a t u r a l . T h o m a s 

R o d o l o ' s A Business Guide for African Shopkeepers ( D u r b a n : U n i l e v e r S o u t h Afr i ca , 
L t d . , u n d a t e d ) is a g u i d e wr i t t en b y a B lack e x e c u t i v e o f U n i l e v e r for s m a l l B l a c k 
retai lers . H o w e v e r , t h e c o n c e p t s used a n d p r o b l e m s d i scussed s e e m m o r e a p p r o p r i a t e to 
s izable m e t r o p o l i t a n o p e r a t i o n s . 
1 4

H a n s B . T h o r e l l i a n d S a r a h V . T h o r e l l i , Consumer Information Systems and Con-

sumer Policy ( C a m b r i d g e , M a s s . : B a l l i n g e r P u b l i s h i n g C o . , 1 9 7 7 ) , p p . 2 7 9 - 8 1 . 
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area for voluntary action by such corporations, proceeding singly or in 
unison. 

THE CHALLENGE OF INTERNATIONAL ACCOUNTING 
Our thesis is that the mutual interests of the LDC and the MNC 

call for a partnership or entente. The keystone of such an alliance is 
mutual trust and respect. One means of assuring that local operations 
are conducive to trust is a management audit ranging over the wide 
territory of managerial performance illustrated by our discussion. This 
audit may be an internal one, as is the case in Cummins Engine, or it 
may be carried out by consultants. The time may come also when host 
countries wish to undertake such audits under their own auspices, 
although this may be less likely where MNCs are already doing it on a 
voluntary basis. 

In some instances it may be in the best interest of the parties to 
spell out the performance expected by the MNC in some detail in what 
might appropriately be called a social contract. This may, for exam-
ple, be desirable when an MNC becomes engaged in a socialist country 
in a major way. It is true that the overall objectives of growth do not 
differ much between free enterprise and socialist countries. However, 
they frequently differ as to the means appropriate to reaching the ends. 
This implies that an MNC going into a socialist country had better 
bargain for maximum acceptable discretion and other rules of conduct 
at as early a stage as possible. Once the ground rules are spelled out it 
may be easier in some respects to operate in a socialist country, as the 
authoritarian power of the state will be behind you. 

Whatever the performance aimed for, it has to be measured! This 
is precisely the key challenge of the accounting profession in a world 
where the number and complexity of relevant performance dimensions 
increase every day. As regards traditional economic performance and 
practices, the prime needs would seem to be standardization at the in-
ternational level, while recognizing the need for both variations in 
local standards for domestic needs and homogeneity in standards when 
looking at the MNC from a global, headquarters point of view. Ac-
countants working with and in the MNC must vastly increase the ex-
tension of technical assistance which the discipline is rendering to the 
LDCs. A special need is the perfectioning of project (and product) life 
cycle accounting, needed as a basis for strategic planning by both the 
MNC and the LDC. 

Greater still, however, than the internationalization of classic ac-
counting is the challenge confronting the profession in the evaluation 
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of corporate citizenship and social indicators. A whole host of 
measures needs to be developed and implemented in this area. The 
question is no longer whether this will be done, but whether ac-
counting will be the discipline and profession accepting the challenge. 
If you do, we may predict it will not be long before accounting is 
deeply involved in qualitative as well as quantitative measurement. 

A third major challenge is presented by the environmental scan-
ning information system MNC management will need for strategic 
planning and performance control. Accounting may be called upon to 
design a type of management information system (MIS) of which such 
esoterics as futures research and periodic opinion surveys among all 
relevant stakeholder interests may be important integral parts. That 
kind of MIS will be needed to answer critical questions such as the fol-
lowing. Are we in tune with the demands of the operating environment 
in our host countries? If not, what are the areas in which we need to 
improve our performance? 

But when all has been said and done at the local level, it is the 
mission of accounting to retain and extend the global perspective of 
the MNC. Never should we lose sight of the fact that it represents a 
more successful instance of international cooperation and a closer ap-
proach to global thinking than we have thus far encountered among 
governments. The MNC is the torchbearer of One World, and here in 
the end lies its lasting service to humanity. 

Undoubtedly it sounds incredible, but some nonaccountants have 
been saying that accounting is dull. Whatever truth there may have 
been to this saying in the past, one thing is clear. The future of ac-
counting in international operations promises to be an exciting one. 
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FOREIGN INVESTMENT DECISIONS 

CHAPTER 21 

A synthesis of foreign direct investment 
theories and theories of the multinational 
firm* 
A. Louis Cal vet 

Abstract. This paper first presents a taxonomy of the foreign direct investment theories fol-
lowing the market imperfections paradigm. It then focuses on recent developments pertain-
ing to the theory of the multinational firm, specifically the appropriability, internalization, 
and diversification theories. Subsequently, the multinational phenomenon is seen as the 
result of an international differentiation of activities and an intrafirm integration across na-
tional borders —all this within a markets and hierarchies approach. Last, the paper points 
to areas for future research. 

INTRODUCTION 

• It was twenty years ago that the late Stephen Hymer wrote his seminal thesis 
on foreign direct investment (FDI) and multinational enterprises (MNEs). Since 
then, the literature on these subjects has increased substantially and taken dif-
ferent directions, placing the multinational firm at the crossroads of many disci-
plines and of many debates as well. 
Behind the proliferation of articles and books in this field, Hymer's theoretical 
contribution has remained unshaken and has led the way to further elaboration 
and refinement of the theory. One can hardly find a publication on FDI that does 
not make some reference to Hymer's work —which is highly indicative of its rele-
vance. His early insights into the determinants of foreign direct investment have 
paved the way for further research, and major additions have taken place since, 
perhaps with increased frequency in the last five years. This renewed interest in 
the theory of the multinational firm (rather than foreign direct investment-a 
point to which this discussion shall return) results from various reasons, a major 
one being the parallel and growing interest in the economics of internal organization. 

*A. L. Calvet is Assistant Professor at the Faculty of Administration at the University of Ot-
tawa. This paper is based upon his doctoral dissertation completed at M.l.T. in 1980. 
The author is much indebted to John H. Dunning of the University of Reading for many val-
uable suggestions. Two anonymous referees also provided valuable comments. All respon-
sibility for errors remains with the author. 

* This article is reprinted, with permission, from The Journal of International Business Studies 
(Spring/Summer 1981, Tenth Anniversary Special Issue) pp 43 -59 



The time seems ripe for reviewing the work done over the last few years in the di-
rection pursued by Hymer and for identifying recent trends likely to guide the fu-
ture research in the field. Such is the purpose of this paper. Section one presents 
a taxonomy of the determinants of foreign direct investment derived from the 
market imperfections paradigm. Section two singles out recent contributions to 
the theory of the MNE. In section three a new theoretical framework is pro-
posed — the markets and hierarchies approach — in an attempt to encompass the 
various strands of current research on the MNE. Finally, section four discusses 
areas for further study. 

FOREIGN DIRECT INVESTMENT IN THE CONTEXT OF THE THEORY OF THE MARKET: THE 
MARKET IMPERFECTIONS PARADIGM 

Kindleberger provided the first comprehensive survey of the various theories of 
foreign direct investment along the lines expressed by Hymer.

1
 He approached 

the question of direct investment from the standpoint of the perfectly competi-
tive model of neoclassical economics by asserting that in a world of pure compe-
tition direct investment could not exist. [Kindleberger 1969, p. 13] Indeed, when 
all markets operate efficiently, when there are no external economies of produc-
tion or marketing, when information is costless and there are no barriers to trade 
or competition, international trade is the only possible form of international in-
volvement.

2
 Logically, it follows that it is the departures from the model of per-

fect competition that must provide the rationale for foreign direct investment. 
The first deviation had been noted by Hymer [1960/1976], who postulated that lo-
cal firms have better information about the economic environment in their coun-
try than do foreign companies. According to his argument, two conditions have 
to be fulfilled to explain the existence of direct investment: (1) foreign firms must 
possess a countervailing advantage over the local firms to make such investment 
viable, and (2) the market for the sale of this advantage must be imperfect. It was, 
thus, a natural step for Kindleberger later to suggest that market imperfections 
were the reason for the existence of foreign direct investment. Specifically, he 
came up with the following taxonomy: imperfections in goods markets, imperfec-
tions in factor markets, scale economies and government-imposed disruptions. 
[1969, p. 14] This classification may be called the 'market imperfections para-
digm.' To encompass new developments in the field of determinants of foreign 
investment, a somewhat different taxonomy from that of Kindleberger may be 
proposed to distinguish among four classes: (1) market disequilibrium hypothe-
ses, (2) government-imposed distortions, (3) market structure imperfections, and 
(4) market failure imperfections. Some brief comments are in order to elucidate 
the meaning of these four categories. 

The common feature found in all the hypotheses in group (1) will be the transitory 
nature of foreign direct investment. FDI is an equilibrating force among seg-
mented markets which eventually comes to an end when equilibrium is reestab-
lished; that is, when rates of return are equalized among countries. The unifying 
characteristic in group (2) will be the role played by either host or home govern-
ments in providing the incentive to invest abroad. Group (3) will include theories 
in which the behavior of firms deviates from that assumed under conditions of 
perfect competition, through their ability to influence market prices. Finally, in 
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group (4) will be classified theories which depart from the technical assumptions 
behind the model of perfect markets; that is, the assumptions about production 
techniques and commodity properties. This last category will deal basically with 
those phenomena which lead to market failure, or, cases where "the decentraliz-
ing efficiency of that regime of signals, rules and built-in sanctions which defines 
a price-market system" will fail. [Bator 1958, p. 352] 
Several factors support this classification scheme. In the first place, the order in 
which the categories appear corresponds roughly to the chronological order in 
which new explanations of the FDI phenomenon have occurred. They range from 
the old view of an integrated approach to foreign direct investment and portfolio 
capital flows among countries, to the more recent versions of FDI as a spin-off of 
welfare economics. [Johnson 1970] Second, most, if not all of the early literature 
on FDI fits into this categorization. Third, the categories are roughly in the order 
of increasing need for control over foreign operations. The justification for con-
trolling foreign firms becomes, as we will see, stronger as we go from (1) to (4). Fi-
nally, note that (1), (2), and (4) are compatible with profit-maximizing behavior 
while (3) requires a restricted version of the maximization argument, due to the 
typical interdependencies of oligopolistic industries. By being less restrictive, 
growth or sales maximization, profit satisficing, or any other mode of behavior 
can be accommodated in any of the four categories. 

Market Disequilibrium Hypotheses 

The notion of a perfect economy and perfect competition requires the assump-
tion that prices everywhere are adjusted to bring supply and demand into equilib-
rium. It may well be that because of segmentation in world markets, rates of 
return are not equalized internationally. In a disequilibrium context flows of FDI 
would take place until markets returned to stability. Instances of disequilibrium 
conditions that provide incentives to invest abroad are numerous. They basically 
apply to factor markets and foreign exchange markets. 
Currency overvaluation is perhaps the most salient example of these disequilib-
rium hypotheses. A currency may be defined as overvalued when at the prevailing 
rate of exchange production costs for tradable goods in the country are, on the 
average, higher than in other countries. [Ragàzzi 1973, p. 491] Such an occurrence 
creates opportunities for profit-making by holding assets in undervalued curren-
cies with the expectation that, once the equilibrium in the foreign exchange mar-
ket is reestablished, capital gains will be realized. In the meantime, there is an 
incentive to locate production of internationally traded commodities in countries 
with undervalued currencies and to purchase income-producing assets with over-
valued money. The important point is that, once exchange rates return to equilib-
rium, the flow of FDI should stop. Even more, foreign investors should sell their 
foreign assets, pocket the capital gains, and return to domestic operations. 
Foreign direct investment may be attracted toward areas where the average rates 
of profit are higher. This is basically the capital markets disequilibrium hypothe-
sis. It implies that, for a given level of risk, rates of return on assets are not 
equalized internationally by portfolio capital flows, due to inefficiencies in secu-
rities markets —such as, thinness or lack of disclosure. Therefore, the only way 
that rates of return on real assets can be brought to equilibrium is by flows of di-
rect investment. The process is, however, self-destructive because firms from low 
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yield countries will invest in countries with high yields until rates of return are 
brought to equilibrium. Then foreign direct investment will cease.

3 

The same approach has been used with respect to labor costs. Here foreign di-
rect investment would flow from high-labor-cost countries to low-cost countries 
in the pursuit of cost minimization. This hypothesis is no exception to the transi-
tory character of the FDI phenomenon, because the demand for labor in countries 
where wages are low will tend to hike up labor costs, while the lack of demand in 
source countries will drive wages down. The result: A finite life for direct investment. 
Finally, disequilibrium situations may arise in technology markets. Rates of tech-
nical and technological innovation may vary among nations, thereby placing 
some countries in leadership positions with respect to new products and pro-
cesses. The origins of superior knowledge can be traced back to superior R & D 
performance or merely chance factors —such as, a breakthrough in scientific 
knowledge. In any event, firms in countries where technology is relatively ad-
vanced would find profitable opportunities abroad and would, therefore, have an 
incentive to invest overseas. 

The previous review covers basically all the situations where conventional eco-
nomic disequilibrium conditions can give rise to FDI flows. The reader will have 
recognized in these hypotheses the old view of FDI as an equilibrating capital 
flow. It is not necessary to state at length the well-known shortcomings of this 
traditional view of FDI — shortcomings uncovered in Hymer's thesis, which showed 
that FDI can better be understood within the realm of industrial organization.

4 

Prior to examining this latter approach, let us look at governmental policies and 
their relation to FDI. 

Government-Imposed Distortions 

At the outset, it should be mentioned that government policies could conceivably 
be responsible for some of the disequilibrium hypotheses previously considered. 
Fixed exchange rates, wage policies, and policies regulating the migration of 
labor create unstable conditions apt to foster foreign investing. The main differ-
ence, however, between the two categories is that there appear to be no equili-
brating forces which would correct the distortions imposed by governments. That 
is to say, in order to nullify the incentive for direct investment, all governments 
would have to harmonize their policies or have no policies at all. 
Tariffs, other trade barriers (for example, quotas), and, it might be added, non-
tariff barriers (for example, regulations for imported goods) are often regarded as 
a major cause of direct investment. Other things being equal, an increase in trade 
barriers (or the expectation of their rise) may be the necessary incentive for firms 
to establish a subsidiary inside the protected market, rather than export to it. 
Another major government-induced distortion is the levy of taxes.

5
 Not surpris-

ingly, the incentive to invest abroad can originate in differences in the tax laws 
governing countries. After all, firms try to maximize rates of return after taxes. If, 
furthermore, the parent government tax laws encourage expatriation of capital 
(for example, via a deferral system), the incentive will be even stronger to set up 
foreign operations. 

Government-related disruptions can take many other forms —from price and profit 
regulation to antitrust laws or any other change in the institutional setting in 
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which business operates. All these actions can be used to rationalize the expatri-
ation of domestic firms on the grounds that they restrict their autonomy. 
Suffice it to say that when foreign direct investment is viewed as a package made 
up of capital, technology, and other forms of knowledge, the tariff argument indi-
cates only that the movement of goods via exports is denied or restricted. In prin-
ciple, tariffs do not prevent the licensing route nor does it necessarily follow that 
the foreign firm will be interested in setting up a subsidiary in the protected mar-
ket. (Other conditions must be present; for example, the market must be large 
enough to allow the firm to recover the costs of its initial foreign investment.) As 
for the tax argument, it applies mainly to cases where a firm is able to generate 
profits abroad as a result of its foreign operations, given that local firms have an 
inherent advantage resulting from their institutional knowledge. This leads us di-
rectly into the oligopolistic approach to FDI. 

Market Structure Imperfections 

The previous cases of disequilibrium hypotheses and government-induced distor-
tions are compatible with a "relatively" competitive market structure. Market 
structure imperfections, on the other hand, refer to deviations from purely market-
determined prices brought about by the existence of monopolistic or oligopolis-
tic market characteristics. In this perspective, foreign direct investment becomes 
the outgrowth of industrial organization. 

The recognition that foreign direct investment belongs to the realm of industrial 
organization goes back to Hymer's writings. [1960/1976] Since then, it has received 
much attention and has become the most popular approach to date. [See for ex-
ample: Bergsten, Horst, and Moran 1978.] There are two essential characteristics 
which set oligopolistic industries apart from competitive ones. First, the former 
are industries where maximizing decisions - whether of profit or growth — are in-
terdependent; each firm must speculate on the reactions of the few other firms in 
the industry. Second, barriers to entry are essential, in order to prevent a surge of 
competition. As one would expect, both of these features have been used exten-
sively to explain foreign direct investment. 
Not all barriers to entry lend themselves to direct expansion abroad. Leaving 
aside vertical foreign investments which respond to barriers of a different kind, 
Caves considered product differentiation in the home market as being the critical 
element giving rise to foreign investment. [1971, p. 270] The successful firm, pro-
ducing a differentiated product, controls knowledge about servicing the domestic 
market that can be used at little or no cost in other national markets. This pro-
vides the motivation for investing abroad, as long as the means to protect the 
product exist; such as, patents and copyrights. 
Other contributions to the oligopolistic feature of direct investment include mod-
els which explicitly take into account the interdependence of firms in the indus-
try. The most publicized is, perhaps, the product life cycle hypothesis [Vernon 
1966] where firms react to the threat of losing markets —as the product ma-
tures—by expanding overseas and capturing the remaining rent from the prod-
uct's development. Variations on this approach include the "follow the leader" 
case, where the investment moves of one firm trigger similar moves by other lead-
ing firms in the industry [Knickerbocker 1974], and the "exchange of threats" hy-
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pothesis, where oligopolists imitate each other by establishing subsidiaries in 
each other's markets. [Graham 1974] 
Despite their success, the problems associated with the industrial organization 
hypotheses are many and serious. For one, there is too great an emphasis placed 
on sellers' concentration as being a main determinant of direct investment. Ra-
gazzi reported that the degree of industrial concentration was, in general, much 
higher in Europe than in the U.S. in the 50s, although the bulk of FDI was from the 
U.S. to Europe. [1973, p. 489] Also, whereas FDI theories derived from industrial 
organization may explain the advantages of home country firms, they cannot pre-
dict the country or industry patterns of foreign investment. [Aliber 1970, p. 20] Nor 
can they adequately explain the apparent preference for takeovers of domestic 
firms over de novo investment. Furthermore, in many instances, neither are the 
causal factors in the investment decision isolated —for example, in Knickerbock-
er's thesis [1974] —nor is the decision integrated with the alternative methods — 
exports and licensing —of exploiting the foreign firms' advantages in the host 
country. Recent evidence based on Japan's direct investment abroad tends to 
confirm some of the shortcomings of the industrial organization approach, be-
cause the Japanese experience shows a compatibility of international invest-
ment with a relatively competitive market structure at home. [Kojima 1978; Ozawa 
1979] 

Finally, and particularly in Caves's argument, the static concept of product differ-
entiation is related to the notion of intangible capital in the form of knowledge, 
yet the two do not imply the same form of international involvement. Indeed, 
"licensing of domestically controlled firms would be a feasible alternative in in-
dustries with an unchanging product mix since quality changes, brand changes, 
etc. pose no difficulties for agreements." [Baumann 1975, p. 683] However, as will 
be seen in the next section, the transfer of intangible capital in the form of knowl-
edge does pose serious problems. 

Market Failure Imperfections 

As was pointed out earlier, market failure imperfections are characteristics in 
production techniques and commodity properties which prevent a market mecha-
nism from allocating resources efficiently. There are basically three types of im-
perfections which lead to market failures: (1) external effects, (2) public goods, 
and (3) economies of scale (decreasing cost industries). Under any one of these 
conditions, the duality between social efficiency and market performance ceases 
to exist. [Böhm 1973, p. 19] 

The significance of market failures as a potential explanation of FDI was not fully 
realized until 1970. At that time, Johnson related foreign direct investment to the 
welfare economics of technological and managerial knowledge as a factor of 
product ion-a typical case of market failure. [1970, p. 36] His ideas were based 
upon previous work done by Arrow on the accumulation of knowledge in society. 
[1962] Briefly, the peculiarities of knowledge which make its markets so imperfect 
are (1) the lumpiness of the inventive input necessary to produce it, and (2) the 
high degree of spillover or externality that accompanies the inventive process. 
[Nordhaus 1969, p. 36] 

This in turn creates problems for both the production and international transfer 
of knowledge. First, reasons of social efficiency would dictate that existing 
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knowledge be made available as a free good. Hence the dilemma: how is the pro-
duction of new knowledge to be motivated, if no property rights are granted? Sec-
ond, the natural characteristics of knowledge would favor its transfer within a 
single firm, hence 'justifying' foreign direct investment over other alternatives of 
exploiting foreign markets. Indeed, if markets for knowledge are difficult to orga-
nize, internalization within the firm achieves two objectives: (1) to provide chan-
nels for the transfer of this knowledge at lower costs than via external modes 
[Teece 1976]; and, (2) to avoid or slow down dissipation of this knowledge to com-
petitors. 

Before ending this section, it would be of interest to take a historical perspective 
in order to identify stages in the development of FDI theories. The author's view 
distinguishes among three phases in past and current thinking about foreign di-
rect investment. The first one-perhaps the best known —began when Hymer 
linked FDI to industrial organization (the study of market imperfections) and 
thereby ended a period in which FDI had been associated with a capital flow.

6 

The Hymer-Kindleberger school of thought found its roots in the traditional 
theory of the market; it dealt with market imperfections in a partial equilibrium 
setting and emphasized above all the monopolistic nature of FDI. A quotation 
from Kindleberger's writings [1969, pp. 13-14] adds additional support to the au-
thor's assertion: "the nature of the monopolistic advantages which produce direct 
investment can be indicated under a variety of headings:.. .departures from per-
fect competition in goods markets,.. .departures from perfect competition in 
factor markets,. . . internal and external economies of sca le, . . . government limi-
tations on output or entry." All these aspects belong to the theory of the market. 
The second discont inui ty-or change in direction-originated with Harry John-
son in 1970. In his well-known article he attempted to go beyond the Hymer-Kin-
dleberger framework by investigating the welfare implications of the international 
transfer of knowledge-the central theme of FDI. He thereby placed the FDI de-
bate at a different level of discourse, as he himself wrote: "This paper will be con-
cerned with essentially the same possibilities as other authors have noted, but it 
seeks to place the issues in a broader and more fundamental perspective by re-
lating them to the welfare economics of technological and managerial knowledge 
as a factor of production." [1970, p. 36] In so doing, he introduced FDI to a much 
richer area of economics where one studies not only the damaging effects of 
monopolies and oligopolies on market functioning, but also the failure of mar-
kets, including their non-existence - all within a global approach to the economic 
system and under the consideration of social efficiency. The direction taken by 
Johnson which attempts to place FDI in a global discussion of welfare econom-
ics has undoubtedly many advantages. Perhaps the most important one is show-
ing how limited the monopolistic market imperfections perspective is. However, 
it also has a major disadvantage. Indeed, welfare economics has little to say in 
situations where prices are not taken as given, for then the resulting equilibrium 
need not be Pareto efficient. [Varian 1975, p. 234] In other words, whereas John-
son's ambitious perspective raises interesting questions (the production of 
knowledge, its appropriation, the effects on world's welfare, and so on), by the 
same token it raises more questions than economic theory can answer, at least 
at the present time. Hymer was already aware of this problem when he pointed 
out that to the extent that MNEs erode national power —that is, the effectiveness 
of governments' policies —they similarly prevent corrective governmental action 
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in situations where it is necessary for achieving social efficiency. [Hymer 1970] 
The third and current stage in the thinking about FDI began with authors such as 
McManus [1972], Buckley and Casson [1976], and Magee [1976]. Their most sa-
lient feature: an emphasis on the theory of the MNE, rather than on the theory of 
FDI. This certainly reflects more than a choice of words; it is a purposive decision 
to go beyond the view that MNEs create market imperfections. It is also a "switch 
in attention from the act of foreign direct investment.. .to the institution making 
the investment." [Dunning 1979, p. 274] 

MULTINATIONAL ENTERPRISES IN THE CONTEXT OF THE THEORY OF THE FIRM 

Although market imperfections still underlie much of the thinking on MNEs, there 
has been a distinctive shift in the theoretical literature toward developing a global 
theory of the multinational f i rm.

7
 It was not by chance that at approximately the 

same time the economic profession showed signs of a renewed interest in the 
economics of internal organization, a new terminology evolved for an old area of 
economics —the theory of the f i rm.

8 

This section will examine three major contributions in the field: the appropriabil-
ity theory, the internalization theory, and the diversification theory. The three 
bring new insights to our understanding of the multinational phenomenon. 

The Appropriability Theory 

The appropriability theory of the multinational corporation, best represented in 
Magee's work [1976,1977], is a consolidation of the views of two main streams of 
thought: on the one hand, the industrial organization approach to foreign direct 
investment; on the other hand, the neoclassical ideas on the private appropriabil-
ity of the returns from investments in information. MNEs are at the crossroad of 
these two streams of thought for, as Magee states, the distinctive nature of these 
corporations resides in their being specialists in the production of 'information' 
[technology]. [1976, p. 317] Valuable information is generated by MNEs at five dif-
ferent stages: new product discovery, product development, creation of the pro-
duction function, market creation, and appropriability. 

The theory then postulates that, because sophisticated technologies are less 
prone to be imitated, MNEs are more successful in appropriating the returns from 
these technologies than from simple ones. Furthermore, sophisticated informa-
tion is transferred more efficiently via internal channels than by market means. 
These two factors taken together enable Magee to assert that there is a built-in 
incentive in the economic system to generate sophisticated informat ion-to the 
detriment, in some cases, of users' needs; for example, those of less developed 
countries. To complete the theory, Magee goes on to say that production is in-
formation-saving so that, ultimately, there is a decline in the production of new 
information. All these considerations generate a technology cycle at the industry 
level; that is, young industries are those where information is being created at a 
fast pace, which in turn implies that the size of the firm expands because of the 
internalization of the information produced. As the industry matures, the amount 
of information being created is minimal. Thus, optimum firm size diminishes ac-
cordingly. In terms of the international expansion of the firm, the assertion that 
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optimum firm size declines after the innovation stage suggests that, after a cer-
tain point, licensing should increase relative to direct investment. 
The propensity to engage in takeover activity is also an implication of the appro-
priability theory. On the subject of takeovers, Magee states that "takeovers of 
host country production facilities and mergers of multinationals with host coun-
try firms are normal consequences of the expansion in optimum size early in an 
industry's technology cycle." In addition, takeovers, according to Magee, "may be 
aimed at slowing the depreciation of the stock of information by absorbing the 
most likely interlopers." [1976, p. 333] Note that two arguments are being used: 
one is the higher efficiency of intrafirm transfers dictating an internal solution; 
the other one is the monopolistic argument of the industrial organization ap-
proach to FDI. 

The Internalization Theory 

Imperfect markets for knowledge is the basis of Buckley and Casson's theory of 
the multinational enterprise. [1976] It is perhaps in their work that the notion of 
the multinational firm as an entity is given the most attention. The starting point 
of their theory is the idea that the modern business sector carries out many activ-
ities apart from the routine production of goods and services. All these activities, 
including marketing, R & D , and training of labor, are interdependent and are re-
lated through flows of intermediate products-most ly in the form of knowledge 
and expertise. [Buckley and Casson 1976, p. 33] However, intermediate product 
markets are difficult to organize due to their imperfections —which provide an in-
centive to bypass them. This results in the creation of internal markets; that is, 
bringing the activities which are linked by the market under common ownership 
and control. [Buckley and Casson 1976, p. 33] Finally, it is the internalization of 
markets across national boundaries which gives rise to the multinational enter-
prise. A few years earlier, McManus [1972] had already shown that the essence of 
the phenomenon of international production is not the transfer of capital but 
rather the international extension of managerial control over foreign subsidi-
aries—control which is ownership-based and through which management re-
places the market as the allocator of resources. 

Dunning [1977], expanding on the internalization theory, stated that the incen-
tives to internalize activities are to avoid the disadvantages, or capitalize on the 
advantages, of imperfections on external (markets and public) mechanisms of re-
source allocation [1977, p. 402]. Therefore, not only must firms possess superior 
resources —as in Hymer's argument —they must also have the desire and the 
ability to internalize the advantages which result from their possession. 

The Diversification Theory 

Up to now the imperfections with which this discussion has been concerned were 
imperfections in markets for products and for knowledge. Financial market im-
perfections have not been generally in the forefront of the literature, "presumably 
because financial markets are deemed to be more efficient than markets for real 
goods and services" [Lessard 1979]. However, the evidence that has accumulated 
recently tends to suggest that there are imperfections in financial markets, and 
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hence advantages for the MNE in internalizing financial transactions. In his re-
cent review of the internal financial transfers within MNEs, Lessard [1979] pointed 
to sources of gains stemming from exchange control arbitrage, credit market ar-
bitrage and equity market arbitrage. Undoubtedly the most well-publicized advan-
tage accruing to MNEs is that which derives from equity market arbitrage, i.e., 
risk reduction through diversification. 

Although the mechanics of diversification are well known, the application of in-
ternational diversification to the MNE has not always been properly substanti-
ated.

9
 Originally the argument had been put forward by international portfolio 

theorists that variations in security returns across countries show less correla-
tion than within a single country. An immediate implication is that international 
diversification can be used as a means of reducing the average risk faced by in-
vestors. However, there is nothing in this argument which would justify corporate 
international diversification, for in an integrated and perfectly competitive world 
capital market, individual investors can diversify their holdings at no cost. The 
issue which was subsequently raised in the literature concerned the existence of 
barriers or costs to capital transfers and the potential benefits to be derived from 
the indirect diversification provided by MNEs. In one of the first attempts to deal 
with this issue, Agmon and Lessard [1977] argued that two conditions must be 
satisfied before attributing the diversification motive to the MNE: (1) there must 
exist greater barriers or costs to portfolio capital flows than to direct investment 
flows; and (2) investors must recognize that MNEs provide a diversification ve-
hicle which would otherwise not be available. More recently, Errunza and Senbet 
[1980], taking a more general equilibrium perspective, have been able to show, 
however, that the existence of barriers per se does not yield price differentials 
among purely domestic and multinational stocks. Within a framework which 
allows for (1) supply adjustments by MNEs, and (2) interactions of barriers to in-
ternational flows faced by both firms and investors, these authors have derived 
conditions under which the diversification services by MNEs get "priced out" in 
equilibrium. In other words, in a well-functioning domestic capital market, inves-
tors must accept a smaller equilibrium expected return on multinational stocks, 
and hence must pay a price premium to hold those stocks. Consequently, the 
pricing effects of international involvement by the MNE become hard to isolate 
empirically. 

Tests on the diversification theory of the MNE had also, in the past, suffered from 
serious shortcomings. Agmon and Lessard [1977] provided limited evidence that 
investors "recognize" the international involvement of U.S. multinationals. Jac-
quillat and Solnik [1978] found, however, that portfolios made up of MNEs' shares 
are poor substitutes for international portfolio diversification, and that the extent 
of foreign influence on stock prices is very limited when compared to the extent 
of firms' foreign involvement. The difficulty with these and other tests on the be-
havior of MNEs' share prices is that (1) they rely on traditional risk-return generat-
ing processes and performance evaluation techniques which cannot assess 
whether FDI is beneficial to investors in terms of contributing to market value, 
and (2) more importantly, they are carried out without a fully developed theoreti-
cal model of the pricing of risky assets in an international context.

10
 The recent 

work of Errunza and Senbet [1980] avoids some of the shortcomings of other stud-
ies by using a value-based — rather than a price-based — method to assess the ef-
fects of international operations. Briefly, they demonstrate that (1) there existed 
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a positive and systematic relationship between the current degree of interna-
tional involvement and the excess market value of U.S. multinationals over a ten-
year time span, and (2) the monopoly rents derived by these firms were stronger 
during the sub-period in which barriers to capital flows were in effect. That is to 
say, the stronger relationship between international involvement and monopoly 
rents during the period characterized by barriers to capital flows (as compared to 
a later period with no restrictions) is indicative of the benefits to be derived from 
financial market imperfections, over and above those to be attributed to real mar-
ket imperfections. 
These three new approaches to the phenomenon of international production un-
doubtedly represent a step forward in explaining the propensity of firms to 
choose the foreign direct investment route over alternative ways, such as licens-
ing, in order to exploit foreign markets. All three theories, however, offer a double-
edged view of the MNE: on the one hand, multinationals appear to take advantage 
of imperfections to enhance their already impressive power

1 1
; on the other hand, 

they facilitate the transfer of factors, goods, and services, transfers which would 
otherwise be handled inefficiently, or not at all. Future empirical work compar-
able to Teece's [1976] may possibly shed further light on the question of whether 
MNEs create, extend, and/or perpetuate market imperfections, or whether they 
are a vehicle for overcoming natural imperfections to the benefit of all parties. 
In spite of the progress that these approaches already represent, one can eluci-
date further the institutionalization of international production within the MNE by 
combining ideas drawn from these new explanations with earlier theoretical con-
tributions to the FDI literature. 

MARKETS AND HIERARCHIES: TOWARD A THEORY OF INTERNATIONAL BUSINESS 

The early emphasis in FDI literature on departures from perfect markets was 
consistent with the historical development of economic theorizing. Economists 
approached the phenomenon of international production at first with a simple 
neoclassical view of the world. This led one of Kindleberger's students to state: 
"Paradoxically, the unifying concept for analysis of direct investment has been 
the static, profit maximizing, perfectly competitive market model of general equi-
librium, with perfect information and no transactions costs." [McClain 1975, p. 
181] Such an approach has, however, limited applicability for understanding the 
MNE because it is too general. In fact, justifying the role of MNEs solely on the 
basis of market imperfections is comparable to rationalizing the need for govern-
mental allocation policies (such as, anti-trust laws and stabilization policies) be-
cause we live in an 'imperfect' economy. In other words, welfare economists as 
well as economists studying the MNE refer to the same imperfections (monopoly, 
oligopoly, natural imperfections) in their analysis, so that the rationalization of 
two phenomena so apparently distant —multinational firms and government in-
tervention in the economy — rests upon the same theoretical basis. Upon reflection, 
this is no mere coincidence. What the market imperfections paradigm indicates 
is simply that firms and governments are substitutes for market allocations. 

The efforts of Buckley and Casson [1976], Magee [1976], and Dunning [1977], dis-
cussed earlier, have gone in the direction of both negating some of the narrow as-
sumptions of the early neoclassical approach and concentrating on the institution 
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making the investment. Building upon these contributions, this section will elab-
orate further on a particular assumption of the neoclassical model which has 
come under renewed cr i t ic ism

12
 recently and the removal of which is crucial to 

understanding organizations: the assumption of zero transactions costs when 
operating a market. To see clearly the relevance of this assumption to interna-
tional business a short digression is necessary. 

Hardly anyone would deny that cooperative action is a necessity and that it in-
volves interdependence between individuals. The necessary interdependence of 
individuals that underlies any productive activity calls for transactions or ex-
changes in which agents who supply capital, those who supply labor, and those 
who bring their expertise, and so on, receive something of value in return. Recog-
nition of such basic facts makes the study of the various means by which these 
multiple transactions are organized an issue worth exploring. An investigation of 
the different modes of transacting becomes a central question for economics, to 
the extent that the interest resides in the efficiency with which transactions are 
carried out between individuals. 

Economic theory showed long ago that competitive markets exhibit superior co-
ordinating properties for the organization of economic exchanges. Specifically, 
provided that some important assumptions are met

13
 (in particular, no transac-

tional frictions), the allocation of resources which results under a system of com-
petitive markets is Pareto optimal. 
While providing a very powerful reason for justifying the organization of transac-
tions through the mechanism of competitive markets, economic theory left itself 
exposed to a question first raised by Coase [1937] and since then taken up again 
by Malmgren [1961]: "why do multi-person, multi-process firms exist in a competi-
tive economy?" and he went on to add: "to say that firms exist because co-ordina-
tion of production is required is to miss the point entirely. What has to be explained 
is why firms, in the form of willful entrepreneurs, organize production in areas 
where the market could do so also." [1961, pp. 400-401] 
The answer to that question rests on the realization that the optimality of com-
petitive markets in a Paretian sense does not necessarily hold true if there are 
non-negligible costs in using the markets. Transactions (enforcement) costs 
arise principally when (1) strategic or opportunistic behavior is present among 
agents to an exchange

1 4
; (2) the commodities or services traded are ambiguously 

defined; and (3) contractual obligations extend in time. In the typical cases where 
individuals are deprived of strategic behaviors (such as, shirking, gaming, cheat-
ing, or malingering) and exchange well-defined goods or services in discrete 
transactions, the superiority of the price mechanism may be irrefutable. How-
ever, insofar as transactions are allowed to be extended over time and refer to 
ambiguously defined commodities and services, and strategic behavior is al-
lowed to be played out, enforcement and monitoring costs may become prohibi-
tive. There is a broad consensus in the internal organization literature that, under 
these latter conditions, firms tend to substitute for markets, on the basis that the 
firms' internal control procedures are then better suited to organize transactions. 
[Williamson 1975] 
These brief considerations, based mainly upon the work of Coase [1937] and Wil-
liamson [1975], lead to the main feature of their approach —that of treating mar-
kets on the one hand, and firms (hierarchies) on the other, as alternative modes of 
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organizing production.
15
 A much less emphasized outcome of this discussion, albeit 

by no means less important, is that the substitution of a hierarchy or bureaucracy 
for a market situation entails a profound change in the structure of interpersonal 
interactions and in the way in which economic exchange proceeds. In pure mar-
kets, transactions among individuals or groups are carried out at arm's length: 
participants share no relationships other than the ones required by the transac-
tions themselves and can affect each other only via the market and the price sys-
tem. In hierarchies, transactions take place among individuals or groups that are 
linked via an authority relation. (When companies are involved, the authority rela-
tion gets its legitimacy from ownership rights.) When seen in their purest forms, 
and from the standpoint of the degree of personal interaction required to accom-
plish the exchange, markets and firms can be considered as two extreme modes 
of organizing economic transactions. (Needless to say, many exchanges fall 
somewhere in between these two modes.

16
 These purest cases are nevertheless 

interesting, because they constitute powerful categories for theorizing.) 

Returning now to the subject of international production, the question of the par-
ticular form of involvement by firms outside their national boundaries can be put 
into a markets and hierarchies framework: why would a firm prefer to establish 
hierarchical links abroad rather than contract at arm's length? Stated differently, 
what advantages do firms find in hierarchical structures which make the latter 
preferable to the outright sale or license of proprietary assets to foreign-owned 
firms? 

Phrasing the old licensing vs. direct investment question in this way is more than 
a semantical rearrangement of terms. First, it allows scholars who have worked 
on the MNE in a parallel fashion to economists, such as organizational theorists, 
to realize that organizations and markets are the two principal mechanisms for 
mediating transactions, and that organizations may be considered as examples 
of market failures. Therefore, our knowledge of organizations can be called upon 
to help us understand the reasons for their superiority in certain situations and 
thus complement our knowledge about markets. Second, by not assuming the 
primacy of one organizational mode over the other, the door is open to the investi-
gation of the relative merits of each mode for a given environment and the kind of 
transaction involved. By merits are meant not only the efficiency of accomplish-
ing the exchange but also the very fact that the transaction takes place and how 
it does so. This is a significant departure from economic theory which, in general, 
assigns an unjustified advantage to markets. 

Firms do not expand abroad, though, simply because they can internalize trans-
actions within their hierarchy. Their desire to operate internationally has to stem 
from other reasons too. Therefore, one must combine the hierarchies vs. markets 
paradigm with existing FDI hypotheses to arrive at a synthesis of the determi-
nants of direct investment; thus, two facets of the foreign expansion of firms have 
to be explained. One is the foreign involvement — the multinational character; the 
other, the internalization within a single entity. In other words, certain factors 
must account for the differentiation of operations across national boundaries; 
other factors must explain the integration of operations within a hierarchical 
mode of economic organization.

17
 The specification of these two sets of factors, 

as well as their interplay, is the subject of the remainder of this section. 
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International Differentiation of Operations 

Foreign involvement may occur for two basic reasons: (1) the firm possesses 
some valuable asset which it can use in other national jurisdictions; and (2) the 
host country owns resources attractive to the foreign firm. This can be restated 
by saying that there are f i rm- and country-specific factors to account for a firm's 
foreign involvement. A similar terminology was used by Dunning [1977; 1979] 
when he called the firm's internal factors 'ownership-specific endowments,' and 
its external factors 'location-specific endowments.' Location-specific factors re-
fer not only to the endowments of countries, but also to gains arising from the 
geographical positioning of multiplant operations.

18 

Ownership-specific endowments have long been recognized as relevant to an un-
derstanding of foreign direct investment. The possession of proprietary intangible 
assets, such as technological expertise or entrepreneurial skills, confers to their 
owners the oft-cited advantage that foreign firms have over local enterprises. 
This is the crux of the industrial organization approach. The reason why certain 
firms should possess intangible assets not easily acquired by other firms, be 
they domestic or foreign, is not at all clear [Graham 1974, p. 85], although in a re-
cent paper Dunning [1979] attributes them to country-specific factors. In any 
event, it gives rise to monopolistic power (as argued by Hymer [1960]) to be ex-
ploited abroad. 
Akin to the 'superior' knowledge argument is the idea that monopolistic power 
arises in part from the property rights granted to firms to protect their assets and 
is translated into high rates of return on invested capital. To the extent that 
knowledge can be considered a public good, the property rights theory is un-
doubtedly relevant in explaining partially the monopolistic advantage that some 
firms have and indirectly the potential foreign involvement of a firm. 
In short, the theories of industrial organization and of property rights must be 
considered when seeking explanations for the international involvement of firms. 
However, they both neglect the fact that production and distribution take place in 
geographical space where time, distance, and environmental differences are also 
of primary importance. The location-specific factors complement the firm-specific 
ones by adding the multinationality dimension-ignored by the latter. In this 
case, foreign involvement results from the advantages inherent in different geo-
graphical locations. In turn, the advantages to be gained are of two sorts: (1) those 
stemming from comparative cost as analyzed in international trade theory; and 
(2) those accruing to multiplant firms by means of multiplant economies. Hence, 
abundance of skilled labor, easy access to energy sources, cheap sources of cap-
ital, or protected markets —all these elements contribute to making a specific 
country attractive to foreign manufacturers. Also, multiplant economies give ad-
vantages to firms which locate in various countries, as shown recently by Scherer 
et al. [1975]. 

In summary, the author agrees with FDI literature that the theory of industrial or-
ganization, the theory of property rights, and the location theory are all related to 
the foreign involvement of firms. But nothing in these theories as yet shows that 
the involvement must be one of ownership control. 
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Intrafirm Integration of Foreign Operations 

The choice of the mode of transacting (markets and hierarchies being the ex-
treme forms) is a subsequent step in the international expansion of the firm. Hier-
archical links must be weighed against other alternatives for servicing foreign 
markets, such as exporting, licensing, and joint-venturing. To illustrate the fact 
that the choice of a transacting mode obeys different rules from those which jus-
tify foreign involvement, consider the diversification theory as applied to FDI. 
This theory can be put to good use by showing the fallacy of many explanations 
of FDI. It has been argued that a firm diversifying its activities and assets interna-
tionally reduces the variance of its earnings, to the extent that cycles in various 
countries are not perfectly correlated. Assuming that firms are keen to diversify 
internationally, this strategy does not necessarily imply direct control .

19
 One 

could imagine two or more firms from different countries doing so by means of a 
contract, which would stipulate a share of total earnings for each firm. In other 
words, suppose a firm from the U.S. locates a suitable partner in Britain, another 
one in Japan, and one more in West Germany willing to pool their earnings and di-
vide the total according to a predetermined share. In so doing, fluctuations will 
be smoothed and the benefits of international diversification of the firm's opera-
tions reaped without the need to invest abroad. In pursuing this imaginary situa-
tion, one can easily see the kinds of problems which will be faced by the partners 
to such a deal: disagreements will arise as to the respective shares, the level of 
profits contributed by each partner, the enforcement of contract clauses, and 
other matters. The lack of control that each firm has over the activities of the 
others represents the sensitive issue in this imaginary situation. Moreover, one 
can identify more readily the role a hierarchy plays if one notices that the diversi-
fication that has been discussed is of a passive type: no attempts are made to al-
ter the distribution of earnings (cash flows) in the example, only to reduce their 
average risk. The second facet of the diversification strategy is an active one, 
where a MNE tries to change the distribution of cash flows by modifying the real 
activities within the firm (that is, among subsidiaries and the parent f i rm).

20
 The 

autonomy and flexibility with which a hierarchy can implement these changes 
cannot be attributed to a contractual, market-like agreement. No doubt, although 
hierarchical links may not be important for diversification, they are necessary for 
international risk alteration. To reiterate an argument stated earlier: the diversifi-
cation motive is a reason for desiring foreign involvement, but it is not a sufficient 
reason for deciding on the mode of transacting. These are two separate issues. 
In short, albeit f i rm- and location-specific factors determine the willingness of 
the firm to engage in foreign operations, the choice of the mode of transacting 
obeys institutional or organizational considerations. Here, internalization means 
the substitution of hierarchical relations for contractual modes. 

An Eclectic Framework for the Multinational Phenomenon 

The preceding discussion points to the rise of the multinational firm as the resul-
tant of several forces that no single theory can encompass. Baumann [1975] 
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clearly recognized the need for an eclectic approach, and Dunning unambiguously 
embraced the same position. In the latter's words: "In presenting the systemic 
theory [of ownership advantages], we accept we are in danger of being accused 
of eclectic taxonomy." [1977, p. 406] As shown earlier, an eclectic approach im-
plies that location theory, industrial organization theory, and property rights 
theory all have something to contribute to an explanation of why firms decide to 
transact with foreign countries. To these must be added a hierarchies vs. markets 
theory, to account for the choice of mode of transacting. One could then argue 
that the international involvement of firms is best accounted for by: (1) location 
theory; (2) industrial organization theory; and, (3) property rights theory. For exam-
ple, the higher the cost differentials between countries, the higher the advant-
ages to be gained from multiple locations in different countries; the more R & D 
or advertising expenditures, the stronger the patent protection or the monopolistic 
returns of firms, the more important the degree of multinationalism would be.

21
 In 

turn, the establishment of a multinational hierarchy is best accounted for by the 
markets and hierarchies theory, as was shown earlier. 

Most common explanations for the existence of MNEs found in the FDI literature 
take for granted that markets are prevented from functioning efficiently —by 
monopolistic power, for instance. Hence, no institutional choice is necessary, for 
the domestic configuration of market power determines the international mode 
of transacting. In other words, industrial organization theory is a reason for both 
the international differentiation and the internal integration of the firm's activities. 
The author's approach differs in that he is not satisfied with using the same argu-
ments to explain multinationalism and the rise of multinational hierarchies. To 
arrive at a satisfactory answer, it has been assumed that transaction costs are 
ubiquitous and that their existence gives rise to a decision process regarding the 
appropriate institutional vehicle to transact internationally. It is therefore not ob-
vious a priori which means of transacting will likely ensue, without specifying the 
nature of the transaction and the environment in which it will take place. Some 
transactions may best be handled by markets, others by hierarchies-in particu-
lar, when markets fail; that is, when they do not exist or are too costly to use. In so 
doing, the approach does not deny that certain firms may well 'create' market im-
perfections. But it is suggested that, by and large, it is the limitations of markets 
per se which enable us to understand the emergence of hierarchies in general 
and multinational hierarchies in particular. And these limitations have their roots 
in organizational factors. Briefly, the markets and hierarchies paradigm suggests 
that the technological determinism of FDI and MNE theories be replaced by one 
that is based upon transactional considerations where human and organizational 
behaviors play a central role. 

FUTURE RESEARCH IN INTERNATIONAL BUSINESS 

Putting into perspective the previous discussion, it is clear that the trend is to-
ward investigating the nature of MNEs; that is, the reasons for their existence. It 
is also obvious that, although MNEs' operating modes are different, research on 
MNEs has to parallel research being made on the theory of the firm, at large. 
Furthermore, the abandonment of the strict neoclassical framework, which as-
signs an undue advantage to the study of markets, enables one to investigate 
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conditions —both at the environmental and organizational levels —which would 
favor either the establishment of markets or of hierarchies. Moreover, interfirm 
and intrafirm behaviors must be compared to ascertain some of their commonali-
ties (for example, the use of shadow prices within firms) and their differences. 
More specifically, an interesting area of research is the investigation of the shar-
ing of transactions between firms and markets, across industries, countries, and 
over time. 

It should be noted that the markets and hierarchies framework, while being a 
powerful paradigm for discussing alternative modes of mediating transactions, 
is of a static nature.

22
 More needs to be said about the forces which move eco-

nomic transactions to be internalized or externalized. Only then would we be in a 
position to ascertain when MNEs create market imperfections and when they re-
spond to them. Failure to develop the dynamic side of the paradigm would lead 
us to the dangerous road where all hierarchical or bureaucratical forms are de 
facto efficient responses to market failures. This need not be the case. 

Behavioral issues within MNEs are also an area for further research. Managerial 
policies are indeed crucial for the successful operation of these large organiza-
tions, because they establish the control relationship on which the existence of a 
firm rests. And, the expansion of MNEs via acquisition activity deserves further 
study because it raises interesting questions concerning the valuation of assets 
in an international context. 
The future of international business cannot be dissociated from an investigation 
of the possible arrangements of transacting internationally which fall between 
these two extreme forms —markets and hierarchies. Nor can it be cut off from 
much larger issues that have been carefully and purposely avoided, such as the 
political and social implications of the spread of hierarchical forms internation-
ally. Finally, the future of international business cannot be understood without 
an awareness of changing trends in the sharing of decision making among the 
various groups in society and primarily within domestic hierarchies. For these 
changes cannot but affect the way international business will be conducted 
years hence. 

FOOTNOTES 

1. Several other surveys of the FDI literature appeared in the early and mid seventies dis-
cuss ing the respective merits of the various streams of economic theory (capital, trade, 
location, and investment theories) in explaining the phenomenon of international produc-
tion. See for instance Ragazzi [1973], Dunning [1973], Stevens [1974], and Hufbauer [1975]. 
2. This assertion follows from the Heckscher-Ohlin theory of international trade. Trade of 
goods will equalize factor prices in a world of factor immobility. See Dunning [1977] for a 
d iscussion of this point. 
3. Hufbauer [1975] provides a good criticism of this hypothesis, sometimes called 'the dif-
ferential-return hypothesis.' 

4. Most surveys have uncovered the many shortcomings of this approach to FDI and it is 
not necessary to repeat these well-known crit icisms. The interested reader may refer to 
Dunning [1973; 1977; 1979]. 

5. See the work by Horst [1971; 1977; 1978]. 

6. The inappropriateness of international capital theory in explaining foreign direct invest-
ment comes from its ignorance of the composite nature of the international transfer of re-
sources and the channels through which it takes place. 
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7. Recent attempts include those of Buckley and Casson [1976], Casson [1979], Hood and 
Young [1979], and Rugman [1979]. 
8. See for instance the Special Issues on the Economics of Internal Organization, Bell 
Journal of Economics, Spring and Autumn 1975. 
9. Prachowny [1972] and Stevens [1972] concentrate on the risk-reducing benefits of diver-
sification without explaining why these are uniquely realized through the MNE.-See Les-
sard [1979] for a criticism of these approaches. Rugman [1975] emphasizes the higher 
stability of earnings achieved by MNEs, an argument which also conflicts with the 'home-
made diversification theorem' which shows that firms need not diversify for individuals. 
10. The interested reader may refer to Adler's comments [1980] and the reply by Agmon 
and Lessard [1980]. Also, a criticism of the two-factor world market model to assess the im-
pact of foreign involvement is contained in Errunza and Yalovsky [1978]. 
11. Logically, a policy recommendation for MNEs is that they should scan the world envi-
ronment in search of 'profitable' imperfections. 
12. See McManus [1975] and Williamson [1975]. 
13. Economics does not have an immutable set of assumptions nor an indisputable defini-
tion for all concepts used when deriving the theorem about the optimality of a system of 
competitive markets in allocating scarce resources. Roughly, certain assumptions must be 
made about the technology, the availability of information, the characteristics of goods 
and services and the absence of monopoly power to prove that there exists a set of market 
prices such that profit-maximizing firms and utility-maximizing consumers who respond to 
these prices will automatically cause the economy to attain a Pareto optimal position. See 
Davis and Kamien [1969]. 
14. The concept of strategic behavior extends the considerations of self-seeking interest 
found in economics to encompass "false or empty, that is, self-disbelieved, threats and 
promises in the expectation that individual advantage will thereby be realized." [Goffman 
1969, p. 105] 
15. A good review of Williamson's approach within the context of other recent approaches 
to economic theorizing is Marris and Mueller [1980]. 
16. This point is developed in Calvet [1980]. 
17. This distinction is similar to that of Niehans [1977]. 
18. See on this subject Scherer et al. [1975]. 
19. The author also assumes that capital markets cannot be used by individual investors, 
so that the 'homemade diversification theorem' does not apply. 
20. The author is indebted to Donald Lessard for this argument. 
21. Multinationalism is here synonymous with international involvement. 
22. The author owes this point to an anonymous referee. 
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CAPITAL BUDGETING AND LONG-TERM 
FINANCING 

CHAPTER 22 

Capital budgeting for the multinational 
corporation* 
Alan C. Shapiro 

Introduction 

Multinational corporations (MNCs) evaluating for-
eign investments find their analyses complicated by a 
variety of problems rarely if ever encountered by do-
mestic firms. This paper examines a number of such 
problems, including differences between project and 
parent company cash flows, foreign tax regulations, 
expropriation, blocked funds, exchange rate changes, 
inflation, and segmented capital markets. The major 
principle behind methods proposed to cope with these 
complications is to maximize the use of available in-
formation while reducing arbitrary cash flow and cost 
of capital adjustments. (A similar methodology, while 
not explicit, may lie behind some of the numerical ex-
amples in Rodriguez and Carter [13].) In practice, the 
methods usually involve adjusting a project's cash 
flows rather than its cost of capital. This is because 
there is normally more and better information on the 
specific impact of a given risk on a project's cash flows 
than on its cost of capital. Furthermore, adjusting a 
project's cost of capital to reflect incremental risk 
does not usually allow for adequate consideration of 

the time pattern and magnitude of the risk being eval-
uated. As Robichek and Myers [12] point out, using a 
uniformly higher discount rate to reflect additional 
risk involves penalizing future cash flows relatively 
more heavily than present ones. 

Parent vs. Project Cash Flows 

Substantial differences can exist between project 
cash flows and cash flows back to the parent firm be-
cause of tax regulations and exchange controls, for ex-
ample. Furthermore, many project expenses such as 
management fees and royalties are returns to the 
parent company. In addition, the incremental revenue 
contributed to the parent M N C by a project can differ 
from total project revenues if, for example, the project 
involves substituting local production for parent com-
pany exports. In general, incremental cash flows to the 
parent can be found by subtracting world-wide parent 
company cash flows (without the investment) from 
post-investment parent company cash flows. Given 
such differences, the question arises as to the relevant 
cash flows to use in project evaluation. 

* This article is reprinted, with permission, from Financial Management (Spring 1978) pp 7-16 



One suggested position is that "to the extent that 
the corporation views itself as a true multinational, the 
effect of restrictions on repatriation may not be 
severe" [13, p. 341]. According to economic theory, 
though, the value of a project is determined by the net 
present value of future cash flows back to the investor. 
Thus, the parent M N C should value only those cash 
flows which are or can be repatriated, since only 
accessible funds can be used to pay dividends and in-
terest, amortize the firm's debt, and be reinvested. 
This principle also holds, of course, for a domestic 
firm. For example, dividends received by a parent firm 
from an unconsolidated domestic subsidiary (less than 
80% ownership) are taxed at a 15% rate and hence 
should only be valued at .85 of the original dividend 
paid. While the principle itself is simple, it can be 
complicated to apply. The next several sections use 
this principle to analyze the impact of taxation, ex-
propriation, and exchange controls on cash flows to 
the parent. 

Tax Treatment of 
Foreign Source Income 

Since only after-tax cash flows are relevant, it is 
necessary to determine when and what taxes must be 
paid on foreign-source profits. While the tax treat-
ment of foreign-source earnings is quite complex, 
there are several stages in the taxation of all income 
from foreign investments. First, the local government 
involved taxes profits. If tax concessions are granted, 
however, the tax rate can be zero. Ordinarily, the com-
pany then pays a withholding tax to the local govern-
ment on that portion of profits which is repatriated in 
the form of dividends, interest, and fees and royalties. 
These withholding taxes can sometimes be avoided, 
however, if the company remits profits in the form of 
loan repayments, for example, rather than as 
dividends. Furthermore, the dividend withholding rate 
can actually be negative (as in Germany, which taxes 
retained earnings at 51% while earnings paid out as 
dividends are taxed at only 15% [14]). In addition, 
many countries, including the United States, tax in-
come remitted from overseas operations. The United 
States is the only country which will also tax certain 
unremitted profits known as subpart F income. To 
further complicate tax analysis, the U.S. taxes income 
arising from operations in developed countries 
differently from those in less-developed countries. 
(For a good description of U. S. taxation principles 
and practices, see Price-Waterhouse's "Information 
Guide for U . S . Corporations Doing Business 
Abroad" [11].) 

To avoid double taxation, the U. S. government 
allows tax credits for foreign income and withholding 
taxes paid, but such credits can only be applied against 
U.S. taxes owed on other foreign-source income. The 
effective tax on foreign earnings thus depends on the 
local tax rate compared to the U.S. corporate income 
tax rate of 48%, the applicable withholding tax rate, 
and the availability of excess foreign tax credits. The 
actual withholding tax rate can still be substantially 
different from the nominal rate because of bilateral 
tax treaties. 

To illustrate the complexities involved, assume an 
effective foreign income tax rate of t f. Thus, each 
dollar of earnings abroad will provide l - t f dollars of 
retained earnings. If these earnings are then 
repatriated in the form of dividends, with a dividend 
withholding tax rate of td, the amount of money that 
gets through, per dollar of original earnings, will 
equal: 

$.52, if either Τ = tr + t«, - t ft d < .48 and no ex-
cess foreign tax credits are available, or if Τ > .48 
and all foreign tax credits generated can be used 
elsewhere; 
1 - T, if either Τ < .48 and excess foreign tax 
credits are available or if Τ > .48 and foreign tax 
credits are unusable. (These calculations only hold 
for developed countries. The applicable regula-
tions for less developed countries can be found in 
the Price-Waterhouse guide [11].) 

This computation becomes more complex if only some 
excess tax credits are available or if only a portion of 
the new tax credits generated can be used. The effec-
tive tax rate on repatriated dividends would then be a 
weighted average of .48 and T. 

The actual tax on remitted funds would depend also 
on the transfer mechanism used, including ad-
justments in transfer prices, dividend flows, fee and 
royalty charges, and intracompany loan and credit 
arrangements. Ru ''*erç [14] analyzes these various 
fund shifting methods and their associated costs. 

Let M t be the after-local tax dollar cash flow in year 
t. If r is the marginal rate of additional taxation on re-
mitted funds, then the present value of these cash 
flows to the parent if remitted immediately equals 
M t( l - r ) / ( l + k)

1
 where k is the project's cost of 

capital. If Τ > .48 and foreign tax credits are usable, 
then r will be negative. 

Reinvested profits are more difficult to value. Let r 
be the after-local tax rate of return on the reinvested 
funds. Suppose that cash generated in year t will be 
repatriated in year t + s along with all incremental 
returns earned on these reinvested funds. Then the 
present value of cash generated in year t should equal 
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M t (1 + r)
8
 (1 - r ) / ( l + k)

t + s
 where the marginal 

tax rate τ on remitted funds can vary from year to 
year. If all cash flows are expected to be reinvested 
locally, then a terminal value for the project will have 
to be estimated based on the assumption that com-
plete repatriation will occur at the end of the planning 
horizon. 

The project cost of capital may also have to be ad-
justed to reflect these cross-border tax effects [10]. For 
example, retained earnings abroad need yield only 
(1 - r)ke where ke is the parent company's required 
return on equity capital. This is because the parent 
company will receive 1 - r dollars for each dollar 
originally remitted. Thus each dollar of remitted funds 
must yield the parent company (1 - r)k e annually or, 
in equilibrium, the return on retained earnings. Parent 
company funds must yield the firm's marginal cost of 
capital (provided that the foreign investment doesn't 
change the M N C s overall riskiness), and hence their 
cost is unaffected by foreign tax factors. The after-tax 
cost of local debt is, of course, dependent on local tax-
es. Furthermore, the cost of debt raised abroad is 
affected not only by local tax rates but also by the tax 
treatment of exchange gains and losses arising from 
foreign currency-denominated debt (see [3] and [16] 
for elaboration of these effects). 

Political and Economic Risk Analysis 

There are several methods by which multinational 
corporations can account for the added political and 
economic risks of overseas operations. One is to use a 
higher discount rate for foreign operations, another to 
require a shorter payback period. Neither approach, 
however, lends itself to a careful evaluation of a par-
ticular risk's actual impact on investment returns. 
Thorough risk analysis requires assessment of the 
magnitude of the risk's effects on cash flows as well as 
an estimate of the time pattern of the risk. For ex-
ample, an expropriation five years from now is likely 
to be much less threatening than one expected next 
year. Thus, using a uniformly higher discount rate just 
distorts the meaning of a project's present value 
without obviating the necessity for a careful risk 
evaluation. Furthermore, the choice of a risk premium 
(or risk premia if the discount rate is allowed to vary 
over time) is an arbitrary one, whether it is 2% or 10%. 
Instead, adjusting cash flows makes it possible to fully 
incorporate all available information about a specific 
risk's impact on an investment's future returns. 

The cash flow adjustments presented in this paper 
employ only expected values; that is, the analysis re-
flects only the first moment of the probability distribu-

tion of a given risk's impact. While this procedure 
does not assume that shareholders are risk-neutral, it 
does assume either that risks such as expropriation, 
currency controls, inflation, and exchange rate 
changes are nonsystematic or that foreign invest-
ments tend to lower a firm's systematic risk. In the 
latter case, adjusting only the expected values of fu-
ture cash flows will yield a lower bound on the invest-
ment's value to the firm. 

According to modern capital asset pricing theory, 
the use of expected values to reflect incremental risks 
is justified as long as the systematic risk of a proposed 
investment remains unchanged [2]. To the extent that 
the risks dealt with in this paper are unsystematic, 
there is no theoretical reason to adjust a project's cost 
of capital to reflect them. In fact, though, foreign in-
vestments appear to reduce a firm's systematic risk by 
supplying international diversification [1]. If anything, 
therefore, this approach under- rather than overes-
timates a project's present value. (This would seem to 
be desirable both in its own right and also because the 
results presented by Agmon and Lessard [1] are just 
barely statistically significant.) 

It is unlikely, however, that management will be 
concerned solely with the systematic component of 
total risk. Furthermore, the parent and subsidiary 
company are likely to have differing attitudes towards 
these risks. It is likely that ignorance of the former 
and bias of the latter may cause conflicts in recogni-
tion of these risks. An alternative approach is to use 
the Robichek and Myers [12] certainty-equivalent 
method where risk-adjusted cash flows are discounted 
at the risk-free rate. However, this method requires 
generating certainty-equivalent cash flows, for which 
no satisfactory procedure has yet been developed. 
Furthermore, it involves losing some information on 
the valuation of future cash flows that is provided by 
shareholders in the form of their required yield on a 
typical firm investment. 

E x p r o p r i a t i o n 

The extreme form of political risk is expropriation. 
This is of course an obvious case where project and 
parent company cash flows diverge. A sophisticated 
cash flow adjustment technique recommended by 
Stonehill and Nathanson [22] is to charge each year's 
flows a premium for political risk insurance whether 
or not such insurance is actually purchased. (The 
United States government sells political risk in-
surance through the Overseas Private Investment Cor-
poration (OPIC). Other nations, as well as private in-
surance companies such as Lloyd's, will also insure 

337 



overseas investments against certain types of political 
risk.) This solution, however, does not really measure 
the effect of a given political risk on a project's pres-
ent value. In the case of expropriation, political risk 
insurance normally covers only the book value, not the 
economic value, of expropriated assets. The relation-
ship between the book value of a project's assets and 
the project's economic value as measured by its fu-
ture cash flows is tenuous at best. It is worthwhile, of 
course, to compare the cost of political risk insurance 
with its expected benefits. Insurance though is no sub-
stitute for a careful evaluation of the impact of 
political risk on a given project. 

The approach suggested here directly examines the 
impact of expropriation on the project's present value 
to the parent. Let X t be the parent's expected after-tax 
dollar cash flow from the project in year t. If I0 is the 
initial investment outlay, then the project's present 
value to the parent firm equals 

-Io + 
Xt 

t = 1(1 + k)
1
 ' 

where η is the life of the project and k the project cost 
of capital as before. Suppose now that an expropri-
ation will take place with certainty during year h. 
Then, the new present value will equal 

, h - 1 Xt , G h +
 t = 1(1 + k)

t +
 (l + k )

h 

where G h is the expected value of the net compensa-
tion provided. This compensation comes from several 
sources: 
1. Direct compensation paid to the firm by the local 

government. (This compensation can be delayed, as 
in Chile, for example, where many MNCs were ex-
propriated by the Allende government with little or 
no compensation. When Allende was overthrown, 
however, his successors began returning property 
and otherwise compensating these MNCs.) . 

2. Indirect compensation such as the management 
contracts received by oil companies whose proper-
ties were nationalized by the Venezuelan govern-
ment. (Stephen Kobrin was gracious enough to 
point out to me the existence of these continuing 
arrangements.) 

3. Payment received from political insurance. (In-
surance payments may lag expropriation by several 
years as well.). 

4. Tax deductions in the home country associated 
with such an extraordinary loss. 

5. A reduction in the amount of capital that must be 

repaid by the project equal to the unamortized por-
tion of any local borrowing. It is inconceivable that 
a firm which has had a foreign operation expropri-
ated would pay back any local borrowing except as 
part of a total compensation package worked out 
with the local government. Suppliers of capital 
from outside the host country would normally be 
repaid by the parent company (whether or not 
loans were guaranteed) in order to preserve the 
parent's credit reputation. 

Since it is unlikely that compensation will be pro-
vided immediately or even simultaneously from the 
different sources, G h must be adjusted to reflect the 
various delays possible. Uncertainty regarding the 
magnitude of G h will require specification of the likely 
range and probability of this compensation. G h is 
therefore an expected value rather than a number 
generated with certainty. For a given period h, a 
M N C can determine how large G h must be to still un-
dertake a project. 

Similarly, for a given level of compensation, a firm 
can determine beyond what period h* expropriation 
will no longer affect the investment decision. For ex-
ample, if G = 0, then h* is the minimum value of j for 
which 

Xt 
> t = 1(1 + k)

1 

In this situation, h* can be considered the present 
value payback period. 

If the probability of expropriation equals P h in year 
h and 0 in all other years, then the project's expected 
net present value ( N P V P) would equal 

h - 1 X t η X, 
-Ιο + . 2 + (1 - P h ) 4 Σ 

t = 1(1 + k)
1 v

 ""'t = h( l + k)
1 

G h 

(1 + k )
h 

n X t 
The term ( 1 - P h) Σ 

t = h( l + k)
1 

reflects the fact that if there is no expropriation in 
period h, with probability 1 — P h, cash flows will con-
tinue to be generated as originally anticipated. If ex-
propriation does occur, though, future cash flows will 
be zero, save for compensation. 

Determining an exact value for P h is likely to be dif-
ficult if not impossible. While a number of com-
mercial and academic political risk forecasting models 
are available, there is little evidence they can sue-
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cessfully forecast these risks. These models normally 
supply country indices which attempt to quantify the 
level of political risk in each nation (see, for example, 
the Business International Risk Index [3] and the 
Political System Stability Index in Haendel and West 
[7]). Their common weakness is that they assume each 
firm in a country is facing the same degree of political 
risk. Empirical evidence on the post-World War II ex-
periences of U.S. and British MNCs, however, clearly 
indicates that industries differ in their susceptibilities 
to political risk [8, 23]. For example, expropriation (or 
creeping expropriation) is more likely to occur in the 
extractive, utility, or financial service sectors of an 
economy than in the manufacturing sector. In general, 
it appears that the greater the perceived benefits to the 
local economy a given subsidiary provides, and the 
more expensive it would be to replace it with a purely 
local operation, the less risk it faces. 

An alternative approach to use in incorporating in-
formation concerning the magnitude of P h is break-
even analysis. This involves determining the value of 
P* where P* is the solution to 

η X t 

η X t G h 
V _ 

t = h( l -h k)
1
 (1 + k)

h 

If P h < P*, then the project will have a positive net 
present value, provided that the project would be 
acceptable in the absence of expropriation. This 
probability break-even analysis is useful, since it is 
normally easier and requires less information to as-
certain whether P h < P* or P h > P* than to decide on 
the absolute level of P h. For example, if P* = .30, 
then it is unnecessary to argue whether P h = .50 or 
.60, since the result will not affect the decision (pro-
vided the decision is based on the project's expected 
net present value). The same is true for an argument 
as to whether P h = .10 or .20. This break-even 
analysis can also tell a company when it is worthwhile 
to invest in more precise data concerning P h. 

In addition, since the firm's own actions can affect 
the probability of expropriation, this analysis can help 
a firm to compare the value of trying to change P h (by 
entering into a joint venture or switching to local 
suppliers) with the costs of such actions. The size of 
the ultimate compensation package is also likely to be 
affected by these policies and can be included in the 
analysis. Thus, management can use this procedure to 
value available alternative strategies both before and 
after undertaking the investment. 

For the general case, let P t be the probability of ex-
propriation in period t, given no previous expropria-
tion. Then the project's expected net present value 
equals 

η t X t 

- i o + t i , in 1 ( i - P 1 ) r rw 

η t - 1 P tG t 

M i i f f i
( 1

-
P i )

( T W 

If P t ξ Ρ, this expression reduces to 

n X t η PG t 

-
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This model formulation lends itself naturally to 
simulation of various political risk alternatives. 

Illustration. Suppose a firm wishes to analyze an 
investment with a five-year life. The initial investment 
required is $1,000,000, with five annual cash inflows of 
$500,000 expected. With a cost of capital equal to 
20%, the present value of this investment is $495,500. 
However, an expropriation during year 3 is considered 
possible. If the expropriation does take place, it is 
believed that compensation equal to $200,000 will be 
paid. Then the break-even probability required for 
this investment to have a positive expected present 
value equals .80. If the probability of expropriation is 
less than .80, the investment should be undertaken 
(if the decision is based on expected values). The 
break-even probability drops to .68 if the net com-
pensation is 0. 

Suppose, instead, that the expropriation is expected 
during the second year. Then, even with compensa-
tion equal to $200,000, the investment should not be 
undertaken unless the probability of expropriation is 
less than .64. The break-even probability declines to 
.45, though, if G 2 = 0. Hence, the break-even 
probability P*2 is much more sensitive to the degree of 
compensation than is P*. 

If an expropriation is not expected until year 4, the 
investment will automatically have a positive present 
value of $53,000 even if P 4 = 1.0 and G 4 = 0. (See Ex-
hibit 1.) 

Overall, the analysis reveals an investment that re-
quires such a high probability of expropriation before 
it has a negative expected present value, particularly 
beyond the first year, that expropriation is probably 
not a relevant consideration. Any investment with a 
probability of expropriation of 45% in the second year, 
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340 Exhibit 1. Effects of Expropriation Timing and Com-
pensation Package on Break-even Probabilities 

Investment Cash Flows 
Break-even Probability 
With Compensation of 

Initial Outlay — $1,000,000 $200,000 0 
Year 1 500,000 P,* = .37 P i* = .33 
Year 2 500,000 P2* = .64 P2* = .45 
Year 3 500,000 P3* = .80 P3* = .68 
Year 4 500,000 P4* = 1.0 P.* = 1.0 
Year 5 500,000 P.* = 1.0 P5* = 1.0 

Present value discounted at 20% $495,500 

for example, would very likely not be considered in the 
first place. 

The same approach set forth in the expropriation 
example can be used to incorporate the likelihood of 
the imposition of exchange controls in any future 
period t with probability au along with a probability 
distribution about lifting of these controls. If blocked 
funds cannot be repatriated, then a compensation 
value would have to be described and included in the 
analysis. 

In actuality, firms have many ways to remove 
blocked funds. These methods include transfer price 
adjustments on intracorporate sales, loan repayments, 
and fee and royalty adjustments, so funds are likely to 
be only partially blocked. 

If Y t dollars can be repatriated even when exchange 
controls exist, then the previous formula presented 
would be modified as follows: 

Blocked Funds 

The same methodology developed above can be 
applied to analyze the effects of various exchange con-
trols. In discussing blocked funds, it must be pointed 
out that if all funds are expected to be blocked in per-
petuity, then the value of the project to the parent is 
zero. 

Assume that in year j all funds become blocked. 
These exchange controls will be removed in year n, at 
which time all available funds can be remitted to the 
parent. As before, let the return on reinvested funds 
equal r. Then the net present value of the project will 
equal 

k)
1 

η X t ( l + r )
n t 

(1 + k )
n 

If the probability of exchange controls equals in 
year j and 0 in all other years, then the project's new 
expected present value N P V a equals 

Xt 

-
I o + J

t l ! ( T ^ Γ + 0 
η X t 

'
a j )

t = j ( i + ky 

η X t ( l + r)
n
 ' 

+ "Jt2j (i + k )n 
assuming that all blocked funds can be repatriated in 
year n. The break-even value for <**, can be found 
by setting N P V e = 0 and solving for a*. Then, 

X t 

t = 1(1 + kf I o 

n X t η X t ( l + r )
n t 

t = j (1 + k)
1
 " t = j (1 + k)

n 

j - 1 X t 
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Yt η 

t = j ( l + k ) ' 

η X t Σ 
Yt 

t = j ( l + kf 

η ( X t - Y t) ( l + Γ ) "
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By using these formulas, a firm can see how sensi-
tive its investment decision is to the probability and 
magnitude of blocked funds in any given year. If the 
present value turns out to be sensitive to the level of Y t 

under exchange controls, the parent company can then 
structure its investment in advance so as to maximize 
the values of Y t. This could include investing in the 
form of debt rather than equity, borrowing locally, 
and setting high transfer prices on goods sold to the 
subsidiary while buying goods produced by the sub-
sidiary at lower prices where legally possible. 
Numerous other mechanisms available for using 
blocked funds are described in Shapiro [18]. The im-
portant thing to note is that many of these methods re-
quire planning prior to the initial commitment of 
funds. 

Incidentally, the automatic inclusion of deprecia-
tion in computing cash flows from domestic opera-
tions is questionable when evaluating a foreign proj-
ect. Dividend payments in excess of reported profits 
will decapitalize the enterprise, thereby inviting closer 
host government scrutiny. On the other hand, using 
depreciation cash flows to service parent company 
debt would be more acceptable. Thus, while parent 
company funds, whether called debt or equity, require 
the same return, the cash flow from foreign projects 



could very well be affected by the form of this invest-
ment. Ordinarily, the tax and repatriation flexibility 
advantages of debt will prove decisive. 

Illustration. Consider, for example, an investment 
requiring an initial outlay of $1,000,000 with expected 
cash inflows of $350,000 annually for the next five 
years. The present value of this investment discounted 
at 20% is $46,850. If exchange controls are antici-
pated just before the second year remittance, then, 
with full repatriation at the end of year 5, a* = .24 if 
the blocked funds cannot be reinvested. In other 
words, the expected present value of the project is 
negative if the probability of exchange controls is 
greater than .24. If funds can be reinvested with an an-
nual return of 5%, then a* rises to .31 while a* = .46, 
if the reinvestment rate is 10%. 

If exchange controls are not expected until year 3, 
then these probabilities rise to .52, .60, and 1.0, 
respectively. In the latter case, the possibility of cur-
rency controls will not affect the investment decision. 

This break-even analysis can be extended still further. 
Suppose that the probability of exchange controls in 
year 2 is .5 and that reinvestment is impossible. Then 
at least 51% of the funds must be removable each year 
via fee remittances, loan repayments, and transfer 
price adjustments (for example) for the investment to 
have a positive expected present value. This remit-
tance percentage declines to .37 with a reinvestment 
rate of 5% and to .08 if a 10% reinvestment rate is 
assumed. 

Exchange Rate Change and Inflation 

We now turn to the evaluation of two major eco-
nomic risks facing multinationals — inflation and ex-
change rate changes. Inflation and exchange risk are 
opposite sides of the same coin. It is worthwhile, 
however, to analyze each effect separately since there 
is normally a lag between a given rate of inflation and 
the necessary exchange rate change [9]. This is par-
ticularly true when government intervention occurs, 
such as in a fixed rate system or a managed float. 
Furthermore, local price controls may not permit or 
may retard the effect of internal price adjustments. 

E x c h a n g e Risk 

As with political risk, many companies account for 
exchange risk by raising their discount rates. 
However, to the extent that exchange risk is un-
systematic, the discount risk should not be adjusted. 
Rather, the expected value of cash flows should reflect 
the impact of exchange rate changes. The method ad-
vocated by Stonehill and Nathanson [22] is to adjust 

each period's dollar cash flow, X t, by the cost of an ex-
change risk management program. Thus, if d t is the 
expected forward discount in period t, for example, 
then the present value of period t's cash flow will be set 
equal to X t (1 - d t) / ( l + k)

1
. This technique is fine if 

local currency cash flows are fixed, as (for instance) in 
the case of interest on a foreign currency-dominated 
bond. 

Where income is generated by an on-going business 
operation, however, local currency cash flows them-
selves will vary with the exchange rate. Thus, mul-
tiplying each period's projected local currency cash 
flow, L t, by the forecasted exchange rate, et, will 
overlook the fact that U itself is a function, MeO, of 
the expected exchange rate. In fact, several recent ar-
ticles have set forth the systematic and predictable 
changes to local currency cost and revenue streams of 
an exchange rate change (see [5] and [15]). The major 
conclusions of this work are that the sector of an 
economy in which a firm is engaged (export, import-
competing, purely domestic) and the sources of its in-
puts (imports, domestic traded, domestic non-traded) 
are the major determinants of its susceptibility to ex-
change risk. 

The recommended approach here is to isolate the 
different sources of a project's cash flows and to 
analyze each stream separately. This would involve 
identifying the impact of an exchange rate change on 
the project's revenues (what percentage of its sales is 
local as opposed to exports), its costs (what per-
centage of its inputs is domestic) and on depreciation. 
It is also necessary to isolate those revenues and costs 
that are contractually fixed in either local or foreign 
currency from those inputs and sales whose prices can 
adjust to a changed exchange rate. For example, while 
local currency devaluation can increase dollar profits, 
dollar cash flows from depreciation will unam-
biguously decline by the devaluation percentage unless 
indexation of fixed assets is permitted. However, in-
dexation, where it exists, is generally tied to an infla-
tion index related to the exchange rate only to the ex-
tent that a devaluation will increase local currency 
prices [6]. Furthermore, working capital require-
ments will probably change because of the changed 
competitive situation the firm faces. These changes 
would have to be incorporated in the analysis. If R t, 
C t, and D t are the local currency revenues, costs, and 
depreciation charges respectively of period t, then the 
project's expected after-local tax dollar cash flow in 
year t will equal (1 - t f) [R t (*) - C t (e»)] et + D t 

et -t- W t (et) et, where W t (et) is the net change in local 
currency working capital required with an exchange 
rate of et. In lieu of using expected exchange rates, it 
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would be preferable to compute the above dollar cash 
flow for each possible exchange rate, assign a prob-
ability to each value, and then take the expected dol-
lar cash flow over all possible exchange rates. 

Illustration. Assume that a firm analyzing an over-
seas investment project anticipates a local currency 
(LC) devaluation of 10% at the end of the first year of 
plant operation. The relevant exchange risk factors 
are as follows: Output is sold in both domestic and ex-
port markets; imported and domestic raw materials 
are used; the unit cost of domestic raw materials will 
rise 8%; the unit cost of imported raw materials will 
increase 10%; the unit cost of labor will increase 4%; 
fixed costs will rise 5%; domestic and export prices 
will be raised 5% in local currency terms; both export 
and domestic sales will increase due to the lower price 
relative to foreign competitors' prices. (Since the ini-
tial dollar price is $10.00, a 5% price increase to 
LCI05 will reduce the dollar price to $9.45.) 

Taking all these factors into account, local cur-
rency cash flow will increase from LC 2,500,000 to LC 
2,675,000. Dollar cash flow declines by $9,250 from 
$250,000 to $240,750. Much of this reduction is due to 

the $5,000 decrease in the dollar value of deprecia-
tion-generated cash flows (.5 X 1,000,000 X 
.10 - .5 X 1,000,000 X .09). Exhibit 2 shows the cal-
culation of these cash flows. The alternative method of 
reducing dollar cash flows by 10% would have led to a 
projected $25,000 reduction in cash flow. 

In addition, working capital requirements are ex-
pected to increase by $50,000 to support the higher 
sales level. Therefore, the capital budget must be 
adjusted to reflect a yearly reduction in cash flow of 
$9,250 and a lump sum decrease of $50,000 at the end 
of the first year. 

Inf lat ion 

Exchange rate changes are normally preceded by 
relatively higher or lower local rates of inflation than 
in the home country. As with exchange rate changes, a 
given inflation rate will not lead to a similar increase 
in profits or cash flows. Cash flows should be sep-
arated into their component parts to analyze each part 
on its own. The competitive as well as the cost effects 
of inflation can vary from firm to firm depending (as 

Exhibit 2 . Cash Flow Effect of a Currency Devaluation 

Exchange Rate 
LCI = $.10 LCi $.09 

100,000 
100,000 

100 
20,000,000 

105.000 
110,000 

105 
22,575.000 

25 
20 
25 
70 

14,000,000 
2,000,000 
1,000,000 

17,000,000 

3,000,000 
1,500,000 
1,500,000 
1,000,000 

27 
22 
26 
75 

16,125,000 
2,100,000 
1,000,000 

19,225,000 

3,350,000 
1,675,000 
1,675,000 
1,000,000 

LC 2,500,000 LC 2,675,000 

Revenues (Loca! Currency) 
Sales (Uni ts) 

Domestic 
Export 

Price Per Unit 
Gross Revenue 

Costs (Local Currency) 
Raw materials (Cost per Unit) 

Domestic 
Imported 

Labor (Unit Cost) 
Variable Cost Per Unit 
Total Variable Costs 
Fixed Costs 
Depreciation 
Total Costs 

Profit Before Tax 
Tax (a 50% 
Net Profit after Tax 
Depreciation 

Total Loca! Currency Cash Flow 

Dollar Cash Flow $ 250,000 $ 240,750 
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with exchange rate changes) on the location of a firm's 
markets as well as on the sources of its inputs (see 
Shapiro [15] for elaboration of these effects). For ex-
ample, a firm selling locally at inflated prices will find 
profits rapidly increasing if a large percentage of its 
costs is fixed in terms of either the local or a foreign 
currency. Items such as rent, power, labor, and im-
ported inputs will exhibit either fixed prices or prices 
whose increases may lag increases in the firm's pro-
duct prices. 

One danger faced by firms in many countries is a 
price freeze imposed either during rapid inflation or 
following devaluation of the local currency. Generally 
these price freezes are more effective in controlling a 
firm's output prices than in controlling its input costs, 
thus leading to a profit squeeze. Furthermore, a for-
eign firm is less likely or able to flout local price con-
trol measures since it is under certain subtle pressures 
to be a "good corporate citizen." In such a situation, a 
firm could raise its prices in advance of an anticipated 
price freeze and take on the burden of competing with 
inflated prices. When the price freeze occurs, how-
ever, and costs inevitably rise afterwards, the firm 
would be in a better position to continue operating 
profitably. This is especially true if imported ma-
terials are being used and a devaluation has occurred. 
Local companies that are unable to raise their prices 
when production costs rise will probably start produc-
ing inferior merchandise and cut back on service, sus-
tain considerable losses, and/or go out of business. All 
these factors would have to be reflected through an 
adjustment of future cash flows [19]. 

Inflation will normally influence a firm's cash flows 
by causing a rise in working capital requirements. This 
is due to higher costs, increases in its required cash 
balances, and an easing of credit terms leading to 
higher accounts receivable. 

Where indexation is permitted, dollar cash flows 
from depreciation should increase in times of infla-
tion. As noted above, however, this benefit will disap-
pear or at least be reduced following a devaluation. 

Capital Market Segmentation 

Multinational firms often finance overseas invest-
ments with project-specific funds. There are two ap-
proaches to evaluating a project whose financing is 
partially arranged in a segmented capital market. One 
way is to adjust the project's weighted cost of capital 
to include the cost of this debt. If k is the firm's mar-
ginal cost of capital applicable to the project, then the 
project's total cost of capital is IGk, where I0 is the 
total financing required. If F dollars of this total are 

now raised in the form of debt at an interest rate of ij 
rather than at the firm's normal cost of debt, iG, then 
the project's new total cost of capital equals I0k - F 
(i0

 _
 i i ) , which yields an adjusted marginal cost of 

The assumption here is that the firm's cost of 
capital k is based on a target worldwide debt ratio and 
hence that each dollar of debt raised abroad replaces 
one dollar of domestic debt. The cost of capital adjust-
ment required if a firm leverages itself more highly 
abroad than domestically is presented in [17]. Using 
this method, the present value of period t's cash flow 
would equal 

X t 

(1 +k'y • 

The alternative method is to subtract the interest sub-
sidy or penalty F(iQ - ij) from the project's cash flows 
in each period. These adjusted cash flows would then 
be discounted at the firm's marginal cost of capital k. 
Thus, the adjusted present value of period t's cash flow 
would equal 

Xt - F (io - iQ 

(1 + k)
1 

Obviously, a firm would never borrow at i, > iQ if it 
had the option of borrowing at ic. Capital controls can 
lead to this result, however. For example, during the 
period 1968-1974, regulations established by the U.S. 
Office of Foreign Direct Investment (OFDI) and the 
Federal Reserve Board restricted access to the U.S. 
capital market if funds were intended for loans or in-
vestments in developed countries. This forced U.S. 
multinational firms to borrow in the Euro-dollar mar-
ket at rates of interest higher than in the U.S. to 
finance their foreign operations. 

In a recent paper [21], Stonehill and Shapiro show 
that the correct discount rate is the marginal cost of 
unrestricted funds, because this figure more accurately 
reflects the firm's opportunity cost of funds. To max-
imize the present value of shareholder wealth, project 
cash flows should be discounted at "the yield foregone 
on the most profitable investment opportunity re-
jected, or the required rate of return, whichever is the 
higher" [24, pp. 99]. This opportunity cost of funds 
will normally equal the firm's marginal cost of capital. 
Where capital market segmentation exists, however, 
the firm's opportunity cost of funds may well differ 
from the project's marginal cost of capital. Adjusting 
the cost of capital implicitly assumes that all cash 
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flows are reinvested at k\ while the adjusted cash flow 
method correctly assumes that cash flows are being 
reinvested at k. Thus, in the case of an interest sub-
sidy, i.e., h < i0, the correct discount rate is k, and 
cash flows should be adjusted by F(i0 - i,). 

This result appears to contradict previous sections 
of the paper involving the analysis of taxation and 
blocked funds, where the return on reinvested funds 
was assumed to equal r rather than k. It is necessary to 
differentiate here, however, between returns on 
retained earnings and parent company returns. The 
capital budgeting model presented here only 
recognizes cash flows back to the parent, and it is the 
opportunity yield on these repatriated funds that is 
relevant. This opportunity yield does equal K. 

Summary and Conclusions 

Capital budgeting for the multinational corpora-
tion presents many elements that rarely if ever exist in 
domestic capital budgeting. The primary thrust of this 
paper has been to adjust project cash flows instead of 
the discount rate to reflect the key political risks and 
economic risks that MNCs face abroad. Tax factors 
and segmented capital markets are also incorporated 
via cash flow instead of cost of capital adjustments. 
Cash flow adjustments are preferred on the pragmatic 
grounds that there is available more and better infor-
mation on the effect of such risks on future cash flows 
than on the required discount rate. 
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CHAPTER 23 

Financial structure and cost of capital in the 
multinational corporation* 
Alan C. Shapiro 

I. Introduction 

As the multinational corporation (MNC) becomes the norm rather than the 

exception, the need to internationalize the tools of domestic financial analysis 

is apparent. A key question is: What cost-of-capital figure should be used in 

appraising the profitability of foreign investments? This paper seeks to provide 

a comprehensive approach to analyze the cost-of-capital question. It begins by 

extending the weighted cost-of-capital concept to the multinational firm. It 

then builds on previous research to address the following related topics: 

national or multinational financial structure norms; the role of parent company 

guarantees; the costing of various fund sources particularly when exchange risk 

is present; the impact of tax and regulatory factors; risk and diversification; 

and joint ventures. 

II. The Weighted Cost of Capital—The Domestic Firm 

The average incremental cost of funds which the domestic firm seeks to 

minimize by choosing an appropriate capital structure equals: 

k (1-λ) + iA 
e α 

where k^ is the stockholders' risk-adjusted required return (the cost of new 

equity); i_ is the after-tax cost of new debt; and λ is the firm's target debt 
α 

ratio (total debt/total assets). The target debt ratio, λ, is based on the 

financial structure which minimizes the average cost of new funds. If leverage 

is irrelevant in the absence of taxes, as Modigliani-Miller [13] argue, then λ 

would be based on institutional constraints. The general consensus today 

appaars to be that an optimal capital structure does exist, particularly when 

taxes are considered, but that the "average cost of capital curve is relatively 

University of Pennsylvania. 

* This article is reprinted, with permission, from the Journal of Financial and Quantitative Analysis 
(June 1978) pp 211-226 



flat over a fairly wide range of leverage ratio" [28, p. 340]. Thus the cost 

of deviating from the optimum is likely to be minimal. 

The cost-of-capital figure relevant for investment decisions is the mar-

ginal cost of capital. In this paper, the marginal cost of capital will be 

assumed constant and hence will equal the average cost of new funds k (l-λ) + 

idX. 

III. The Multinational Firm 

The multinational corporation is assumed to finance its foreign subsidi-

aries in such a way as to minimize its incremental weighted cost of capital. 

As in the domestic firm, this figure will be assumed to equal the M N C s marginal 

cost of capital. 

Following Adler [1, p. 120], suppliers of capital to the MNC will be as-

sumed to associate the risk of default with the M N C s consolidated worldwide 

debt ratio λ.* This is primarily because bankruptcy or other forms of finan-

cial distress in an overseas subsidiary could seriously impair the parent com-

pany's ability to operate domestically. Any deviations from the M N C s target 

capital structure will cause adjustments in the mix of debt and equity used to 

finance future investments. The required adjustments and their cost implica-

tions are elaborated below. 

IV. Costing Various Sources of Funds 

Suppose a foreign subsidiary requires I dollars to finance a new invest-

ment, to be funded as follows: 

Ρ dollars by the parent; dollars by the subsidiary's retained earnings, 

and dollars by foreign debt with Ρ + E f + D f = I. 

In computing the subsidiary's weighted cost of capital, we will first 

examine the individual cost of each component as follows: 

i) Parent Company Funds 

The required rate of return on parent company funds (the rate used in 

capital budgeting) is the firm's marginal cost of capital. Hence, parent funds 

invested overseas should yield the parent's marginal cost of capital provided 

that the foreign investments undertaken do not change the overall riskiness of 

the M N C s operations. The effect of risk will be addressed in a later section. 

If the perceived risk of default is affected by the sources of funds in 
addition to the ratio of total debt to assets, then the multinational firm has 
a more complex optimization problem which may allow it to discriminate monopso-
nistically among lenders in different markets. 
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ii) Retained earnings 

The cost of retained earnings overseas is an issue of current concern 

(see Ness [15], for example). The existence of dividend withholding taxes, tax 

deferral, and transfer costs could yield specific benefits to retaining earn-

ings abroad. With an effective foreign tax rate of t^, each dollar of earnings 

abroad will provide l~tf dollars of retained earnings. If these earnings are 

then remitted to parent headquarters in the form of dividends, though, only 

$.52<l-tf will get through if tf<.48 and no excess foreign tax credits are 

2 
available. Therefore, if the parent has a required rate of return on equity 

.52k 
of k^, retained earnings need yield only ^ ^ < k^ overseas to provide an 

equivalent return.
3
 On the other hand, if the parent has an effective tax 

rate overseas in excess of 48 percent, then repatriated earnings will provide 

foreign tax credits. If these foreign tax credits can be used by the MNC, then 

.52k 
e 4 

the cost of retained earnings abroad, - ^ will be greater than k . 
l-tf e 

The question arises as to whether a company should incorporate these adjust-

ments in computing its cost of retained earnings. The major argument against 

such an approach is that since MNCS typically have other, lower cost, means of 

shifting funds from one country to another, the use of a uniform cost of equity 

would be more appropriate. These transfer mechanisms include adjustments in 

transfer prices, dividend flows, fee and royalty charges, and intracompany loan 

and credit arrangements. Rutenberg [19] analyzes these methods and the costs 

associated with each. A firm which operates through joint ventures or which 

has few intracorporate trade linkages will find that its ability to shift funds 

by means other than dividend payments is probably limited. Thus, the answer for 

a given firm to the question as to whether these tax adjustments should be in-

corporated depends upon how significant these tax and transfer cost effects are 

(i.e., if the cost of sending funds to headquarters is minimal, then the sub-

sidiary's cost of equity should equal k ; if not the cost of retained earnings 
e 

2 
These calculations only hold for subsidiaries in developed countries. The 

relevant tax rules for subsidiaries in less developed countries are reported in 
[16]. 

3
For example, if k = 1 6 percent and t. « .4, then the cost of retained 

e f 

earnings abroad would equal only 13.9 percent. 

4 
These formulas also hold if there are dividend withholding taxes. 
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should be adjusted to reflect the minimum-cost means of transferring these funds). 

iii) Depreciation 

As in a purely domestic corporation, the cost of depreciation-generated 

funds equals the firm's incremental average cost of capital, 

iv) Local Debt 

Many firms borrow locally to provide offsetting liabilities for their 

exposed local currency assets. The after-tax dollar cost of borrowing locally 

equals the sum of the interest expense plus the exchange gain or loss. If 

is the current dollar/local currency (LC) exchange rate, (LCI = $e ), en is the 
ο 1 

expected exchange rate at the end of one year, and r^ is the local currency 

e — e 
interest rate, then the effective dollar interest rate equals r e (1-t ) - ο 1 

L I f 
— e 
e ο 
ο 

where, as before, t is the foreign tax rate. The first term is the after-tax 

dollar interest cost on LC— = $1 (paid at year-end when the exchange rate is e_ ) 
e 1 
ο 

while the second term is the gain or loss involved in repaying a local currency 

loan of one dollar with local currency valued at year-end at __1 dollars. 
e 
ο 

The gain or loss has no tax implications since LC — was borrowed and LC— re-

o ο 

paid.5 (See [21] and [24] for additional details on how to compute the cost of 

debt when exchange rate changes are likely.) 

V. Computing with Weighted Cost of Capital 

With no change in risk characteristics, the parent's cost of debt and 

equity remains at i_ and k respectively. Let the subsidiary's cost of retained 
α e 

earnings equal k g and its after-tax dollar cost of foreign debt equal i^. 

Since the debt ratio for parent funds Ρ already equals λ, an additional 

amount of equity, E, is required to bring the corporate debt ratio back to λ 

where Ε is the solution to: 

For example, if the annual cruzeiro cost of debt in Brazil is 35 percent, 
the Brazilian tax rate is 30 percent, and the cruzeiro is expected to depre-
ciate 10 percent per annum, then the effective after-tax dollar cost of borrow-
ing cruzeiros equals .7 (.90) 35 percent - 10 percent - 12.05 percent. This 
expression arises as follows: suppose $100 worth of cruzeiros are borrowed to-
day. The cost of repaying the principal, at the end of one year, equals $90 
since the exchange gain is not recognized by the Brazilian government (X cru-
zeiros were borrowed and X cruzeiros were repaid). In addition, the interest 
expense equals $35 (.90) (.07). The total cost then equals $12.05 for an effec-
tive dollar interest rate of 12.05 percent. 
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f 

Then Ε = — ~
D

f~
E

f·
 T ne

 opportunity cost associated with this additional equity 

is the difference between the cost of this equity k^E and the parent's weighted 

cost of capital [^(1-λ)+ί^λ]Ε. By substituting and rearranging terms, this 

cost is seen to equal 

[D.(1-A)-E.X] (k -i J . 
f f e d 

D

f 
If Ε = 0 (i.e., - — — = λ), then this term also equals 0 . The incremental weighted 

VE
f 

cost of capital is then equal to 

P
 E

f
 i

f
D
f 

k
l
 =

 I
t k

e

( 1
-
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X 1 + k
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 +
 I

 + ( l t
e
_ i
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 t

D

f<
1 _ X )

-
E
f

X 1
-

The last term is the penalty (reward) for over-(under-) leveraging abroad. 

If this investment changes the parent company risk characteristics, then the 

parent's cost of equity capital must be adjusted.
6 

A numerical example will illustrate some of the concepts presented here. 
Assume that a new investment requires $100 million. Of this total, $20 million 
will be provided by parent company funds, $25 million by retained earnings in 
the subsidiary, and $55 million through the issue of new long-term debt by the 
subsidiary. The parent's cost of equity equals 14 percent and its after-tax 
cost of long-term debt equals 5 percent. However, this investment is expected 
to increase the systematic risk of the firm, thereby requiring a rate of return 
of 16 percent on new parent equity and 6 percent after-tax on new long-term debt. 
With a foreign tax rate of 40 percent and no excess foreign tax credit available, 
the cost of retained earnings will be set equal to 13.9 percent. Let the nominal 
rate of interest on the subsidiary's debt be 16 percent with an anticipated aver-
age annual devaluation of 5 percent over the life of the loan. Then the effec-
tive after-tax dollar cost of this foreign debt equals 4 percent. Assume further 
that the NMC's current debt/equity ratio, which is considered to be optimal, 
equals 3/7 with present debt equal to $300 million and equity equal to $700 mil-
lion. Then the new corporate D/E ratio equals 355/725. To return to a D/E 
ratio of 3/7, additional equity in the amount of $103 million must be raised. 
Ordinarily, $31 million of this $103 million would be in the form of debt. Thus, 
an opportunity cost equal to $31,000,000 (.16 - .06) or $3,100,000 is paid for 
the additional overseas leverage. The total annual risk-adjusted cost of the 
parent company funds equals $20,000,000 (.16 χ .7 + .06 χ .3) = $2,600,000. The 
annual cost of the retained earnings equals $25,000,000 (.139) = $3,500,000 and 
the total annual expected cost of the foreign debt issued is $55,000,00 (.04) = 
$2,200,000. Including the annual opportunity cost involved in over-leveraging 
abroad, the average incremental cost of capital (and the marginal cost) equals 

2.6 + 3.5 + 2.2 + 3.1 1Ί _ ^ . . _ _ ^ . 
= 11.4 percent. This compares with the parent company's 

cost of capital for this investment of 13 percent. 
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A simplified version of this formula is possible by redefining and reor-

ganizing terms. If we set k =k (1-λ)+ί,λ, then k, reduces to: 
ο e α 1 

E
f
 D

f 
where α=-γ and $=—- . 

This formula ignores the possibility that the optimal D/E ratio may itself 

be dependent on the relative costs of debt and equity. It, therefore, provides 

an upper bound for estimating a subsidiary's cost of capital. Furthermore, 

this formula is appropriate whether or not an optimal capital structure exists. 

If it does exist, then λ should equal the optimal debt ratio. If not, then the 

cost of capital measured at λ remains constant over the entire range of leverage 

and the leverage penalty is exactly defined. 

Using this formula, it is possible to settle one controversy in the litera-

ture. Zenoff and Zwick [29] argue for the use of the company-wide marginal 

cost-of-capital estimate as the discount factor to be used in evaluating foreign 

investments. On the other hand, Stonehill and Stitzel [26] claim thc.t a firm 

should use the cost of capital appropriate to local firms operating in the same 

industry. Both these approaches are incorrect since they ignore the factor of 

multinationality. As the formula above indicates, in countries where the local 

cost of capital is high relative to an M N C s cost of funds, using the local cost 

of capital to evaluate investments will cause profitable ventures to be fore-

gone. At the same time, it would be suboptimal for a multinational corporation 

to ignore the possibility that some of its subsidiaries may have access to lower 

cost funds than does the parent. 

A related issue is the choice of subsidiary capital structure. 

VI. Subsidiary Financial Structure 

The question has been raised as to whether subsidiary financial structures 

should: 

a) conform to parent company norms; 

b) conform to the capitalization norms established in each country; or 

c) vary, so as to take advantage of opportunities to minimize the cost of 

capital. 

The third alternative appears to be the appropriate choice. As Adler [1, 

p. 122] points out, "Any accounting rendition of a separate capital structure 

for the subsidiary is therefore wholly illusory and should be ignored in planning 

foreign investments." Thus, within the constraints set by foreign statutory or 

minimum equity requirements and the need to maintain a worldwide financial 
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structure, a multinational corporation should finance its requirements in such 

a manner as to minimize its incremental average cost of capital. 

A subsidiary with a capital structure similar to its parent may miss out 

on profitable opportunities to lower its cost of funds. For example, rigid 

adherence to a fixed debt/equity ratio may not allow a subsidiary to take ad-

vantage of government-subsidized debt or low-cost loans from international agen-

cies. On the other hand, forcing a subsidiary to borrow funds locally to meet 

parent norms may be quite expensive in a country with a high-cost capital market. 

The cost-minimizing approach would be to allow subsidiaries in low-cost countries 

to exceed the parent company capitalization norm while subsidiaries in high-cost 

nations would have lower target debt/equity ratios. This assumes that capital 

markets are at least partially segmented. While there are no definite conclu-

sions on this issue at present, the variety and degree of governmental restric-

tions on capital market access lend credence to the segmentation hypothesis."' 

In addition, the behavior of MNCs in lobbying against regulations such as the 

OFDI restrictions indicates that they believe capital costs vary significantly 

among countries. 

A counterargument by Stonehill and Stitzel [26] is that a subsidiary's 

financial structure should conform to local norms. Hence, subsidiaries based 

in Japan or West Germany should have much higher debt/equity ratios than the 

U.S. parent or a French subsidiary. As Naumann-Etienne [14, p. 8672] points out, 

the problem with this argument is that it ignores the strong linkage between 

U.S.-based multinationals and the U.S. capital market. Since most of its stock 

is owned and traded in the United States, it follows that the firm's target 

debt/equity ratio is dependent on U.S. shareholders' risk perceptions. Further-

more, the level of foreign debt/equity ratios is usually determined by institu-

tional factors which have no bearing on U.S. multinationals. For example, Japan-

ese and German banks own much of the equity as well as the debt issues of local 

corporations. Combining the functions of stockholder and lender may reduce the 

perceived risk of default on loans to captive corporations and increase the 

desirability of substantial leverage. This would not apply to a wholly-owned 

subsidiary. However, a joint venture with a corporation tied into the local 

banking system may enable an MNC to lower its local cost of capital by leverag-

ing itself, without a proportional increase in risk, to a degree that would be 

impossible otherwise. 

The basic hypothesis that underlies this paper thus far is that a 

A recent study by Dufey [5] for the U.S. Treasury classifies the rich 
variety of international constraints on international capital market efficiency. 
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subsidiary's capital structure is relevant only insofar as it affects the par-

ent's consolidated worldwide debt ratio. The related issues of consolidation 

and parent company guarantees appear to indicate that at least some MNCs believe 

otherwise. The next section explores these issues at greater length. 

VII. Parent Company Guarantees and Consolidation 

Multinational firms are often thought to be reluctant to explicitly guaran-

tee the debt of their subsidiaries even when a more advantageous interest rate 

can be negotiated. Their assumption appears to be that nonguaranteed debt 

would not be included in the parent company's worldwide debt ratio whereas 

guaranteed debt, as a contingent liability, would affect the parent's debt-

raising capacity. 

This assumption ignores certain realities. It is very unlikely that a par-

ent company would allow a subsidiary to default on its debt, even if that debt 

were not guaranteed. In fact, a survey by Stobaugh [25] showed that not one of 

a sample of 20 medium and large multinationals (average foreign sales of $200 

million and $1 billion annually, respectively) would allow their subsidiaries 

to default on debt which did not have a parent company guarantee. Of the small 

multinationals interviewed (average annual sales of $50 million), only one out 

of 17 indicated that it would allow a subsidiary to default on its obligations 

under some circumstances. It is reasonable, therefore, to assume that the multi 

nationals feel a "moral" obligation, for very practical reasons, to implicitly, 

if not explicitly, guarantee their subsidiaries' debt. Since an explicit guaran 

tee will generally lower subsidiary borrowing costs, it will usually be in the 

parent's best interest to issue such a guarantee provided that the parent is 
g 

actually committed to making good on its subsidiaries' debt. 

Related to this issue of parent guaranteed debt is the belief, among some 

firms which do not consolidate their foreign affiliates, that unconsolidated 

(and nonguaranteed) overseas debt need not affect the MNC
1
 s debt ratio. Unless 

investors and analysts can be fooled permanently, though, unconsolidated over-

seas leveraging would not allow a firm to lower its cost of capital beJow the 

cost of capital for an identical firm which consolidated its foreign affiliates. 

Any overseas debt offering large enough to materially affect a firm's degree of 

It is likely that the market has already incorporated this practical com-
mitment in its parent's worldwide debt capacity. An overseas creditor, on the 
other hand, may not be as certain regarding the firm's intentions. The fact 
that the parent doesn't guarantee its subsidiaries' debt may then convey some 
information, i.e., commitment to subsidiary debt is not that strong. 
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leverage would very quickly come to the attention of financial analysts. 

The effects of tax and regulatory factors on subsidiary capital structures 

will now be examined. 

VIII. Tax and Regulatory Factors 

Parent company funds, whether called equity or debt, require the same rate 

of return. However, the appropriate ratio of parent company loans to parent 

equity may be a crucial decision. Loans are generally preferred to equity by 

MNCs for a number of reasons. First of all, parent company loans to foreign 

subsidiaries are often regarded as equivalent to equity investments both by 

host countries and local creditors. A parent company loan is generally subor-

dinated to all other kinds of debt and does not represent the same threat of 

insolvency as an external loan. Given this equivalence in the eyes of poten-

tial creditors and host governments, the tax and flexibility advantages of debt 

could become dominant considerations. A firm typically has wider latitude in 

repatriating funds in the form of interest and loan repayments than as dividends 

or reductions in equity, since the latter fund flows are usually more closely 

controlled by governments. 

Another reason for the use of parent company loans as opposed to equity 

investments is the possibility of reducing taxes. If foreign tax rates are 

below U.S. rates, dividends will typically lead to increased taxes whereas loan 

repayments will not. If foreign tax rates are above 48 percent, and a withhold-

ing tax is assessed on dividends, paying out dividends will lead to higher 

taxes unless the excess foreign tax credits can be used elsewhere. 

Firms do not have complete latitude in choosing their debt/equity ratios 

abroad. This is frequently a subject for negotiation with the host governments. 

In addition, dividends are often restricted to a fixed percentage of equity. 

A small equity base could also lead to a high return on equity, opening up a 

company to charges of exploitation. 

It should be reiterated here that a firm's cost of capital is not affected 

by whether it calls its overseas investments debt or equity. However, the cash 

flow from foreign investments could very well be affected by the form of this 

Some evidence of market efficiency was provided through talks with bond 
raters at Moody's and Standard and Poor's. Individuals from both agencies 
stated that they would closely examine situations where nonguaranteed debt 
issued by unconsolidated foreign affiliates would noticeably affect a firm's 
worldwide debt equity ratio. In addition parent company guaranteed debt is in-
cluded in bond rater analyses of a firm's contingent liabilities, whether this 
debt is consolidated or not. Thus, it appears that the growing financial sophis-
tication of MNCs has been paralleled by increased sophistication among rating 
agencies and investors. 
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i n v e s t m e n t . A c c o r d i n g t o Robbins and S tobaugh [ 1 7 , p . 5 8 ] , U . S . m u l t i n a t i o n a l s 

u s u a l l y u s e more e q u i t y t h a n i s r e q u i r e d t o meet government r e g u l a t i o n s . As a 

r e s u l t , t o t a l f o r e i g n p l u s U . S . t a x e s a r e g r e a t e r t h a n t h e y need b e . 

Thus f a r , we h a v e assumed t h a t i n t e r n a t i o n a l i n v e s t m e n t s w i l l n o t a f f e c t 

a f i r m ' s r i s k c h a r a c t e r i s t i c s . The n e x t s e c t i o n e x a m i n e s t h i s a s s u m p t i o n b o t h 

t h e o r e t i c a l l y and e m p i r i c a l l y . 

IX. R i s k i n e s s o f F o r e i g n O p e r a t i o n s 

The t r a d i t i o n a l a p p r o a c h t o i n t e r n a t i o n a l i n v e s t m e n t c o n s i d e r s f o r e i g n 

o p e r a t i o n s a s a d d i n g t o o v e r a l l f i r m r i s k i n e s s . F o r e i g n e x c h a n g e r i s k , t h e 

r i s k s o f e x p r o p r i a t i o n and c o n t i n u e d g o v e r n m e n t a l i n t e r v e n t i o n a r e p o i n t e d o u t 

a s i n c r e a s i n g t h e p o l i t i c a l and economic r i s k s f a c i n g any f i r m s o p e r a t i n g 

a b r o a d . However, t h i s v i e w i s q u i t e l i m i t e d . 

A c c o r d i n g t o modern c a p i t a l a s s e t p r i c i n g t h e o r y , i n v e s t o r s must be com-

p e n s a t e d o n l y f o r t h e i r s e c u r i t i e s ' s y s t e m a t i c r i s k s i n c e n o n s y s t e m a t i c r i s k 

can be d i v e r s i f i e d away by h o l d i n g a market p o r t f o l i o . Based on t h e p i o n e e r i n g 

work o f Grube l [8] and Grubel and Fadnor [9] on i n t e r n a t i o n a l p o r t f o l i o s , t h i s 

c o n c e p t o f s y s t e m a t i c v e r s u s n o n s y s t e m a t i c r i s k h a s b e e n e x t e n d e d t o t h e a n a l y -

s i s o f t h e r i s k i n e s s o f f o r e i g n o p e r a t i o n s . A l t h o u g h i n d i v i d u a l f o r e i g n i n -

v e s t m e n t s may b e r i s k i e r t h a n c o m p a r a b l e i n v e s t m e n t s i n t h e U n i t e d S t a t e s , t h e 

d i v e r s i f i c a t i o n e f f e c t due t o o p e r a t i n g i n a number o f c o u n t r i e s whose economic 

c y c l e s a r e n o t p e r f e c t l y i n p h a s e c o u l d r e d u c e t h e v a r i a t i o n i n a f i r m ' s e a r n -

i n g s . We w i l l now examine e a c h o f t h e s e s o u r c e s o f r i s k , c o n c l u d i n g w i t h e v i -

d e n c e on t h e a c t u a l r i s k p e r c e p t i o n s o f i n v e s t o r s . 

X. P o l i t i c a l R i s k 

P o l i t i c a l r i s k i s r e l e v a n t t o t h e MNC i n s o f a r a s i t r e s u l t s i n a d e p r i v a -

t i o n o f wealth."^"
0
 E m p i r i c a l e v i d e n c e by T r u i t t [27] on t h e e x p r o p r i a t i o n e x -

p e r i e n c e s o f U . S . and B r i t i s h MNCs s i n c e World War I I i n d i c a t e s t h a t i n d u s t r i e s 

c a n be ranked i n t e r m s o f t h e i r s u s c e p t i b i l i t i e s t o p o l i t i c a l r i s k . E x p r o p r i a -

t i o n o r c r e e p i n g e x p r o p r i a t i o n i s much more l i k e l y t o happen i n t h e e x t r a c t i v e , 

u t i l i t y , o r f i n a n c i a l s e r v i c e s e c t o r s o f an economy t h a n i n t h e m a n u f a c t u r i n g 

s e c t o r a l t h o u g h t h e r e i s a t r e n d toward i n c r e a s i n g t a k e o v e r s o f m a n u f a c t u r i n g 

f i r m s [ 1 1 ] . 

In g e n e r a l , t h e g r e a t e r t h e b e n e f i t s t o t h e l o c a l economy p r o v i d e d by a 

g i v e n s u b s i d i a r y , t h e l e s s e r t h e d e g r e e o f r i s k . Thus , p o l i t i c a l r i s k a p p e a r s 

1 0
A n y d e f i n i t i o n o f p o l i t i c a l r i s k i s a r b i t r a r y b u t i n t h i s paper i t 

r e f e r s t o e x p r o p r i a t i o n , n a t i o n a l i z a t i o n , and any o t h e r government i n t e r f e r e n c e 
w i t h a s u b s i d i a r y ' s o p e r a t i o n s w h i c h r e s u l t s i n a l o s s o f w e a l t h t o t h e MNC. 
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to be inversely related to a subsidiary's exports, the amount of local labor 

employed, the extent of capital and technology supplied by the firm, and the 

difficulty of replacement by local firms. In addition, joint ventures are 

less susceptible to political interference than are wholly-owned subsidiaries 

[6], perhaps because of the reduced perception of foreign control. Therefore, 

any arbitrary increase in a firm's cost of capital for political risk is likely 

to neglect the degree to which the firm can influence this risk. Furthermore, 

increasing a firm's discount rate to compensate for political risk will ignore 

the time pattern as well as the magnitude of this risk. 

XI. Inflation and Exchange Risks 

Foreign inflation will not affect the MNC's dollar cost of borrowing 

abroad [4]. However, exchange rate changes will affect these costs. To the 

extent that capital markets overseas are segmented, though, the cost of borrow-

ing abroad may not fully reflect these exchange rate expectations. 

Inflation and exchange rate changes will affect the future cash flows of a 

project. In fact, there are systematic and predictable changes to foreign 

currency cost and revenue streams, predictable both as to direction and magni-

tude. Recent studies have shown that the sector of the economy a firm operates 

in (export, import—competing, or purely domestic) and the sources of its in-

puts (imports, domestic traded, or nontraded goods) are the major determinants 

of a firm's exchange risk (for example, see [22]). 

This means that the incremental effects of changes in currency values on 

the parent's risk characteristics and, hence, the parent's cost of capital, 

can only be determined by examining the impact of variations in foreign earn-

ings on variations in the firm's worldwide consolidated earnings [23]. However, 

variations due to exchange rate changes will be difficult, if not empirically 

impossible, to separate out from variations due to other events such as changes 

in government policies, competitors' actions, etc. Nor need these exchange 

effects be isolated. The important factor to analyze is the simultaneous im-

pact on firm earnings of the myriad of events to which a multinational firm is 

prone. 

XII. Diversification 

As we mentioned above, the greater riskiness of individual projects over-

seas could well be offset by beneficial portfolio effects. Supporting evidence 

is provided by Cohen [3] whose work indicates that there is little correlation 

between the earnings of the various national components of MNCS. To the ex-

tent that foreign cash flows are not perfectly correlated with those of domestic 
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investments, the overall risk associated with variations in cash flows which 

confronts a stockholder might be reduced. Thus, the greater riskiness of in-

dividual projects overseas could well be offset by beneficial portfolio effects. 

However, international diversification by firms will benefit their stockholders 

only if there are barriers to direct international portfolio diversification 

by individual investors.
11
 According to Agmon and Lessard [2] these barriers 

do exist. "Available evidence suggests that neither individual nor mutual funds 

are broadly diversified internationally, presumably at least in part due to 

institutional barriers to foreign investment" [2, p. 2]. Thus, the extent to 

which these portfolio effects are beneficial to an MNC is an empirical question. 

Some tentative evidence is available. Severn [20] has found that the 

greater the foreign involvement of a firm, the lower the covariance of its 

earnings per share with the earnings per share of Standard and Poor's Composite 

Index. Gordon and Halpern [7] have demonstrated the close positive correlation 

between the systematic risk of a firm's earnings and its stock price 8 . Thus, 

Severn's conclusion that the higher the percentage of foreign to total earnings 

the lower the capitalization rate on its earnings appears reasonable. However, 

since multinationals are larger, on average, than are nonmultinationals, the 

reduction in earnings variability may be due to size, and a consequent increase 

in product diversification, rather than to the influence of foreign-source earn-

ings. In fact, Haegele [10] has shown that while the stock price ß's are 

slightly lower for MNC's, when corrected for size, there is no significant dif-

ference between the ß's of MNCs and non-MNCs. 

Rugman [18] does show that earning variability is a decreasing function 

of foreign-source earnings even when corrected for size. The relationship 

between this reduction in earnings variability and a reduction in the systematic 

risk of an MNC's earnings, however, is not demonstrated. This is an important 

distinction because there is no empirical evidence to suggest a correlation 

between a firm's stock price 8 and its degree of earnings variability. The 

only evidence available relates to a firm's systematic earnings risk. However, 

the risk of bankruptcy for a firm is dependent on total as opposed to only 

systematic earnings variability. Thus, a reduction in the total earnings vari-

ability could allow an MNC to leverage itself more highly leading to a reduc-

tion in its marginal cost of capital. 

Even if there are no barriers to individual diversification internation-
ally, the reduced risk of bankruptcy associated with a more stable cash flow 
could lower an MNC's cost of capital. 
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XIII. Investor Perceptions 

Agmon and Lessard [2] have tested the proposition that investors recognize 

and reward the geographical diversification of U.S. multinationals by using a 

two-factor capital asset pricing model with the second factor being the percent-

age of foreign sales. According to the authors, "The results reported above 

support the hypothesis that the market (NYSE) behaves as if it recognizes the 

international composition of the activities of U.S. based corporations" [2, 

p. 12]. Taking a different approach, Kohers [12] has used the dividend valua-

tion model (see [28] for an explanation of this model) to measure the cost of 

equity capital for MNCs. He found no statistically significant differences in 

the cost of equity capital for six of the seven industries studied including 

the oil and nonferrous metals industries. 

Thus, while the evidence is scant, the available empirical research indi-

cates that if multinationality alters a firm's perceived riskiness, the effect 

is slight for most firms and may well be beneficial. 

XIV. Joint Ventures 

Since many MNCs participate in joint ventures, either by choice or neces-

sity, establishing the required rate of return for this form of investment is 

particularly important. Several problems arise. The most troublesome is the 

case where the MNC's required rate of return in a joint venture differs from 

its partner's cost of capital. Adler [1] suggests using a complex compensation 

principle whereby each partner is compensated on the basis of its opportunity 

cost of money. This will lead to a situation where each partner tries to de-

clare as high a cost of capital as possible. Agreement on a joint venture 

cost of capital using this principle will then be even less likely. One solu-

tion is to set the required rate of return for the joint venture equal to the 

maximum cost of capital among the participants. 

The firm can use the formula presented earlier to establish its marginal 

cost of capital in a joint venture. There is one caveat. A joint venture part-

ner may have access to local sources of capital which enable the joint venture 

to be leveraged beyond what the subsidiary would be able to do on its own. 

The formula presented earlier penalized a subsidiary which leverages itself 

more than the parent itself is leveraged. This is due to the increased risk 

of financial distress associated with more highly leveraged firms. However, in 

countries such as Japan and Germany, increased leverage will not necessarily 

lead to increased financial risks due to the close relationship between the 

local banks and corporation. Thus, increased leverage in a joint venture in 

Japan, for example, may not req ire application of the leverage penalty. The 
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assessment of the impact of leverage in a joint venture is a judgmental factor 

which requires an analysis of the partner's ties with the local financial com-

munity, particularly with the local banks. 

XV. Summary and Conclusions 

This paper has analyzed a number of factors related to an MNC's cost of 

capital. If capital markets are segmented or a subsidiary's risk characteristics 

are different from those of the parent, then the subsidiary's cost of capital 

must be adjusted to reflect these differences. It was decided that the issues 

of consolidation and parent-guaranteed debt are largely false ones—that the 

parent cannot significantly change its cost of capital by choosing whether to 

consolidate foreign earnings or guarantee local debt. 

Analysis of the available evidence on the impact of foreign operations on 

firm riskiness suggests that, if there is an effect, it is generally to reduce 

both actual and perceived riskiness. However, some investments are more risk-

prone than others and this must be accounted for. Much work remains to be done 

in empirically testing the proposition of international capital market segmen-

tation. In addition, further empirical testing of invester perceptions of the 

riskiness of MNCs is required. These perceptions are likely to be affected by 

the location as well as the percentage of foreign-source earnings. 
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FOREIGN EXCHANGE RISK MANAGEMENT 

C H A P T E R 24 

Management of foreign exchange risk: a 
review article* 
Laurent L. Jacque 

Abstract. This paper reviews the literature on Foreign Exchange Risk Management (FERM) 
which has burgeoned during the last decade. Scholars' and practioners' emerging interest 
in Foreign Exchange Risk Management was spurred by the advent of fluctuating exchange 
rates in the early seventies as well as by the pronouncement of the infamous FASB State-
ment No. 8 in 1976 which laid down unambiguous guidelines for consolidating financial 
statements of multinational corporations. A normative (rather than a market) view of For-
eign Exchange Risk Management is taken and accordingly the author reviews first the two 
key informational inputs necessary for any Foreign Exchange Risk Management program: 
forecasting exchange rates and measuring exposure to exchange risk. Available decision 
models for handling transaction and translation exposures are reviewed next. A conclud-
ing section identifies gaps in the existing literature and suggests directions for future re-
search. 

INTRODUCTION 

So much of barbarism, however, still remains in the transactions of most civilized 
nations, that almost all independent countries choose to assert their nationality by 
having, to their own inconvenience and that of their neighbors, a peculiar currency of 
their own. 

John Stuart Mill, 1894 

• Of all the winds of change that have buffeted multinational corporations 
(MNCs) in recent years, none has had a more pervasive impact upon their risk pro-
file than the demise of the international monetary system of quasi-fixed exchange 
rates that had prevailed until March 1973 under the Bretton Woods agreement 
(1944-1971) and, later, under the short-lived Smithsonian accord (1971-1973). A 
somewhat chaotic system of floating exchange rates has emerged in its stead. 
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national financial management. He is the author of Management of Foreign Exchange 
Risk: Theory and Praxis (Lexington Books, 1978). 
The author gratefully acknowledges the helpful comments from Gunter Dufey and Alan 
Shapiro. 

* This article is reprinted, with permission, from the Journal of International Business Studies 
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The resulting heightened volatility in currencies' prices has severely disrupted 
the steadiness of multinational corporations' foreign income streams. The recent 
implementation of the controversial and inflexible FASB Statement No. 8 has fur-
ther exacerbated this seemingly erratic earnings pattern by doing away with the 
former widely used practice of reserving for foreign exchange gains and losses 
and forcing upon MNCs the periodic disclosure of such gains and losses even 
though no cash flows may be involved. 

This unprecedented situation has stirred a considerable amount of interest 
among both academics and practitioners in Foreign Exchange Risk Manage-
ment. This article reviews the literature on Foreign Exchange Risk Management 
published in the last decade to identify the conceptual weaknesses underlying 
the normative Foreign Exchange Risk Management decision models currently 
available and to suggest fruitful directions for future managerially oriented re-
search. 

MANAGEMENT OF FOREIGN EXCHANGE RISK: WHOSE VIEW? 

Foreign Exchange Risk is commonly defined as the additional variability experi-
enced by a multinational corporation in its worldwide consolidated earnings that 
results from unexpected currency fluctuations. It is generally understood that 
this considerable earnings variability can be el iminated-part ial ly or f u l l y -a t a 
cost, the cost of Foreign Exchange Risk Management. Is such a cost warranted 
or, in other words, should corporate treasurers be concerned with the smooth 
period-to-period earnings pattern so cherished by security analysts, because a 
volatile earnings pattern is commonly believed to affect the firm's price-earnings 
ratio and, in turn, its ability to raise funds at a reasonable cost? 
Modern capital market theory, which defines foreign exchange risk as "the 
systematic risk associated with a foreign currency denominated return (or cost) 
stream and measured by the covariance between the rate of change of the ex-
change rate and the domestic market return" [80, p. 25], answers in the negative. 
It argues that under certain assumptions of market efficiency (to be spelled out 
below) Foreign Exchange Risk Management is totally superfluous. This some-
what extreme point of view, detailed in Logue and Oldfield [48], holds that a firm's 
risky prospects are valued directly by the market on the basis of their expected 
profitability and their systematic risk (that is, the risk which cannot be "diversi-
fied away"); thus, it should make "no difference to the valuation of either the total 
market portfolio or the individual firm whether exchange r isks. . .are passed 
through to the capital market as part of the risk of the firm's shares, or 'laid off,' 
or transferred directly to the market through forward exchange or foreign cur-
rency debt contracts."

1
 In this somewhat hypothetical world, MNCs' treasurers 

abdicate the initiative of Foreign Exchange Risk Management whose responsibil-
ity is fully transferred to the firm's shareholders who, in turn, will manage the un-
systematic portion of exchange risk through efficient portfolio diversification. 
The relevant question for scholarly investigation thus becomes that of exchange 
risk diversification from the viewpoint of the investor selecting claims on firms lo-
cated in different countries or operating across national boundaries (MNCs), 
claims which are clearly denominated in different currencies. Normative re-
search efforts in this direction are aimed at extending the Capital Asset Pricing 
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Model to a multicurrency world; however, existing International Capital Asset 
Pricing Models are based on extraordinarily restrictive assumptions. To wit, 
Fama and Färber [24] and Grauer, Litzenberger, and Stehle [33] assume away in-
ternational capital market segmentation (that is, international capital markets 
are fully integrated). The former model presumes further that investors consume 
only one homogeneous good and that Purchasing Power Parity holds at all times. 
Solnik [72 a & b] similarly assumes full integration of international capital mar-
kets but allows for different consumption goods across countries; however, 
exchange rates are assumed to be uncorrelated with the corresponding local cur-
rency market returns, certainly a convenient simplifying premise. In sum, all three 
models acrobatically dispose of the exchange risk factor in their pricing of for-
eign currency denominated assets. 

How to diversify exchange risk effectively at the investor level remains an unan-
swered question because existing International Asset Pricing Models require 
satisfaction of a strict set of conditions which are far removed from the current 
multicurrency institutional environment facing international investors. Therefore 
it should come as no surprise that most theoretical models of Foreign Exchange 
Risk Management and certainly all of current management practice have consid-
ered exchange risk from the viewpoint of a firm's treasurer aiming at minimizing 
the impact of exchange rate fluctuations upon earnings measured in some rele-
vant numeraire, thus upholding the fundamental hypothesis behind Foreign Ex-
change Risk Management stated at the beginning of this section. Adoption of the 
firm total risk viewpoint is further warranted, as Makin [50b, p. 521] argues, when 

consideration is given to the time horizon of a typical manager which is likely to be 
considerably shorter than the time period required for the impact of exchange market 
disturbances on firm's profit to net to zero. Further, costs of capital can be influ-
enced by the perceived riskiness of claims on multinationals and that perceived risk-
iness, relative to other multinationals, could be altered in the short run by heavy 
exposures in foreign currencies. 

In a similar vein, Aliber [3, pp. 134-135] writes: 'The question is whether the firm 
or individual investor can do a more effective job of diversifying against ex-
change r isk. . .The firm may have superior knowledge, and may be able to protect 
itself against these risks at lower costs." 
Indeed, to the extent that individual investors face exchange controls, high trans-
action costs, and taxation, MNCs, because they can lessen the burden of such 
market imperfections, are superiorly equipped to carry out currency diversifica-
tion on behalf of their shareholders. 

Having explained the logic behind the relevance of corporate Foreign Exchange 
Risk Management, this discussion next proceeds with a review of available meth-
odologies for generating the two key informational inputs for effective Foreign 
Exchange Risk Management; namely, reliable probabilistic forecasts of future 
spot exchange rates as well as a projection of corporate exposures on a cur-
rency-by-currency basis. 

FORECASTING EXCHANGE RATES 

Although tremendous resources have been directed at forecasting exchange rate 
changes or establishing the irrelevance of such forecasting efforts (Market Effi-
ciency hypothesis), little attention has been focused on the managerially more 
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relevant issue of relating the forecastability of foreign exchange rates to Foreign 
Exchange Risk Management proper. Accordingly, this section will consider first, 
at some length, the general question of exchange rates forecasting indepen-
dently from the praxis of Foreign Exchange Risk Management before attempting 
to reconcile the two. 
The quantitative dimension of foreign exchange rates forecast ing-that is, pre-
dicting expected future spot exchange rates —is traditionally emphasized by 
most forecasting models. However, the operational value of such predictions can 
be greatly enhanced if they can be supplemented by a qualitative forecast. His-
torically, parity changes have, in most cases, been tightly intermingled with a 
complex history of exchange restrictions running the gamut from selective con-
trols on capital account transactions to indiscriminate controls on all exchange 
transactions. 

The task of the currency forecaster is therefore twofold: (1) quantifying the mag-
nitude of expected exchange rate changes (devaluations or revaluations in the 
context of pegged exchange rates; depreciation or appreciation in the context of 
floating exchange rates), and (2) anticipating the likelihood of imposition of ex-
change controls. 

Forecasting Pegged Yet Adjustable Exchange Rates 

The current international monetary system is best described as a system in 
which currencies within major trading blocs maintain their former pegged yet ad-
justable relationships with each other, but fluctuate cont inuously-or float in 
unison - against the currencies of the other major blocs. The European Monetary 
System, for example, is very much resurrecting, on a regional basis, the Bretton 
Woods system of quasi-fixed exchange rates through its tightly knit grid of par 
values. 

Under such conditions, forecasting discrete change in parities is a relatively easy 
task, at least in direction if not in magnitude or timing. Jacque [39a, chapter 4] de-
veloped a four-step forecasting model.

2
 First, through a review of selected eco-

nomic indicators, the forecaster will identify which countries have balances of 
payments that are in fundamental disequilibrium. Second, for the currencies of 
such countries, the forecaster will measure the pressure that market forces are 
exercising on prevailing exchange rates. Third, the level of central banks' foreign 
exchange reserves gives an indication of the future point in time at which the 
central bank will no longer be in a position to defend the prevailing exchange 
rate. The fourth and crucial step is to predict the type of corrective policies that 
politically motivated decision-makers are likely to implement: will the country un-
der pressure adjust through a manipulation of its exchange rate (devaluation or 
revaluation) or, instead, initiate, essentially for political reasons, deflationary or 
inflationary policies combined with exchange controls and extensive interna-
tional borrowing? 

An interesting attempt by Folks and Stansell [28] and Murenbeeld [53], based on 
the use of multivariate discriminant analysis, was made at identifying the likeli-
hood and direction of potential changes in par values of countries maintaining 
pegged exchange rates (steps one and two of the above forecasting procedure); 
however, the forecasting outputs of such models is of limited value because they 
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fail to provide any information as to the timing or magnitude of a potential ex-
change rate change. 

For controlled exchange rates, black market rates will prove to be helpful leading 
gauges of subsequent devaluation of official (controlled) exchange rates. As a 
rule, the black market rate (generally available from Pick's Currency Yearbook 
and Reports) depends on the extent to which the official exchange rate overval-
ues the equilibrium exchange rate as well as on the extent to which illegal trans-
actors (black marketeers) are apprehended and prosecuted. Indeed Culbertson 
[14] has shown that for an overvalued (controlled) exchange rate, the hypothetical 
equilibrium exchange rate will fall somewhere between the official and the black 
market rate. 

Forecasting Floating Exchange Rates: Market-Based Forecasts 

The return in early 1973 to floating exchange rates by a number of major curren-
cies has generated considerable interest about the general question of whether 
foreign exchange markets do indeed constitute efficient markets. If clearly estab-
lished, the Market Efficiency hypothesis would have far-ranging forecasting 
implications and could possibly establish the irrelevance of building elaborate 
forecasting models, but, before this critical last point is further elaborated, a 
careful statement of the efficient markets hypothesis is in order. 
A foreign exchange market in which exchange rates always fully reflect all avail-
able information is said to be efficient.

3
 Three degrees of Market Efficiency are 

customarily distinguished:
4
 (1) the weakly

5
 efficient market hypothesis says that 

series of historical exchange rates contain no information which can be used to 
forecast future spot exchange rates; (2) the semistrong version of market effi-
ciency holds that a large and competitive group of market participants have 
access to all publicly available information relevant to the formation of expecta-
tions about future rates; finally, (3) if the set of available information also in-
cludes private or insiders' information, the market is said to be strongly efficient. 
Let us now review the evidence for and against the efficiency of the foreign ex-
change market and explain the forecasting implications of the hypothesis. Tests 
of market efficiency have been characterized by the heterogeneity of the 
statistical tools used as well as of the sample periods and currencies selected. 
Furthermore, the testing methodologies used have generally been directly bor-
rowed from analogous empirical studies of the stock markets and commodity 
futures markets, although it is not clear that they are appropriate for testing the 
efficiency of foreign exchange markets given the presence of major, nonprofit-
maximizing participants, namely central banks. Finally, the lack of a comprehen-
sive testing of an exhaustive and uniform data basis clearly precludes reaching 
clear cut conclusions for or against the efficiency hypothesis.

6 

Weak-form tests have received the most attention, probably because they are the 
easiest to carry out. These tests are concerned with two major issues: the extent 
of statistical dependence of successive changes in exchange rates and the prof-
itability of trading rules. In essence, what is being investigated is whether past 
series of exchange rates contain useful information for the prediction of future 
spot prices, thus implying that general patterns would repeat themselves at 
regular intervals. 
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The assertion that current exchange rates reflect all publicly available informa-
tion, as called for by the semistrong form of Market Efficiency, is so general that 
it has proven a difficult hypothesis to test empirically. Accordingly, empirical evi-
dence for or against this form of market efficiency has been scant except for one 
recent study by Rogalski and Vinso [63] which provided conclusive evidence in its 
support. 
Another forecasting model that has lately received increasing attention and that 
is intuitively consistent with the semistrong form of the Market Efficiency hy-
pothesis concerns the predictive accuracy of forward exchange rates. Specula-
tors who think that the forward rate is above their expectation of the future spot 
exchange rate will sell the foreign currency forward, thus bidding down the for-
ward rate until it equals the expected future spot rate. Conversely, speculators 
who see the forward rate undervaluing the expected future spot rate will buy 
foreign currency forward, thus bidding the forward rate up until forward and 
expected future spot exchange rates become equal. If speculative demand for 
forward contracts were infinitely elastic and all speculators held homogeneous 
expectations with respect to the future spot exchange rate, the current forward 
exchange rate would be equal to the expected future spot exchange rate. 
A number of theoretical arguments have been developed to establish that the for-
ward exchange rate must necessarily be a biased predictor of the future spot ex-
change ra te .

78
 For instance, this simple forecasting model stands in apparent 

contradiction to the Modern Theory of forward exchange rates determination,
9 

which generally suggests that the speculators' schedule is less than infinitely 
elastic and that, as a result, the equilibrium forward rate of exchange would be 
different from the future spot exchange rate. Only in the polar case (somewhat 
unrealistic) of risk-neutral speculators should the forward exchange rate be con-
sidered as an unbiased predictor of the future spot exchange rate.

10 

Extensive empirical testing of the Market Efficiency hypothesis, very ably sur-
veyed by Kohlhagen [41a], has generally suffered from the joint hypothesis prob-
lem identified by Levich [45a]. Prominent studies include those of Poole [60], 
Dooley and Shafer [15], Giddy and Dufey [31], Logue and Sweeney [49], Cornell 
and Dietrich [13], Roll and Solnik [64] and Kohlhagen [41c], whose detailed critical 
evaluation is beyond the scope of this paper. 

For fairly obvious reasons little attention has been devoted to the problem of 
long-term foreign exchange rate forecasts which are a much needed informa-
tional input into the selection of an optimal currency denomination for long-term 
debt financing or the even more puzzling question of debt refunding/debt refi-
nancing in a multicurrency context. 

The relationship between the term structure of interest rates and exchange rate 
expectations was explored by Porter [61]. The theoretical framework developed in 
this seminal study showed how the term structure of international interest rates 
can be used to make inferences as to the expected time path of the exchange 
rate adjustment between two currencies. This approach was subsequently opera-
tionalized very elegantly by Dufey and Giddy [17]. 

Econometric Modelling Approaches ! 

Exchange rates econometric forecasting models are a systematic effort at un-
covering a functional relationship between a set of explanatory (exogenous) vari-
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ables-such as, price levels differential, interest rates differential, or differential 
in the rate of growth in money suppl ies-and a dependent (endogenous) vari-
able-namely, the exchange rate. The functional relationship may involve only 
the current period values of the exogenous variables or may be of a lagged na-
ture; that is, incorporate past periods values taken on by the exogenous vari-
ables. In this latter case econometric modelling is clearly inconsistent with the 
Market Efficiency hypothesis whereas in the former case it is not necessarily so. 
As a matter of fact, one may be tempted to argue that econometric forecasting 
disregarding lagged functional relationships is assisting the market in correctly 
interpreting all currently available information, thus making it more efficient. 
The specification of the model i t se l f - tha t is, the nature of the functional rela-
tionship (not necessarily linear) —as well as the choice of exogenous variables 
included generally blends economic theory (for example, a combination of the 
Purchasing Power Parity and Fisher theories) with the model builder's experience 
and intuition. In that sense, econometric building is as much an art as a science 
and accordingly the reader should expect the various forecasting services to be 
idiosyncratic. 

Structural equations however (usually one for each currency forecasted) are ex-
tracted from time series of exogenous or endogenous var iables-that is, from 
past observations. This means that if a drastic change in the structural relation-
ship between independent and dependent variables were to occur and be disre-
garded in specifying functional relationships, the econometric model forecasting 
value would be adversely affected. Thus, if one accepts that the behavior of pri-
vate and public market participants was markedly affected by the advent of float-
ing exchanges rates, it is perhaps too early to forecast currency prices in the 
context of a floating exchange rates regime. The reason is that the observations 
available are still too few and far between (spanning only the 1973-1979 period) 
to derive meaningful functional relationships between exogenous and endoge-
nous variables. Yet a number of econometricians have apparently felt otherwise 
because there are at least a dozen major econometric forecasting services that 
can be subscribed to for a fee. 

One last additional feature of econometric forecasting models worth comment-
ing upon is the random error term that is always incorporated in this type of 
model.

11
 The inclusion of such a stochastic element allows probability state-

ments to be made about the forecasted variable. This is indeed an attractive fea-
ture compared with a point estimate (as provided, for instance, by forward 
exchange rates) especially when it is recalled that the information is to be used in 
a risk management context. However, for econometric forecasting to be theoreti-
cally correct, several requirements must be met.

12
 The major theoretical flaw of 

current forecasting efforts is probably the normality assumption (of exchange 
rates probability distribution) which is generally made. That exchange rates are 
not normally distributed has been established beyond doubt with Westerfield [77] 
and Vinso and Rogalski [76] providing empirical evidence to the effect that ex-
change rates are best described as non-normal members of the Pareto-Levy class 
of probability distribution. 

As could be expected, there is some controversy as to the reliability of such econ-
ometric forecasts: in a recent examination of the track record of 6 major econo-
metric forecasting services, Goodman [32] found that 

367 



The predictive accuracy of most —not all —of the economics-oriented foreign 
exchange rate forecasting services is so poor that they are likely to be of little use for 
corporations trying to manage their foreign exchange exposure. 
The results are quite different for the technically-oriented services. Their consis-
tently very strong predictive performance supports the view that speculative runs do 
occur in the exchange market and that the foreign market is not efficient. 

However, Goodman's testing methodology is questionable given that his com-
parative criterion allows subscribers to economics-oriented forecasts to act only 
on the last day of the month; by contrast, subscribers to technically-oriented fore-
casting services are assumed to act on the day the forecast is received. 
By contrast, a thorough and up-to-date appraisal of 9 forecasting advisory serv-
ices by Levich [45c] indicates that some services have consistently beaten the 
forward rate and that the record of forecasting accuracy was too good to be ex-
plained by chance. These results are all the more interesting as they were estab-
lished by a Chicago-trained economist whose doctoral effort was largely focused 
on establishing the efficiency of the foreign exchange market [45b]. 
Addressing himself to the more fundamental question of why a small but vigor-
ously successful forecasting industry is competing with "free" market-based 
forecasts available daily from the financial press, Makin [50c] appropriately re-
marks that such ex post empirical evaluation of the accuracy of forecasting serv-
ices is redundant. Indeed, the true market test is whether forecasters can coexist 
with the "free" market forecast and incur positive information gathering and pro-
cessing costs while charging for their services a fee which allows them to earn a 
competitive rate of return. However, it would be surprising that the output of a 
permanently superior forecasting model be available commercially; in fact, a re-
cent survey by Evans, Folks, and Jilling [21] indicated that 58.4 percent of the re-
spondents felt that currency forecasting was the weakest link in their exchange 
risk management programs. One suspects that treasurers place only limited faith 
in commercially available forecasts but find them helpful for bureaucratic hedg-
ing purposes. 

Forecasting and Foreign Exchange Risk Management 

In sum, the lack of decisive answers to the general question of forecasting 
exchange rates remains probably the single most potent justification for under-
taking costly, and at times highly constraining, protective policies against for-
eign exchange risk. More specifically, Dufey and Giddy [17] distinguish between 
two basically different forecasting situations: 

(1) The foreign exchange market is efficient (floating exchange rates); the use of 
market-based forecasts is advocated. However, it should be recognized that the 
market's expected value will seldom be attained (that is, the actual exchange rate 
will generally differ from the one actually predicted by the forward exchange 
rate), hence the need to plan or attempt to forecast errors which are expected to 
occur. Further, it becomes imperative to assess what would be the impact of 
such unanticipated deviations from the expected rate on the net cash flows of 
the firm. (See the section on Managing Economic Exposure.) 

(2) The foreign exchange market is inefficient because of stifling government 
controls on interest rates and exchange rates (pegged yet adjustable exchange 
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rates); multinational corporations should aim at capitalizing on the profit oppor-
tunities available because of market distortions in order to offset the cost of op-
erating under government controls in real factor markets. 

MEASURING EXPOSURE TO FOREIGN EXCHANGE RISK 

An operationally viable —if conceptually weak —measure of exposure to foreign 
exchange risk is provided by accounting rules. A convenient dichotomy generally 
distinguishes between transaction and translation exposures. 

Transaction Exposure 

Wihlborg [79b] defines transaction exposure as an uncertain domestic currency 
value of an open position denominated in a foreign currency with respect to a 
known transaction; that is, a future foreign currency denominated flow. As ex-
pected, fluctuations in the exchange rate relationship over the life of the contract 
will result in windfall cash flow gains or losses with tax implications which are 
not necessarily symmetrical between gains and losses nor consistent across dif-
ferent types of underlying transactions. Jacque developed a simple exposure 
netting algorithm [39a, chapter 5] on an after-tax basis for subsidiaries of a multi-
national corporation which are not subjected to homogeneous tax laws with re-
spect to exchange gains and losses.

13 

Translation Exposure 

Foreign market entry through direct investment, by contrast, results in so-called 
translation exposure which Wihlborg [79b] defines as the uncertain domestic 
value of a net accounting position denominated in a foreign currency at a certain 
future date: that is, a future foreign currency denominated stock. The practice of 
periodically consolidating or aggregating parent's and affiliates' balance sheets 
will generally entail exchange gains or losses of a non-cash flow (paper) nature 
as exchange rates fluctuate over the accounting horizon. At the core of this con-
solidation process which allows multinational corporations to disclose earnings 
valued in a single numeraire (reference currency) lies the controversial question 
of how balance sheet accounts of foreign subsidiaries ought to be translated. 
Should the accounts of foreign subsidiaries be treated as exposed or non-exposed 
items —with exposed items translated at current exchange rates and non-ex-
posed items translated at historical rates? Until 1976 (which marks the imple-
mentation of FASB Statement No. 8) multinational corporations were left free to 
use whatever methods they believed reflected most accurately their true eco-
nomic performance. Most firms used either the current/non-current, mone-
tary/non-monetary, or current method of translation, and there is an over abundance 
of accounting literature debating the merits and demerits of each method (cf. 
Hayes [36], Barrett and Spero [7], Olstein and O'Glove [57], and Pakkala [58], 
among the most prominent papers). 

The mandatory translation guidelines put forward by Statement No. 8 (and subse-
quently No. 20) eliminated much of the flexibility that U.S.-based multinational 
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corporations previously had in translating their foreign affiliates' financial state-
ments into the reference currency. The most dramatic and perhaps most contro-
versial ruling of Statement No. 8 is that exchange gains or losses resulting from 
both the conversion and translation processes are to be included in the net in-
come for the accounting period in which the exchange rate change actually oc-
curred. The distinction between realized and unrealized gains and losses was 
thus unequivocally discontinued as was the use of reserve accounts aimed at 
mitigating the erratic impact of exchange gains or losses on the earning profile. 
(For constructive suggestions on how such accounts could be reenacted see 
Ankrom [4a].) Also controversial are the provisions calling for the treatment of 
long-term debt as an exposed item (which led a number of U.S.-based MNCs' affil-
iates to shun local currency long-term funding in favor of dollar-denominated fi-
nancing) whereas inventory would generally be considered as non-exposed. As a 
whole, Statement No. 8 has been severely criticized in a flurry of articles appear-
ing in accounting magazines and journals. (See for instance Shank [67], Rodriguez 
[62a], and Aggarwal [1] for a limited but representative sample of the literature.) If 
Statement No. 8 has generally been received with skepticism by accountants, 
treasurers of U.S. multinational corporations have vehemently opposed it as sur-
veys conducted by Choi, Lowe, and Worthley [11] and Stanley and Block [73] 
clearly establish. A major study commissioned by the FASB (Evans, Folks, and 
Jilling [21]) further reports that the implementation of Statement No. 8 resulted in 
increased Foreign Exchange Risk Management activities especially by firms 
which relied on translation methods most at variance with the guidelines laid 
down by the new ruling. 

The logical consistency of segmenting foreign subsidiaries' financial statements 
between exposed and non-exposed categories has been questioned by Aliber and 
Stickney [2] who argue that if the Fisher effect holds, monetary items (generally 
treated as exposed items) are essentially non-exposed as cumulative interest rev-
enue (exposure) over the maturity of the monetary asset (liability) and would off-
set the exchange loss (gain) from changes in the exchange rate. By contrast, 
treating non-monetary items as non-exposed items essentially assumes that Pur-
chasing Power Parity will hold, which will generally not be true in the short term. 
At the close of 1980, new controversy is about to be injected into this ongoing de-
bate about what constitutes the optimal set of translation rules as the FASB is 
considering for adoption a new exposure draft which would supersede Statement 
no. 8. The new proposal would (1) impose the use of an all-current (or closing) rate 
method and (2) differentiate between transaction and translation gains or losses. 
The first proposal would require all balance sheet accounts to be translated at 
the exchange rate prevailing at the time the consolidation is carried out; income 
statements would be translated at the average exchange rate for the reporting 
period. 

Second, only transaction gains and losses (both realized and unrealized) would 
be charged to current income. By contrast, translation gains and losses would be 
accumulated in "a separate component of stockholders' equity." This is a major 
departure from FASB No. 8 rule and should reduce considerably the volatility in 
reported earnings. Although the new exposure draft should be welcome by U.S. 
multinationals, it is in clear contradiction with the concept of historical cost ac-
counting. Finally, the use of an all-current rate method for translating the balance 
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Sheets of overseas subsidiaries operating in hyperinflationary economies which 
do not use inflation accounting would clearly lead to exchange losses distorted 
beyond reason; overall, Giannotti and Walker [29] expect the new exposure draft 
to have a positive impact on the financial practices of multinational corporations 
as corporate attention is diverted from translation to transaction exposure 
management and foreign affiliates' financing is sourced from local currency de-
nominated sources (rather than dollar denominated sources). 

Economic Exposure 

Although widely used, this accounting concept of exposure to foreign exchange 
risk is, by definition, misleading, because it fails to incorporate the longer-term 
impact of exchange rate changes on the economic valuation of the multinational 
corporation. Accordingly, Heckerman [37] outlines a net discounted cash-flow ap-
proach to the economic valuation of the foreign subsidiary of a multinational cor-
poration but fails to recognize that future cash flows are themselves a function of 
exchange rates. A seminal paper by Dufey [16a] showed that exchange rate 
changes will predictably affect the nominal cash flows of the subsidiary of a mul-
tinational corporation; however, the net impact of such a devaluation or revalua-
tion will not necessarily match in direction nor in magnitude the percentage 
change in the exchange rate. For example, a subsidiary operating in a devaluing 
country may find itself benefitting rather than suffering from such a devaluation 
if part of its revenues are derived from export sales. 

A more systematic analysis of the impact of exchange rate changes on the for-
eign subsidiary's sourcing costs and sales revenue is found in Shapiro [68a]. On 
the revenue side, he distinguishes between domestic and foreign sales cash-
flows whereas on the cost side he identifies three partially substitutable inputs: 
namely, non-traded domestic goods and services, traded inputs, and imported 
goods. 
Shapiro correctly concludes that economic exposure will be determined by the 
sector of the economy in which the subsidiary operates. As expected, the impact 
of changing exchange rates will markedly differ for export-oriented subsidiaries, 
strictly domestic-oriented subsidiaries facing no import competition, or sub-
sidiaries meeting the challenge of stiff import-competition.

14 

Both Dufey's and Shapiro's papers fail to incorporate in their analyses the finan-
cial sector nor do they envision the potential use of currency denomination of 
debt for the purpose of neutralizing the economic exposure stemming from the 
real sector. Furthermore, the concept of economic exposure is strictly applied to 
the foreign subsidiary of a multinational corporation and generally assessed in 
nominal rather than real terms. The concept of economic exposure is obviously 
just as applicable to a strictly domestic firm (that is, selling to and procuring from 
domestic markets) which may find itself exposed, in spite of itself, to the vaga-
ries of the international economy. 

In a largely taxonomic paper, Wilhborg [79b] questions the relevance of an indis-
criminate concept of economic exposure to foreign exchange risk by noting that 
there is no exposure when inflation is neutral and exchange rates are determined 
by the Purchasing Power Parity hypothesis. Indeed, real exposure will occur 
when inflation is not neutral (relative prices change with inflation and/or relative 
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prices change with the exchange rate) and exchange rates deviate from their Pur-
chasing Power Parity equilibria. The case of relative prices (including terms of 
trade) changing with the exchange rate is examined in depth by Shapiro [68a]. 
Cornell [12] concurs with this dichotomy between nominal and real cash flows by 
showing that, in a world in which exchange rates adjust instantaneously (Pur-
chasing Power Parity holds at every point in time), there is, in real terms, no ex-
change risk as long as relative prices remain constant; thus, if contractual 
commitments in nominal terms are avoided (that is, contracts are written in 
terms of the price index), the firm will no longer be exposed to foreign exchange 
risk. By contrast, relative price risk remains the fundamental source of risk to 
which firms are exposed and it is equally faced by domestic and multinational 
corporations. Whether Purchasing Power Parity does hold is an empirical and 
controversial issue which has been extensively tested as illustrated in the com-
prehensive review article by Officer [56]. However, this theoretically attractive 
concept of economic exposure is difficult to turn into an operational index of 
exposure to exchange risk which could be readily used for Foreign Exchange 
Risk Management purposes. 

THE MANAGEMENT OF FOREIGN EXCHANGE RISK 

Normative models for Foreign Exchange Risk Management are few and far be-
tween and one cannot help but contrast the sparsely populated research space 
of international corporate finance (of which Foreign Exchange Risk Management 
is only one albeit major subset) with the overly prolific research effort in Market 
Efficiency testing (as applied to the foreign exchange market). The dichotomy be-
tween transaction exposure covering and translation exposure hedging will 
again provide a convenient framework for organizing our review. 

Covering Transaction Exposure. 

Transaction exposure can be covered either through the use of forward contracts 
(available only for major trading currencies) or a combination of spot and money 
market transactions. If Interest Rate Parity fails to hold,

15
 each option should be 

computed and the optimal covering route should be compared with the expected 
cost/revenue of retaining as uncovered the transaction exposure. This naive ex-
pected value criterion is discussed in Jacque [39a, chapter 7] and somewhat elab-
orated by Calderon-Rossel [10] who fails to recognize that both covering routes 
are fully consistent with the Interest Rate Parity theorem and certainly entail no 
residual randomness. If covering is to be undertaken on a recurring basis, Giddy 
[30b] questions the wisdom of such a practice as-over the longer r un - t he for-
ward rate tends to be an unbiased predictor of the future spot exchange rate. 
The case of cu/*tingent transaction exposures (resulting from competitive bid-
ding) denominated in foreign currency is examined by Feiger and Jacquillat [26] 
who suggest covering such exposures through a combination of a forward sale 
contract and a foreign exchange call option; however, a market for call and put 
foreign exchange options has yet to materialize. 

For the management of a vector of i transaction exposures, Kohlhagen [41b] de-
velops a decision-theoretic payoff ( Ν )

Μ
 χ ( N )

M
 matrix of profits over all sets of 
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possible exchange rates (each currency can take Ν different values) and over all 
strategies (each of which is optimal for one set of future exchange rates). From 
such a payoff matrix, for a "conservative" firm aiming at protecting cash flows, a 
simple maximin strategy will be derived whereas a more aggressive firm will pur-
sue a maximax strategy. Although theoretically inferior (no formal treatment of 
decision-makers' risk preference, no attempt at recognizing the statistical rela-
tionships among the exchange rates in which the transaction exposures are de-
nominated), this model is appealing from a managerial point of view because it 
requires for informational inputs only estimates of reasonable ranges of future 
exchange rates rather than specific exchange rate projections with associated 
probability distributions. 

In a seminal paper, Folks [27b] questions the validity of the cover/not cover para-
digm and suggests that an optimal level of retained uncovered exposure can be 
found analytically by postulating a utility function as describing the risk prefer-
ence of the decision-maker.

16
 In a similar vein, Wheelwright [78] discusses the 

practical transaction exposure problem faced by a "big-ticket" item exporter. A 
preference curve is developed that explicitly shows the tradeoffs that the deci-
sion-maker is willing to make between the risk surrounding an uncertain situa-
tion and an amount to be received with certainty. The recder is left uncertain, 
however, as to how this preference curve should be derived; namely, what choice 
of a utility function is to be made for encoding the risk preference of the decision-
maker? Preliminary empirical evidence on risk-preference of treasurers of MNCs 
is provided by Rodriguez [62b] who found asymmetrical attitudes toward foreign 
exchange risks. 
Apportioning of exchange risk in bilateral transactions is generally thought to be 
achieved better by denominating the transaction in a third currency or mix of 
third currencies (artificial currency units) rather than by resorting to a combina-
tion of the domestic currencies of the two contracting parties. Using an expected 
utility framework of nominal return (cost), Schwab and Lusztig [65] show that the 
contracting parties will always achieve a superior sharing of exchange risk by 
limiting themselves to a combination of their own currencies. Thus, the use of a 
third currency or of artificial currency units such as SDRs, EURCOs, EUAs, or 
ARCRUs should be discouraged.

17
 Only if the variability of real (rather than 

nominal) returns (costs) is to be minimized should bilateral transactions be 
denominated in third currencies or so-called "currency cocktails." 
For a set of transaction exposures denominated in different currencies, Makin 
[50b] derives an efficient frontier of optimal portfolios of shares of exposures to 
be covered in a traditional mean-variance framework. Exchange rates are as-
sumed to be normally distributed and the matrix of variance-covariance for future 
exchange rates available and stable. Although not stated, this model assumes 
the utility of the decision-maker to be quadratic. In a theoretical paper Levi [44a] 
shows that in a world where the matrix of cross-elasticities between exchange 
rate changes is fully known at the outset of the exposure horizon it is possible to 
fully cover the entire portfolio of transactions exposure through only one forward 
contract; this may perhaps explain why forward markets appear at times to be un-
derutilized. Yet cross-elasticities between foreign currency movements are sto-
chastic rather than deterministic thereby limiting the operational value of this 
approach. 
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The economic exposure problem of a trading firm which imports commodities for 
local sale is investigated by Hodder [38]. The mean-variance model developed by 
that author traces the optimal level of forward cover to be sought by the importer 
to the correlation between the local currency price of the imported commodities 
(in inventory) and the exchange rate (in which the accounts payable are denomi-
nated). This is the question of "currency pass-through" which economists are 
concerned with in attempting to explain balance of payments adjustment (or lack 
thereof) to changing exchange rates. 
For affiliates of multinational corporations operating in hyperinflationary econo-
mies (underdeveloped countries), foreign short-term financing will generally 
result in major transaction exposure management challenges. Effective costs 
formulae reflecting anticipated exchange rate devaluations were developed by 
deFaro and Jucker [25] and Shapiro [68b] on an expected cost basis generally al-
lowing for selection of the optimal source of financing on the basis of linear sim-
ulations of exchange rates devaluations. The technique of swap loans popular 
with a number of Latin American central banks allows the borrower to shelter 
loan principals from potentially large devaluation (see Eiteman and Stonehill 
[20]). None of these studies consider, on a risk adjusted basis, what would be the 
optimal portfolio of short-term financing sources as opposed to the cheapest bor-
rowing source as determined on an expected cost basis. 

Hedging Translation Exposure 

The essence of hedging is to substitute, at the outset of the exposure horizon, a 
known cost of buying protection against foreign exchange risk for an unknown 
translation loss. In a sense, the hedger is trading the uncertainty of an account-
ing loss which may never materialize for the certainty of the cost of eliminating 
translation risks — a cost that bears some resemblance to an insurance premium. 
Thus, the rationale behind the concept of hedging is to substitute for exchange 
losses, footnoted in reported earnings statements, normal business costs (such 
hedging costs may include a substantial cash flow loss/gain component) that 
flow through the income statement. 
The mechanics of hedging are set forth in Jacque [39a, chapter 9] who shows 
that, contrary to the widely held view, hedgers are not speculators but covered in-
terest arbitragers in disguise. Liaeter [47a & b] develops a mean-variance frame-
work which allows the hedger to find "a combination of financing and hedging 
operations that minimizes expected costs and strategy risk and does not violate 
a set of recognized operational constraints." Strategy risk is a combination of 
two types of risk —the business risk measures the risk generated from relying on 
future financing and hedging possibilities which are not known with certainty. 
The second strategy risk, the devaluation risk, is a combination of risks arising 
from "the possibility of wrong estimates in devaluation probabilities and devalua-
tion amounts." This one-period (extended by Liaeter to a multiperiod model in 
[47b]), two-currency world model fails to recognize explicitly the possibly onerous 
cash flow cost component of pursuing an optimal hedging policy. Last but not 
least, Liaeter makes two assumptions in flagrant violation of accepted interna-
tional financial economics: interest rates are independent of expected parity 
changes and exchange rates in various currencies are assumed to be uncorre-
cted. The former assumption ignores the Interest Rate Parity hypothesis 
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whereas the latter assumption contradicts the underlying rationale of the port-
folio approach to Foreign Exchange Risk Management. 
Folks [27a] compares a mean-variance, minimax, expected monetary value and 
expected utility criteria as a basis for deriving an optimal hedging strategy when 
available Foreign Exchange Risk Management techniques are adjustment of 
fund flows, forward contracts, and exposure netting. None of these studies rec-
ognize that if the total cost of hedging is known with certainty at the outset of the 
exposure horizon, the mix of translation gains/losses plus cash flow 
losses/gains remains stochastic. An attempt at remedying this flaw is provided 
by Jacque [39b] who formulates an expected utility theoretic hedging model 
under an explicit chance constraint on the maximum cash-flow cost of hedging. 
The only serious attempt at considering the set of translation exposures denomi-
nated in various currencies (held by a multinational corporation in the normal 
course of business) as a portfolio of statistically interdependent (correlated) ele-
ments is found in Gull [35] who formulated the optimization problem in a one-
period mean-variance framework which fails to distinguish the (random) cash-
flow component of hedging costs from unrealized (paper) translation losses. The 
major difficulty with such portfolio models is in generating the key informational 
input; namely, the variance-covariance matrix of exchange rate changes. Gull 
uses historical information to derive such a matrix in order to generate the 
optimal vector of pro forma residual exposures, thus implicitly assuming that the 
covariability structure of past exchange rate changes can be safely extrapolated 
into the next period. Finally, as with all normative hedging models no attempt is 
made at capturing the randomness of pro forma translation exposures which 
may be potentially as serious a source of risk as exchange risk itself. 
The problem of selective hedging in a multi-period setting is solved by Shapiro 
and Rutenberg [69a]. The stochastic dynamic programming algorithm is formu-
lated under somewhat restrictive assumptions. Given current hedging costs, ex-
pectations of future hedging costs (both of which are assumed to be linear) 
should a treasurer hedge a future period or should he wait? Hedging of a future 
period can be achieved by selling the suspect currency forward for τ periods and 
buying it forward for (r-1) periods. One or several (discrete) devaluations are as-
sumed throughout the exposure horizon. An expected value criterion, thus as-
suming risk neutrality on the part of the decision-maker, is used. No attention is 
paid to the cash-flow cost of deriving an optimal temporal hedging path. 

Managing Economic Exposure 

As a general rule, economic exposure management should aim at neutralizing 
the impact of unexpected exchange rate changes on net cash flows; this will gen-
erally be achieved by striving for a balanced currency mix of cash flows between 
the cost and revenue side. 
An operational approach for implementing this concept of economic exposure 
management was developed by Nauman-Etienne [54]: (1) identify managerial poli-
cies, operational characteristics, and environmental parameters to which eco-
nomic exposure is sensitive; (2) define protective steps to minimize adverse 
effects of unexpected exchange rate changes on future cash flows. 
Optimally, the sales-inputs currency mix should be adjusted so that changes in 
future sales revenue will be neutralized by changes in the cost of inputs; however, 
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such changes in the real sector of the firm will seldom bring about by themselves 
a neutral economic exposure. Generally, manipulation of the currency risk of 
short-term and long-term financing will be needed and this is generally the easier 
to implement of the two prescriptions because the currency composition of fi-
nancing can be altered independently from the sources of inputs and destination 
of sales; as such, it plays a natural residual and offsetting role in equating sales 
revenue and input costs on a currency-by-currency basis. Carrying this argument 
to its logical conclusion Dufey [16b] summarized it as "finance in the currency 
where your profits are." The obvious flaw in this approach is that it fails to incor-
porate the dynamics of the currency composition of cash flow which generally re-
spond to a variety of exogenous factors which are difficult to anticipate. Also 
disregarded in these studies is the simultaneous and offsetting change in price 
levels; that is, the analysis is strictly conducted in nominal terms rather than in 
real terms. 

The Praxis of Foreign Exchange Risk Management 

Last but not least, exposure measurement and exposure management have to be 
coordinated and integrated within an internally consistent set of guidelines ac-
ceptable to both subsidiaries' and headquarters' treasurers. Foremost is the 
question of apportioning equitably the responsibility of Foreign Exchange Risk 
Management without distorting the control/evaluation process of foreign opera-
tions [Korth 42b]. Lessard and Lorange [43] address the dilemma faced by MNCs 
attempting to reconcile the organizational decentralization necessary for an ef-
fective planning/control system in a large multinational/multidivisional corpora-
tion and the centralization imperative which is at the core of effective Foreign 
Exchange Risk Management. Specifically, the authors consider the possible 
combination of exchange rates — to be used in (1) setting the operating budget for 
a particular time period and (2) tracking realized performance relative to bud-
geted ones. The authors suggest that the dilemma can be resolved through the 
use of "internal forward rates"; that is, rates which are guaranteed by the corpo-
rate treasury irrespective of what actual exchange rates may turn out to be. 
Organizational and control considerations will undoubtedly play a crucial role in 
setting up such a Foreign Exchange Risk Management program which will gener-
ally have to be centralized at the helm of the corporate treasurer if the synergistic 
benefits of multinationalism are to be taken advantage of [Ankrom 4b]. This is in-
deed one of the major findings of a survey of corporate Foreign Exchange Risk 
Management practices by Jilling [40]. 
One unresolved question remains: How to insure a consistent attitude toward 
risk (both over time and across currencies) which wouldn't reflect exclusively the 
treasurer's preferences but which would be firmly grounded in senior manage-
ment's outlook toward risk. 

Long-Term Debt Financing 

This review would not be complete without mentioning promising yet embryonic 
research efforts aimed at the determination of the optimal currency (or artificial 
currency unit) of denomination in long-term debt financing. Jacque [39a, chapter 
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8] develops a break-even analysis methodological framework based upon ex-
pected net present value formulae (thus implicitly assuming risk neutrality on the 
part of the decision-maker). Using a similar framework Giddy [30d] derives a num-
ber of simplifying formulae expressing the effective cost of foreign currency de-
nominated debt financing as a function of its nominal cost. Both approaches fail 
to recognize the dependency (in a probability sense) of the vector of exchange 
rates to prevail when interest and principal repayment will be made. Thus, future 
exchange rates ought to be modelled as belonging to a joint multivariate prob-
ability distribution and necessary parameters of such variâtes be computed ac-
cordingly. 

FOREIGN EXCHANGE RISK MANAGEMENT AND THE MARKET EFFICIENCY HYPOTHESES 

The emerging, yet embryonic, consensus among financial theoreticians is that 
exposure to foreign exchange risk may matter less than is commonly believed by 
multinational corporations' corporate treasurers, financial analysts, and inves-
tors. This jaundiced view of Foreign Exchange Risk Management is upheld by 
Logue and Oldfield [48] who argue that in efficient markets Foreign Exchange 
Risk Management is irrelevant and also relatively harmless. Theirs is loosely re-
ferred to as the Market Efficiency hypothesis and can be summarized in two prop-
ositions: in efficient capital markets, all available information is correctly 
impounded or reflected in stock prices. More specifically, investors are knowl-
edgeable and sophisticated enough to be able to read beyond conventional ac-
counting reports (balance sheets and income statements) to correctly assess the 
true economic value of the firm. This would mean, among other things, that hedg-
ing translation exposure to reduce or eliminate earnings variability is pure ac-
counting gimmickry that shouldn't fool efficient investors. 

Thus, in an efficient market, the multinational corporation's earning variability 
(resulting from translation gains or losses) would be placed in a proper economic 
perspective by investors and, therefore, should not affect its stock's price nor its 
cost of capital. However, such clearsightedness on the part of the market would 
require extensive and systematic disclosure by multinational corporations of 
their foreign subsidiaries' transaction, translation, and economic exposures. 

This practice is clearly not yet accepted because multinational corporations gen-
erally disclose only consolidated financial statements. 

This hypothesis seems to be contradicted in a recent empirical study by Makin 
[50a] which suggests (but doesn't necessarily prove) that, for instance, the first 
set of earnings reports prepared under FASB Statement No. 8 resulted for at least 
one group of firms (out of five) in the decline of their share prices that was not as-
sociated with overall market behavior. Thus the market would not be omniscient, 
and additional, albeit limited and imperfect, information (as that disclosed under 
FASB Statement No. 8) would lead investors to reevaluate their pricing of shares 
of corporations exposed to exchange risk. These preliminary results, however, 
failed to be upheld by the comprehensive study commissioned by the Financial 
Accounting Standards Board [Dukes, 18] which concluded that the issuance and 
implementation of FASB Statement No. 8 did not appear to have had significant 
detectable effects on the security returns of multinational firms. 
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Second, in efficient foreign exchange markets, currencies' prices adjust instanta-
neously to the inflation rates differential (Purchasing Power Parity hypothesis), 
thus leaving unchanged the true economic exposure to foreign exchange risk of a 
multinational corporation or of its foreign affiliates. The prescription in this case 
is simple: elaborate assessment of a firm's exposure to the inflation-cum-devalu-
ation cycle is redundant and, a fortiori, managing economic exposure is about as 
irrelevant as managing accounting exposure. This point of view is elaborated 
upon by Aliber [3] and Giddy [30c]. 
Obviously, the operational value of such an extreme policy prescription will de-
pend on the nature of the exchange rate system and the degree to which 
exchange rates reflect the relative internal purchasing power of any pair of cur-
rencies. Under a system of pegged yet adjustable exchange rates, par value ad-
justments may significantly lag price inflation differentials and the competitive 
position of the firm will be significantly and lastingly affected, thus calling for a 
strategic overhaul of the production and marketing policies. In the case of a do-
mestic or an exporting company, an exchange rate adjustment that fails to re-
flect the true cost constraints of the sector in which the firm is operating will 
open new market horizons that would have been missed had the firm failed to rec-
ognize and/or anticipate correctly its true economic exposure. 

Even in a world of floating exchange rates, which are being increasingly charac-
terized as efficient, managing economic exposure may be a less dubious under-
taking than implied by this second version of the Market Efficiency hypothesis. 
Instantaneous exchange rates adjustment to price levels differential will gener-
ally fail to capture the discrepancies among various sectorial price level movements 
that may indeed affect the true economic exposure of the firm. The sensitivity of 
the firm's cash flows to sectorial price movements should be carefully monitored 
and incorporated in marketing, production and financial plans. Even under strict 
conditions of foreign exchange market efficiency and positive bankruptcy costs, 
Dufey and Giddy [17] still prescribe that Management of Foreign Exchange Risk 
should aim at "structuring the firm's liabilities in such a way that any unantici-
pated change in the return on assets is offset, as far as possible, by a change in 
the effective cost of liabilities." 

FOREIGN EXCHANGE RISK MANAGEMENT: DIRECTIONS FOR FURTHER RESEARCH 

Nearly all normative research efforts in the area of foreign exchange risk man-
agement have focused exclusively on short-term decisions involving accounting 
exposure components of a firm's working capital and one may wonder why the 
case of stochastic transaction and translation exposures has altogether been ig-
nored. Consider, for instance, the case of captive insurance companies which di-
versify their portfolio of underwriting activities by reinsuring a "layer" of foreign 
risk; clearly, the magnitude of the transaction exposure is unknown (stochastic). 
Bidding on foreign projects or acquisitions of foreign companies will similarly en-
tail stochastic exposures whose magnitude can be characterized at best by a 
subjective probability distribution. Similarly, hedging translation exposure 
always assumes that the translation exposure is known with certainty whereas, 
in fact, it is extracted from pro forma statements and, thus, should be considered 
as a random variable for Foreign Exchange Risk Managment purposes. 
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Furthermore, the longer-term dimension of Foreign Exchange Risk Manage-
ment - tha t is, long-term debt financing and debt refunding in a multicurrency 
world —has hardly been considered. 

In addition, most research undertakings-with two exceptions [Gull 35 and 
Makin 50b] —were limited to a two-currency world (foreign currency in which the 
exposure is incurred and reference currency [$] in which the MNC's financial 
statements are disclosed) thereby ignoring the diversification effect of holding a 
portfolio of exposures denominated in currencies whose prices are correlated. 
Moreover, transaction and translation exposures were handled separately with 
no attempt at reconciling the two constructs into an operationally meaningful 
single aggregate index of real exposure to foreign exchange risk. 
Finally, all decision models-wi th one exception [Shapiro and Rutenberg [69a]-
were one-period models, thereby disregarding the sequential nature of Foreign 
Exchange Risk Management problems. The creation of new financial in-
struments such as interest rate futures, however, is opening new opportunities 
for research in this area as it provides information on future forward exchange 
rates —indeed a critical informational input for such decision models. 

F O O T N O T E S 

1. Donald R. Lessard, International Financial Management (Boston: Warren, Gorhan and 
Lamont, 1979), p. 353. 
2. For an analogous, but strictly qualitative four-step sequence see Korth [42a]. 
3. This concept of market efficiency should be clearly distinguished from the concept of 
market perfection. Market perfection is certainly a sufficient condition of market efficiency 
but it is not a necessary one. As long as transactors take into account all available infor-
mation, even large transaction costs that inhibit the flow of transactions do not in them-
selves imply that when transactions do take place, exchange rates will not "fully reflect" all 
available information. 
4. This three-tier categorization of Market Efficiency was suggested by Eugene Fama [23] 
for empirical testing purposes in the context of stock prices. 
5. Failure to establish the weak form of Market Efficiency would lend credence to the Price 
Dynamics view of exchange rates behavior. One version of the Price Dynamics hypothesis 
(the so-called "bandwagon" theory) asserts that a subset of market participants (market 
leaders) are known or simply perceived by the rest of market participants (market 
followers) to have earlier access to more timely and more accurate information concerning 
factors affecting future spot exchange rates and/or to have the use of more sophisticated 
forecasting models. Thus when the price of a currency begins to fall (to rise) market 
followers will "jump on the bandwagon"; that is, join in the selling (buying) pressure as they 
attribute the price change to a signal that market leaders (who know better) have them-
selves begun to sell (to buy). In so doing, market followers will be pushing the currency 
price down (up) further until it overshoots its equilibrium level and the trend eventually 
reverses itself. Clearly this view of exchange rates behavior supports the hypothesis that 
past exchange rates contain useful information in forecasting future exchange rates as in-
formation only disseminates itself slowly among market participants, thus disproving the 
Market Efficiency hypothesis. 
6. For a critical evaluation of testing methodologies see Kohlhagen [41a, pp. 32-34]. 
7. A dissenting and somewhat unconventional opinion is offered by Papadia [59] who 
challenges the view that the forward exchange rate is equal to the future spot exchange 
rate and argues that: 

one of the two currencies which is exchanged in a forward transaction is riskier than the other. This 
implies that the party buying forward the riskier currency will require a premium to enter the con-
tract. Such a premium will necessarily be expressed as a difference between the forward and the 
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expected spot rate. The two parties could agree on a future price and still enter the forward con-
tract with a different one. 

8. See for example Siegel's paradox [71] based on Jensen's inequality; McCulloch [52] sug-
gests however that the bias introduced by looking at only one side of the market is negligi-
ble. 
9. For an in depth discussion of the Modern Theory see Grubel [34] and Stoll [74]. 
10. Such an attitude toward risk by speculators would result into an infinitely elastic spec-
ulators' schedule. 
11. An econometric model must contain a stochastic element to permit statistical infer-
ence from the data. The usual procedure is to hypothesize a model of varying degree of so-
phistication that should account for the phenomenon under review and then to add, almost 
as an after-thought, a disturbance or random error term to which convenient statistical 
properties are ascribed. This residual random error term represents in an undeterminate 
way all the factors that are ignored in the systematic part of the model. 
12. Concerning the error term, e(t), the following six conditions for a correct use of multire-
gression analysis are all too often ignored: (1) E[e(t)] = 0, (2) Var[e(t)] is constant and finite 
(homoscedasticity), (3) zero covariance between any two dependent variables 
(multicollinearity), (4) Cov[e(t), e(t-k)] = 0, (5) Cov[e(t), dependent variable] = 0, and finally, 
(6) the error term is normally distributed e(t) = N(0,s

2
)-

13. For a more limited attempt, see the model developed by Chemical Bank and discussed 
in Teck [75]. 
14. The concept of economic exposure is really the microeconomic analog of the well-
known macroeconomic problem of balance of payments adjustment (or lack of) to chang-
ing exchange rates. 
15. For reasons why the Interest Rate Parity theorem may fail to hold, see the comprehen-
sive review monograph by Kohlhagen [41a], especially Section II. A primary explanation for 
observed deviations from Interest Rate Parity is transaction costs. For an attempt at mea-
suring these costs, based on an ingenious device (trilateral arbitrage), see Levich [45b]. 
Levi [44a] shows that asymmetrical tax treatments of exchange capital gains/losses and in-
terest income generally result in different after-tax Interest Rate Parity equilibria from the 
before-tax equilibria generally tested for in existing empirical work. 
16. However no specific utility function model is used, which leaves the decision rules de-
void of any operational content. 
17. For a comprehensive discussion of artificial currency units, see Archeim and Park [5]. 
An empirical assessment of risk reduction provided by denominating contracts in artificial 
currency units is provided in Aubey and Cramer [6] as well as in Severn and Meinster [66] 
with the later study focusing exclusively on the use of SDRs. 
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INTERNATIONAL TAXATION 

C H A P T E R 25 

American taxation of multinational firms 
Thomas Horst 

Taxation of the multinational firm's for-
eign income has been debated continually 
over the last fifteen years. In the early 1950's 
the U.S. Treasury proposed to eliminate the 
deferral of U.S. taxes on foreign sub-
sidiaries' retained earnings, in order to dis-
courage the flow of direct investment capi-
tal abroad and to hasten the repatriation of 
direct investment income.

1
 The Congress 

was unwilling to take so large a step, but in 
the Tax Reform Act of 1962 did require 
dividend income from developed countries 
to be "grossed up" and did limit the tax-
haven abuse of deferral.

2
 In the late 1960's 

the AFL-CIO grew increasingly concerned 
that U.S. multinationals were "exporting 
jobs" and called for the repeal of deferral 
and the foreign tax credit.

3
 The New Eco-

nomic Policy announced by President 
Nixon on August 15, 1971 sought to im-
prove the balance of payments through a 
variety of measures including a tax prefer-
ence for export income, the Domestic Inter-
national Sales Corporation (D/SC).

4
 A pri-

*Fletcher School of Law and Dip lomacy . Research 
was supported by a contract with the U.S. Treasury 
which endorses neither the methods nor the conclu-
sions of this analysis. T h o m a s Pugel was instrumental 
in developing the mathematical analysis and the com-
puter program used in empirical s imulations. Gary 
Hufbauer, James N u n n s , and George Kopits have 
devoted considerable time to earlier versions of the 
paper and made numerous constructive criticisms. 

'"Deferral" means taxing the dividends, but not the 
retained earnings, of a subsidiary. The evolution of 
U.S. taxation of foreign-source income is more fully 
described in the forthcoming study by C. Fred Berg-
sten, T h o m a s Horst, and Theodore Moran, ch. 6. Gary 
Hufbauer and David Foster provide a thorough analy-
sis of deferral and its relationship to other aspects of 
current U.S. tax policy. 2

" G r o s s i n g up" means basing the tentative U.S. tax 
(i.e., before deducting the tax credit) on subsidiaries' 
dividends inclusive of the foreign income taxes allo-
cable to those dividends. 3

T h e foreign tax credit al lows U.S. investors to re-
duce their U.S. income tax liability by the amount of 
foreign income and withholding taxes paid to foreign 
governments; see below. 4

A DISC is essentially a dummy corporation estab-
lished to receive tax-sheltered export income; half of 

mary argument in convincing Congress of 
the merits of DISC was that export income 
should enjoy a tax deferral comparable to 
foreign investment income. Although the 
union-backed Burke-Hartke Bill to repeal 
deferral and the foreign tax credit was voted 
down decisively in 1973, the Senate version 
of the Tax Reduction Act of 1975 would 
have eliminated deferral. Although this pro-
vision was dropped by the House-Senate 
conference committee, a special subcom-
mittee chaired by Congressman Rosten-
kowski of the House Ways and Means 
Committee was established to study de-
ferral and related issues more thoroughly. 
Finally, the Treasury implemented new 
guidelines for Sections 861-864 of the In-
ternal Revenue Code which will create a 
strong tax incentive for U.S. investors to 
charge their foreign subsidiaries more for 
research and development undertaken by 
the parent. In opposing all these changes in 
U.S. policy, the multinationals have argued 
that higher taxes would undermine their 
competitiveness in world markets without 
helping U.S. exports, employment or the 
balance of payments. 

This paper analyzes the profit-maximiz-
ing behavior of a multinational firm and 
explores the impact on that behavior of re-
pealing deferral, compelling higher charges 
for R & D to foreign subsidiaries, and elimi-
nating the foreign tax credit. My model is 
limited in obvious respects: the analysis is 
static, not dynamic; the "multinational" in-
vests at home and in one foreign country; 
and exports between parent and subsidiary 
are ignored. Higher U.S. taxes on foreign 
investment income may encourage the firm 
to invest more at home and less abroad, 
but that substitution is not necessarily 
matched by an increase in the parent's ex-

that income must be paid out as a dividend and 
thereby subject to U.S. taxation, but half may be rein-
vested in export-related assets, such as export accounts 
receivable. 

* This article is reprinted, with permission, from the American Economic Review (June 1977) pp 
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PORTS OR A DECREASE IN ITS IMPORTS. T H E 

MODEL'S PRIMARY VIRTUE IS INCORPORATING 

SEVERAL COMPLEX FEATURES OF U.S. TAX POLICY 

INTO A COHERENT ANALYSIS OF MULTINATIONAL 

INVESTMENT BEHAVIOR. I EXPLORE NOT ONLY THE 

LOCATION OF REAL INVESTMENT, BUT ALSO THE 

OPTIONS FOR FINANCING THAT INVESTMENT. A S I 

SHALL SHOW, U.S. TAX POLICY AFFECTS FIRMS' 

FINANCIAL BEHAVIOR, AND THAT BEHAVIOR IN 

TURN MITIGATES THE IMPACT OF TAX POLICY ON 

THE LOCATION OF NEW INVESTMENT. FINALLY, I 

HAVE KEPT THE ANALYSIS SIMPLE ENOUGH TO BE 

ABLE TO CONSTRUCT ROUGH ESTIMATES OF ITS 

PARAMETERS AND SIMULATE THE POSSIBLE I M -

PACT OF VARIOUS TAX CHANGES. IN THE FOLLOW-

ING SECTIONS I SET FORTH THE BASIC MODEL, 

DESCRIBE THE IMPACT OF VARIOUS TAX CHANGES, 

AND S U M M A R I Z E THE MORE IMPORTANT CONCLU-

SIONS. T O AID THE READER, THE MATHEMATICAL 

NOTATION IS S U M M A R I Z E D IN A P P E N D I X T A -

BLE A L . 

I. The Basic Model 

IT IS A S S U M E D THAT A MULTINATIONAL FIRM 

STARTS WITH AN EXISTING STOCK OF FOREIGN AND 

DOMESTIC INVESTMENT A N D SEEKS THE OPTIMAL 

CHANGE IN ITS POSITION OVER THE NEXT YEAR. 

BECAUSE THE EARNINGS GENERATED BY EXISTING 

INVESTMENTS ARE AN IMPORTANT SOURCE OF 

CAPITAL FOR NEW INVESTMENT, WE CANNOT IG-

NORE THE ROLE OF THE PAST IN SHAPING THE 

PRESENT. T O BE SPECIFIC, A S S U M E THAT CURRENT 

REVENUES (NET OF LABOR AND MATERIAL COSTS, 

BUT GROSS OF INTEREST EXPENSES AND I N C O M E 

TAXES) R D E P E N D ON THE EXISTING STOCK OF 

INVESTMENT / 0 , PLUS NEW INVESTMENT UNDER-

TAKEN DURING THE CURRENT PERIOD / . 

( 1 ) R = R(Io + /) 

(2) R* = /?*(/? + /*) 

A N ASTERISK DIFFERENTIATES THE PARENT'S D O -

MESTIC INVESTMENT FROM ITS FOREIGN S U B -

SIDIARY'S. PRESUMABLY, THE MARGINAL A N D 

AVERAGE RETURN ON INVESTMENT AT H O M E OR 

ABROAD DECLINES AS THE LEVEL OF INVESTMENT 

E X P A N D S . 

T H E ANALYSIS FOCUSES NOT ONLY ON THE 

LEVELS OF FOREIGN AND DOMESTIC INVESTMENT, 

BUT ALSO O N THE FINANCING OF THAT INVESTMENT. 

FOR SIMPLICITY'S SAKE WE IGNORE THE MARKET 

FOR NEW EQUITY AND CONCENTRATE ON THAT FOR 

DEBT. RATHER THAN EXPLORING DIRECTLY THE D E -

TERMINANTS OF AN OPTIMAL DEBT-EQUITY RATIO 

FOR THE PARENT, SUBSIDIARY, A N D / O R CON-

SOLIDATED ENTERPRISE, IT IS MERELY A S S U M E D 

THAT NEW FUNDS ARE AVAILABLE AT H O M E AND 

OVERSEAS AT INCREASING RATES OF INTEREST. 

T H E S E INCREASING INTEREST RATES COULD REFLECT 

EITHER THE THINNESS OF LOCAL CAPITAL MARKETS 

OR LENDERS' FEARS OF THE INSOLVENCY OF THE 

BORROWER. IN EITHER EVENT, TOTAL BORROWING 

COSTS Β CONSIST OF THOSE INCURRED BY PAST 

BORROWING L 0, PLUS THOSE RESULTING FROM 

NEW BORROWING, L: 

(3) Β = B(L0 + L) 

(4) B* = B*(L$ + L*) 

T H E LEVELS OF INVESTMENT A N D BORROWING ARE 

LINKED BY BALANCE SHEET CONSTRAINTS. FOR THE 

FOREIGN SUBSIDIARY NEW INVESTMENT / MUST 

EQUAL NEW BORROWING L, PLUS NEW FUNDS O B -

TAINED FROM THE PARENT F , AND THE S U B -

SIDIARY'S OWN RETAINED EARNINGS ER: 

(5) / = L + F + ER 

T H E PARENT'S NEW INVESTMENT / * MUST EQUAL 

ITS OWN NEW BORROWING L * , LESS NEW FUNDS 

ADVANCED TO THE SUBSIDIARY F, PLUS ITS OWN 

RETAINED EARNINGS: 

(6) I* = L* - F + E* 

IT IS ALSO A S S U M E D THAT THE FOREIGN S U B -

SIDIARY CAN DEDUCT FROM ITS TAXABLE INCOME 

INTEREST ON W/RAFIRM DEBT AS WELL AS ROYAL-

TIES, HEADOFFICE CHARGES A N D OTHER SUCH P A Y -

MENTS FOR INTRAFIRM SERVICES. ALTHOUGH I 

WANT TO P O S T P O N E FOR THE M O M E N T THE ROLE 

OF TAX AVOIDANCE IN DETERMINING SUCH P A Y -

MENTS, LET M E NOTE HERE THAT INTRAFIRM IN-

TEREST EXPENSES D E P E N D ON THE INTRAFIRM IN-

TEREST RATE ip, AND THE RATIO OF DEBT TO TOTAL 

INTRAFIRM TRANSFER OF CAPITAL (DEBT PLUS 

E Q U I T Y ) / TOTAL INTRAFIRM INTEREST P A Y M E N T S 

EQUAL THOSE ON PAST BORROWING, iPof0EQ, PLUS 

THOSE ON NEW BORROWING, ipfF. LIKEWISE, IT 

WILL BE A S S U M E D THAT ROYALTIES, HEADOFFICE, 

AND OTHER INTRAFIRM CHARGES VARY AT LEAST IN 

THE SHORT RUN IN PROPORTION h TO THE FOREIGN 

SUBSIDIARY'S TOTAL INVESTMENT, / 0 + / . T H U S , 

THE FOREIGN SUBSIDIARY'S TAXABLE INCOME EB 

EQUALS THE REVENUES FROM INVESTMENT / ? , 

M I N U S THE INTEREST P A I D TO OUTSIDE LENDERS B, 
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(9) E R = (I - p) (I - t) E B

5Legally speaking, the foreign subsidiary pays the
income tax, and the U.S. parent is only deemed to have
paid those taxes.

Thus, the retained earnings available for re
investment by the foreign subsidiary ER, as
shown in equation (5) above, are

the interest paid to the U.S. parent
ipofo Fo + ipfF, and payments for royalties,
headoffice services, and the like, h(lo + I):
(7) EB = R - B - (iPQfoFo + ipfF)

- h(lo + I)
Next it is assumed that the subsidiary

pays income taxes at the rate t, and that the
dividends paid to the parent D are some
proportion p of income after taxes:

387the purposes of determining U.S. taxes ex
ceeds the cash actually received by the
parent. Note further that U.S. taxable in
come includes the dividends, but not the re
tained earnings of the foreign subsidiary.
That is the essence of deferral.

The taxes paid to the U.S. Treasury T*,
equal the U.S. tax rate t * times taxable in
come E:, less the foreign tax credit Tt:

( (2) T* = t *E: - T~

The U.S. 'investor can claim a foreign tax
credit equal to the lesser of two amounts: I)
the withholding taxes on dividends, interest,
royalties, etc. plus the income taxes deemed
paid on the dividends; and 2) the U. S. tax
rate 6 times total foreign-source income:

(13) T~ = min {W + ~,t* •
I - t

[ipofoFo + ipjF + h(lo + I) + D/(l - t)J}

If foreign taxes paid or deemed paid are less
than the maximum creditable-the U.S.
taxes which would have been due on the
foreign-source income-the investor is said
to have a deficit of tax credits. U sing the
withholding tax formula (10), we can prove
that the investor will have a deficit of
foreign tax credits if and only if the share
weighted average of foreign tax rates is less
than the U.S. income tax rate:

6 Actually the foreign tax credit is limited not by the
statutory tax rate but by the ratio of the firm's tenta
tive U.s. taxes (i.e., before tax credits) to its total tax
able income. If the firm has capital. gains or certain
other favorably taxed income, the statutory rate may
exceed its aven~ge tax rate.

(14)

SBWB + SHWH + sD[wD(1 - t) + t] < t*
where SB, SH, and SD sum to unity and are
the shares of interest, royalties, and other
such fees, and dividends, respectively, in the
U.S. investor's foreign-source income. Con
dition (14) indicates that even if the foreign
tax burden on dividend income w D ( I - t) +
t exceeds the U.S. tax rate t*, the investor
may yet avoid having surplus foreign tax
credits by making sufficiently large interest
and royalty payments. Let us rewrite the
formula for the foreign tax credit as:

D = p(1 - t)EB(8)

Most foreign governments collect not just
an income tax, but also withholding taxes (a
typical rate would be 10 to 15 percent) on
dividends, interest, royalties, and other pay
ments to U.S. investors. Total withholding
taxes paid W, equal:

(10) W = W D D + wB{ipofoFo + ipfF)
+ wHh(/o + I)

where WD, WB, and WH are the withholding
tax rates for dividends, interest, and royal
ties, headoffice charges, etc., respectively.

We can now turn to U.S. tax policy.
Rather than taxing foreign investment in
come net of foreign income and withhold
ing taxes, the United States bases its tax on
foreign-source income gross of foreign taxes
and then grants a tax credit for foreign
taxes paid. In my notation U.S. taxable in
come E; equals domestic income net of in
terest costs R* - B*, plus interest, royal
ties, or other such receipts for intrafirm
services and dividends:

(II) E: = R* - B* + (ipofoFo + ipfF)
+ h(lo + I) + Dj(1 - t)

Note that intrafirm income receipts are not
reduced by the withholding tax and that
dividends have been grossed up to include
the foreign income taxes udeemed paid" on
those dividends. 5 Foreign-source income for



(21) E* _ E: + ER
C - 1 _ p*

= (1 - t*) (R* - B*) + (1 - t) (R - B)
- [t* - t + x(wB ;- t*)] (ipofoFo + ipfF)
- [t* - t + x(wH - t*)] h(/o + I)
- [t* - t + x(wD(I - t) + t - t*)]

pER/(I - t) (1 - p)

The multinational firm has seven degrees of
freedom in maximizing consolidated in
come. It can set four intrafirm financial
parameters-ip , f, h, and p-plus the rates
of new domestic and foreign investment 1*
and I, and the rate of transferring new cap
ital to its subsidiary F. All other variables in
equation (21) are either predetermined or
will be determined by these seven values.

We distinguish the four intrafirm finan
cial parameters, ip , f, h, and p, from the
three remaining controls, 1*, I, and F, be
cause the former should be minimized or
maximized accordin~ to straightforward,
tax-avoidance criteria, while the latter must
satisfy standard first.order conditions. Let
us look first at the intrafirm financial
parameters for their optimal values can be
determined by a close inspection of equa
tion (21). We obviously need to differentiate
between cases where an investor has a defi-

I have little direct eviaence on what, if any
thing, a multinational strives to maximize
and have chosen consolidated after-tax
earnings E~ because it seems to be as rea
sonable and as convenient an objective as
any. I should note, however, that this ob
jective function does not discount the value
of earnings retained abroad despite the
probable tax cost of repatriating those
funds as dividends. Th us the behavioral
assumption would most aptly characterize a
management-controlled firm whose primary
objective was the growth of the firm and for
whom dividends to shareholders are com
parable to a tax on consolidated earnings.

What should the firm do to maximize its
consolidated earnings? To begin to answer
this question, let us substitute several of the
earlier formulas into equations (17) and (20)
and rewrite consolidated after-tax earnings
as:

E~ = EJ + ER

W + ~ - xl(wB - t*)
1 - t

(ipofoFo + ipfF)
+ (WH - t*)h(/o + I)
+ [wD(I - t) + t - t*]

D/(I - t)l

E~ = __1_ (E: + ER )
1 - p*

It is assumed that the multinational firm
seeks to maximize either consolidated after
tax earnings or, equivalently, consolidated
retained earnings available for investment.

( 17)

(20)

(15) T~

To close out the model, we need to specify
the parent's dividends and consequently its
earnings available for reinvestment. I t is as
sumed that the dividends paid to the ulti
mate shareholders D* are some constant
proportion p* of consolidated after-tax
earnings:

(18) D* = p*E~

The parent's retained earnings are the dif
ference between its after-tax income and its
dividends:

(19) E: = EJ - D* = (E~ - ER )

- p*E~ = (1 - p*)E1: - ER

From (19) it is apparent that consolidated
after-tax earnings E~ are proportionate to
consolidated retained earnings available for
investment:

where x is a binary variable equal to zero if
and only if the investor has a deficit of for
eign tax credits, i.e., condition (14) is satis
fied. While equation (15) looks messier than
(13), it is more tractable analytically.

The U.S. parent's after-tax income E:
equals its before-tax income E:, less its
U.S. taxes T*, and the foreign taxes in
cluded in its taxable income:

(16) E~ = E: - T* - [W + tD/(1 - t)]

The consolidated, after-tax income of the
multinational enterprise equals the parent's
after-tax income (which includes dividend
income from its foreign subsidiary) plus the
subsidiary's retained earnings:
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cit, rather than a surplus, of foreign tax 
credits. 

Deficit Case: A deficit of tax credits 
obtains when foreign tax rates are compara-
tively low, condition (14) can be satisfied, 
and thus χ = 0. In this case the firm should 
minimize royalties, interest, dividends, and 
all other forms of repatriating income. For-
eign investment should be financed insofar 
as possible out of retained earnings rather 
than new funds obtained from the parent. If 
funds must be repatriated in one form or 
another, the investor will, so far as taxes are 
concerned, be indifferent among interest, 
royalties, headoffice charges, or dividends. 
Each generates the same increase in total 
tax payments. 

Surplus Case: A surplus of tax credits 
obtains when foreign tax rates are compara-
tively high, condition (14) is violated, and 
thus χ = 1. In this case the firm should 
maximize royalties, headoffice charges, in-
terest payments, and all other intrafirm 
charges deductible from the foreign sub-
sidiary's income and minimize dividend pay-
ments. By substituting one form of income 
repatriation for another, the investor can 
reduce its foreign income taxes without a 
corresponding increase in its U.S. taxes. A 
multinational firm, in short, has a clear tax 
incentive to manipulate its intrafirm ac-
counts to avoid generating excess tax cred-
its. 

Let me hasten to add that multinational 
firms have less than full flexibility in manip-
ulating intrafirm accounts and that in actual 
practice tax avoidance is not the only cri-
terion affecting the firm's behavior. Na-
tional tax authorities strive to protect the 
local tax base: foreign governments may 
limit deductible payments to parent firms, 
and the United States applies its "arm's-
length" standard to intrafirm interest rates, 
royalties, etc..

7
 Likewise, foreign exchange 

authorities frequently limit intrafirm trans-
actions to improve the balance of payments 
—witness the U.S. balance-of-payments 

7
The arm's length standard obligates an American 

investor to use transfer prices equal to those which 
would have prevailed between an independent buyer 
and seller. 

guidelines affecting dividend repatriation in 
the late 1960's. Furthermore, the multi-
national may be willing to pay higher taxes 
in order to withdraw its income from weak-
currency countries or to minimize its expo-
sure to expropriation. But taxes do matter. 
Sidney Robbins and Robert Stobaugh (pp. 
28-29 and 77) found that intrafirm debt-
equity ratios and the methods of income 
repatriation reflected tax considerations. 
George Kopits(1972, 1974) found that sub-
sidiaries' dividend payout rates were higher 
the lower the tax cost of paying dividends 
and that royalty rates were manipulated to 
offset excess tax credits generated by divi-
dends. 

Consolidated income depends also on the 
rates of new domestic and foreign invest-
ment /* and /, and new funds advanced to 
the foreign subsidiary F. The first-order 
condition obtained by taking the partial de-
rivative of £? with respect to domestic in-
vestment /* is:

8 

(22) r* = b* 

The marginal revenue from new domestic 
investment r* should equal the marginal 
cost of newly borrowed funds in the United 
States, b*. The analogous condition with re-
spect to new foreign investment / is slightly 
more complicated: 

where //is defined to be the effective rate of 
global (foreign plus U.S.) taxation of the 
foreign subsidiary's income. Assuming the 
investor succeeds in avoiding a surplus of 
foreign tax credits, this effective rate of 
taxation is simply a weighted average of the 
foreign and U.S. income tax rates: 

(24) tf = pt* + (1 - p)t = / + P(t* - t) 

The portion of foreign subsidiary earnings 
paid out as dividends p , is taxed at the U.S. 

8
The derivations of the first-order conditions and 

the equations of change are straightforward, but ex-
ceedingly cumbersome. Because they will be published 
in the Mathematical Appendix to Bergsten, Horst, and 
Moran, ch. 6, and are available from the author on 
request, they are not reproduced here. 
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(23) r = b , ('* - ' / ) * 
(1 - //) 



rate /*, while that portion retained by the 
subsidiary 1 — />, is taxed at the foreign rate 
t. The second term on the right-hand side of 
condition (23) recognizes that increased for-
eign investment generates higher headoffice 
and other such charges and that such in-
come will be taxed at the U.S., rather than 
the foreign, rate. Practically speaking, this 
second term on the right-hand side of con-
dition (23) is small, and the foreign sub-
sidiary equates the marginal revenue from 
new investment to the marginal cost of 
locally borrowed funds. 

The third and most interesting first-order 
condition is obtained from the derivative of 
consolidated income with respect to new 
funds advanced to the subsidiary F: 

(25) 

( 1 - t*)b* = ( 1 - tf)b - (t* - tf)ipf 

The significance of this condition is grasped 
more readily if we contrast two extreme 
cases, the equity-only and the debt-only in-
vestor. Suppose, first, that an American 
company invests overseas, borrows in local 
capital markets, but limits its own invest-
ment in its subsidiary to equity participa-
tion. That is to say, there is no intrafirm 
debt, only equity. This method of financing 
foreign investment is certainly encouraged 
by current U.S. tax policy, since debt gives 
rise to interest payments and thereby shifts 
income to the more highly taxed U.S. par-
ent. In this equity-only case , /= 0, and con-
dition (25)reduces to: 

(26) ( 1 - t*)b* = ( 1 - tf)b 

The optimal transfer of new funds to the 
subsidiary equates the after-tax return on 
equity in the two countries. If the U.S. in-
come tax rate t* exceeds the foreign income 
tax rate /, it will also exceed th and the for-
eign investor will have an implicit tax in-
centive to invest abroad rather than in the 
United States. 

Suppose for the sake of contrast that the 
American investor disregards the tax ad-
vantages of equity and relies exclusively on 
debt to finance new foreign investment. 
Suppose further that it was willing and able 
to charge interest equal to the subsidiary's 

marginal cost of newly borrowed funds b. 
In this case, / = 1 , ip = by and condition (25) 
reduces to: 

(27) b* = b 

The multinational has no tax incentive to 
favor foreign investment over domestic, for 
at the margin they both generate equal tax 
payments. While deferral may reduce U.S. 
taxes and thus leave the multinational with 
additional funds for global investment, it 
would not bias the location of that invest-
ment. Although condition (27) represents a 
hypothetical extreme, it points up an im-
portant conclusion: deferral encourages an 
American investor to favor foreign over 
domestic investment 1 ) the lower the for-
eign income tax rate, 2) the lower the rate of 
dividend repatriation, 3) the lower the ratio 
of debt to new capital (debt plus equity) 
transferred to the subsidiary, and 4 ) the 
lower the interest charged on intrafirm debt. 
Deferral thus encourages the American in-
vestor to use equity rather than debt in 
financing foreign investment, and the more 
equity used, the greater is the implicit bias 
towards foreign and against domestic in-
vestment. 

II. The Impact of Changing U.S . Tax Policy 

A. Repealing Deferral 

In this section we will explore the impact 
of three proposed changes in current U.S. 
tax policy: repealing deferral; increasing 
R&D charges to foreign subsidiaries; and 
eliminating the foreign tax credit. If deferral 
were repealed, U.S. taxable income would 
include the grossed-up value of the foreign 
subsidiary's retained earnings ER/(\ - t) in 
addition to the income shown in equation 
( 1 1 ) above. The U.S. taxable income and 
consolidated before-tax income now be-
come one and the same: 

(28) ES = (R* - B*) + (R - B) 

Assuming the foreign tax credit would be 
extended to include all foreign income taxes 
paid, not just those associated with divi-
dends, consolidated after-tax income would 
equal: 
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(29) Et = (1 - /*)(/?* - Β* + R - Β) 

- x { w B - t*)(iPof0Fo + iPfF) 

+ (w„ - t*)h(I0 + /) 

+ [*dP(\ - t) + t - t* 
(1 - - o . 

As long as foreign income and withholding 
tax rates are low enough, or royalties, in-
terest, and other such charges can be kept 
high enough to avoid a surplus of tax cre-
dits, χ = 0, and the multinational firm has 
no further tax incentives to minimize or 
maximize the use of debt, intrafirm interest 
rates, royalties, dividends, or the like. The 
only tax consideration affecting the intra-
firm accounts would be the desire to avoid 
excess tax credits. 

Turning from the intrafirm financial 
parameters to the rates of new domestic and 
foreign investment and new capital trans-
ferred to the subsidiary, the first-order con-
ditions for maximizing consolidated income 
are: 

(30) 
(31) 
(32) 

/•* = b* 

r = b 

b* = b 

All the tax terms have cancelled each other 
out. Without deferral marginal revenue 
from new investment should equal the mar-
ginal cost of newly borrowed funds both 
within and between the two countries. Gone 
would be the implicit tax incentive to invest 
abroad rather than in the United States.

9 

To determine the amounts by which for-
eign and domestic investment might change, 
we must take the total derivatives of the 
original first-order conditions, (22), (23), 
and (25). Assuming for the moment that the 
intrafirm financial ratios ip, f, h, and ρ re-
main fixed, we obtain three equations in 
three unknowns (dl*y dl, and dF) and one 

9
l n ac tua l prac t ice , va r ious nonneu t r a l i t i e s wou ld 

remain . F o r e x a m p l e , the U.S. i nves tment tax credi t 
does not apply to foreign inves tment , a n d s ta te a n d 
local i ncome taxes a re only deduc t ib le from U.S. fed-
eral i ncome taxes , while a n a l o g o u s foreign taxes w o u l d 
be c red i tab le . These r ema in ing nonneu t r a l i t i e s a r e 
carefully eva lua ted by H u f b a u e r a n d Fos t e r . 

known Λ ; = (1 - p)(t* - 0· Rather than 
presenting the messy formulas,

10
 let me de-

scribe the nature of the calculations and 
then proceed to some numerical examples. 
The impact of eliminating deferral can be 
decomposed into a substitution and liquidity 

effect. When U.S. taxes due on foreign in-
vestment income increase, the investor di-
verts fewer funds to foreign investment and 
more to domestic. This is the substitution 
effect. The liquidity effect derives from 
higher taxes: with fewer funds available for 
reinvestment and with outside funds becom-
ing increasingly costly, the multinational 
cuts back on its global investment. The sub-
stitution and liquidity effects both reduce 
the rates of new foreign investment and new 
funds transferred to the foreign subsidiary. 
New domestic investment will increase if 
the positive substitution effect outweighs 
the negative liquidity effect. 

My numerical examples are based upon 
the 1974 experience of American-owned 
manufacturing subsidiaries—see Appendix 
Table A2. Most of our model's parameters 
were roughly estimated from published sta-
tistical sources. For example, the average 
foreign income tax of 39 percent and aver-
age dividend payout rate of 42 percent im-
plied an effective rate of global taxation of 
foreign subsidiary income of 42.8 percent. 
Thus, eliminating deferral would raise the 
effective rate of taxation from 42.8 percent 
to the U.S. rate of 48 percent, an increase of 
5.2 percent. The parameters I could not esti-
mate from any published sources were the 
elasticities of investment demand or bor-
rowing costs implicit in equations (1) 
through (4) above. Accordingly, I arbi-
trarily assumed that the elasticities of the 
marginal revenue from new investment and 
marginal cost of new borrowing were equal 
to two and then compared those results 
with others based on higher or lower elas-
ticities. 

The numerical calculations of the impact 
of eliminating deferral are summarized in 
Table 1. Notice that I have scaled my ex-
ample to make it appear that all new invest-
ment by foreign manufacturing affiliates of 

, 0
S e e fn. 8 a b o v e . 
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TABLE 1 — E S T I M A T E D IMPACT OF REPEALING DEFERRAL . ON NEW DOMESTIC 

A N D F O R E I G N INVESTMENT , NEW F U N D S ADVANCED TO SUBSIDIARIES, 

C O N S O L I D A T E D AFTER-TAX INCOME, A N D DOMESTIC A N D F O R E I G N TAXES 

PAID BY U.S. MANUFACTURERS , 1974 

CASE 2 (MORE CASE 3 ( L E S S 

CASE 1 ELASTIC INVESTMENT) ELASTIC BORROWING) 

INITIAL ABSOLUTE PERCENTAGE ABSOLUTE PERCENTAGE ABSOLUTE PERCENTAGE 

VALUE CHANGE CHANGE CHANGE CHANGE CHANGE CHANGE 

DOMESTIC INVESTMENT 36,400 1,429 3.9 3,613 9.9 1,360 3.7 
FOREIGN INVESTMENT 18,300 -1,549 -8.5 -3,789 20.7 -1,579 -8.6 
N E W F U N D S FOR SUBSIDIARY 2,710 -2,466 -91.0 -4,642 -171 -2,028 -75 
CONSOLIDATED AFTER-TAX INCOME 15,194 -532 -3.5 -477 -3.1 -534 -3.5 
U.S. TAXES PAID 6,005 545 9.1 501 8.3 532 8.9 
FOREIGN TAXES PAID 5,001 -80 -1.6 -148 -3.0 -65 -1.3 

Note: INITIAL VALUES AND ABSOLUTE CHANGES EXPRESSED IN MILLIONS OF DOLLARS. CASE I ASSUMES THE VALUES FOR PARAM-

ETERS SHOWN IN A P P E N D I X TABLE A2. CASE 2 ASSUMES THE SAME VALUES EXCEPT THE VALUES OF r*' AND r' ARE TWO-FIFTHS 

AS LARGE AS THOSE SHOWN IN A P P E N D I X TABLE A2. CASE 3 ASSUMES THE SAME VALUES AS SHOWN IN TABLE A2 EXCEPT THE 

VALUES OF b*' AND b' ARE TWICE AS LARGE AS THOSE SHOWN. 

U.S. corporations in 1974 was undertaken 
by the sole subsidiary of a large U.S. man-
ufacturer. In Case 1 (where all investment 
and borrowing elasticities are assumed to 
equal two) eliminating deferral would in-
crease the parent's investment by 3.9 per-
cent and reduced the subsidiary's by 8.5 
percent in 1974. Because of lost liquidity the 
rate of global investment would have been 
slightly lower than it actually was. The sub-
stantial reduction in intrafirm funds trans-
ferred reflects our implicit assumption that 
eliminating deferral would encourage multi-
national firms to borrow more abroad and 
less at home than they now do. That is to 
say, taxes affect the location of borrowing 
as well as the location of investment. Con-
solidated after-tax income would have been 
$532 million less than it was, which would 
represent a 3.5 percent decline for the large 
multinational manufacturer. These lowered 
earnings are the by-product, of course, of 
the higher taxes paid to the U.S. govern-
ment. Foreign tax payments ease slightly 
because of the lower rate of new foreign in-
vestment and the higher rate of new bor-
rowing by the foreign subsidiary. 

In Case 2 all the parameters are identical 
to Case 1 except that we have assumed that 
new domestic and foreign investment are 
more elastic with respect to changes in the 

cost of capital than they were in Case 1 (the 
elasticities are equal to five rather than 
two). As can be seen, the more elastic do-
mestic and foreign investment are, the 
greater is the substitution of domestic for 
foreign investment resulting from the loss of 
deferral. Case 3 differs from Case I only in 
assuming that new domestic and foreign 
borrowing are less elastic with respect to 
changes in the interest rate. As one can see, 
foreign investment falls by more and do-
mestic rises by less than they did in Case 1. 
In short, the more elastic investment de-
mand the greater the substitution effect is, 
and the more elastic the supply of external 
funds the smaller the liquidity effect is. 

The estimates in Table 1 all assume that 
the intrafirm financial ratios ip, f, A, and ρ 
remain fixed at their current values. As we 
noted above, however, eliminating deferral 
might also encourage investors to rely more 
on debt and less on equity in financing their 
foreign investment, to raise intrafirm in-
terest and royalty rates, to expand charges 
for R&D and other headoffice expenses and 
to increase dividend payout rates. In the ab-
sence of deferral, all these changes except 
higher dividends would shift tax revenues 
from the foreign country to the United 
States. The statistics in Table 1 could thus 
understate the impact of eliminating de-
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TABLE 2 — E S T I M A T E D IMPACT OF D O U B L I N G H E A D O F F I C E , R&D, A N D O T H E R INTRAFIRM 

SERVICE C H A R G E S : O N N E W D O M E S T I C A N D F O R E I G N INVESTMENT, N E W F U N D S 

A D V A N C E D TO SUBSIDIARIES, C O N S O L I D A T E D A F T E R - T A X INCOME, A N D DOMESTIC A N D 

F O R E I G N T A X E S PAID BY U.S. M A N U F A C T U R E R S , 1974 

Case 1 Case 2 
(Deductions Allowed) (Deductions Disallowed) 

Initial Absolute Percentage Absolute Percentage 
Value Change Change Change Change 

Domestic Investment 
Foreign Investment 
New Funds for Subsidiary 
Consolidated After-tax Income 
U.S. Taxes Paitf 
Foreign Taxes Paid 

3 6 , 4 0 0 149 0 .4 1,393 3.8 

1 8 , 3 0 0 - 3 3 2 - 1 . 8 - 3 , 0 8 7 - 1 6 . 9 

2 , 7 1 0 4 4 4 16.4 - 2 , 7 1 8 - 1 0 0 

1 5 , 1 9 4 - 1 4 2 - 0 . 9 - 9 9 1 - 6 . 5 

6 , 0 0 5 6 8 8 11.5 981 16.3 

5 ,001 - 5 9 2 - 1 1 . 8 - 8 4 - 1 . 7 

Note: Initial Values and Absolute Changes expressed in millions of dollars. Both cases assume that headoffice 
and other such charges are raised from 1.1 to 2 .2 percent of the foreign subsidiaries' total assets. In Case 1 the for-
eign government allows higher deductions from the subsidiaries' taxable income; in Case 2 they do not. 

ferrai on both domestic and foreign tax 
revenues.

11 

Β. Inalasing R&D Charges 
to Foreign Subsidiaries 

As noted in the introduction, the Trea-
sury has issued new guidelines for Sec-
tions 861-864 of the Internal Revenue 
Code. These new guidelines will require 
the multinationals to allocate a higher por-
tion of their domestic R&D expenses to 
their foreign affiliates when determining 
their maximum allowable tax credit. Unless 
the investor has a deficit of tax credits, its 
U.S. tax payments will rise. The Treasury 
hopes that the multinationals would in-
crease their R&D charges to avoid double 
taxation of this portion of their income. The 
multinationals claim that foreign tax au-
thorities will not allow any additional de-
ductions from the subsidiaries' income, so 
the disputed expenses would give rise to 
double taxation. We have used our micro-
economic model to determine the impact of 
increasing R&D or other intrafirm charges 
assuming first that the foreign government 
would, and second that it would not, permit 

"Of course, factors which we have ignored could 
reverse this conclusion. For example, foreign govern-
ments might retaliate by raising their taxes on U.S.-
owned subsidiaries' income, which would increase 
their parents' U.S. tax credits and decrease their tax 
payments. 

higher deductions from foreign subsidiary 
income. 

Our findings are summarized in Table 2. 
Because there is no way of knowing how 
great the increase in intrafirm charges might 
be, we have arbitrarily assumed that all 
charges except for interest would be dou-
bled. That is to say, headoffice, royalties, 
and all other intrafirm charges would in-
crease from their current 1.1 percent to 2.2 
percent of foreign subsidiaries' assets. Case 
1 in Table 2 assumes that the foreign gov-
ernment would allow the multinational to 
deduct all such charges from the foreign 
subsidiaries' taxable income. As can be 
seen, the estimated impact on domestic and 
foreign investment would be minimal. The 
primary consequence would be a shift of 
taxable income from the foreign subsidiary 
to the U.S. parent. Foreign tax payments 
would fall by 12 percent while U.S. tax pay-
ments would increase by 11 percent. Be-
cause the U.S. income tax rate is higher 
than the foreign income tax rate, the global 
tax burden would rise and consolidated 
after-tax income would fall slightly. 

This impact contrasts sharply with that in 
Case 2 where we have assumed that the for-
eign government would not allow increased 
deductions from the subsidiary's taxable in-
come. The key to understanding this latter 
situation is recognizing that the new guide-
lines would subject foreign investment in-
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C. Repealing the Foreign Tax Credit

Several critics of U. S. tax policy have
proposed the repeal of the foreign tax credit
as well as deferral. Taxable income in the
United States would include all foreign in
vestment income net of foreign income and
withholding taxes:
(33)

E: = (R* - B*) + (R - B - T - W)

U.S. taxes would equal the U.S. tax rate
times the taxable income with no foreign
tax credit:

come to a disguised form of double taxa
tion. Foreign investment would be cut by 17
percent, or twice the reduction from elim
inating deferral. Likewise, U.S. taxes would
increase by 16 percent, a gain based on the
direct impact of the new guidelines and the
induced cutback in funds advanced to the
subsidiary (if more investable funds are re
tained by the parent, U.S. borrowing and
interest expenses can be cut proportion
ately). But in this second case U.S. tax reve
nues gain at the expense of the American in
vestor and not the foreign treasury. In
short, by disallowing higher deductions for
R&D expenses, the foreign government can
protect its tax base. But in doing so, it per
mits the double taxation which inhibits new
investment by American-owned subsid
iaries.
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(34) T* = t* E:

penses back to its subsidiary. Each of these
measures shifts income from the subsidiary
to the parent and relieves the double taxa
tion of foreign investment income.

The new first-order conditions for max
imizing after-tax income are:

(36) r* = b*

(37) r = b _ t + wop( 1 - t) - W H h
(1 - t) (1 - Wo p)

(38) b* (1 - t) (I - wop)b

+ (t + wop(1 - t) - wB ) ipl

Once again, the most interesting of these
first-order conditions is the third, and its
significance becomes more apparent by con
trasting an equity-only with a debt-only in
vestor. If an American investor ignored the
obvious tax incentives to finance foreign in
vestment with debt and advanced only
equity funds to its subsidiary, I = 0 and
equation (38) becomes:

(39) b*=(I-t)(I-wDP)b

This is the mathematical formula for the
AFL-CIO's dream and the multinationals'
nightmare! Because of the double taxation
of foreign equity income, the American
manufacturer discriminates heavily against
foreign investment and in favor of U.S. in
vestment. By contrast, if an investor could
rely wholly on debt in financing new invest
ment and charge interest equal to its sub
sidiary's marginal cost of borrowing, ipf = b
and equation (38) reduces to:

Consolidated after-tax income would equal:

(35) Ei: = (I - 1*) (R* - B*)

+ (I - 1*)(1 - wop)(1 - I)(R - B)

+ (I - 1*){1 + wop(1 - I) - wB )-

(ipofo Fo + ipfF)
+ (I - 1*) (I + wop(1 - t) - wH)h(/o + I)

Note the heavy taxation, (I -1*)(1 - wop)
(I - I), of foreign investment income R - B.
As is apparent from a close inspection of
equation (35), the American investor can
raise its consolidated after-tax earnings by
increasing its use of intrafirm debt f, the
rate of interest on that debt, i p , or the rate
of charging headoffice and other such ex-

(40)

Although the American investor would still
discriminate against foreign investment,
that discrimination would be much less
than above. The firm's ability to substitute
debt for equity in financing foreign invest
ment will limit the substitution of domestic
for foreign investment.

Our numerical examples bring out this
point quite clearly. The estimates presented
in Table 3 show the impact of repealing de
ferral and the foreign tax credit and allow
ing only a deduction for foreign taxes. In
Case 1 the firm continues its traditional mix
of debt and equity in financing foreign ex
pansion; in Case 2 it uses only debt in fi-



TABLE 3—ESTIMATED IMPACT OF REPEALING DEFERRAL AND THE FOREIGN TAX CREDIT 

AND ALLOWING ONLY A DEDUCTION FOR FOREIGN TAXES PAID: ON NEW DOMESTIC AND 

FOREIGN INVESTMENT, NEW FUNDS ADVANCED TO SUBSIDIARIES, CONSOLIDATED 

AFTER-TAX INCOME, AND DOMESTIC AND FOREIGN TAXES PAID BY U.S. MANUFACTURERS, 1974 

Case 1 Case 2 
(Initial Parameters) (Reliance on Debt) 

Initial Absolute Percentage Absolute Percentage 
Value Change Change Change Change 

Domestic Investment 36,400 9,291 25.5 3,970 10.9 
Foreign Investment 18,300 -10,283 -56.2 -4,997 -27.3 
New Funds for Subsidiary 2,710 -15,725 -580.3 -8,060 -297.4 
Consolidated After-Tax Income 15,149 -2,974 -19.6 -3,107 -20.5 
U.S. Taxes Paid 6,005 3,028 50.4 2,953 49.2 
Foreign Taxes Paid 5,001 -504 -10.1 -144 -2 .9 

Note: Initial Values and Absolute Changes expressed in millions of dollars. Estimates include the repeal of defer-
ral—see first three columns of Table 1. Both cases assume that the foreign tax credit is replaced by a deduction 
from taxable income. In Case 1 all parameters are as shown in Appendix Table A2; in Case 2 the investor raises 
the ratio of new debt to new funds / to unity, and the interest on that debt to equal the subsidiary's marginal cost 
of borrowing. 

nancingnew foreign investment and charges 
interest equal to the subsidiary's marginal 
cost of borrowing. The substitution of do-
mestic for foreign investment is far greater 
in Case 1 (where the firm relies on its tradi-
tional debt-equity mix) than in Case 2 
(where it shifts from equity to debt). Notice 
the substantial increase in U.S. taxes and 
the consequent decrease in consolidated 
corporate earnings and new investment. In 
fact, had the elasticities of investment de-
mand and loanable funds been less than we 
supposed, the lost liquidity could more than 
offset the substitution effect, and domestic 
investment would fall with the repeal of the 
foreign tax credit. Finally, we note that the 
intrafirm flow of funds, already diminished 
by the repeal of deferral, would reverse its 
direction. The subsidiary either advances 
funds to the U.S. parent or repatriates pre-
viously received capital. In actual practice, 
this backflow of foreign direct investment 
might be blocked and the substitution of 
domestic for foreign investment dimin-
ished.

12 

, 2
The foreign tax authorities, for example, might 

treat the repatriation of capital as dividends paid out 
of past earnings and thus subject to a withholding tax. 
Likewise, foreign subsidiaries' access to local capital 
markets might be curtailed if local borrowing exceeded 
local investment. 

III. Conclusion 
We have explored the effects of U.S. taxa-

tion of foreign investment income on for-
eign and domestic investment, the financing 
of that investment, the mix of debt and 
equity in advancing funds to a foreign sub-
sidiary, and dividends, royalties, and other 
such intrafirm payments. Under existing 
U.S. policy, corporate income taxes on for-
eign income are deferred until the sub-
sidiary formally pays a dividend to its U.S. 
parent, and the parent can claim a tax credit 
for income and withholding taxes paid to 
the foreign government. This policy en-
courages the use of equity rather than debt 
in financing foreign expansion and dis-
courages the repatriation of foreign invest-
ment income; if income is repatriated, in-
vestors may want to make minimal interest, 
royalty, and other such payments to offset 
the excess tax credits generated by divi-
dends. Current policy also offers an implicit 
tax incentive to investing overseas, and the 
size of the incentive increases the lower the 
foreign income tax, the lower the subsid-
iary's dividend payout rate, the less debt 
and the more equity used in financing for-
eign investment, and the lower the interest 
on intrafirm debt. 

If deferral were repealed, so too would 
most of the tax incentives to invest abroad 

395 



or to manipulate intrafirm accounts to 
avoid taxes. The impact of this and other 
tax changes can be disaggregated into a sub-
stitution and a liquidity effect. If the elas-
ticities of investment opportunities at home 
and abroad are low, so too will be the in-
duced substitution of domestic for foreign 
investment. Likewise, if the elasticities of 
the supply of outside funds are small, any 
tax increase will exercise a larger drag on 
the firm's rate of global investment. 

We also explored the effects of compel-
ling U.S. investors to charge their foreign 
subsidiaries with a higher proportion of 
current R&D expenses and of repealing the 
foreign tax credit. If foreign governments 
will allow higher deductions from the sub-
sidiaries' taxable income, the United States 
would gain tax revenues at the expense of 
the foreign government. If higher deduc-
tions are disallowed, foreign investment in-
come is subject to a disguised form of dou-
ble taxation, U.S. tax payments rise, 
corporate after-tax income falls, and the 
rate of foreign investment contracts. Re-
pealing the foreign tax credit would have a 
profound impact on a multinational's prof-
itability and, if its ability to compensate for 
the lost liquidity with increased borrowing 
is small, on its rate of global investment. 
The substitution of domestic for foreign in-
vestment depends not only on the elastici-
ties of investment opportunities, but also 
the firm's ability to substitute debt for eq-
uity in its internal financing of foreign in-
vestment. 

This analysis can be extended in several 
directions. Additional foreign countries 
could be included; intrafirm exports might 
be taken into explicit account; other aspects 
of U.S. and foreign tax policy (for example, 
depreciation allowances, investment tax 
credits) could be explored; and better nu-
merical estimates of the model's parameters 
could be developed. The analysis should in-
corporate the dynamics of investment plan-
ning even though the mathematics could 
become formidable. Finally, our character-
ization of a multinational's financial be-
havior was rudimentary. But the analysis 
showed that tax policy affects financial be-

havior, and financial behavior in turn miti-
gates the impact of tax policy on investment 
spending. This interaction between tax 
policy and multinational finance surely de-
serves further attention. 
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A P P E N D I X 

TABLE Al—SUMMARY OF MATHEMATICAL NOTATION 

Symbol Meaning 

R Total return on investment net of labor and material costs, but gross of interest ex-
pense and income taxes 

I Investment 
Β Total interest paid on external debt 
L Borrowing in external capital market 
F Transfer of investable funds (debt plus equity) from parent to subsidiary 
Er Retained earnings available for new investment 

'p Interest rate applied to intrafirm debt 
f Proportion of /"which is debt rather than equity 
h Ratio of R&D and other headoffice charges to total foreign investment / 0 + / 
EB 

Taxable income 
T Income taxes paid 
t Income tax rate 
D Dividends paid 
P Ratio of dividends paid to earnings after income taxes 
EA 

Earnings after income taxes 
W Withholding taxes paid 
"D,»B,»>H Withholding tax rates applied to intrafirm dividends, interest, and headoffice charges, 

respectively 
Tc 

Foreign tax credit allowed 
Relative shares of dividends, interest and headoffice charges in total foreign-source 
income 

X Binary variable equal to unity if and only if the investor has paid more foreign income 
and withholding taxes than are creditable 

Et Consolidated (i.e., parent plus subsidiary) after-tax income 

'/ Effective global (i.e., foreign plus U.S.) rate of taxation of foreign-subsidiary income 
r Marginal revenue from additional investment, i.e., dR/dl 
b Marginal cost of additional outside borrowing, i.e., dB/dL 

Notes: The * denotes the parent's U.S. operations, the lack of one the subsidiary's foreign operations. The 0 sub-
script indicates a predetermined stock, the lack of one the current flow. 

TABLE A2—VALUES AND SOURCES OF PARAMETER ESTIMATES USED IN SIMULATIONS 

Parameter Value Definition and Source 

b, b* .09 Assumed marginal cost of externally borrowed funds for parent or affiliate. 
ρ .42 Subsidiary's dividend payout ratio. According to the U.S. Office of Business 

Economics (1975), Table 4, p. 51, manufacturing affiliates had a gross divi-
dends-earnings ratio of .40 in 1974.1 have raised this estimate marginally to 
approximate a four- or five-year moving average. 

p* .33 Parent's dividend payout ratio. This is the ratio of all U.S. manufacturing 
firms' dividends to after-tax earnings. See U.S. Office of Business Economics 
(1975), p. S-20. 

/ .391 Foreign income tax rate. This estimate is based on Kyrouz's realized tax rates; 
see Bergsten, Horst, and Moran, Table 6-2, col. 1. 

/* .48 U.S. statutory income tax rate. 
EB 10.67 Affiliate's before-tax earnings. According to the U.S. Office of Business Eco-

nomics (1975), Table 11, p. 51, the after-tax earnings of manufacturing af-
filiates in 1974 was $6.498 billion. Since this is net of income taxes, I have 
grossed this figure up by dividing it by 1 - .391. 

A .011 Ratio of fees and royalties to total affiliate investment. According to the U.S. 
Office of Business Economics (1975), Table 10, p. 49, manufacturing affil-
iates paid fees and royalties amounting to $1.855 billion in 1974. There is no 
reliable estimate of the total assets of U.S. manufacturing affiliates to use in 
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T A B LE A2— continued 

P a r a m e t e r Va lue Definit ion a n d S o u r c e 

deflating this figure. I consu l t ed the U . S . Sena te C o m m i t t e e on F inance , 
T a b l e 12, p . 432 a n d o b t a i n e d the es t imate for $78 bil l ion in to ta l assets in 
1970. I a s sumed tha t to ta l assets grew at an a n n u a l g r o w t h rate of 16.7 per-
cent per a n n u m ( the ra te of g r o w t h of affiliate sales) be tween 1970 a n d 1974, 
which gives an es t ima ted to ta l assets for 1974 of $170 bi l l ion. Div id ing the 
$1.85 billion in royal t ies a n d fees by the $170 billion to ta l assets yields the 
va lue for h of .011. 

.15 W i t h h o l d i n g tax rates appl ied to d iv idends , fees, and interest p a y m e n t s , re-
spectively. I have a s sumed tha t a 15 percent ra te is appl ied to each type of 
p a y m e n t . 

F 2.71 Net capi ta l outf low from pa ren t to affiliate. See U . S . Office of Business Eco-
nomics (1975), Tab le 3, p . 47. 

R* - B* 12.73 Paren t ' s domes t i c income before taxes . A c c o r d i n g to Bergsten, Hors t , and 
M o r a n , Tab le 6-1, 24 mu l t i na t i ona l m a n u f a c t u r e r s repor t ing sufficient s tat is-
tics ea rned 54.4 percent of their b o o k income before taxes from domes t ic 
o p e r a t i o n s . T h e $12.73 billion equa ls 54.4 pe rcen t of $12.73 billion plus 
$10.67 bil l ion ( the lat ter being my es t imate of the affiliate's pre- tax ea rn ings 
above ) . 

r' -.0025 T h e s lope of the marg ina l revenue from new inves tment by the foreign affiliate. 
Th i s s lope was chosen because it impl ied tha t an elasticity of 2 for the mar-
ginal - revenue-f rom-new-aff i l ia te- inves tment schedule . 

r*' -.0012 T h e s lope of the marg ina l revenue from new inves tment by the U.S. pa ren t . 
Lack ing any m o r e reliable e s t ima te , I a s s u m e d tha t the elasticity of invest-
men t d e m a n d at h o m e , 2, was the same as tha t a b r o a d . 

b' .0049 T h e s lope of the marg ina l cost of ou t s ide capi ta l schedule for the foreign affil-
iate . O n c e aga in , lacking any bet ter e s t ima te I a s sumed a s lope which would 
m a k e the elasticity of the schedule equa l to 2. 

b*' .0024 Slope of the marg ina l cost of ou t s ide capi ta l schedule for the U.S. pa ren t . 
I chose a s lope such tha t the elasticity wou ld once again equa l 2. 

k 170. Fore ign affiliate's to ta l assets . See no te for h a b o v e . 
34. T o t a l capi ta l t ransfer red from pa ren t to affiliate. R o b b i n s and S t o b a u g h , Ta -

ble 4-1, T a b l e 2, indica te tha t 20 pe rcen t of m a n u f a c t u r i n g affiliates' sources 
of funds between 1966 and 1969 c a m e from their pa ren t s . My $34 billion 
e s t ima te for F0 is 20 percent of the $170 bil l ion es t imate for / 0. 

f.fo .64 R a t i o of intrafirm deb t to to ta l capi ta l t ransfer for new and existing invest-
men t , respect ively. Es t ima te o b t a i n e d directly from U . S . Office of Business 
E c o n o m i c s (1975), T a b l e 3, p . 47 for i n c o r p o r a t e d m a n u f a c t u r i n g affiliates. 

ipJp .031 Intrafirm interest ra te . J a m e s N u n n s and G a r y Hufbaue r , T a b l e 2, and U . S . 
0 Office of Fore ign Direct Inves tment a l lows us to ca lcula te the ra t io of in t ra-

firm interest p a y m e n t s to intrafirm deb t . Th is low average interest rate re-
flects the use of interest-free t r ade c red i t s . 

/ 18.3 Subs id ia ry ' s new inves tment in 1974. T h e U . S . Office of Business Economics 
(1976) Tab le 1, p . 21 indicates tha t m a n u f a c t u r i n g affiliates capi ta l expendi-
tures were $11.7 bil l ion in 1974. Th i s figure includes only p rope r ty , p lan t , 
a n d e q u i p m e n t expend i tu re s , so I have increased this figure by 56 percent to 
include shor t - term capital format ion . This 56 percent increase is based on the 
ra t io of the es t ima ted increase in to ta l assets between 1970 and 1974 (see 
no te for h above) and the total value of p rope r ty , p lan t , and e q u i p m e n t 
e x p e n d i t u r e s over tha t s ame interval . 

/ * 36.4 A c c o r d i n g to the U . S . Sena te C o m m i t t e e on F inance , Tab le 12, p . 432, the 
increase in the to ta l assets of the U.S. p a r e n t s be tween 1966 and 1970 was 
1.99 t imes as large as tha t of their foreign affiliates. My value of / * is 1.99 
t imes 18.3, my es t ima te of the value of /. 
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CHAPTER 26 

Imputation systems of corporation tax within 
the EEC* 
C. W. Nobes 

The design of the present U K system of corpor-
ation tax is sometimes misunderstood. It becomes 
clearer when it is compared to the systems oper-
ated in other countries. This article contrasts the 
workings of imputation in our own and other sys-
tems. Also, one of the Meade Committee's pro-
posals for reform is examined. Then, the behav-
iour of our system during an inflationary period is 
briefly discussed. Finally, the purposes and cur-
rent progress of the harmonisation of corporate 
taxation in the EEC are looked at. 

Systems of corporation tax 
Systems of corporation tax are often divided

1
 into 

three types: imputation, classical and split-rate. 
The U K system in 1965-73 was a classical system. 
Under such systems, company profits are taxed 
without a deduction for dividends paid; then the 
dividends are fully taxed as investment income in 
the hands of the shareholders. The United States 
and the Netherlands are examples of countries 
which still have classical systems. These are de-
scribed by other writers.

2 

The other two types of system (imputation and 
split-rate) are designed to mitigate the above 'eco-
nomic double taxation' of dividends for the 
reasons mentioned below. Imputation systems 
approach this mitigation by imputing to the 
shareholders some or all of the tax paid by com-
panies. For example, taxpayers in the U K are 
deemed to have paid tax at the basic rate on their 
dividends grossed up at the basic rate. Split-rate 
systems tax distributed profits at a lower rate 

Ά . J. van den Tempel, Corporation Tax and Individual 
Income Tax in the EEC, Brussels, 1970; International Bureau 
of Fiscal Documentation, European Taxation, vol 12, nos 5 
and 6, 1972; OECD, Theoretical and Empirical Aspects of Cor-
porate Taxation, Paris, 1974. 2

C. F. McCarthy, W. M. Mann and W. A. Gregory, The 
Federal Income Tax, Prentice-Hall, Englewood Cliffs, Ν J, 
latest edition; J. F. Chown, Taxation and Multinational Enter-
prise, Longman, London, 1974, ch. 4; M. R. Saunders, Tax 
Planning for Businesses in Europe, Butterworth, London, 1977, 
ch. 8. 

than retained profits. Such systems have a similar 
effect to imputation systems. Indeed, the present 
U K imputation system can be redesigned to look 
like a split-rate system with exactly the same cor-
poration tax and income tax burdens (see the 
appendix). 

There are other adjustments that can be made 
to mitigate double taxation. For example, in the 
USA the classical system is modified in that the 
first $100 of dividends received by an individual 
each year are exempted from personal income tax. 
Alternatively, the 'primary dividend' system 
allows companies to deduct some proportion of 
dividends in the calculation of their taxable 
incomes. Such a system has operated in Sweden 
and Iceland. We will return to different systems in 
the section on harmonisation. Meanwhile, atten-
tion will be directed to imputation systems. 

The introduction of an imputation system in 
the UK in 1973 seems to have been the result of 
three main factors. First, there was the need to 
harmonise practice within the EEC. This will be 
discussed later. Second, there was an equity argu-
ment against the economic double taxation of 
dividends. This argument, also considered later, 
involves a comparison of incorporated and unin-
corporated businesses. The nature of the inequity 
depends on whether one is considering retained 
or distributed profit. This second argument was 
closely linked with a third: that an imputation 
system would encourage effective investment by 
reducing the classical system's bias against distri-
bution of profits. 

The purpose behind this third argument was a 
desire to improve the quality of investment. The 
theory is that there should be larger payments of 
dividends once economic double taxation is 
eased. This should lead to the movement of 
resources away from the many averagely profi-
table companies towards profit-maximising inves-
tors. These should direct the funds on to those 
companies which, because of their profit records, 
are most attractive and can use resources most 
effectively. Even if these larger dividend payments 

* This article is reprinted, with permission, from Accounting and Business Research (Spring 1980) pp 

221-231 



lead to smaller total investment, due to leakage 
into taxation and consumption, it can be argued 
that this should be more than compensated for by 
better quality investment.

3 

Unfortunately, it has not been possible to 
establish whether the imputation system in the 
U K would lead to greater dividends, because of 
such complicating factors since 1973 as high infla-
tion and dividend restrictions. Also, it is not at all 
clear that it is possible for investors to tell which 
companies will make the best use of investment 
funds. A company's past record of profit does not 
reliably show that it will continue to be a more 
efficient user of investment resources.

4 

Having briefly introduced the imputation sys-
tem, we should now look at how it works in the 
UK, France and West Germany. 

The workings of the UK 
imputation system 
One way of illustrating the workings of imputa-
tion is to make a comparison with the classical 
system. Suppose that a company earns net profits 
before tax of 10,000 every year. Suppose also that 
the rate of corporation tax under the UK classical 
system was 40% and under the imputation system 
is 52%. In each case, the basic rate of income tax 
is 33%. The tax credit imputed to unincorporated 
shareholders is linked to the basic rate of income 
tax for administrative simplicity. For this 
example, it is 33/67 of the cash dividend, as in 
1978/79. Income tax is not deducted at source 
from dividends in the imputation system. 

Company: Net profit before tax 
less Corporation tax 

(40%) 
Profit available for 

distribution 
Dividends (say) 
Undistributed profit 

Classical System 
10,000 

4,000 

6,000 
2,000 
4,000 

(52% 

Imputation System 
10,000 

5,200 

4,800 
1,340 
3,460 

The 2,000 gross dividend under the classical sys-
tem is equivalent to the 1,340 cash dividend under 
the imputation system: 

Shareholder: Dividend 
less Basic rate income tax 

deducted at source 
(33%) 

Cash received 
Tax credit imputed 

(33/67 χ 1340) 
Income to be taxed 
Tax at basic rate (33%) 
less Tax already paid 
less Tax credit imputed 
Tax due 
Net dividend after tax 

2,000 

2,000 
660 
660 

1,340 

660 
1,340 

0 
1,340 

660 
2,000 

660 

660 
0 

1,340 
0 

1,340 

3
O E C D , Theoretical and Empirical Aspects of Corporate 

Taxation, Paris. 1974. 4
G . Whittington, The Prediction of Profitability, Cambridge 

University Press, 1971, chs 4 and 5. 

This shows that, for the basic rate taxpayer, the 
payment of dividends causes no extra tax to be 
paid by either the company or the shareholder. 
(Advance Corporation Tax, ACT, is discussed 
below.) Consequently, when the tax on both com-
pany and shareholders is considered, companies 
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with large payout ratios suffer less tax than they 
would under a classical system. This is despite the 
higher rate of corporation tax under the imputa-
tion system. The precise proportion of dividend 
payout above which this is true depends on the 
levels of corporation tax and income tax. 

So far, shareholders have been assumed to be 
unincorporated. For corporate shareholders, 
there is a full imputation of the corporation tax 
borne by the paying company on the profits out 
of which the dividends are paid. That is, the 
receiving company pays no tax on its dividend 
income. 

Returning to unincorporated shareholders, 
those who pay no income tax because of low tax-
able incomes can claim 'repayment' of the tax cre-
dit. Those whose marginal rates are above the 
basic rate pay income tax on the 2,000 of the 
above example and can claim the tax credit. The 
effect on higher rate taxpayers is interesting. Let 
us use the above example but take 98% marginal 
income tax rate (i.e. 83% income tax and 15% 
investment income surcharge; the highest rates in 
1978/79). 

Shareholder: 
Cash dividend 1,340 

Imputed credit (33/67) '660 
2,000 

Income tax (98%) TMÔ 

Tax credit 660 
Tax to pay 1,300 
Post-tax receipt 40 

The tax rate here on the cash dividend is 97% 
(i.e. 1,300/1,340). This means that the so called 
'tax credit' has merely reduced the individual's tax 
rate by 1%. Note that for basic rate taxpayers, the 
effective rate of income tax on cash dividends is 
0%; but for 98% taxpayers it is 97% (rather than 
9 8 ° 0 less 33%, as might appear at first sight). For 
these latter taxpayers, there is little useful imputa-
tion of the 5,200 corporation tax borne by the 
paying company. There is full corporate taxation 
of the company's taxable profit, followed by 97% 
taxation on the cash dividend paid out of that 
taxed profit. 

Under the 'classical' system of 1965-73, the 
98% taxpayer would have been treated as follows, 

5
i.e. ( I 4- D. where D is the cash dividend. 

VI — b 1 - b) 

using the same basic rate of income tax: 

Gross dividend 2,000 
Tax deducted at source (33%) 660 
Net dividend received 1,340 
Tax on 2,000 at 98% 1,960 
Tax already deducted 660 
Tax to pay 1,300 
Post-tax receipt 40 

This shows that, despite the remarks in the pre-
ceding paragraphs, the present partial imputation 
system is better for dividend recipients than the 
classical system, even for high rate taxpayers. To 
achieve a post-tax receipt of 40 under a classical 
system, the company has to pay out 2,000 rather 
than 1,340. Therefore, the bias against distribu-
tion has been lessened by the change to the impu-
tation system. However, it has certainly not been 
removed, unless none of the shareholders pays tax 
at above the basic rate. As will be shown later, the 
bias can be removed by such an imputation sys-
tem as that of West Germany. 

If similar calculations to those above are per-
formed for other rates of income tax, the table 
below can be constructed. It shows how the impu-
tation system becomes steadily less useful as 
higher rates of personal taxation are reached. The 
general relationship is that the 'effective rate' is 
given by (m - b)/(l - b), where m is the marginal 
rate and b is the basic rate.

5 

Individual Marginal Effective Rate on 

Tax Rate (m)% Cash Dividend % 
33 0 
50 25 
70 55 
98 97 

This 'effective rate' is negative for those paying 
0% or 25% marginal tax rates. This rate is rele-
vant for dividend policy. Assuming that the com-
pany can reclaim ACT (see below), the 'effective 
rate' is the one that determines the extra tax 
which will be borne by the company-plus-
shareholders as a result of the payment of divi-
dend. In the case of non-taxpayers, the total tax 
borne by company-plus-shareholders will actually 
fall as a result of a payment of dividends. 

It should be noted in summary that a partial 
imputation system can totally remove double tax-
ation and the bias against distribution when the 
tax credit cancels the personal liability. Alterna-
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tively, the double taxation can be removed by im-
puting all the corporation tax to shareholders; 
but even if there is no double taxation because 
there is no effective liability to corporation tax, 
there could still be some bias against distribution 
if personal income tax is larger than the underly-
ing corporation tax and only operates when divi-
dends are paid. 

Advance corporation tax 
A source of some confusion is the Advance Cor-
poration Tax (ACT). This is an advance on the 
later payment of corporation tax (9-21 months 
after a company's year-end). It is not an essential 
part of an imputation system, as will be shown. It 
was designed mainly to improve the government's 
cash flow by speeding up tax payments. A second 
reason for it relates to those cases where there is 
no corporation tax liability (CTL) for there to be 
an advance of. This reason is discussed later. 

ACT is related in size to the level of dividend 
payments: in 1978/79 it amounted to 33/67 of the 
dividend, when the basic rate of income tax was 
33%. Any ACT pa id

6
 causes a set-off against the 

eventual CTL leaving only the difference (main-
stream corporation tax) to be paid. ACT is not, 
therefore, an extra tax on dividends, assuming 
that there is an adequate CTL. 

One supposes that, when the imputation system 
was planned, it was not clear that there would 
often be inadequate corporation tax liabilities to 
allow a full ACT set-off. This problem of 'unre-
lieved' ACT occurs because of low profits and 
high tax allowances. Particularly in inflationary 
periods, capital allowances and stock reliefs may 
greatly reduce taxable profits. In addition, despite 
low taxable profits, dividends have been rising in 
money terms. As far as has been possible within a 
period of dividend restraint, dividend policy 
seems to have been based on a desire to compen-
sate shareholders for a fall in the real value of 
dividends rather than on estimates of changes in 
'real' profit.

7
 Therefore, there have been many 

examples of unrelieved A C T .
8 

This illustrates the second reason for ACT. 
That is, it ensures that imputation credits are not 

granted to recipients of dividends when there has 
been no underlying payment of corporation tax to 
impute. ACT is paid on dividends irrespective of a 
company's taxable profits and can normally only 
be relieved against CTL. Consequently, the share-
holders' tax credits will always have been paid 
for.

9
 In order to make this operate more exactly, 

the ACT set-off in any year is limited to the 
amount of ACT that would relate to a dividend 
that, when 'grossed up' for the ACT, would ab-
sorb all the taxable income. To reduce the harsh-
ness of this, unrelieved ACT can be carried back 
for 2 years or forward indefinitely against other 
years' CTL. 

A prevalent misconception is that the reason 
that there are tax credits in the U K imputation 
system is because there is an ACT. We have seen 
that, for the above two good reasons, the tax cre-
dits amount to the same size as the ACT. How-
ever, in theory, the tax credits are not due to ACT 
but are a partial imputation of the CTL in order 
that double taxation of dividends is mitigated. 
This general point about imputation systems is 
made clear by two aspects of the French and Ger-
man systems. These are that, in each case, the 
imputation tax credits are based on the rates of 
corporation tax and that there are no general 
equivalents of ACT. Perhaps even more revealing 
is the fact that the Irish imputation system, al-
though it has a tax credit based on the basic rate 
of income tax and operates in other ways simi-
larly to the U K system, also has no A C T .

10 

Having outlined the U K system, it is now time 
to draw contrasts with the French and German 
systems. In each case, the rules relating to the 
determination of taxable income, capital gains, 
tax collection, etc are interestingly different from 
U K practice.

11
 However, our present purpose 

requires that attention be directed to the methods 
of imputation. 

The French imputation system 
Corporation tax in France is levied at a rate of 
50% on taxable profit. Dividends are not deduct-
ible in the calculation of taxable profit; they are 
paid out of^taxed profit. Also, these dividends are 

6
A C T is paid using a quarterly accounting system. The need 

to pay ACT is cancelled out to the extent that the company 
has received franked investment income which has caused

 9
Either by the paying company or another company; see 

ACT to be paid by the paying company. note 6. 7
P . R. A. Kirkman and C. W. Nobes, 'Dividend policy and ^Corporation Tax Act 1976 {Ireland); SSAP, CCAB Ac-

inflation', Accountancy, October 1976. countancy Bodies, 1977, Appendix 3. 8
e.g. 'Now institutional shareholders hit back', Accountancy,

 U
J . F. Chown, op. ci'f, ch. 4; M. R. Saunders, op. cit., chs 2 

August 1975. and 3. 
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subject to personal income tax in the hands of the 
recipients. However, there is a tax credit (avoir 
fiscal) which imputes to the shareholders some of 
the tax paid by the company. So far, the system is 
similar to the UK partial imputation system. An 
important difference is that the size of the tax 
credit is not linked to the basic rate of income tax, 
but is one half of the underlying corporation tax 
on the dividends. An example follows. 

Company: Taxable profits 10,000 
Corporation tax 5,000 
Distributable profit 5,000 
Dividend 4,000 
Undistributed profit 1,000 

Shareholder: Dividend 4,000 
Avoir fiscal 2,000 
Taxable income 6,000 
Tax credit available 2,000 

This 50% imputation is of a similar size to the 
UK imputation (see section on harmonisation). 
However, because the top rates of French income 
tax are low compared to those in the UK, the 
imputation remains very useful for all unincor-
porated shareholders. 

The French treatment of corporate shareholders 
is very different from UK practice. Instead of full 
imputation of corporation tax, the treatment 
depends on whether or not the recipient is a 'hold-
ing' company (one that owns at least 10% or FF 
10m in the paying company). Holding companies 
pay tax on 5% of (grossed up) dividend income 
and take the tax credit appropriate to that pro-
portion. Other companies pay corporation tax Qn 
all dividends. These dividends are grossed up by 
the tax credit which is then available to the com-
pany. In the above example, if the shareholder 
were a non-holding company, the corporation tax 
due on the 'net' dividend income of 4,000 would 
be 1,000 (i.e. 6,000 χ 50%, less 2,000 tax credit). 

As can be seen from the definition of a holding 
company, this disadvantageous tax treatment, 
under which dividends may partially bear corpor-
ation tax several times, only applies to small hold-
ings not to subsidiaries or important trade invest-
ments. These latter holdings receive approxi-
mately full imputation, as mentioned above. 

It should be noted that there is no general 
equivalent of ACT in the French imputation sys-
tem. However, in cases where no French corpor-
ation tax has been borne on income out of which 
dividends are paid, a précompte of 33^% is 
deducted at source from the dividend. This is 
charged in order to cover the net cost to the Rev-
enue of the avoir fiscal available to the recipients. 
An example of this occurs where a French com-
pany receives dividend or branch income from 
abroad and has chosen to pay corporation tax on 
income from French sources o n l y .

12
 (An anal-

ogous option is not available to UK companies; 
and a précompte would not be necessary anyway 
because of ACT.) 

The West German imputation system 
By the corporation tax reform law of 1976, the 
split-rate system of corporation tax was replaced 
by an imputation system from 1st January 1977. 
However, the German imputation system con-
tinues to include different rates for distributed 
and undistributed profits: 36% for the former and 
56% for the latter. Credit for the full amount of 
the underlying corporation tax is given to the 
recipients of dividends. There is also a withhold-
ing tax of 25% on dividends, which is a deduction 
of tax at source by the paying company on behalf 
of the Revenue authorities. It is designed to make 
evasion more difficult. Resident shareholders can 
claim credit for the withholding tax. These 
various points can be illustrated: 

2
M . R. Saunders, op. c/i.. ch 2. 

Company: 1. Taxable income 10,000 

2. Normal rate corporation tax 
(56%) 5,600 

3. Balance before relief 4,400 
4. Retained profit (e.g. £) 1,100 

5. Distribution (?) 3,300 

6. Reduction of corporation tax 1,500 i.e. (56% less 36%) 
of J of 10,000 

7. Total distribution 4,800 

8. Withholding tax (25%) 1,200 

9. Net distribution 3,600 
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Shareholder: 
10. Net distribution 
11. Tax credits: withholding 
12. imputed 

13. Taxable income 

14. Income tax (e.g. 40%) 
15. Tax credits 
16. Refund 

3,600 

1,200 
2,700 

3,900 
7,500 
XÖÖÖ 
3,900 

900 

i.e. 36% of 5 of 

10,000 

Note that the reduction in corporation tax in 
line 6 means that distributed income bears only 
36% tax. The shareholders receive the net distri-
bution after a withholding tax (line 8), which can 
be treated as a tax credit (line 11 ). The imputed 
tax credit in line 12 is the full amount of corpor-
ation tax borne on the distributed income. The 
result of all this is that the company has paid 
4,100 (i.e. 5,600 less 1,500) in corporation tax and 
has also deducted and paid 1,200 in withholding 
tax on the distribution. The shareholders pay no 
further tax and, moreover, they receive a refund of 
900. The total received by the shareholders is, 
therefore, 4,500 (i.e. 3,600 + 900). This is 60% 
(because 40% has gone in income tax) of 7,500 (i.e. 
the distribution of | of the income of 10,000). 

This demonstrates that, as a result of full impu-
tation, dividends bear no corporation tax but 
only income tax. The double taxation of dividend 
income has been completely removed for all unin-
corporated shareholders. This is very different in 
its effects from the U K system. Indeed, unlike a 
split-rate system, this German dual-rate imputa-
tion system cannot be re-expressed in order to 
behave identically to the British or French impu-
tation systems. It is essentially a different kind of 
system. Ironically, although a move to an 'impu-
tation' system appears to be a harmonising 
action, the previous German split-rate system was 
closer in effect to the British or French systems. 

Turning to corporate shareholders, they also 
receive full imputation because dividend income 
is exempt from corporation tax when received by 
holding companies (those with at least a 25% 
holding). Alternatively, when the recipient is not a 
holding company, the treatment is similar to that 
for unincorporated shareholders. This includes 
the charging of a withholding tax and the process 
of imputation. The net result is that the dividend 
income only bears corporation tax once. 

Again there is no ACT. However, there is a 
similar German provision to the French pré-
compte in those cases where income paid out as 

dividends has not borne German corporation tax 
due to double taxation treaties or other reasons. 

The Meade Committee 
The Meade C o m m i t t e e

13
 devoted some attention 

to the major problem in corporate taxation which 
imputation is designed to solve, that is the differ-
ent taxation of retained and distributed profits. 
On the one hand, it might be argued that any 
double taxation of income (on the company and 
on the shareholder) is inequitable when compari-
sons are made with unincorporated businesses. 
This argument is used to justify imputation of 
corporation tax to the shareholders. On the other 
hand, it is argued that it is inequitable, again 
compared to unincorporated businesses, to allow 
companies to accumulate retained profits which 
have not borne tax at the shareholders' marginal 
rates. This argument may justify a separate cor-
poration tax at a higher rate than basic rate 
income tax, if shareholders are assumed to pay 
higher rates of tax. 

One approach to solving these problems is that 
of the split-rate systems, which have a lower rate 
of corporation tax for distributed income than for 
retained income. Other approaches seen above 
are to tax corporate profits at fairly high rates 
and then to impute all or part of this tax to share-
holders with their distributions. 

The Meade Committee reasonably proposed 
that the theoretically correct solution is for 
retained profit to be apportioned to shareholders 
just as if they were partners ploughing profit 
back. This apportionment would be taxed with 
the dividends at the shareholders' marginal tax 
rates. There would be a full imputation of corpor-
ation tax via a tax credit on both distributed and 
apportioned profit. In this way, the company 
would effectively bear no tax, and corporation tax 

, 3
M e a d e Committee, The Structure and Reform of Direct 

Taxation, IFS/Allen and Unwin, London, 1978, chs 7 and 12. 
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Table A 
The Value of Tax Allowances to UK Companies £m 

1974 1975 1976 

Capital allowances 2,981 3,589 4,149 
Stock relief 720 1,490 940 
Taxes on company income 1,957 1,955 2,316 

Notes: The 'value' of the capital allowances is taken to be 52% of their size. The figures for stock 
relief relate to fiscal years rather than calendar years. The table is drawn from several 
sources and, therefore, should be taken to give only a broad indication of magnitudes. 

Sources: National Income and Expenditure 1966-1976, Central Statistical Office HMSO, 1978, pp 
39 and 132; Times Business News, 30 March 1977, page 21; Accountancy Age, 3 March 
1978, page 3. 

would be a sort of withholding tax. This would 
solve the problems of double taxation and 
retained profits. Incidentally, it would be necess-
ary to adjust capital gains tax in order to avoid a 
double taxation of the gains arising from retained 
profits. 

Clearly, there would be some administrat ive 
problems with this system and some unfor tunate 
implications for the cash flow of shareholders of 
companies which retain a high propor t ion of p ro -
fits. However, the idea is very attractive theoreti-
cally. The present G e r m a n system's t rea tment of 
distributed income is close to the Meade sugges-
t ions; and it taxes retained profits at a rate (56%) 
which is also the top marginal rate of income tax. 
The U K provisions that require close companies 
to appor t ion about half of their profits to share-
holders so that they may bear income tax are also 
concerned with this problem. 

Inf lat ion 

There are numerous detailed differences between 
the operat ions of the different corpora t ion taxes 
discussed in this article. These are not so much 
differences of broad system but alternative ways of 
measuring taxable income, treating income from 
abroad, and so on. These matters are vital for 
many companies but must be left for tax b o o k s

14 

and tax professionals. However, there are two 
particular differences between U K and Franco-
G e r m a n practice which might be said to amoun t 
to a difference of system with respect to inflation 
adjustments. 

The first difference is that there has been a sys-
tem of stock relief

15
 in the UK since 1973, which 

approximately subjects taxable profit to a 'cost-

1 4
J . F. C'HOWN. op. <//,; M. R. SAUNDERS, op. cit. 1 S
S . R. JAMES AND (' W. NOBES. The Economics of Taxation, 

PHILIP ALLAN, OXFORD, 197x, CH. 12. 

'^ACCOUNTING STANDARDS COMMITTEE, Current Cost Account-

ing. ED IS, LONDON. 1976. 

of-sales a d j u s t m e n t '
16
 by removing part of the 

holding gains on stocks. This is a very impor tan t 
adjustment (see Table A). In a similar way, U S 
companies are allowed to use a last-in first-out 
(LIFO) system of inventory valuation as a part ial 
correction. However, in France and G e r m a n y 
(and other continental European countries) there 
is n o adjustment for stock holding gains. 

The second difference is that in France and 
G e r m a n y (and indeed in most of the rest of the 
E E C and in the USA) depreciat ion is an allow-
able expense for tax purposes. Depreciation rates 
are generally prescribed and based on estimated 
useful lives of the appropr ia te assets. In contras t 
to this, the U K system of capital allowances 
means that the whole cost of plant and machinery 
and 54%, of industrial buildings can be charged 
against profit in the year of purchase. In the year 
of purchase, the historic cost is the current cost. 
In this sense, there is also a 'depreciation adjust-
m e n t '

16
 to taxable profit (see Table A). 

As a result of these two factors, the UK corpor-
at ion tax system adjusts taxable income in a very 
approx imate way towards a current cost operat-
ing profit figure. This reduces (or possibly even 
eliminates) the extent to which taxation is based 
on unrealistically high profit figures dur ing infla-
t ionary periods. This is not the case with the 
French and G e r m a n corpora t ion taxes. 

H a r m o n i s a t i o n 

The Treaty of Rome calls for the el imination of 
customs duties between member states, the intro-
duction of c o m m o n tariffs with third countries, 
and the removal of barriers to the free movement 
of persons, capital, goods and services. The inter-
est in taxat ion shown by the E E C Commission, 
which is the guardian of the Treaty of Rome, 
stems from this desire to p romote the free move-
ment of persons, capital, goods and services. The 
free movement of goods and services implies par-
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ticularly the harmonisation of indirect taxes. 
Similarly the free movement of people and capital 
implies the harmonisation of direct taxes. If there 
were no harmonisation of taxes and if barriers to 
movement were eliminated, there might then be 
encouragement or obstruction of flows of people, 
capital and so on to particular countries within 
the EEC for purely fiscal reasons. 

It is the aim of harmonisat ion
17
 that the con-

ditions of competition and the returns to capital 
and effort should not be significantly affected by 
differences in effective tax burdens. Just by having 
looked at the corporate taxation systems in three 
EEC countries, it should be clear that the scope 
for harmonisation is considerable. However, there 
are much larger differences—for example, the 
Netherlands and Luxembourg have classical sys-
tems of corporation tax. The EEC Commission's 
activity in this area of tax harmonisation will now 
be charted. 

In 1962, the Neumark C o m m i t t e e
18
 recom-

mended to the Commission that a split-rate sys-
tem should be adopted. As has been said, this is 
similar to the pre-1977 German system and is 
designed to mitigate the effects of 'economic 
double taxation' of dividends by including a lower 
rate of corporation tax on distributed profits. In 
1970, the van den Tempel R e p o r t

19
 described the 

three types of corporation tax systems, and 
recommended the classical system. 

However, the Commission's draft Direct ive
20
 of 

1975 on the harmonisation of corporate taxation 
proposes the imputation system. This must be 
partly due to the fact that a majority of EEC 
countries were already using such a system or had 
plans to introduce one. In 1975, Belgium, France 
and the U K were using an imputation system. 
Since then, Germany, Denmark, Ireland and Italy 
have introduced one. For rates of tax and tax 
credit see Table B. 

Some of the reasons
21
 for choosing an imputa-

tion system have been mentioned. They include 
the fact that the tax credit reduces the bias against 

1 7
D . Dosser, British Taxation and the Common Market, 

Charles Knight, London, 1973, ch. 1, 4 and 6; and R. Burke, 
'Harmonisation of Corporation Tax' Intertax, June-July, 1979. 1

 "Neumark Committee, EEC Reports on Tax Harmonis-
ation, International Bureau of Fiscal Documentation, Amster-
dam, 1963. 1 9

A . J. van den Tempel, Corporation Tax and Individual 
Income Tax in the EEC, Brussels, 1970. 2 0

E E C Commission, Proposal for a Directive concerning the 
Harmonization of Systems of Company Taxation and of With-
holding Taxes on Dividends, COM(75) 392 final, Brussels, 1975. 21

 International Bureau of Fiscal Documentation, European 
Taxation, Vol. 16, Nos. 2,3,4, 1976, pp. 41-51. 

distribution and favours small investors (lower 
rate taxpayers). Also, the system should reduce 
the incentive for evasion by lowering the effective 
marginal rate of tax on dividends. In addition, 
since the corporation tax rate tends to be higher 
under an imputation system, there is a fairer com-
parison between the rates of tax borne on com-
pany retained profits and partnership profits. 

The draft Directive proposes that there shall be 
imputation systems in operation with a single rate 
of tax between 45% and 55% (Article 3 ) .

22
 Also, 

Article 8 proposes that imputation credits shall 
be between 45% and 55% of the corporation tax 
that would have to be paid on a sum equal to the 
taxable income out of which the dividend could 
be paid (i.e. on the dividend increased by the cor-
poration tax). For example, looking at the U K 
system in 1978/9: 

Taxable income 1,000 
Corporation tax 520 

480 
Dividends 480 
Undistributed profit 0 
Recipients' income "5SÜ00 
Tax credit (33/67) 236-42 
'Grossed up' dividend 716-42 

Tax credit 236-42 _ , n = — 45*47 
Corporation tax 52000 

Full distribution has been chosen so that it is 
easy to see that '520' is the corporation tax that 
would be paid on the dividends 'grossed up' at the 
corporation tax rate. The level of distribution will 
not affect this percentage. 

It can be seen that, with the credit at 33/67, the 
U K system satisfies the above requirements. 
However, as was mentioned earlier, there are 
strong administrative reasons for linking the im-
putation credit directly with the basic rate of 
income tax. The lowering of the rate of 30% for 
1979/80 reduces the credit percentage to 39-56%, 
which falls below the Directive's guidelines. 

Another requirement of the draft Directive is 
that the corporation tax and imputation credits 
should not be discriminatory between companies 
or shareholders in different member states (Article 
4). For example, the tax credit should be available 
to all. Further, the costs of the tax credit should 
be borne eventually by the state of the distribut-
ing corporation, even though another state may 

2 2
C . W. Nobes, 'EEC imputation systems of corporation 

tax', Journal of Business Law, July 1979. 
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Table Β 

EEC imputation systems in 1979 

National Tax credit as Tax credit as 
Imputation Corporation proportion of % of underlying 

Country Introduced Tax rate % dividend CT 
Belgium 1963 48 57-5 62-29 
France 1965 50 50 50 
UK 1973 52 42.9 (i.e. 30/70) 39-56 
Ireland 1976 45 42-9 (i.e. 30/70) 52-38 
W. Germany 1977 56 & 36 56.25 100 
Denmark 1977 37 15 25-54 
Italy 1977 25

2 
33.33 100 

Source for columns 3 and 4: Sections Ε of The Taxation of Private Investment Income, International Bureau 
of Fiscal Documentaion. 

Notes: 1 Withholding taxes have been ignored throughout. 
2 There is also a deductible local income tax of 15% making a total of 36.25%. 

lose income tax revenue initially. There is to be a 
clearing house arrangement for settling such 
claims. 

There was a discussion above on the usefulness 
of ACT as a means of ensuring that imputation 
credits cannot be granted without the payment of 
underlying corporation tax by the distributing 
company. The draft Directive is concerned with 
this area, and Article 9 proposes a précompte (or 
compensatory tax) for distributions where there is 
insufficient taxed profit in the present or preced-
ing five years. 

Also, Articles 14 to 17 propose a withholding 
tax of 25% on dividends. This is designed to dis-
courage tax evasion by arranging for deduction of 
tax at source. The tax can be treated as a credit 
by EEC shareholders. This presents a significant 
disadvantage to investors in third countries. It is 
hoped that this problem will be alleviated before 
the Directive is passed. 

The draft Directive has been criticised on many 
grounds. The omission of a proposed treatment 
for capital gains is important. Unless their taxa-
tion is also harmonised, there will be much waste-
ful manoeuvring in order to create capital gains in 
favourable member States rather than income in 
any State or capital gains in unfavourable States. 
Another criticism is that other corporate taxes, 
like net worth, turnover and local taxes, must be 
included in the harmonisation. More generally, 
the different rules relating to the calculation of 
taxable income need attention if total effective tax 
burdens are to be harmonised. A further criticism 
is that some countries in the EEC are intrinsically 
less attractive to companies for economic, geo-
graphical and political reasons; and that these 
countries need advantageous corporate tax 
regimes if they are to encourage investment and 

employment. Therefore, to harmonise taxation 
without altering these other factors might give 
rise to unpleasant regional side-effects. 

The Opinion' of the European Parl iament
23
 on 

the draft Directive has stressed the need to 
include the problem of different tax bases as well 
as tax systems. Partly as a result of this and partly 
because member states are not enthusiastic about 
changing their tax systems or losing flexibility, the 
1975 draft Directive (and that of 1978 concerning 
the taxation of financial inst itutions)

24
 have been 

delayed and may need considerable amendment. 

Meanwhile, little notice seems to have been 
taken of the draft Directive. For example, the new 
German system goes outside the proposals in a 
number of w a y s .

25
 It has two rates rather than a 

single rate, both of which are outside the pro-
posed range. Also, the tax credit is outside the 
range. Indeed, as far as rates are concerned. Table 
Β shows that three out of the seven EEC coun-
tries with imputation systems had corporation tax 
rates outside the proposed range in 1979, and five 
out of the seven had tax credits outside the pro-
posed range. These five include three of the sys-
tems introduced after the draft was issued. 

So, harmonisation will probably be a slow pro-
cess, and it needs to advance on a wider front 
than at present proposed. However, the proposals 
should give an indication of the direction of 
future changes in corporate taxation in the EEC. 

"Official Journal, 1979. C 140. 2 4
E E C Commission. Proposal for a Directive on the Appli-

cation to Collective Investment Institutions [of the 1975 draft 
Directive], COM(7S) 340 final. Brussels. : < i

R. T. Bartlett. The harmonization of company taxation 
within the EEC. Journal of Business Law. July 1977. 
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S u m m a r y 

Corporation tax systems may be divided into 
three types with respect to their approaches to the 
taxation of distributed income. Imputation and 
split-rate systems are both designed to mitigate 
the economic double taxation of dividends which 
is inherent in classical systems. The former two 
systems can be viewed as different expressions of 
the same system. This article is mainly concerned 
with imputation systems, particularly those of the 
UK, France, West Germany and Ireland. Of 
these, only the German involves the full imputa-
tion to the shareholders of the corporation tax 
paid by the company. The others, therefore, still 
entail some double taxation of distributed income 
for higher rate taxpayers. In the U K for the high-
est rate taxpayers, there is almost complete 
double taxation. 

The U K system is the only one in the EEC to 
include a general ACT. It is also unusual in that 
the tax credit attached to dividends is linked to 
the basic rate of income tax and has been con-
trived to be the same size as the ACT. 

The French have one of the oldest imputation 
systems. It involves a tax credit of half the under-
lying rate of corporation tax. Unlike the U K sys-
tem, the French system entails less than full impu-
tation for incorporated shareholders. There is a 
précompte to pay for the tax credit where no 
French corporation tax has been paid. 

The recent West German imputation system 
has two rates of tax, and full imputation to share-
holders. This completely removes the economic 
double taxation of dividends. There is a similar 
provision to the précompte. 

The Meade Committee recommended a system 
that would tax both distributed and retained pro-
fits at the shareholders' marginal rates of income 
tax. There would be full imputation of corpor-
ation tax. In this way, retained profits would not 
be allowed to accumulate without bearing income 
tax, but no profits would suffer economic double 
taxation. 

An important difference between the UK and 
continental imputation systems is that the former 
is approximately adjusted for the effects of infla-
tion. 

Proposals for harmonisation of corporate taxa-
tion within the EEC date back almost as far as its 
foundation. The most recent proposals are con-
tained in a draft Directive of 1975, which has yet 
to be approved by the Council of Ministers. It 
proposes an imputation system with rates and tax 
credits within certain bands. However, there 
seems little prospect of immediate progress in this 
area. The four EEC imputation systems intro-
duced since the draft have all gone against it in 
some way. Also, the major differences in the de-
termination of taxable income mean that the draft 
Directive would not harmonise tax burdens even 
if it harmonised some aspects of tax systems. 

A p p e n d i x 

T h e r e s t a t i n g o f the U K i m p u t a t i o n 
s y s t e m to r e s e m b l e a s p l i t - r a t e s y s t e m 

Taking the same corporation tax rate as that 
used to illustrate the imputation system in the 
second section of the paper, let us redesign the 
system to make it look like a split-rate system 
without ACT. 

Imputation System 
Net profit before tax 10,000 
less Corporation tax (52%) 5,200 
Distributable profits 4,800 
Dividends (say) 1,340 
Undistributed profits 3,460 

Cash dividends received by shareholder 1,340 
Tax credit imputed (33/67) 660 
Income to be taxed 2,000 

Tax at basic rate (33%) 660 
Tax credit 660 
Tax due 
or 
Tax at higher rate (e.g. 50%) 

0 Tax due 
or 
Tax at higher rate (e.g. 50%) 1,000 
Tax credit 660 
Tax due 340 

(ACT = 660, M CT = 4540) 
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Or 

Net profit before tax 
For distribution 

Tax at 52% on 8,000 = 4,160 

Split-rate System 

10,000 
2,000 

Tax at 19% on 2,000 = 

Undistributed profit 
Gross taxable dividend 
Tax at basic rate (33%) 
Tax deducted at source 
Tax due 
Tax at higher rate 

(e.g. 50%) 
Tax deducted at source 
Tax due 

380 

8,000 

4,540 
3,460 

"ZÖÖÖ 
660 
660 

1,000 

660 
340 

tax deducted at 
source (33%) 

net cash dividend 

- > 2,000 

660 

1.340 

Let us now postulate a split-rate system with a 
corporation tax rate of 52% on undistributed pro-
fit, and 19% on distributed profit. Basic rate 
income tax is deducted at source under this sys-
tem. Note that real split-rate systems usually 
work in the way illustrated, that is with the tax on 
the distributed income being paid out of the more 
highly taxed income (see above). 

Notice that, in each case, the total tax paid by 
the company to the Revenue is 5,200. Also, the 
timing of the payments will be the same. The 660 
paid in the split-rate system will be equivalent to 
ACT. The 4,540 will be equivalent to Mainstream 
Corporation Tax. Also, the net income tax due is 
the same for both 'systems'. 

More generally, let 
C r = nominal rate applicable to retained profit 
C d = nominal rate applicable to distributed 

profit 
t = rate of tax credit as proportion of divi-

dend 
m = marginal rate of income tax paid by 

shareholders 
b = basic rate of income tax 
Y = taxable income 
D = cash dividend 

Imputation System: (C r = Cd), Corporation tax 
liability (CTL) = C r. Y 

(i) ACT = D . p ^ 

Tax credit = Dt 
(ii) Total income tax paid later 

= m.D.(l + t) - Dt 

(iii) M CT = CTL - ACT = C r. Y - D . j ^ 

Split-Rate System: Gross dividend = D. . — ! ~ r -

1 — b 
(iii) Total corporation tax 

- c . . (
Y

-
D

- r 4 b )
 + c

' -
D

- n n r 

(i) Total income tax deducted at source 

(ii) Total income tax paid later 

Now, let particular rates be chosen so that 

C r = C d + b. Also, let us set t =
 b

 as in the 
1 — b 

UK. A little algebraical manipulation will prove 
that the payments made at the same time are the 
same under both systems, that is (i) is the same 
under both systems, (ii) is the same, etc. 
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TRANSFER PRICING 

CHAPTER 27 

Transfer pricing by multinational 
manufacturing firms* 
Sanjaya Lall 

I. Introduction 

This paper deals with the determinants and implications of the pricing of 
intra-firm trade by manufacturing firms operating in different countries. Intra-
firm trade is defined here as transactions involving international shipments of 
commodities (including capital, intermediate and finished goods, but excluding 
technology or services) between branches or affiliates under the control of one 
firm. Only firms in the manufacturing sector (called multinational enterprises, 
MNEs, for short) are considered: while similar issues of transfer-pricing have 
arisen in primary sectors, they seem to have been understood more clearly and 
dealt with in an explicitly bargaining framework. 

In the manufacturing sector the problem of transfer-pricing has remained a 
curious blind spot in the rapidly growing academic literature on the MNE and 
its effects on trade and development. The two major studies on the balance-of-
payments effects of overseas investment on the capital-exporting countries 
(Hufbauer and Adler, 1968, on the US, and Reddaway, 1967, on the UK) have 
not even recognised the problem, while a great deal of the theoretical discussion 
of MNEs (for example, in Kindleberger, 1969 and 1970, or Johnson, 1969) has 
barely noted the existence of intra-firm trade

2
—the implication being either that 

such trade is very similar in its economic effects to inter-firm trade (between 
unrelated parties), or that it is quantitatively insignificant. Even some of 
economists who have recognised that intra-firm trade creates problems (Dunning, 
1972; Vernon, 1971; Brooke and Remmers, 1970) seem to have underestimated 
its full extent. 

1
1 a m grateful for c o m m e n t s t o Max Corden, Eprime Eshag, Ken Mayhew, George 

Richardson, Frances Stewart and Paul Streeten, and for discussions to Avigdor Meroz. I 
would also like to thank the N e w York office of U N C T A D for le t t ing m e use some data obtained 
in the course of research conducted for them, and Constantine Vaitsos for his help in gett ing 
access t o these data and for s t imulat ing an initial interest in this subject. 

* A major except ion is Vaitsos (1970 and 1972), whose work has not unfortunately been 
widely available till now. 

* This article is reprinted, with permission, from the Oxford Bulletin of Economics and Statistics 
(August, 1973) pp 173-195 



The argument of this paper is that the determination of prices in intra-firm 
trade takes place according to considerations rather different from those in 
inter-firm trade (Part II), that intra-firm trade is not an insignificant proportion 
of trade by MNEs or world manufactured trade (Part III), and that it raises 
serious issues about the effects of MNEs on trade, welfare and national control 
(Part IV). The discussion is conducted with special reference to the less-
developed countries which play host to MNEs, and some data from Colombia is 
adduced to illustrate the potential impact of transfer-pricing. 

II. Determinants of Transfer-Pricing 
The fact that a transaction involving a transfer or sale of goods takes place 

within a firm, regardless of whether or not the firm spans different countries, and 
the firm is free within broad limits

1
 to assign whatever price it likes to those 

goods, means that the traditional theory of pricing in competitive, oligopolistic 
or monopolistic markets ceases to apply to the process of transfer-pricing. The 
essential difference is simply that in transactions on the open market or between 
unrelated firms, the buyers and sellers are trying to maximise their profits at 
each other's expense, while in an intra-firm transaction the price is merely an 
accounting device and the two parties are trying to maximise joint profits. It is 
possible that the accounting price may approximate the arm's length price of 
the goods (the price which would obtain in an open market, or in a transaction 
between unrelated parties), but certainly there is no presumption that this 
should be so: any other price is equally plausible, and the conditions mentioned 
below will determine whether the actual transfer price will deviate from the 
arm's length price. 

Any discussion of the transfer-pricing problem has to assume that there 
exists a yardstick by which the effect of the price can be measured; there must, 
in other words, be an arm's length price, and the goods may be 'overpriced' if 
transfer prices are higher, and 'underpriced' if they are lower, than this price.

2 

It is not necessary for there to be an open market price; from the firm's point of 
view all that is required is that it should know at what price (or within what 
range) it would be prepared to sell to unrelated concerns. When a good is over-
priced, therefore, the firm transfers funds via the pricing channel from the buying 
to the selling units; declared profits are thus understated and overstated 
respectively in comparison with the situation where no intra-firm transactions 
take place. The converse happens with underpricing. 

Let us start with the case where a parent MNE in country A has a wholly 
owned subsidiary in country B, the goods transferred have an open market price, 
there is no official check on the transfer-prices set (though such prices may be 
assumed to be always positive), the same transfer price is declared in both A and 
B, and there is no internal constraint on declaring profits or losses in either place. 

1
 The l imits are discussed below in section l i b . 2
 The terms 'over' and 'under-invoicing' m a y also be used, but these are somet imes used to 

denote the invoicing of trade between unrelated parties w h o act in collusion to transfer funds 
across national boundaries (Bhagwati , 1964 and 1967; Winston, 1970), and we shall keep this 
distinction. 
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Let us say that transfer-prices are being 'used' (to transmit profits) when they 
do not correspond to open market or arm's length prices, and consider in turn 
the inducements to and constraints on the 'use' of transfer-pricing in this way.

1 

The simplifying assumptions are relaxed in the following sections. 
A preliminary point to note is that the profits actually made in each country 

of the MNE's operation, given by the market conditions and costs of production 
(including the cost to the firm of intra-firm transfers), are not in any way directly 
affected by the level of transfer prices set.

2
 We shall proceed on assumption that 

each unit maximises its real profits in its centre of operations, just as if it were an 
independent firm, and that the determination of transfer prices rests only on the 
question of where and how the profits are to be declared. 

H.a. Inducements to the Use of Transfer Prices 
If the parent firm in A and the subsidiary in Β both made profits, effective 

tax rates on remissible profits (taking into account withholding taxes) were 
equal, there were no restrictions on remissions and no price controls on the output 
in either country, import duties did not exceed the effective tax rates, the 
exchange rate of the two currencies was stable, and there were no political or 
other pressures on the level of declared, present or future, profits, then there 
would be no inducement to use transfer prices deliberately to move profits from 
one country to another. If transfer prices did diverge from their open market 
level, it would be the result of chance or lack of contact with the market rather 
than a conscious policy on the part of the MNE, since the conditions have been 
so defined that it makes no difference over the short or long term where profits 
are declared.

3 

Clearly these conditions are extremely restrictive, and many of them do not 
apply to less-developed host economies in particular, inducing MNEs to use 
intra-firm transactions to move profits to centres which are better for profit 
declaration. The inducements to such transfer-pricing may be grouped under 
two broad headings: those which maximise the present value of the MNE's 
overall profits, and those which minimise present and future risk or uncertainty 
about the value of profits. 

Maximise Present Profits 
Bearing in mind that the MNE is concerned to maximise the value of profits 

of all its operations taken together, and abstracting for the moment from the 
1
 I have refrained from using the term 'misuse', because there is a very fine dist inction to 

be drawn between tax 'avoidance', which is by convent ion legal and acceptable, and tax 
'evasion', which is not. Transfer-pricing m a y be regarded as avoidance by the firms, and 
evasion by the host governments , concerned. On the firms' att i tudes, see Green and Duerr, 
1968. 2

 This is intuit ively obvious, but is established at greater length by Copithorne, 1971. 3
 Copithorne (1971) has argued that a 'national corporation with foreign operations', as 

opposed to a truly multinational corporation, would have the objective of miximising profits 
in A subject to some (arbitrary) profit target in B, and thus would use transfer prices to ship 
the rest to A even in these condit ions. I t is not clear w h y this should happen, since the amount 
of profits sent back to A would be the same whether or not transfer prices were used; some 
threat to profit declaration in R has to be introduced if the preference for declaring them in A 
is not to be complete ly irrational. 
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problems of risk minimisation, we can postulate a number of conditions in which 
transfer-pricing will be used. 

i. Loss in one centre of operations.—It may be argued that when the MNE 
makes losses in one of the countries it operates in, it would be induced to remit 
profits to that country so as to minimise its overall tax burden. Vaitsos (1972) 
has tried to construct a theory of transfer-pricing on the grounds that MNEs 
make losses in their home countries (in our example, country A) because of 
heavy overhead and research expenditures there. The firm in A will therefore 
overprice its exports to Β or underprice imports from it. The argument is, 
however, of limited applicability. Besides the question of whether MNEs in 
fact make losses on their domestic operations, the inducement will operate only 
if A's government does not allow losses to be carried forward into the future for 
tax purposes or if the firm expects the losses to continue beyond the period of 
tax offsets.

1
 Similarly, if the firm in Β is making a loss, the MNE may move 

funds there if losses cannot be carried forward and if they cannot be offset 
against the tax burden in A. As most countries allow losses to be carried forward 
(but not indefinitely) and some capital exporting countries (notably the US) do 
allow tax offsets against losses made by subsidiaries, the incidence of this sort of 
inducement is probably rather small. 

ii. Taxes, tariffs and subsidies.—The best known inducement to the use of 
transfer-pricing is international differences in tax and tariff rates (Horst, 1971; 
Copithorne, 1971; Tugendhat, 1971; Brooke and Remmers, 1970); export 
subsidies may also be introduced as a factor affecting the calculation. If tax rates 
are higher in Β than in A, and the parent MNE supplies imports to the subsidiary, 
it would pay the firm to overprice these transactions and move profits to A as 
long as the difference in effective tax rates exceeds the tariff in Β on those 
imports. If tariffs are higher, it would pay to underprice the imports.

2
 Similarly, 

if the subsidiary is exporting to the parent it would pay to underprice the trans-
actions as long as the tax rate differential plus the saving in import duty in A 
exceeded the export subsidy in B. If trade is taking place in both directions, the 
MNE may underprice imports into Β to avoid duties and underprice its exports 
to A to take advantage of export subsidies in Β and lower taxes in A.

3
 The extent 

1
 I t m a y be argued that the cost of interest on losses in A would induce firms to minimise 

them, even if tax-offsets were available. Whether or not an M N E decides to use its profits in 
Β to reduce interest payment s in A depends, however, on the alternative returns available to 
the use of that money . I t is only if the firm cannot invest it in more profitable w a y s in Β or 
elsewhere that it would prefer to reduce its interest liabilities in A. 8

 The case of 'underin voicing' imports to avoid d u t y has been noted b y Bhagwat i (1964, 
1967), and that of overinvoicing b y Winston (1970). Independent importers have to buy 
foreign exchange on the black market to make up the difference, and the profit calculation, like 
the one M N E s have to make for t a x differentials and tariffs, is based on a comparison of black 
market premiums and tariffs. If the primary aim of the trader is to accumulate foreign exchange 
abroad, however, tariffs m a y not prove a substantial deterrent to overinvoicing. This is 
identical t o the case where there are quant i tat ive restrictions on remissions b y MNEs , and 
transfer-pricing is used to ship funds abroad regardless of the tariff burden. 8

 The argument would apply even if the M N E wanted to re-invest profits in B. As long as 
t a x rates on re-invested profits are the same as on remitted div idends it would p a y the M N E 
to use transfer prices to minimise the t a x burden, and re-invest in Β b y openly sending in 
addition to equi ty capital from A. If, as is often the case, the taxes on remissions were higher 
than on re- investments , the calculation would h a v e to take into account the need for div idends 
versus re- investments and the appropriate t a x differentials. The general effect would be to 
reduce the inducement to use the pricing channel. 

413 



to which profits can be moved around freely depends, of course, on the volume of 
intra-firm trade, the structure of the firm and the vigilance of the relevant 
authorities, discussed later. 

iii. Multiple exchange rates.—In some countries which have multiple exchange 
rates (for instance, Colombia before 1966), the rate applicable to profit remit-
tances tends to be unfavourable relative to the one applicable to capital or inter-
mediate goods imports, effectively imposing an additional tax on declared profit 
remittances. 

iv. Quantitative restrictions.—Limits imposed on the remittance of profits 
create a very strong inducement to use the transfer-pricing mechanism, especially 
when other channels, such as royalties and management and technical fees to the 
parent firm, are also controlled. If the subsidiary is exceptionally profitable, and 
the MNE does not wish to re-invest the profits in B, it may remit them by over-
pricing imports into Β regardless of the extra tariff cost, since any gain in profits 
abroad would be a net benefit. Furthermore, if the amount of permissible 
dividends were calculated as a percentage of the MNE's net worth (equity plus 
re-investments),

1
 the firm would be induced to overprice its initial equity 

contribution which took the form of capital equipment to inflate the capital base. 
v. Existence of local shareholders.—The existence of local shareholders in the 

subsidiary in Β may induce the MNE to overprice its imports into Β for three 
reasons: first, to increase its own share of the total profits at the cost of the local 
shareholders; second, to inflate the initial value of capital equipment contributed 
by way of equity participation; and, third, to act in collusion with the local 
partners in order to provide funds for accumulation abroad or for resale in the 
black market.

2 

vi. Exchange rate speculation.—If the exchange rate of either A or Β is 
expected to change and the MNE cannot or will not speculate openly, it may use 
transfer prices to reinforce the normal leads and lags which minimise its obliga-
tions in the devaluing (jurrency. The profitability of such speculation would 
depend on the amount of devaluation expected and the cost of using transfer 
prices in terms of additional taxes and tariffs. There is a distinction to be drawn 
between active speculation for gain (as postulated here), which is basically short-
term and liable to be reversed after the rates have been readjusted (or the crisis 
averted), and long-term hedging against a basically weak currency (mentioned 
below). The former is likely to be used by MNEs in developed countries (Brooke 
and Remmers, 1970 and 1972) in periods of exchange crises, while the latter is 
likely to occur in developing countries, particularly those with inflation. 

1
 The l imit in Colombia and other Andean Pact countries, for instance, is 14 per cent of net 

worth per annum, and includes re-invested profits which m a y be considered additions to foreign 
net worth. Excess profits m a y be held over for a less profitable future year, but not be remitted 
or added to net worth in that year. 2

 The temptat ion for such collusion would be particularly strong in countries where the 
government laid down strict requirements for local equity participation, which were fulfilled 
b y the M N E selling shares to locals who were affluent nominees (traders, landowners, officials) 
rather than industrialists in their own right. While m a n y leading M N E s m a y claim to be above 
this sort of behaviour, there is nothing unusual or surprising about i t—the case of under or 
overinvoiced trade (loc. cit.) involves similar collusion between the local and foreign trading 
partners. 
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Minimise Risk and Uncertainty 
The long-term profitability of an MNE is subject to various pressures in the 

different areas it operates in, and the judicious use of transfer-pricing to show 
low levels of profits may well contribute to insuring its future earning, or even 
its existence, against all sorts of threats. 

i. Βalance-of-payments and exchange rate pressures.—Some countries may 
be deemed bad risks because of the threat of impending restrictions on remit-
tances, periodic devaluations, and the like, and the MNE may adopt a long-term 
strategy of moving profits out via transfer-pricing. 

ii. Political and social pressures.—These may range from trade union 
pressures for a larger share of declared profits to government threats to national-
isation because of 'exploitation'. In fact, any host country which tries to control 
or limit the activities of MNEs may be considered a more or less undesirable area 
to declare high profits in, and for long-term safety, regardless of tax-tariff or 
other short-term factors, the transfer-pricing mechanism may be used to send 
profits abroad. Expectation of individual firms are likely to differ considerably 
as far as this is concerned, however, and the built-in deterrent that the discovery 
of such a policy would itself exacerbate the situation may induce firms not to 
over-indulge. Nevertheless, the environment of a particular host country in the 
eyes of the MNE may well be one of the most important factors influencing the 
long-term use of the transfer-pricing channel; the inbuilt secrecy is ideal in 
situations where there are long-term threats to its operations arising from its 
profitability. 

iii. Direct threats to profits.—The declaration of high profits may cause a 
number of reactions which directly reduce the MNE's profitability. First, the 
government may, where appropriate, lower the level of protection on the firm's 
final output. If the level of protection is determined by the government on the 
basis of the firm's cost of production plus some reasonable allowance for profit, 
the MNE can easily raise the protection, and its profits, by inflating its costs by 
overpricing intra-firm imports. The existence of such an instrument in the hands 
of the MNE gives it a strong weapon when bargaining for concessions with host 
governments, one which they may not even be aware of. 

Second, a similar case arises when governments impose price controls on 
products manufactured by MNEs (pharmaceuticals is the most common example) 
the level at which prices are fixed being determined again by the costs of pro-
duction. This happens most often when protection is granted by the banning of 
imports rather than by tariffs, and domestic prices are sought to be kept in 
check by direct means. There is evidence that overpricing of imports has been 
caused by this factor in India (Bhagwati, 1967) and Colombia (see below). 

Third, the danger of increased competition, from other MNEs or local manu-
facturers, attracted by high declared profits, may also cause transfer-pricing to 
be used in exceptionally profitable countries (Vaitsos, 1970). A similar danger is 
that the host government may insist on profitable foreign enterprises selling 
shares to local investors, reducing both the rewards earned by the MNE as well 
as its control over the operation. If the process of gradual nationalisation has 
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already started, high profits may speed it up. The government may also decide 
to take a larger share of the profits for itself by raising the level of taxation or 
imposing special levies on the firm. 

These are the various inducements to the use of transfer-pricing by MNEs to 
transmit profits clandestinely from one country to another. Although there is no 
necessary presumption that the mechanism would be operated to the detriment 
of countries other than the home-country of the MNE, or of less-developed host 
countries generally—given exchange-rate instability, tax differentials, trade 
union pressures, and so on, it may well be worked against the home country

1
—the 

cards are in fact stacked heavily against the less-developed economies. Not only 
do their tax rates tend to be higher, their import duties on intermediate inputs 
relatively low, their balances-of-payments often in crisis, and quantitative 
restrictions often in force, but their political, social and economic environment 
also tends to be inimical to the free operation and expansion of MNEs. With a 
few exceptions, their governments try to limit and control MNE activities, to 
enlarge local shareholding in them, to lower their profits and ultimately even to 
get rid of them. It is difficult to imagine circumstances in which an MNE would 
want to ship profits to such countries (barring the few countries which are tax 
havens). In order to ensure that transfer-pricing was not used against it, a host 
economy would therefore have to conform politically and economically to many 
of the norms of the developed world—not an aim which most poor countries 
subscribe to, and certainly not one which should be demanded as a condition for 
increasing the activities of MNEs. 

While many of the inducements to transfer-pricing have been noticed, most 
writers have assumed that the mechanism is not very much 'misused'. They have 
perhaps been impressed by limitations on its unrestricted use, mostly on the 
basis of evidence given by the firms themselves; some restrictions undoubtedly 
do exist, and we now examine what they are and how strictly they operate. 

Il.b. Limits to the Use of Transfer Prices 
There are in general two types of limits to the extent that transfer prices can 

be moved freely round to suit the overall objectives of the MNE, set, first, by the 
firms themselves (which we may term internal), and, second, by the authorities 
(external). 

Internal Limits 
The cohesion, adaptability and structure of the MNE may themselves impose 

certain constraints on the use of transfer prices. It may be noted that the 
'motivation' of the firm, in the sense of whether it wants to maximise its dividends 
at the expense of growth or vice versa, or of whether it wants to maximise its 

1
 I t is important to note that the country which has taken most official action to control 

the use ot transfer-pricing is the United Sta tes—the h o m e of the largest MNEs—under section 
482 of i ts Internal Revenue Code. The M N E s have reacted strongly against such interference, 
implying tha t the mechanism is valuable to them. See Keegan, 1969; Greene and Duerr, 1968; 
Duerr, 1972. Such act ion b y capital export ing countries to raise their 'fair' share of t a x e s 
implies, of course, that less-developed host countries have even less chance of gaining fortuit-
ously from transfer-pricing. 
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stock market valuation or some other objective of the management, is irrelevant 
to the question of transfer-pricing, which simply aims to minimise taxes on and 
threats to profits which have already been earned, regardless of whether they are paid 
out in dividends or re-invested.

1
 A 'rational' use of transfer prices by an MNE is 

therefore compatible with different objectives concerning growth, dividends or 
even philanthropy. 

While an MNE with local equity participation faces obvious internal checks 
to the use of transfer prices (subject to qualifications mentioned elsewhere) even 
an MNE with no local equity participation may face internal constraints at any 
of the following stages in the manipulation of transfer prices: 

i the realisation at the level of the subsidiary's management that what is 
to be maximised is the profit of the MNE as a whole, perhaps at a cost to 
the subsidiary; 

ii the communication of requisite knowledge (on taxes, tariffs, controls, 
policy) from subsidiary to parent; 

iii the capacity in the parent firm to process the vast quantity of information 
on different subsidiaries and to arrive at a determinate set of transfer 
prices; 

iv the capacity to implement the transfer prices, in terms of persuading the 
appropriate subsidiaries to put up with showing losses or low profits. 

These constraints boil down to two: the degree of integration and central 
control in the MNE, and the psychological effects of requiring subsidiaries to 
conform to the profit declaration targets. As far as the first is concerned, it 
would appear that transfer-pricing can be used most effectively by very large 
corporations with tightly exercised central control, sophisticated computational 
facilities and a wide experience of world conditions and of dealing with govern-
ments, and not by investors with limited overseas operations and a great deal of 
autonomy between different units. The evolving structure of management in 
the largest firms has in fact tended to increasing rather than decreasing control 
from the centre (Williamson, 1971; Wells, 1971), with the crucial decisions 
regarding investment, pricing and research kept to the head office and minor 
production decisions delegated to individual units.

2
 Moreover, as the great bulk 

of intra-firm trade is concentrated in the largest MNEs (see next section), the 
purely organisational constraint applicable to small firms cannot be very import-
ant from a quantitative point of view. 

Firms make a great deal of the psychological constraint. One of their main 
arguments for retaining flexible transfer-pricing is to enable new subsidiaries to 
break into markets without showing large losses; some firms seem to operate on 
the concept of 'profit centres', with each centre required to show its true profit-

1
 This argument would have to be modified if the countries concerned did not have double-

t a x agreements. Thus, if the parent firm wanted to declare div idends in A, but taxes were 
lower in B, it would be useless t o transfer profits to Β v ia intra-firm trade, declare t hem there 
and bring t h e m back to A, since A's government would l evy additional tax to bring the overall 
t a x up to i ts own level. To this extent , mot ivat ion would counteract the natural inducement 
to use transfer prices. 

* The lack of freedom of subsidiaries in determining transfer prices is noted in a P h . D . thesis 
by J. Shulman, quoted in Tugendhat (1971), chapter 10. 
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ability for the sake of morale as well as more effective control from the centre. 
It is difficult to take these arguments very seriously.

1
 They revolve round the 

assumption that a local manager takes his performance as reported to the tax 
authorities or to local shareholders more seriously than his performance as 
judged by the parent firm. After all, his financial rewards come from the latter, 
and his loyalties may safely be presumed to lie more with his firm than with his 
tax authority. All that is required is that the MNE keep two sets of accounts, 
one showing 'real' profits and the other taxable profits; keeping two account 
books is one of the oldest business practices in the world and certainly not beyond 
the capacity of MNEs. 

We have assumed till now that the firm knows the 'right' prices for all 
commodities involved in intra-firm trade, and is able to work the pricing mechan-
ism with precision to achieve its objectives. In fact a large number of such 
commodities do not have a free-market reference price at all, because they are not 
traded on open markets or because they are the monopoly of the firm concerned 
and subject to discriminatory pricing in different markets. It is, moreover, very 
difficult in many such cases to assign a correct arm's length price due to the 
existence of joint overhead (especially R and D) costs, and any particular price 
used by the firms, or assigned by a host government, may be criticised for being 
arbitrary. This does not reduce the usefulness of the transfer-pricing mechanism: 
on the contrary, it makes it easier for the MNE to maximise its overall profit 
without having to keep double sets of accounts, while rendering it more difficult 
for host governments to calculate costs and profits for individual subsidiaries.

2 

Let us now consider the problems faced by the authorities in checking the use of 
transfer prices. 

External Limits 
There are two sets of authorities in the countries of MNE operations which 

are immediately concerned with transfer prices: the customs and the tax 
authorities. The former are chiefly concerned to see that shipments are not 
obviously underpriced, so that they receive a fair amount of tariff revenue. They 
are not particularly well-equipped to check in a routine manner whether the 
prices charged are correct or not; the task of checking transfer prices is a complex 
and difficult one, and requires specialised technical knowledge over a broad range 
of commodities. Customs officials may get suspicious if prices are changed very 
often and in large amount, but the Colombian experience shows that individual 
items may be marked at 3,000 per cent above prices charged in world markets or 
by other firms and escape routine notice (Vaitsos, 1970), while the Roche 
Products case in the UK shows that a highly developed country is equally 

1
 The recent invest igation of Hoffman-La Roche, the Swiss pharmaceutical firm, by the 

British Monopolies Commission (1973) reveals an absolutely unconstrained use of transfer 
prices. In the company's own words, transfer prices are determined by 'what is reasonable for 
t a x purposes' (para. 138). 2

 On the problems faced by the U S tax authorities in assigning correct transfer prices, and 
the various rules-of-thumb used, see Keegan (1969) and Duerr (1972). See also the Monopolies 
Commission (1973) reports on similar problems for Roche Products in the U K . 
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vulnerable. Though many countries do question customs valuations of firms, the 
procedure is unsystematic, arbitrary and inadequate.

1 

Tax authorities face similar difficulties. They do not, with the exception of 
the US, normally enquire into transfer prices directly, and, like customs officials, 
are not equipped to do so. They may question a firm which is declaring 'too 
little' profits, and even assign an arbitrarily higher figure, but this is hardly an 
effective check to a clever manipulation of prices and profits. Such procedures 
may also be unfair to firms which are making genuine losses, and while per-
mitting firms which show reasonable profits to remit large sums undetected. 

While it is very likely that the day-to-day workings of the tax-customs 
administration will not show up any but the most blatant or careless use of 
transfer prices, even closer direct checks such as those exercised by the US tax 
authorities, and the relatively isolated ones by other governments, are fraught 
with difficulties. We have mentioned above that it is inherently problematical 
to assign arm's length prices to goods with joint costs which are not traded 
openly: there are no easy reference prices and marginal cost pricing will not be 
accepted as 'fair' where heavy R and D expenditures are involved. Many 
commodities in intrafirm trade do not fall into this category, but for those which 
do the host governments must negotiate a fair rate of profit with the MNEs 
concerned after taking into account all the direct and indirect costs of production. 
As long as some such task is not undertaken, however, and transfer prices are 
left to the discretion of the MNEs, it is clear that the latter will have the upper 
hand and deliberately use the mechanism to their own advantage. 

III. Evidence on Intra-Fir m Trade and Transfer-Pricing 
As most countries do not collect data on intra-firm trade as distinct from 

inter-firm trade, and transfer prices are rarely checked, we have to rely for 
evidence on some surveys carried out in the USA and the UK for the former and 
on an investigation by the Colombian government for the latter. 

11 LA. US and UK Intra-Fir m Trade 
The US Government's Department of Commerce has conducted surveys and 

published figures on intra-firm trade by a sample of US-owned MNEs. The 
figures cover the period 1962 to 1970,

2
 though the years 1967-69 are missing; 

details are given in the Appendix, which cites the sources and defines the samples 
and terms used. The Department of Commerce also carried out a comprehensive 
survey of all US firms with foreign investments for the year 1966, the so-called 
'benchmark' survey, which enables us to judge the size of the sample coverage 
in that year; the benchmark-survey figures are also shown in the Appendix. 
Unfortunately, I was unable to get a copy of the original benchmark survey and 
had to rely on secondary sources (Foster, 1972). 

1
 I t is possible that intra-firm trade in finished goods is easier to check, and thus less 

subjected to misuse, than trade in intermediate and capital goods. However , we have no 
evidence on this. 2

 There are no data on infra-firm trade before 1962. 
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The following points must be noted about the US data: 
i. There is no evidence on the amount of US trade accounted for by non-US 

MNEs; private direct manufacturing investment in the US by foreigners is 
quite substantial, and came to $3.0 billion in 1963, rising to over $5.3 billion in 
1969 (over 18 per cent of US manufacturing investment abroad). 

ii. The definition of 'affiliated firms' was changed for the 1966-70 sample, 
with the requirement raised from 25 per cent US shareholding to 51 per cent US 
shareholding. 

iii. The 1962-64 figures were for a sample (256 MNEs and 25,000 affiliates) 
extrapolated to represent total MNE trade; later years were not adjusted in this 
way. 

iv. The 1965 sample included 271 manufacturing firms of which 257 
reported exports (1,869 affiliates); the 1966-70 sample covered 223 firms and 
3,752 majority-owned affiliates. 

v. Earnings (dividends, interest, royalties and fees) figures for sample firms 
were not given, so that the tables show earnings of all US foreign manufacturing 
investment. 

The data are thus neither complete nor fully comparable between different 
years. Despite this, the facts that emerge about the magnitude of intra-firm 
trade are extremely interesting, and we may make some very rough adjustments 
to see the overall impact of such trade. Table I shows various relationships 
derived from the Appendix table. 

Intra-firm exports of sample firms rose from 18 per cent of US manufactured 
exports in 1962 to 24 per cent in 1970; if we inflate the 1970 figure by the same 
extent that the 1966 benchmark figure exceeds the 1966 survey figure, we get a 
ratio of 35 per cent. If we add another 6 per cent non-US MNE's (18 per cent on 
the basis of book-value of investments) we get a figure of over 40 per cent. 
Similarly, for intra-firm imports we arrive at a final figure of over 25 per cent, 
and for total affiliate trade as a percentage of total US manufactured trade we 
get approximately 34 per cent. In other words, about one-third of total US trade 

T A B L E I 

United States: Intra-Firm Manufacturing Trade by US MNEs 1962-70 
(percentages) 

Sample Data 1966 1970 
- Bench- Blown-- Bench- Blown-

1962 1963 1964 1965 1966 1970 mark 
Survey 

up (1966 
basis) 

( / ) (2) [3) (4) (5) (Ö) (7) (*) 
Exports to Affiliates/Total 

U S manufactured 
Exports 17.9 19.7 20.3 22.5 21.1 23.5 31.6 35.1 

Imports from Aff./Total US 
manufactured Imports 14.4 15.5 18.5 15.9 14.5 15.6 20 .1* 21.6* 

Total Aff. Trade/Total U S 
manufactured Trade 16.6 18.2 19.7 19.9 18.3 19.8 26.7* 28.8* 

Div idends and Interest / 
Total Aff. Trade 20.0 15.5 17.4 18.5 17.5 16.6 12.0* 11.4* 

Div idends and Interest + 
Royal t ies and Fees/Total 
Aff. Trade 28.2 24.3 26.7 27.9 27.1 25.5 18.5* 17.5* 

* Based on approx imate figure for affiliated imports for 1966 benchmark survey. 
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in manufactured trade was intra-firm in 1970, and the general trend seemed to 
rise over time. 

The value of declared earnings on foreign manufacturing investment was far 
exceeded by the value of intra-firm trade, and a mere 12 per cent change in 
transfer prices in 1970 would have equalled the entire dividends and interest 
earned abroad. If we included royalties and management fees, an 18 per cent 
change in prices would (ignoring tax-tariff problems) suffice to exceed the total 
sum of earnings abroad. 

Intra-firm exports in the samples grew by 178 per cent (total US manu-
factured exports by 112 per cent), imports by 261 per cent (234 per cent), and 
total trade by 204 per cent (155 per cent) during 1962-70. At the same time, the 
book value of US manufacturing investments grew by 144 per cent, and dividends 
and interest by 151 per cent. In absolute sums, the value of total affiliate trade 
for the 1970 sample came to $11 billion, and to approximately $16 billion on a 
blown-up basis. 

The 1965 sample survey reveals a very high degree of concentration between the 
251 manufacturing firms in terms of their intra-firm exports: 18 parent firms (7 
per cent) accounted for 65 per cent of the exports,while at the other end 150 
firms (60 per cent) accounted for only 6 per cent.

1
 It is very likely, though 

evidence is not at hand to prove it, that the degree of concentration has increased 
over time with the increasing importance of large MNEs (Wells, 1971). In any 
case, if about 50 US MNEs and a similar number of non-US MNEs controlled 
between them all but a minor proportion of world intra-firm trade, these 100 or 
so firms would be the ones controlling not only an immense quantity of resources 
but also the means to move its rewards around practically at will. 

Let us consider the UK data, which cover only 1966 but include both British 
and foreign MNEs.

2
 A survey of 1,466 manufacturing firms showed that of their 

total exports of £3,360 million, exports to 'related' firms accounted for £1,030 
million, or 30 per cent. Total British manufactured exports for 1966 came to 
£4,272 million; thus intra-firm exports came to 24 per cent of the total.

3 

The intra-firm exports of US owned firms in the sample accounted for a much 
higher proportion of their total exports (56 per cent) than of non-US foreign 
firms (37 per cent) or British firms (27 per cent). The point frequently made 
that US affiliates in the UK export a larger proportion of their output than 
British firms should be accompanied by the point that a far higher proportion of 
such exports are within those firms themselves. 

There are no figures available for the amount of intra-firm imports into the 
UK, but the picture shown by exports seems rather similar to that of the US. 

1
 Bradshaw, 1969. The industrial composi t ion of U S intra-firm trade also reflects the 

pattern of M N E investment , wi th the sectors hav ing over 50 per cent of their exports going to 
affiliates being the ones wi th most rapid expans ion of MNEs , e.g. pharmaceuticals , rubber, 
transport equipment, non-electrical machinery, office equipment . Traditional industries (like 
food, paper, metal products) have a relatively small incidence of intra-firm exports from the 
US . 

* Board of Trade Journal, 1968. 8
 Unfortunately, there are no figures avai lable for the earnings of the sample firms, or even 

of U K manufacturing inves tments abroad as dist inct from total overseas investments . 
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The degree of concentration in the UK is even higher than that of the US: 32 
(less than 2 per cent) of the firms account for 52 per cent of intra-firm exports, 
while the last 1,499 (76 per cent) account only for 6 per cent. 

It may plausibly be argued that the pattern of intra-firm trade as shown in 
these two countries is roughly representative of the pattern among the developed 
countries as a whole. Thus, a quarter to a third of their trade in manufactured 
products takes place within MNEs: the exact figure does not matter for present 
purposes, but it is clear that the magnitudes involved are vast, and cannot 
continue to be disregarded as they have been in the literature. 

As far as less developed countries are concerned, there are no figures on the 
extent of intra-firm trade. It is probably much more important for their imports 
than for their exports; the bulk of manufacturing investment in these areas, 
especially by MNEs, is heavily dependent on imported components, and to a 
large extent these imports are from related firms. Given that many developing 
countries control the foreign sector, however, it is likely that the incidence of 
MNE trade is smaller as a percentage of their total imports of manufactures 
than in developed countries. Similarly, MNE exports are a relatively new 
phenomenon, and, though expanding rapidly (Helleiner, 1973), still account for 
a small portion of total manufactured exports. 

This is not, however, to argue that such trade is insignificant and its implica-
tions inconsequential for less-developed countries. The absolute magnitude of 
intra-firm trade may still be very large, and the implications of transfer-pricing 
far more serious, than for the developed world, first because there are many 
more reasons why this mechanism should be operated against the interests of 
less-developed countries, and, second, because they can afford far less to lose 
resources (in foreign exchange) in this way. We shall return to the implications 
of transfer-pricing in section IV; let us first look at the evidence from Colombia. 

ITI.b. Transfer-Pricing in Colombia 
The evidence on the use of transfer-pricing in Colomba is especially valuable 

because of the extreme scarcity of information on this practice in almost all the 
countries in which MNEs operate. Without sucli evidence arguments about the 
dangers of transfer-pricing could simply be dismissed as unfounded or propo-
gandist;

1
 even the selective and limited investigations as conducted by the 

Colombian government provide some proof of its potentialities. 
After the Colombian government passed Decree 444 in 1967, imposing 

various exchange controls and restrictions on the flows of exchange by foreign 
investors, an examination of the transfer-pricing mechanism was undertaken in 
the belief that it was pointless to control dividends and royalties when such a 
wide channel as intra-firm trade was left open. The main sector studied was 
pharmaceuticals, the industry with the largest number of foreign firms in the 
country: the rubber, chemical and electrical industries were also investigated, 

1
 Perhaps some indirect support for our case could be adduced from the evidence on tied 

aid, which is bel ieved to raise the cost of imports b y 20 per cent t o the aid recipients (Pearson 
Commission, 1969). Since intra-firm trade is s imply an extreme form of ty ing of purchases, it is 
easy to imagine how much more prices can be pushed up. 
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but much less intensively. The research, carried out for 1968 by the Planning 
Office (Planeacion) and for 1967-70 by the Import Control Board (INCOMEX), 
employed qualified chemists and technicians, and compared the prices actually 
charged on imports with prices paid for comparable commodities by locally 
owned firms, by other Latin American countries, and in world markets generally. 
The objective was to discover the extent of overpricing,

1
 and to reduce its 

incidence by legal action, including the imposition of heavy fines. 
In arriving at the world market price, the investigators took the average of 

available quotations rather than the lowest one, and allowed for transportation 
costs and a 20 per cent margin for error. Thus, the calculations were, if anything, 
unduly generous to the foreign firms. Planeacion discovered a weighted average 
of over-pricing for a wide range of pharmaceutical imports of 155 per cent (for 
1968)

2
 and INCOMEX of 87 per cent (for 1967-70), the difference in findings 

being accounted for by differences in coverage over time and products, with the 
latter being more comprehensive. The savings achieved by the government's 
action came to US $3.3 million annually in the pharmaceutical sector, out of a 
total import bill of $15 million. 

It was also found that some rubber imports had been overpriced by 44 per 
cent, some chemical imports by 25 per cent and electrical components by 54 per 
cent. Moreover, studies on transfer-pricing undertaken in other neighbouring 
countries, especially Chile, showed that the pattern was similar (UNCTAD, 
1971). The scope of the investigations was more limited, but the tenor of the 
results was unmistakable. It is clear that unless the mechanism were attacked 
directly, there are few inbuilt constraints, of the nature discussed previously, to 
its use. 

It may be of interest to consider the evidence for 14 foreign firms in Colombia 
in rather more detail; these firms are part of a sample studied by the present 
author in the course of research conducted for UNCTAD. Using the evidence 
uncovered by Planeacion and INCOMEX, and combining it with balance-sheet 
figures for these firms (which must, of course, remain anonymous), we can see 
the effect that overpricing has had on their profitability (Table 2). The figures 
pertain to the period before the government's legal action against overpricing 
took effect. There are 11 pharmaceutical, 1 rubber and 2 electrical firms, and the 
period covered is 1966-70, and the figures express averages for these years. 
There are 12 wholly foreign-owned firms (marked A) and 2 foreign majority-
owned firms (marked B). 

Column 2 shows that the weighted average of overpricing ranged from 33 per 
cent to over 300 per cent for the imports investigated in the pharmaceutical 
sector, and from 24 per cent to 81 per cent in the other sectors. The difference 
made to profitability from proved overpricing (column 4) ranges from 2 per cent 
to 112 per cent of net worth in the former, and from 0.3 per cent to 6 per cent in 

1
 Overpricing is defined as ( P c— Ρ W) / P w χ 100, where P c s tands for the price actual ly paid 

in Colombia and Ρ w the comparable world market price. For detai ls of the findings see Vaitsos 
(1970) and D A N E (1971). 

* Overpricing on individual products was somet imes as high as 3000 per cent (Vaitsos, 1970). 
When brought to court, the firms were unable to justify the prices charged (El Tiempo, 1971). 
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T A B L E 2 

Overpricing by and Profitability of 14 Foreign Firms in Colombia (1966-70) 

(1) (2) M W 
Industries % Imports % Proved Declared Profits on Profits on 

and Firms Investigated Overpricing Profits as Proved Over- Overpricing 
% net Worth pricing as Total Imports 

% Net Worth % N.W. 
(Imputed) 

Pharmaceutical 
1 (A) 52.1 158.3 7.6 41.5 79.6 87.2 
2 (B) 20.1 39.5 11.2 2.0 10.0 21.2 
3 (A) 100.0 56.6 16.5 19.6 19.6 36.1 
4 (A) 28.1 81.0 6.3 5.6 19.9 26.2 
5 (A) 32.4 288.9 6.3 19.2 59.3 65.6 
6 (A) 39.1 33.5 0.1 2.5 63.9 64.0 
7 (A) 35.2 33.7 12.4 3.1 8.8 21.2 
8 (A) 54.1 95.4 - 7 . 4 17.9 33.1 26.1 
9 (A) 48 .6 83.7 42.8 111.7 229.8 272.6 

10 (A) 44.2 313.8 27.5 39.6 89.6 117.1 
11 (A) 30.9 138.9 5.9 9.9 32.0 37.9 

Rubber 
12 (B) 60.0 40.0 8.3 6.1 10.2 18.5 

Electrical 
13 (A) 22.3 24.1 8.1 0.3 1.3 9.4 
14 (A) 30.4 81.1 0.7 1.8 5.9 6.6 

Notes : 1. (A) indicates that the firm is wholly foreign owned, and (B) tha t foreign investors 
hold 5 1 - 9 9 per cent of the equity. 

2. Per cent of overpricing is defined as in footnote above, and is for the we ighted average 
of all imports invest igated (shown in column 1). 

3. Declared profits comprises after-tax profits net of depreciation and interest. Minus 
shows loss. 

4. N e t worth calculated in terms of constant U S dollars. 
5. Column (4) shows profits from proved, and column (5) from imputed, overpricing. 

the latter, industries; such profits exceed the value of declared profits for 9 of the 
14 firms. If we impute the proved level of overpricing to total imports of the 
firms, including the imports not investigated, we find that profits on overpricing 
rise substantially in pharmaceuticals, but not so dramatically in the other 
industries. Imputed overpricing profits exceed declared profits for 11 of the 14 
firms.

1 

It is impossible to generalise from a sample of such a small size and with such 
variability. Clearly, different foreign firms have different attitudes to transfer-
pricing as opposed to declaring profits openly. The inducements to use ixansfer-
pricing in Colombia are obvious enough: there are quantitative limits on profit 
remittances abroad as well as price controls on pharmaceutical and rubber 
products; duties on imports of intermediate products are quite low, especially in 
pharmaceuticals (a nominal 1-2 per cent); there is considerable suspicion of 
foreign enterprise and restriction on their activities; and some of the foreign 
firms are exceptionally profitable. Colombia seems to have been almost a 
laboratory case for the exercise of transfer-pricing. Many other less-developed 

1
 In this context , it is interesting to note the Monopolies Commission (1973) findings on 

Roche Products that profits from transfer-pricing accounted for 76 per cent of total profits in 
1966-72 , and came to over six t imes the amount of declared profits (Para. 164). The calculation 
of arm's length prices of the t w o relevant products made ample allowance for overhead and 
R and D costs; the ex ten t of overpricing came to 123 per cent for Librium and 161 per cent for 
Valium in 1970. 
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host countries are in a similar situation, but have not started to react to it 
effectively. 

To reiterate the main points of this section: first, intra-firm trade in manu-
factures today accounts for a substantial part of world trade, and will account 
for a larger proportion in the future if MNEs continue to grow; second, such 
trade is highly concentrated within a relatively few MNEs which also control an 
immense quantity of world resources and production; third, the declared earnings 
of MNEs are very much smaller than the value of intra-firm trade, so that a 
relatively minor change in transfer prices can cause a very large change in 
MNE's profitability; and, fourth, the available evidence indicates that transfer-
pricing is deliberately used to transfer profits from less desirable to more desirable 
areas, and the existing inbuilt constraints to its use are ineffective. Let us now 
consider some of the implications of this situation. 

IV Implications of Transfer-Pricing 
This section is divided into three parts, dealing with the implications of 

transfer-pricing for trade theory, for the welfare of host economies and for 
government policy. 

IV.a. Transfer-Pricing and Trade Theory 
The size and growth of international investment in the modern world has 

important effects on the determination of trade patterns, both in the traditional 
Hecksher-Ohlin framework (by altering relative factor endowments) as well as 
in the more recent technological/oligopolistic theories of comparative advantage 
(by transmitting technology, changing skills and tastes, extending product 
differentiation, using various market imperfections and economies of scale).

1
 In 

fact, many of these new theories, of which the product cycle model is a good 
example, use the MNE as a central agent of dynamic comparative advantage 
(Johnson, 1969). Moreover, the proponents of the free flow of capital see the 
MNE ushering in a new era of world-wide efficiency in the allocation of resources 
and even an international equalisation of factor prices (Kindleberger, 1969). 

The assumption implicit in all such reasoning, and its accompanying recom-
mendations for policy, is that trade controlled by MNEs is governed by the 
same principles of valuation as other forms of trade. Thus, the value of intra-
firm trade is taken to be determined by the same factors as inter-firm trade, and 
the gains arising from the former are assumed to accrue to the various trading 
countries in the same way as from the latter. If our argument about intra-firm 
trade and transfer-pricing has any validity, however, it is clear that this sort of 
assumption is not tenable. In fact, a strong attack may be mounted on both the 
positive and normative aspects of trade theory for that part of trade which is 
intra-firm. 

As far as its positive aspects are concerned, the existence of transfer-pricing 
introduces a divergence between the explanation of the quantities of goods 
involved in intrafirm trade as distinct from their stated values, and thus renders 

1
 For a summary and preliminary empirical test ing of various theories, see Hufbauer, 1970. 
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the existing comparative cost doctrines, of both the traditional Hecksher-Ohlin 
and the modern technological/oligopolistic types, all of which are couched in 
terms of market values of trade, inapplicable to such trade. The quantities of 
goods in intra-firm trade may well be determined on considerations of com-
parative cost, at least from the MNE's point of view, but the values stated may 
be quite different from those in open-market conditions. Since positive trade 
theory seeks to explain stated values, however, and assumes some sort of com-
petitive market framework to establish a determinate relationship between 
market prices and quantities, it cannot hope to explain trade which takes place 
essentially outside any market. 

It is true that in quantitative terms the validity of the comparative cost 
doctrine remains unimpaired. Its empirical testing, however, becomes prac-
tically impossible for intra-firm trade, and undoubtedly the theory loses a great 
deal of its interest and significance by being unable to deal with its valuation. 
What is needed now is for economists to construct an adjunct to traditional 
theories of trade to encompass intra-firm trade. This would attempt to assess the 
'trade creating' and 'trade diverting' effects of transfer-pricing, to stipulate 
when and how a country becomes a favourable place for profit declaration and 
thus enjoys a relatively stronger current visible trade account, and to investigate 
whether commodities specialised in by MNEs (say, those which are technologic-
ally advanced or heavily differentiated) are more prone to intra-firm rather than 
inter-firm trade over time. It may also be worth discovering whether MNEs try 
to protect or expand intra-firm trade more between countries which differ 
considerably, as opposed to those which are similar, in their relative attractive-
ness as centres for profit declaration; and, more basically, to know how MNEs 
judge such attractiveness, and how individual assessments differ. Certainly, 
existing trade theory needs new direction if it is to be fully relevant. 

The implications for the normative aspects of trade theory may be considered 
more serious. Most economists recommend more and freer trade in the implicit 
belief that all the trading partners receive due benefits from such trade when 
their goods are sold in world markets. Clearly, the potential benefits of trade are 
considerably diminished if the traded products are not priced in competitive 
markets, but valued in such a way that one factor of production, foreign capital, 
is able to deprive a country of part of its due share and remit it abroad. Intra-
firm trade makes it quite likely that the benefits of trading are distributed haphaz-
ardly between trading partners, with some countries (the home bases of MNEs in 
particular) gaining at the expense of others (especially the developing host 
countries) in such trade. 

Furthermore, it may be argued that when the use of transfer-pricing enables 
the MNE to extract more protection from the government, the host economy is 
not only deprived of its share in 'fair' profits (including allowances for risk and 
oligopoly), but the profits made are themselves too high. If the MNE is a 
dynamic agent of comparative advantage, therefore, it also has the power to 
extract a high price for its services, to conceal this price and to send its rewards 
to places of its own choosing. 
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IV.b. Welfare of Host Economies and Transfer-Pricing 
If a host country cannot be sure of capturing a fair share of the benefits from 

the resources used by foreign investors, and from the induced changes in patterns 
of trade and production, the conventional arguments about welfare gains from 
foreign investment need considerable modification. Regardless of whether the 
MNE has been induced to invest for defensive purposes in protected and in-
efficient facilities or has come in for reasons of efficient resource allocation, the 
use of transfer-pricing means that the net gains from foreign investment are less, or 
losses more, than they otherwise would have been. 

The loss caused by transfer-pricing may be borne by various groups in the 
host economy: the government (loss of taxes), local shareholders (loss of legiti-
mate share of profits), trade unions (if it deprives them of higher wages), con-
sumers (from higher prices, if it enables firms to get more protection), and even 
other producers (if by worsening the foreign exchange situation it causes a 
shortage of maintenance imports).

1
 This is only the immediate impact. Over 

the long run, it deprives the economy of the benefits of investment foregone, 
and may distort the pattern of investment (or worsen the existing distortions) by 
raising levels of real effective protection. At the same time, if the low level of 
declared profits deters prospective local competitors, it perpetuates the economy's 
dependence on foreigners. 

It is clear that the welfare implications are more serious for less-developed 
than for developed host countries. Insofar as the terms on which MNEs enter 
less-developed countries, and their effect on welfare, is the result of a bargaining 
process, the existence of intra-firm trade acts as a powerful bargaining counter in 
the MNE's favour, enabling it to conceal from the government a crucial item of 
information. And the advantage is a permanent one, at least as long as intra-
firm trade exists. 

IV.c. IMPLICATIONS FOR HOST GOVERNMENT POLICY 

The preceding argument has assumed that host governments do nothing 
special to check the transfer-pricing mechanism. This is indeed the case with 
most host countries, which act in the belief that world prices in the manufacturing 
sector are somehow determined by objective market forces, or which have trust 
in the intentions of MNEs. Neither may be justified. Certainly the concern 
shown in recent literature with the control of MNEs shows that even some 
proponents of MNEs are worried about the amount of power wielded by them 
(e.g. Vernon, 1971). The existence and growth of intra-firm trade increases this 
power and correspondingly diminishes the ability of governments to regulate 
and control them. The exercise of effective government regulation must include 
methods of monitoring intra-firm trade and enforcing reasonable transfer prices. 

We shall not enter into a detailed discussion here of the methods available of 
countering transfer-pricing, but it may be useful to mention the main altern-

1
 The gains from transfer-pricing would accrue similarly to the other country's govern-

ment, shareholders in the firm, and possibly trade unions. There would also be numerous 
favourable dynamic effects, on investment, innovation, and growth. 
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atives. The presumption is that governments are not willing to adapt their 
policies in such a way as to make them attractive to MNEs for declaring profits. 

First, the government may set tariffs and tax rates at the same levels, so that 
it realises the same amount of revenue whichever way funds are remitted. This 
has the drawbacks that it would not stop transfer-pricing in cases where its main 
inducement is not tax differentials but other factors, and that it would limit 
tariffs to use as tax instruments rather than for a flexible protectionist policy. 

Second, it may try to break the link between imports and parent companies 
by channeling all imports through an independent (possibly state) agency or 
forcing firms to buy elsewhere. This would involve a large administrative 
commitment and the risk of red-tapism and inefficiency. 

Third, the tax authority may try to judge the profits of MNEs on evidence 
other than declared accounts, say, by their profitability abroad, or their sales, 
or some such measure. This may become extremely arbitrary, contentious and 
liable to corruption. 

Fourth, the government may decide to check transfer prices directly and 
compare them with world prices. This would be a difficult task, and, as the US 
experience shows, subject to some dispute and arbitrariness when items not 
openly traded on world markets are being assessed. The use of consultants or 
international agencies may be of great help here. 

Fifth, all the governments playing host to MNEs may get together and tax 
them jointly, rendering the whole process of profit transfer irrelevant. This may 
be the ideal solution—meeting international threats with international action— 
but it seems highly impracticable. 

Sixth, the government may encourage internal checks to the use of transfer-
pricing by enlarging the share of local equity in MNEs. This would be effective 
only if local shareholders had the technical and business capacity to check trans-
fer prices, and if they did not themselves collude with their foreign partners. If 
requirements were too stringent, some MNEs would be deterred from investing 
at all. 

Thus, all such policies face difficulties. The most practicable one at present 
seems to be direct official checks of the sort started in Colombia; its effectiveness 
can be increased by inter-government co-operation and exchange of information 
(as in the Andean Pact). If the transfer-pricing mechanism is really important to 
MNEs, it may be expected that they would resist any encroachment upon it, 
especially from less-developed countries where it is most useful. Some control 
seems to be essential, however, if MNEs are to be allowed to expand and benefit 
the host countries; unfortunately, the existing body of trade and investment 
theory is at best inadequate, and, at worst, completely misleading, as a guide to 
forming policies in this field. 

Institute of Economics and Statistics, 
Oxford 
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Sources: 1 Foster, 1972; Hufbauer and Adler, 1968. 
2 Statistical Abstracts (various years), U S Department of Commerce. 
3 Survey of Current Business, December 1965; May 1969; November 1972; and December 

1972. 
4 U S Depar tment of Commerce, Special Survey of US Multinational Companies 1970, 

Washington, D.C., 1972. 

Notes: 1. Sample coverages, which vary from t ime to t ime, are as follows: a. 1962-64: 
sample of 256 parent M N E s and about 2,500 affiliates, w i th 'affiliates' defined to cover firms 
wi th 25 per cent or more U S equity . The sample figures were 'blown up' to represent all 
foreign investors , b. 1965: sample of 271 manufacturing firms, of which 257 reported exports 
to 1,869 affiliates (defined as before). There was no b lowing u p of sample figures, c. 1966-70: 
sample of 223 manufacturing firms wi th 3,752 affiliates, which were redefined to cover only 
'majority owned' foreign affiliates. There was no blowing up of sample figures. 

2. Based on Foster, 1972, because original survey, US Direct Investments Abroad 1966, 
Part II , was not avai lable here. The figures are rounded, and import figures are approxim-
ations, probably too low. This survey covered all foreign investors—3,300 parent companies 
and about 23,000 affiliates, which were defined as 1962-65 above. 

3. Total U S exports and imports include: tobacco manufactures and cigarettes, alcohol, 
chemicals , machinery, transport equipment and other manufactured goods. Military ship-
ments are excluded. Figures are from various Statistical Abstracts. 

4. Earnings are on all manufacturing inves tments abroad, since data on sample M N E s are 
not available separately. T h e y include branch earnings but exclude reinvested profits. 
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CHAPTER 28 

Transfer pricing decisions in US 
multinational corporations* 
Jane O. Burns 

Abstract. This paper provides information about the effect 14 variables have on transfer 
pricing decisions in 62 MNCs. Questionnaire data is factor analyzed and evaluated to deter-
mine whether significant differences exist when respondents are grouped alternately into 
five dichotomous categories: (1) those assessed compared with those not assessed addi-
tional U.S. federal income taxes because of transfer pricing methods, (2) those among the 
first 150 compared with those among the remaining 500 largest U.S. industrial firms, (3) those 
whose export sales exceed $25 million compared with those whose export sales do not, 
(4) those whose export sales to subsidiaries exceed 50 percent of total exports compared 
with those whose export sales to subsidiaries do not, and (5) those unable to use a market-
based transfer price compared with those who are able to do so. By means of Student's 
t-test and .10 level of significance, it is determined that some variables and factors do have 
greater influence on transfer pricing decisions for some types of companies. 

INTRODUCTION 

• Although most foreign subsidiaries are separate legal entities, many U.S.-based 
multinational corporations (MNCs) consider them to be integral parts of one eco-
nomic organization. Consequently, the success of the total organization may be 
stressed even to the extent that some decisions are not in the best interest of an 
individual unit. Becuse intracompany transfers are often numerous and involve 
substantial values, prices assigned to goods and services are exceedingly impor-
tant to the buying and selling units and, because of external pressures, to the 
total organization. 
Few business decisions have greater impact on the operations of MNCs than 
those involving pricing between related units located in different countries. Nu-
merous articles and books discuss pricing strategies of intracompany exports for 

*Jane O. Burns, CPA, is Associate Professor of Accounting at Indiana University. She re-
ceived a Ph.D. degree in Bus iness Administration from the Pennsylvania State University. 
Dr. Burns' research and publications concentrate on international taxation. 

The author gratefully acknowledges the valuable ass is tance provided by Franklin Acito, 
Assistant Professor of Marketing, Indiana University. 

* This article is reprinted, with permission, from the Journal of International Business Studies (Fall 
1980) pp 23 -39 



MNCs.
1
 These strategies are generally influenced by various business objectives 

such as maximizing organizational profits, optimizing cash flows, penetrating 
new markets, and avoiding conflicts with foreign host governments. The litera-
ture commonly assumes that MNCs incorporate many of these interrelated vari-
ables into transfer pricing decisions.

2
 Much of this assumption is speculation 

however, because information on intracompany policies generally is not publicly 
available. This study was undertaken in order to help alleviate this deficiency in 
data and to explore possible interrelationships. Financial executives from a sam-
ple of U.S.-based MNCs were asked to provide information about the extent that 
their firms' transfer pricing decisions are influenced by certain external factors. 
The results of the survey are summarized and analyzed in this article. 

RESEARCH PARTICIPANTS 

The sample population for this study was chosen from the largest U.S.-based in-
dustrial corporations. A total of 210 companies was selected from the Fortune 
500 largest industrial corporations in the United States

3
 that met at least one of 

the following criteria: (1) participants in a study on Domestic International Sales 
Corporations,

4
 (2) participants in a study on investments abroad,

5
 or (3) support-

ing companies of the Special Committee for U.S. Exports. Whereas the selection 
process was designed to identify companies that were likely to have exports to 
foreign subsidiaries, its lack of randomness prevents any generalization being 
made about all such intracompany sales. 

TABLE 1 

Responses to the Questionnaire 

Number of 
Companies Percent

3 

Companies completing questionnaire 62 54 30 

Reasons given by companies responding but not 

participating: 

No exports to subsidiaries 21 18 
Do not complete questionnaires 14 12 
Subject is too sensitive 9 8 
Exports to subsidiaries are insignificant 5 4 
Tax audit is in progress 3 3 

Total companies responding but not participating 52 46 25 

Total companies responding 114 100 55 

Companies not responding 96 46 

Total companies contacted 210 100 

Percentages may not total one hundred because of rounding. 

4 3 4 



A questionnaire was mailed to the senior financial officer of each of the 210 com-
panies selected; 55 percent replied, and 62 (54 percent of those responding) 
usable questionnaires were received. Of the remaining 46 percent responding, 
18 percent stated their organizations did not export goods to foreign subsidiaries, 
and, therefore, had no information to provide. In addition, 28 percent declined to 
participate because: (1) they do not complete questionnaires as a matter of policy 
(12 percent), (2) the subject matter and data requested is too sensitive (8 percent), 
(3) exports to foreign subsidiaries are insignificant (4) percent), or (4) a tax audit of 
their firm's transfer prices is in progress (3 percent) (Table 1). 
Based on the usable questionnaires received, average export sales represent 
11 percent of the firms' gross sales and about 42 percent of their exports are to 
subsidiaries. Consequently, these 62 U.S.-based MNCs are transferring in excess 
of $7 billion annually through intracompany sales to foreign subsidiaries. Be-
cause it is estimated that 40 percent of all international trade occurs between re-
lated parties,

6
 participants in this study account for approximately 16 percent of 

all U.S. company exports to foreign related parties. In 97 percent of these com-
panies, most pricing decisions for intracompany export transactions are made by 
U.S. personnel. 
Participating MNCs funnel 70 percent of their export dollar sales through one of 
two export incentive tax corporations—63 percent through a Domestic Interna-
tional Sales Corporation (DISC) and 7 percent through a Western Hemisphere 
Trade Corporation (WHTC).

7
 Seventeen companies utilize the DISC for all exports. 

Surprisingly, 9 companies do not export through either of the special corpora-
tions. Also, only 4 of the participating companies have exports with a subsidiary 
organized as a U.S. Possession Corporation. 

INFLUENCES ON INTRACOMPANY PRICES 

Participants were asked to evaluate the importance that each of 14 variables has 
on export pricing decisions for their firms. One question required that respon-
dents consider each variable and either (1) strongly agree, (2) agree, (3) be unde-
cided, (4) disagree, or (5) strongly disagree that it had a substantial influence on 
their firms' transfer pricing decisions. A second question requested respondents 
to refer to the list of 14 variables and select the 5 they believed most important to 
their organization. Although the second question requested that 5 variables be 
chosen, several participants recorded fewer. A mean of the responses was calcu-
lated for each variable in each question. Based on the mean, the 14 variables were 
ranked in the order of importance for each question (Table 2). Spearman's rank 
correlation coefficient reveals that rankings for the two questions are highly 
correlated.

8 

Responses to the first question indicate that most participants believe that, in 
their organization, intracompany prices for exports are influenced substantially 
by 10 of the 14 variables. Based on the mean, the 10, in order of importance, are: 
(1) market conditions in the foreign country, (2) competition in the foreign country, 
(3) reasonable profit for foreign affiliate, (4) U.S. federal income taxes, (5) eco-
nomic conditions in the foreign country, (6) import restrictions, (7) customs du-
ties, (8) price controls, (9) taxation in the foreign country, and (10) exchange 
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controls. A majority of the participants believe 4 of the listed variables are not im-
portant to their firms when establishing intracompany export prices. Continuing 
in order of importance determined by the mean, the four are: (11) U.S. export in-
centives, (12) floating exchange rates, (13) management of cash flows, and 
(14) other U.S. federal taxes. 

TABLE 2 

Influences on Transfer Pricing Decisions 

Intracompany transfer prices 
for exports are influenced 
substantially by: 

Question 1 Question 2 
Intracompany transfer prices 
for exports are influenced 
substantially by: Rank Mean

3 Standard 
Deviation Rank 

Percent 
Selecting

b 

U.S. federal income taxes 4 2.57 1.190 4 49.2 
Other U.S. federal taxes 14 3.64 .876 14 4.9 
Taxation in the foreign country 9 2.84 1.143 5 39.3 
U.S. export incentives 11 3.10 1.121 10/11 18.0 
Competition in the foreign country 2 2.26 .964 1 65.6 
Market conditions in the foreign 

country 1 2.15 .872 2/3 63.9 
Customs duties 7 2.70 .937 10/11 18.0 
Exchange controls 10 2.92 .954 9 19.7 
Price controls 8 2.80 .997 00

 21.3 
Import restrictions 6 2.62 .986 7 24.6 
Economic conditions in the foreign 

country 5 2.61 1.037 

C
D

 36.1 
Floating exchange rates 12 3.16 .916 13 8.2 
Management of cash flows 13 3.20 .928 12 13.1 
Reasonable profit for foreign 

affiliate 3 2.31 .975 2/3 63.9 

a
The mean for each variable is based on a scale of 1 —strongly agree—through 5—strongly 

disagree. 
b
The percent selecting is calculated by dividing the number of respondents selecting the 

variable by the total number of respondents. 

When responses to the second question are tabulated, only 3 variables are se-
lected as being among the most important by more than half the participants. Of 
these 3, competition in the foreign country is selected by 66 percent, and both 
market conditions in the foreign country and reasonable profit for foreign affiliate 
are selected by 64 percent. A comparison of responses for the two questions 
reveals that most variables are ranked similarly in both questions; however, there 
are two exceptions. One, whereas taxation in the foreign country is ranked ninth 
in the first question, it is ranked fifth in the second question. Conversely, cus-
toms duties ranks higher in importance in the first question (seventh) than in the 
second question (tenth/eleventh). 
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Responses to the two questions support the literature; transfer pricing decisions 
for most of the participating companies are influenced substantially by several 
external factors. Table 2 does not reveal, however, which variables are considered 
to be closely related nor what types of companies are influenced more by which 
variables. Statistical analysis of the data provides insight to these questions. 

DATA ANALYSIS 

In the initial stage of data analysis, the 14 variables were factor analyzed. The pur-
pose of this investigation was to identify the existence of underlying dimensions 
that account for the commonality of preferences for different variables. A varimax 
rotated factor analysis after rotation with Kaiser normalization yielded five fac-
tors. Standard criteria were followed in extracting the factors: all five had an 
eigenvalue greater than 1, each explained more than 5 percent of the variance, 
and collectively they explained a substantial portion (80 percent) of the total 
variance of the variables. The variable listed last, reasonable profit for foreign af-
filiate, was eliminated from the analysis. It was spread acres* the five factors with 
all loadings below .4, indicating a lack of relationship for this variable with the 
underlying factors (Table 3). 

Factor one, internal foreign environment, indicates that 2 variables are very 
closely related. Those respondents who are inclined to consider market condi-
tions in the foreign country important (or unimportant) also tend to consider com-
petition in the foreign country important (or unimportant). This relationship was 
expected. Not expected, however, is the fact that the loading on this factor for a 
third variable, economic conditions in the foreign country, is low. 
The second factor, influences on cash flows, accounts for 4 variables: manage-
ment of cash flows, exchange controls, floating exchange rates, and U.S. export 
incentives. Although intuitively it might be suggested that variable loadings on 
this factor should be closely associated with loadings on factor three, artificial 
barriers, the analysis indicates such a relationship does not exist for respondents 
in this study. Only one of the variables—exchange controls—receives a high loading 
for both factors. In addition to exchange controls, other variables closely related as 
artificial barriers are price controls, customs duties, and import restrictions. 
Three variables dealing with taxation are accounted for by the fourth factor, taxes: 
U.S. federal income taxes, taxation in the foreign country, and other U.S. federal 
taxes. The loading for customs duties, a variable also dealing with taxation, is 
quite low for this factor; instead, it is more highly identified with artificial barriers, 
as was expected. 
Even though the analysis indicates the presence of five underlying dimensions, 
the final factor, economic structure, is less clearly defined than the four preced-
ing factors. It accounts for two variables: economic conditions in the foreign 
country and U.S. export incentives. Neither of these variables has a very high 
loading. It is possibly the underlying dimension most difficult to understand. 
When individual responses to the two variables are considered together, however, 
the relationship is evident. One possible interpretation of this factor from the 
tabulation is that when economic conditions in the foreign country are strong, 
they are not influential in pricing decisions and U.S. export incentives are not par-
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ticularly relevant to exporting; however, when economic conditions in the foreign 
country are unstable or weak, this fact becomes more influential in pricing as 
does the availability of U.S. export incentives to help offset negative economic as-
pects. Unfortunately, it is not possible to evaluate this interpretation with the 
present data. 
In order to analyze the data further, respondents are arranged into five dichoto-
mous categories. It is hypothesized that variables influencing export prices 
charged subsidiaries are more important for: (1) those assessed compared with 
those not assessed additional U.S. federal income taxes because of transfer pric-
ing methods, (2) those among the first 150 compared with those among the re-
maining 500 largest U.S. industrial firms, (3) those whose export sales exceed 
$25 million compared with those whose export sales do not exceed $25 million, 
(4) those whose export sales to subsidiaries exceed 50 percent of total exports 
compared with those whose export sales to subsidiaries do not exceed 50 per-
cent of total exports, and (5) those unable to use a market-based transfer price 
compared with those able to use a market-based transfer price. In each of the five 
categories, companies are separated into two groups. The mean for each of the 14 
variables and five factors is calculated for each group. Using Student's t-test for 
the separate variance estimate, the means are analyzed to determine whether sig-
nificant levels of differences exist for any of the variables or factors. 

Analysis of Responses Based on Tax Reallocations Under Internal Revenue Code Section 
482 

Although composed of numerous legally separate entities, MNCs often operate 
as one economic unit. In contrast, Section 482 of the Internal Revenue Code re-
quires that each entity operate as an economically separate unit. Conflict arises 
when entities are taxed differently. As a result, transfer prices between U.S.-
based MNCs and their foreign subsidiaries are often adjusted by the Internal 
Revenue Service (1RS) during a tax audit. 
All corporations with assets of $50 million or more and most corporations with 
international transactions are audited by the 1RS annually.

9
 Consequently, tax re-

turns of all participating firms were audited for the twelve years—1966 through 
1977—included in this study. During these audits, 53 percent of the firms had 
transfer prices for exports adjusted by the 1RS for at least two of the twelve years. 
The number of years with adjustments averaged between four and five. Transfer 
prices used by the remaining 47 percent were not adjusted. 
There are a number of possible explanations of why prices were adjusted for the 
first group of companies but not for the second group. One of these relevant to 
this study is that firms in the first group may have allowed transfer prices to be in-
fluenced more by external pressures. Decisions substantially affected by such 
pressures could produce artificial prices that would not withstand an 1RS audit. 
To test this possibility, responses for those companies that were assessed addi-
tional U.S. federal income taxes because of transfer pricing methods (Group 1) 
were separated from those not assessed such additional taxes (Group 2). Prior to 
analyzing the data, it was hypothesized that transfer pricing decisions are influ-
enced more by the 14 variables for Group 1 firms than for Group 2 firms. Table 4 
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reveals this hypothesis is not supported by the data. Thus, the hypothesis must 
be rejected for all 14 variables and five factors. 
Table 4 indicates this exploratory study provides an interesting alternate hypoth-
esis for future research. Mean values actually indicate the reverse of the hypoth-
esis tested in this study may be true—that is, transfer pricing decisions may be 
influenced more by some of the variables for Group 2 firms than for Group 1 firms. 
Significant levels of differences are reported in the Table for 5 variables and 2 fac-
tors. The 5 variables are U.S. federal income taxes, other U.S. federal taxes, taxa-
tion in the foreign country, U.S. export incentives, and price controls. The two 
factors are taxes and economic structure. 

With regard to the data reported in Table 4, several points should be noted. Only 
one of the five variables—U.S. federal income taxes—has a very high rank. Group 
2 rankings for the remaining four variables range from six to fourteen. Thus, while 
some differences may exist, they generally are for variables believed to have little 
or no influence on the pricing decision. 
This qualification should not overshadow the fact that differences are indicated 
by the responses. Because the 5 variables were assigned to three separate fac-
tors, it may be assumed that most respondents believed their effect on pricing 
was dissimilar. What is the relationship between these respondent differences 
and the fact that Group 2 firms had no Section 482 reallocations for the twelve-
year period? Some possible answers to this question are: 
1. There is no relationship. Instead, differences may be due to one or more of the 
limitations applicable to this type of research. 
2. The influence exerted by U.S. federal income taxes may have caused Group 2 
firms to adhere more closely to the requirements of Section 482. 
3. Group 2 firms may have understated transfer prices and overstated U.S. in-
come to avoid possible Section 482 reallocations and because use of U.S. export 
incentives allowed sufficient profit on exports. 
4. These two groups may differ on some other, more important point. For exam-
ple, other elements examined in this study to provide insight to this interpretation 
were dollar sales, dollar export sales, and percentage of total exports that were to 
subsidiaries. None of these three, however, revealed significant differences. 
Whether greater emphasis on some of the listed variables actually benefited 
Group 2 firms during tax audits cannot be determined with certainty in the present 
tax environment. In fact, because of the ambiguity that surrounds transfer pricing, 
it is probably not possible to determine whether the adjusted price for those firms 
assessed additional taxes is more or less "reasonable" or "fair" than those not as-
sessed additional taxes. 

Analysis of Responses Based on MNC size 

Frequently, it is assumed that the larger the MNCs, the more power they have and 
the more likely it is that their decisions, including transfer pricing, are substan-
tially influenced by external pressures. The belief that larger MNCs have more 
power is based partially on the fact that their gross sales often exceed the gross 
national products of countries in which many of their subsidiaries are located.
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Whereas MNC size is equated traditionally with gross sales, this study employs 
three separate measures of size: gross sales, gross exports to subsidiaries, and 
percentage of gross exports to subsidiaries. The hypothesis for each of these 
three dimensions is that transfer pricing decisions are influenced more by the 14 
variables for larger firms than for the remaining firms. 
Because approximately half the participants are listed among the 150 industrial 
companies with the largest gross sales in the United States, their responses are 
separated from those of the other companies. Prior to analyzing the data, it was 
hypothesized that transfer pricing decisions are influenced more by the 14 vari-
ables for these 150 firms (Group 1) than for the remaining firms (Group 2). Based on 
a .10 level of significance, this hypothesis is supported for 3 variables and one 
factor (Table 5). The 3 variables considered more important by Group 1 are U.S. 
export incentives, competition in the foreign country, and market conditions in 
the foreign country. Because the latter 2 variables have high loadings on the in-
ternal foreign environment factor, it is not surprising that the data indicate further 
that Group 1 is influenced more by this factor than is Group 2. 

A second approach to analyzing the data by MNC size classifies responses based 
on gross exports to subsidiaries. Because approximately half the firms have 
gross exports of $25 million or more, responses for these companies are sepa-
rated from those participants with exports less than $25 million. Prior to analyz-
ing the data, it was hypothesized that transfer pricing decisions are influenced 
more by the 14 variables for those firms with larger dollar volume of exports to 
subsidiaries (Group 1) than for the other firms (Group 2). At a .10 level of signifi-
cance, this hypothesis is supported for 6 of the variables and two of the factors 
(Table 6). Those companies with a larger dollar volume of exports to subsidiaries 
consider U.S. federal income taxes, taxation in the foreign country, customs du-
ties, exchange controls, floating exchange rates, and management of cash flows 
to be of greater importance than do those companies with a smaller dollar volume 
of exports. The data further indicate that Group 1 is influenced more by factors re-
lating to influences on cash flows and taxes than is Group 2. 

The third measure used for MNC size is based on the percentage of gross exports 
that are made to subsidiaries. Participant companies with at least half their gross 
exports to subsidiaries are separated from those with a lower percentage. Prior to 
analysis, it was hypothesized that transfer pricing decisions are influenced more 
by the 14 variables for those firms with a greater percentage of gross exports to 
subsidiaries (Group 1) than for those with a lower percentage of gross exports to 
subsidiaries (Group 2). At a .10 level of significance, this hypothesis is supported 
for 4 of the variables and two of the factors (Table 7). Respondents in Group 1 con-
sider U.S. federal income taxes, other U.S. federal taxes, taxation in the foreign 
country, and customs duties to be more important. Responses indicate further 
that Group 1 is influenced more by artificial barriers and taxes than is Group 2. It 
also should be noted that whereas U.S. federal income taxes is ranked as the 
most important variable by Group 1, it is ranked in a tie for sixth place by Group 2. 
Similarly, although taxation in the foreign country is ranked in a tie for third by 
Group 1, it is ranked tenth by Group 2. These are two of the most significant dif-
ferences in rankings found in the study; however, Spearman's rank correlation 
coefficient reveals that rankings of all variables for these two groups are highly 
correlated. 
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TABLE 8 

Summary of Level of Significance for Responses Based on Size
a 

Levels of Significance
13 

Intracompany transfer prices Percentage of 
for exports are influenced Gross Exports Gross Exports 
substantially by: Gross Sales to Subsidiaries to Subsidiaries 

Variables: 

U.S. Federal income taxes .074 .004 
Other U.S. Federal taxes .059 
Taxation in the foreign country .062 .012 
U.S. export incentives .056 
Competition in the foreign 

country .034 
Market conditions in the foreign 

country .029 
Customs duties .095 .056 
Exchange controls .002 
Price controls 
Import restrictions 
Economic conditions in the 

foreign country 
Floating exchange rates .078 
Management of cash flows .081 
Reasonable profit for foreign 

affiliate 

Factors: 

Internal foreign environment .042 
Influences on cash flows .021 
Artificial barriers 070 
Taxes .054 .002 
Economic structure 

a
Data are taken from Tables 5, 6, and 7. 

b
AII levels of significance are based on a one-tailed Student's t-test and indicate the larger 

firms are influenced more by the variables and factors. 

Table 8, a summary of the levels of significance reported in Tables 5-7, reveals 
several interesting points: 

1 . Transfer pricing decisions of larger participant firms apparently are influenced 
more by some of the variables than are transfer pricing decisions of the other 
participants. 

2. Which variables have more influence on the larger firms' transfer pricing deci-
sions depends on the definition of large; in fact, there is considerable inconsis-
tency across definitions. Only 3 of the variables have significant differences for 
more than one of the size groupings. 
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3. Significant differences do not exist for 4 of the variables regardless of which of 
the three definitions of large is used. These 4 are price controls, import restric-
tions, economic conditions in the foreign country, and reasonable profit for 
foreign affiliate. 

4. According to levels of significance for the factors, some consistency among 
responses for different definitions of size does exist; however, there is inconsis-
tency across factors. For example, companies with larger gross sales are influ-
enced substantially by the internal foreign environment but this difference is not 
revealed for the other two size groupings. 

5. Taxes is the only factor with significant differences for more than one of the 
size groupings. 

6. Significant differences do not exist for the last factor, economic structure, 
regardless of which of the three definitions of large is used. 

Analysis of Responses Based on Ability to Use Market-Based Prices 

In the United States, authority to reallocate income and deductions for tax pur-
poses between related parties is granted to the Treasury by Section 482 of the 
Internal Revenue Code. According to the Treasury, intracompany transfer prices 
must be determined at arm's length. The Regulations establish three methods for 
determining arm's length prices applicable to intracompany transactions—com-
parable uncontrolled prices, resale price, and cost plus.

11 

According to the Regulations, the comparable uncontrolled price method pro-
vides the most accurate representation of an arm's length price. Uncontrolled 
prices exist when: (1) sales are made by members of the MNC to unrelated par-
ties, (2) purchases are made by members of the MNC from unrelated parties, and 
(3) sales are made between two unrelated parties, neither of which are members 
of the MNC.

12 

The resale price method must be evaluated after the comparable uncontrolled 
price method is rejected as inapplicable to the situation.

13
 Generally, the resale 

method is most appropriate for transfers to sales subsidiaries for ultimate distri-
bution to unrelated parties. The equivalent to an arm's length price is obtained by 
subtracting the subsidiary's profit from the uncontrolled selling price. 

The cost-plus method must be evaluated after the comparable uncontrolled and 
resale price methods are rejected as inapplicable to the situation.

14
 The cost-plus 

method is most appropriate for transfers of components or unfinished goods to 
foreign subsidiaries. In determining an arm's length price under the cost-plus 
method, an appropriate markup for profit is added to the seller's total cost of the 
product. Cost is to be "computed in a consistent manner in accordance with 
sound accounting practices for allocating or apportioning costs, which neither 
favors nor burdens controlled sales in comparison with uncontrolled sales."

15
 Re-

quirements for uncontrolled sales for the cost-plus method are similar to those of 
the resale method except when viewed from the seller's perspective rather than 
from that of the buyer. 

If requirements for any one of the three pricing methods are met, that method 
must be used unless the taxpayer presents an alternate method that "is clearly 
more appropriate."

16
 In situations where none of the three methods are available, 
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variations of one of these methods or some other appropriate method may be 
adopted. Regulations offer no other guidelines for approximating arm's length 
prices. Presumably, the Treasury anticipated that the three methods would cover 
all but a few intracompany transfers. In fact, from August 1966 until 1968, 1RS 
agents were instructed to use one of the three methods with no fourth opt ion.

17 

Only 43 percent of the respondents believe the comparable uncontrolled price is 
reasonable for their firms' intracompany exports; 30 percent believe the resale 
price is reasonable; and 64 percent believe the cost-plus price is reasonable. Only 
5 percent indicate none of the three prices are reasonable for most of their intra-
company export sales. 

The Regulations state the three methods of determining a transfer price must be 
considered in the order in which they are listed. When the survey responses are 
analyzed in terms of the Regulations, 43 percent should use the comparable un-
controlled price, 15 percent the resale price, 37 percent the cost-plus price, and 5 
percent may use some other appropriate method. 

The comparable uncontrolled price and resale price are market-based methods; 
the transfer price is determined by referring to transactions between unrelated 
parties. In comparison, the cost-plus price is not based on market-determined 
prices and therefore potentially more susceptible to external pressures. Based on 
the Regulations, responses of firms that qualify for the cost-plus method or for 
some other appropriate method form Group 1. Responses of the remaining firms 
that qualify for one of the two market-based prices form Group 2. It was 
hypothesized that transfer pricing decisions are influenced more by the 14 
variables for Group 1 firms than for Group 2 firms. At a .10 level of significance, 
this hypothesis is supported for the factor taxes and for all 3 variables with high 
loadings on this factor: U.S. federal income taxes, other U.S. federal taxes, and 
taxation in the foreign country (Table 9). 

Table 9 indicates also that the reverse of the hypothesis tested in this study may 
be true for some variables; that is, transfer pricing decisions may be influenced 
more by some of the variables for Group 2 firms than for Group 1 firms. Signifi-
cant levels of differences are reported in the table for three variables: competition 
in the foreign country, exchange controls, and import restrictions. Some possible 
reasons for the apparent conflict are: 1) Differences may be due, as noted earlier, 
to one or more of the limitations applicable to this type of research; 2) Group 2 
companies may not be using market-based prices even though the Regulations 
seem to require them to do so; and 3) Group 2 companies may be in a position that 
enables them to establish market prices that are influenced by some of the 
variables. 

CONCLUSIONS 

This exploratory study provides information about influences external pressures 
have on intracompany export pricing decisions for 62 U.S.-based MNCs. Although 
survey research is subject to a number of limitations, several interesting conclu-
sions with further research potential can be drawn from the findings for these 
companies: 
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1. Participants support an assumption frequently appearing in the literature that 
intracompany export pricing decisions are substantially influenced by several ex-
ternal pressures. 
2. The use of factor analysis indicates the existence of underlying dimensions 
that account for the commonality of preferences for different variables. 
3. The fact that transfer pricing decisions for exports are substantially influenced 
by external pressures may not increase the likelihood that an adjustment will be 
made in these prices during an 1RS audit. 
4. Several external pressures apparently have more influence on intracompany 
export pricing decisions for larger participant firms than for the remaining firms; 
however, which external pressures are more influential depends on whether large 
is defined in terms of gross sales, gross exports to subsidiaries, or percentage of 
gross exports to subsidiaries. 
5. U.S. and foreign income taxes apparently have more influence on intracom-
pany export pricing decisions for participants not qualifying under Section 482 
Regulations for market-based prices than for those qualifying for market-based 
prices. 
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PERFORMANCE EVALUATION AND 
CONTROL SYSTEMS 

CHAPTER 29 

Evaluation and control of foreign 
operations* 
Alan C. Shapiro 

INTRODUCTION 

A major responsibility faced by the financial executives of multina-
tional corporations (MNCs) is to design and implement an evaluation 
and control system for overseas operations. This system must incorpo-
rate the influence of numerous factors which are rarely, if ever, en-
countered by purely domestic corporations. These factors include ex-
change-rate changes, differing rates of inflation, currency controls, 
foreign tax regulations, cross-border transfer pricing, and the differ-
ences between subsidiary and parent-company cash flows. 

Unfortunately, developing an evaluation and control system is still 
an art, relying on judgment more than theory. No universal principles 
have yet appeared to use in designing such a system for domestic opera-
tions, much less for foreign operations. Therefore, this article has the 
modest goal of suggesting a set of reasonable guidelines, based on a 
mixture of economic theory, behavioral science and empirical evidence, 
to use in accounting for a variety of international elements while mea-
suring, evaluating, and controlling the performance of foreign opera-
tions and their managers. 

* Alan G. Shapiro is associate professor at the University of Southern California 
Graduate School of Business Administration and is h e a d of the international 
financial management component of the n e w International Business Educat ion 
and Research Program. 

T h e author wishes t o acknowledge the financial support of the Institute of 
International Business of the Stockholm School of Economics and the encourage-
m e n t and assistance of its director, Dr . Lars Otterbeck. 

* This article is reprinted, with permission, from The International Journal of 
Accounting: Education and Research (Fall 1978) pp 83-104 



MEASUREMENT AND EVALUATION 

Designing an evaluation system involves four stages. The critical first 
stage must be to specify its purpose(s). While trivial perhaps, many 
companies have gotten into trouble by failing to distinguish, for exam-
ple, between the evaluation of subsidiary performance and managerial 
performance. As we will see, it is possible for a manager to do an 
excellent job while his subsidiary is doing very poorly and vice versa. 

The next stage involves determining what decisions will be made on 
the basis of these evaluations and the information necessary to support 
such decisions. For example, when evaluating managerial performance, 
it is necessary to separate the effects of uncontrollable variables, such 
as inflation, from those which are controllable, such as credit extension. 
Furthermore, capital allocation decisions require very different mea-
sures of subsidiary performance than does ensuring the smooth func-
tioning of current operations. 

The third stage is the design of a reporting or information system 
to provide the necessary information or at least a reasonable approxi-
mation. Many companies will probably find that their reporting system 
is inadequate for the purposes specified. 

The final stage involves conducting a cost/benefit analysis of the 
evaluation system. This analysis does not have to be quantitative but 

it should be comprehensive. Some benefits might be ( 1 ) greater control 
over current operations, (2) more rigorous capital budgeting decisions, 
and (3) greater awareness of managerial effectiveness. Against these 
benefits must be weighed the costs which might arise including ( 1 ) time 
and money involved in redesigning the information system, and ( 2 ) be-
havioral problems which might be associated with the new evaluation 
system. The latter cost might include reduced initiative on the part of 
local managers who feel they are being overly controlled. This need 
not occur since one of the goals of an evaluation system should be to 
provide the information necessary to reward managers for their per-
formance. An evaluation system which does not motivate a manager 
to work in the company's best interest will not be an effective one, re-
gardless of its other attributes. 

Exhibit 1 shows the design of an evaluation system diagrammatically. 
It is all too evident, however, that many multinational, as well as 
domestic, corporations have not fully considered this design process. 
Complaints by subsidiary managers that too much information is being 
demanded while management at headquarters complains that too 
much data, but too little good information, are being supplied by the 
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454 subsidiaries is evidence enough of dissonance between system design 
and goals. 

Exhibit 1. 

1 

Purpose 

4 I 2 
Cost/ 
benefit 
analysis Information 

system 
design 

3 Information 
requirements 

The main purposes of the evaluation system discussed in this paper 

1. To provide a rational basis for globai resource allocation ; 
2. To have an early warning system if something is wrong with current 
operations ; 
3. To evaluate the performance of individual managers; and 
4. To provide a set of standards that will motivate managers. 

We will now explore each of these purposes in turn and comment on 
some of the methods currently used by MNCs in achieving these goals. 

Resource Allocation 

A key decision problem continually faced by multinationals is alloca-
tion of capital among their various subsidiaries on a worldwide basis. 
To aid in this process, companies often use the return on existing in-
vestments as a guide. This approach is fine if returns on past invest-
ments are indicative of future returns. There may be problems, though, 
if proposed investments are not comparable to existing ones or if the 
relevant returns on past investments are incorrectly measured. Obvi-
ously, to the extent that new investments are unrelated to previous ones, 
using historical subsidiary returns to allocate capital globally will be 
successful only by chance. 

The more interesting, and probably more likely, occurrence in multi-
national capital budgeting is where potential investments are compa-

include 



rable to past ones, for example, replacement of depreciated assets, but 
it is difficult to decide on the relevant selection criteria. For example, a 
number of nonfinancial criteria such as market share, sales growth, 
and stability of production, are often used in comparing investments. 
Ultimately, though, most firms are interested in the return on their 
capital employed. A 1970 Conference Board study indicated that some 
version of return on investment (ROI) is the most typical means of 
measuring the long-run profit performance of foreign subsidiaries.

1 

However, there are a number of pitfalls involved in allowing return 
on past investments to guide this process. These problems fall into two 
areas : first, problems associated with measuring the correct investment 
base, and second, difficulties in determining the relevant returns. 

The investment base can include: 

1. Parent's equity 
2. Fixed assets 

a. Gross 
b. Net of depreciation 

3. Working capital 
a. Total 
b. Net of supplier credits 
c. Net of intracompany accounts 

In addition, these assets can be valued on an historical or current cost 
basis. 

Fortunately, financial theory pinpoints the relevant investment base. 
It equals the incremental value of all capital required. Thus, the in-
vestment must be measured on a current or replacement cost, rather 
than historical cost, basis and should include gross fixed assets as well 
as total working capital requirements net of external supplier credits. 
Using historical rather than replacement costs in a period of inflation 
will understate true capital requirements leading to an unrealized in-
crease in the projected return on investment. The working capital 
figure should include inventory valued on a current cost basis. Intra-
company receivables should be excluded since these accounts cancel 
on a corporate-wide basis; for instance, increasing one subsidiary's 
intracompany receivables by a dollar will lead to a dollar reduction in 
another unit's working capital requirements. Furthermore, these ac-
counts are arbitrary and subject to corporate manipulation. 

Measuring the relevant returns on foreign operations is a more 
1
 Irene W. Meister, Managing the International Financial Function (New York: 
The Conference Board, 1970). 
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difficult task. Substantial differences can arise between subsidiary cash 
flows and cash flows back to the parent firm due to tax regulations and 
exchange controls, for example. Further, adjustments in transfer prices 
and intersubsidiary credit arrangements can distort the true profit-
ability of a given investment or subsidiary by shifting profits and 
liquidity from one unit to another. In addition, fees and royalties are 
costs to a subsidiary but benefits to the parent company. 

Studies by The Conference Board and Business International re-
vealed considerable variation among firms in measuring returns.

2 

Measured returns included different combinations of foreign earnings, 
royalties, fees, dividends, rentals, interest, commissions, and export 
profits. Some firms included only repatriated profits while others in-
cluded most or all of these return elements. Some measured only before-
tax returns, others only returns after foreign taxes, and still others took 
into account both U.S. and foreign taxes paid. 

The correct approach again relies on economic theory. According to 
this theory, the value of an investment is determined by the net present 

value of incremental cash flows hack to the investor. The key concept 
here is incremental cash flow. Determining incremental cash flows for a 
MNG involves taking the difference between worldwide cash flows 
with the investment and worldwide cash flows in the investment's 
absence. Thus, all royalties, fees, and overhead allocations paid by a 
subsidiary should be included in its profit calculation as would be all 
profits earned by other units due to the subsidiary's existence. This 
would include profits arising from the adjustment of transfer prices on 
goods bought from or sold to the subsidiary, as well as all profits on 
exports to the subsidiary which would not have occurred in the sub-
sidiary's absence. However, any profits on sales or any licensing fees 
and royalties which would have been earned by another unit of the 
MNG are not economically attributable to the subsidiary. Further, the 
parent MNC should value only those cash flows which are or can be 

repatriated since only funds accessible to the parent can be used to pay 
dividends and interest, amortize the firm's debt, and be reinvested. In 
addition, since only after-tax cash flows are relevant, it is necessary to 
determine the taxes that must be paid on foreign-source income and 
when such payment will occur. 

The actual tax on remitted funds will depend on the transfer mech-
anism used, as well as on the tax regulations involved. These transfer 

* Ibid. , and Business International Corporation, "Evaluating Foreign Opera-
tions: T h e Appropriate Rates for Comparing Results with Budgets," Business 
International Money Report ( 20 M a y 1 9 7 7 ) , p . 154. 

456 



mechanisms include adjustments in transfer prices, dividend flows, fee 
and royalty charges, overhead allocation, and intracompany loan and 
credit arrangements.

3
 For example, repaying a parent company loan 

would normally entail no additional withholding taxes. 
The cost of carrying intracompany receivables should be excluded 

from the subsidiary's profit and loss calculation since this cost is offset 
elsewhere in the corporation by a corresponding reduction in working 
capital requirements. By the same logic, the subsidiary should be 
charged for the cost of any intracorporate payables on its balance sheet. 

Return on Investment Criteria 

A variety of comparisons are possible with a subsidiary's return on 
investment (ROI) figure. These include comparisons with local com-
petitors, with the firm's subsidiaries and/or competitors on a regional 
or global basis, and with parent-company operations. In addition, com-
parisons can be made with the firm's original investment plans. We 
will now examine the information content of these comparisons to see 
what decisions are likely to be affected, and how, by the data generated. 

Even if caution is exercised, comparisons with local or regional com-
petitors can be meaningless. Different accounting and disclosure re-
quirements leading to different depreciation and earnings reports under 
similar operating circumstances may not permit comparisons to be made 
with any degree of certainty. Some foreign firms, for example, do not 
separate nonrecurring income arising out of the sale of assets from 
operating income. Even if comparisons were limited to home-country 
competitors, it is usually impossible to determine the actual profitability 
of local operations because of the high degree of integration and the 
less-than-arms-length dealings between units of a multinational corpo-
ration. 

Cross-country comparisons with other affiliates of the multinational 
corporation are possible, but to what purpose? Ex post, some invest-
ments will always be more profitable than others. Thus, in evaluating 
new investments, a comparison of historical returns is useful only if 
these returns are indicative of the relative returns to be expected on 
future investments in these countries. Even if expected ROIs differ 
across countries, it is necessary to consider the element of risk as well. 
Certain low risk-low return investments may well be preferable to some 
high risk-high return investments. 

• D a v i d P. Rutenberg, ' 'Maneuvering Liquid Assets in a Mult inational Corpora-
tion," Management Science (June 1970) : 6 7 1 . 
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Furthermore, as Robbins and Stobaugh point out, multinationals 
have many strategic motivations for going abroad which are not neces-
sarily expressed in ROI calculations.

4
 For example, a firm may willingly 

forego economies of scale in production to achieve greater security of 
supply by having multiple and redundant production facilities.

5
 In addi-

tion, operating in several nations may give a firm greater bargaining 
leverage in dealing with local governments or labor unions. Being multi-
national may also lower the firm's risk profile by reducing its depen-
dence on the state of just one nation's economy. In fact, both Cohen 
and Rugman have found that earnings variability decreases as foreign 
activities increase

6
 while research by Agmon and Lessard indicates that 

investors value the international diversification supplied by the multi-
national firm.

7 

It is true that ROI comparisons across subsidiaries might identify 
potential problems with current operations. However, as we will see in 
the next section, more direct methods of receiving early warnings of 
trouble are possible. 

Perhaps the most important comparison that can be made is between 
actual results and ex ante budgeted figures. A postinvestment audit can 
help a firm learn from its mistakes as well as its successes. In the multi-
national corporation, where so many additional complexities enter into 
the capital budgeting decision, it is easier to make errors due to a lack 
of experience. Reviewing the record of past investments can enable a 
firm to determine whether there is any consistency in its estimation 
errors such as generally under- or overestimating the impact of infla-
tion on costs or of devaluations on dollar revenues from foreign sales. 
Correction factors can then be included in future investment analyses. 
Even if estimation errors are random, a firm may be able to place 
limits on the relative magnitudes of these errors and thereby supply 
useful inputs to an investment simulation model. 

In analyzing actual results, it is necessary to recall the previously 
mentioned nonfinancial strategic rationale that may have prompted the 
4
 Sidney M . Robbins and Robert B. Stobaugh, Money in the Multinational En-
terprise ( N e w York: Basic Books, Inc. , 1 9 7 3 ) . 5
 D a v i d P. Rutenberg and R a m Rao , "Robust Plant Locat ion for the Stochastic 
World of a Mult i -National Manufacturer" ( G S I A Working Paper, Carnegie-
Mel lon University, 1 9 7 3 ) . 
• B e n j a m i n I. Cohen , Multinational Firms and Asian Exports ( N e w H a v e n : 
Yale University Press, 1975) ; and Alan M . Rugman, "Risk Reduct ion by 
International Diversification," Journal of International Business Studies (Fall-
Winter 1 9 7 6 ) : 75. T
 T a m i r A g m o n and D o n a l d R. Lessard, "Invester Recognit ion of Corporate 
International Diversification," Journal of Finance (September 1 9 7 7 ) . 
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original investment. Otherwise, an investment undertaken for one rea-
son may be judged on the basis of different criteria resulting in a mis-
leading comparison. 

Evaluation of Cuiront Subsidiary Performance 

Frequent monitoring of operations in an uncertain environment is useful 
to determine whether any tactical or strategic changes are warranted. 
The appropriate measure(s) to use in controlling foreign operations, 
though, will vary by company and subsidiary. For marketing-oriented 
companies, market share, sales growth, or cost/sales dollar may be the 
most relevant measures. A manufacturing subsidiary may be most con-
cerned about unit production costs, quality control, or the labor turn-
over rate. Others may find return on assets or a working capital to 
sales ratio most helpful. The important thing is to use those measures 
which experience has determined are the key leading indicators as to 
when an operation is out of control. In evaluating foreign operations, 
though, it may be necessary to employ different standards than those 
used in controlling the domestic business. 

Inventory turnover may be lower overseas due to the larger inven-
tory stocks required to cope with longer lead times to delivery and 
more frequent delays in intracompany shipments of goods. Where for-
eign production occurs, it may be necessary to stockpile additional sup-
plies of imported raw material and components given the possibility of 
a dock strike, import controls, or some other supply disruption.

8 

Receivables may also be greater abroad, particularly in countries 
experiencing rapid rates of inflation. During times of inflation, con-
sumers normally prefer to purchase on longer credit terms, expecting 
to repay their debt with less valuable future money. Furthermore, local 
credit standards are often more relaxed than in the home market, espe-
cially in countries lacking in alternative credit arrangements. To remain 
competitive, MNCs may feel compelled to loosen their own credit 
standards. This is not always the best policy, however. The multina-
tional corporation should weigh the profit on incremental credit sales 
against the additional carrying costs, including devaluation losses and 
bad debts, associated with an easier credit policy.

9 

• A l a n C. Shapiro, Howard C. Kunreuther, and Pascal E. Lang, "Planning 
Horizons for Inventory Stockpil ing" (University of Pennsylvania Working 
Paper, 1 9 7 7 ) . β
 Alan C. Shapiro, "Optimal Inventory and Credit-Granting Strategies under 
Inflation and Devaluat ion ," lournal of Financial and Quantitative Analysis 
(January 1 9 7 3 ) : 37 . 
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Different cost standards are usually necessary for foreign operations 
due to local value-added requirements (which mandate the use of more 
expensive local goods and services), import tariffs, government limita-
tions on the choice of production processes, and a frequent inability to 
lay off or fire workers. In the latter case, labor becomes a fixed rather 
than a variable cost. 

Most firms find it helpful to design budgets based on explicit as-
sumptions on the internal and external environment. In a foreign 
environment, with greater uncertainty, flexible budgeting will probably 
be even more useful than it is domestically. Flexible budgeting involves 
computing alternative budgets based on different projections of the 
future rate of inflation, exchange rate changes, wage settlements, and 
so forth. 

It is obviously impossible to develop a different budget for each 
potential future scenario. Instead, a limited number of the most likely 
scenarios should be selected for further study. If the firm selects these 
scenarios carefully, it should have an advantage in coping with fore-
seeable changes in its operating environment. Furthermore, these al-
ternative budgets will provide a firm with a more reasonable and reli-
able basis for evaluating the performance of its overseas managers. This 
is the subject of the next section. 

Evaluating Managerial Performance 

The standards used to evaluate managers will also serve to motivate 
them. A key goal, therefore, in designing a management evaluation 
system is to ensure that the resulting managerial motivation will be 
congruent with overall corporate objectives. A good strategy which 
managers are not motivated to follow will be of little value. Thus, it 
is necessary to anticipate the likely response of a rational manager to 
a particular set of evaluation criteria. 

For example, managers evaluated on the basis of current earnings 
will likely emphasize short-run profits to the detriment of longer-term 
profitability. This is particularly true if executives are frequently trans-
ferred, enabling them to escape the long-run consequences of their 
actions. These actions might include reducing advertising and mainte-
nance, cutting back on research and development (R&D) expenditures, 
and investing less money on employee training. Managers judged ac-
cording to return on investment will also concentrate on short-run 
profits. Furthermore, they will likely be slower to replace used equip-
ment, particularly during a period of rapid inflation, even when eco-
nomically justifiable. This is both because new investments will increase 
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the investment base and also because ROI measured on an historical 
cost basis will be greater than ROI on a replacement cost basis. If 
return on equity is used as the measure of performance, managers will 
have an incentive to substitute local debt for retained earnings and 
parent-company equity. The effect of this will be to increase the MNC's 
worldwide debt ratio causing a deterioration in the parent company's 
credit rating and an increase in its cost of capital. 

Consistent with the goal of properly motivating employees is the 
principle that a manager's performance should be judged on the basis 
of results in those areas over which he has control. Assigning responsi-
bility without authority will lead to frustrated and disgruntled em-
ployees. Furthermore, it is unreasonable, as well as dysfunctional, to 
reward or penalize a manager for the impact of economic events beyond 
his control. Thus, headquarters must carefully distinguish between 
managerial performance and subsidiary performance. 

As noted earlier, a subsidiary can be doing quite well despite the 
poor performance of its management and vice versa. For example, 
during a time of rapid inflation, a subsidiary selling to local customers 
will show a proportional increase in its dollar profitability. Poor man-
agement will just hold down the increase in profits. After the inevitable 
devaluation, though, dollar profitability will invariably decline even 
with good management in control. Furthermore, a consistently poor 
profit performance by a manager may simply be evidence of a past mis-
take in approving the original investment. 

Rather than evaluate managerial performance on the basis of a 
subsidiary's profitability or ROI which are subject to uncontrollable 
events, it would be more useful to compare actual results with the bud-
geted figures. Revenue and cost variances can then be examined to 
determine whether these were likely to have been caused by external 
economic factors (such as inflation or devaluation), by corporate policy 
shifts (such as transfer price adjustments), or by managerial decisions 
(a new product strategy). 

The keys to this analysis are the explicit assumptions which are 
incorporated in the budget and the knowledge of how changes in these 
assumptions are likely to affect the budgeted numbers. Exhibit 2 illus-
trates the likely impact of exchange rate changes. As the exhibit points 
out, the main factors which determine this impact are the sector of the 
economy in which a firm is operating (export, domestic import-com-
peting, domestic nonimport-competing) and the source of its inputs 
(imports, domestic traded goods and services, domestic nontraded 
goods and services). 
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Exhibit 2. Characteristic Economic Effects of Exchange Rate Changes on MNCs 

Note: To interpret the above chart, and taking the impact of a devaluation on local demand 
as an example, it is assumped that if import competition b weak, local prices will climb 
slightly, if at all; in such a case there would be a sharp contraction in parent-company revenue. 
If imports generate strong competition, local-currency prices are expected to increase, although 
not to the full extent of the devaluation; in this instance only a moderate decline in parent-
company revenue would be registered. 

By including allowances for training programs, research and devel-
opment, and other vital functions in the budget, the natural tendency 
to neglect these areas can be reduced. However, it is necessary to con-
sider other, less tangible, factors as well when evaluating performance. 
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Cash-f low Re levant e c o n o m i c D e v a l u a t i o n Reva luat ion 

categories factors impact impact 

Parent-currency Parent-currency 

Revenue revenue impact revenue impact 

Export sales Price sensit ive d e m a n d Increase ( + + ) Decrease ( ) 

Price insensit ive Sl ight increase Sl ight decrease 
d e m a n d ( + ) ( — ) 

Local sales W e a k prior import Sharp dec l ine Increase ( + ) 

c o m p e t i t i o n ( ) 

Strong prior import Decrease ( — ) Sl ight increase 

compet i t i on ( less than de -

valuat ion % ) 

Parent-currency Parent-currency 

Costs cost impact cost impact 

D o m e s t i c inputs L o w import content Decrease ( ) Increase ( + -f ) 

H i g h import c o n t e n t / Sl ight decrease Sl ight increase 

inputs used in ex- ( — ) ( + ) 

port or import 

c o m p e t i n g sectors 

I m p o r t e d inputs Smal l local market R e m a i n the R e m a i n the 

same (0) s a m e (0) 
Large local market Sl ight decrease Sl ight increase 

( - ) (+ ) 

Cash-flow Cash-flow 

Depreciation impact impact 

Fixed assets N o asset va luat ion Decrease by de- Increase by re-

adjus tment va luat ion % valuat ion % 

( ) ( + + ) 
Asset va luat ion Decrease ( — ) Increase ( 4- ) 

ad jus tment 



A profit-oriented manager may allow relations with the host country 
to deteriorate. A study by Negandhi and Baliga indicates that, in con-
trast to the typical American MNC's concentration on profits, European 
and Japanese multinationals emphasize cultivating and maintaining 
harmonious relations with host government officials and others in the 
local environment.

10
 Given the difficulties facing multinationals abroad, 

qualitative determinants of long-run profitability and viability are likely 
to be more important in the future and should be included in any 
performance evaluation. The inability to objectively measure the state 
of host country relations is not a reason to ignore it. Ultimately, any 
performance measure is subjective, even if it is quantitative, since the 
choice of which measure(s) to stress is a matter of judgment. 

The next section deals with three areas of current concern in per-
formance evaluation: transfer pricing, adjusting intracorporate fund 
flows, and the choice of appropriate exchange rates for internal use. 

Transfer pricing. In a decentralized profit center, transfer prices on 
goods and services (fees and royalties) can be a significant determinant 
of a manager's performance. Therefore, unless the manager is not held 
accountable for the influence of transfer prices on his reported profits, 
he is likely to react in ways which are counterproductive to the organi-
zation as a whole. Cases have arisen, for example, where managers 
selling to subsidiaries which are forced to buy from them behaved as 
monopolists and attempted to gouge their captive customers. On the 
other hand, purchasers of goods and services from other units of the 
MNC may try to act as monopsonists and underpay their suppliers. 

Even if a manager wanted to act in the best interests of the corpo-
ration, his perspective would be too limited. Thus, individual managers 
are likely to ignore or be ignorant of the broader legal, tax, and liquid-
ity calculations involved in setting a corporate-wide transfer pricing 
policy.

11
 For these reasons, transfer pricing is too important to be left 

to subsidiaries. However, budgeted profit requirements for individual 
subsidiaries should recognize and adjust for the distorting influence of 
less-than-arm's-length transfer prices. In other words, managerial eval-
uations should be decoupled from the particular transfer prices being 
used. This can be done by charging managers who are buying goods 
1 0

A n a n t R. Negandhi and B. R. Baliga, "Quest for Survival and Growth: A 
Study of American, European, and Japanese Mult inat ional Corporations" ( I n -
ternational Institute of M a n a g e m e n t Working Paper, 1 9 7 6 ) . u
 Edgar M . Barrett, "Case of the T a n g l e d Transfer Price," Harvard Business 
Review (May-June 1 9 7 7 ) : 2 0 ; and Rutenberg, "Liquid Assets," p . 6 7 1 . 
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the marginal cost of production and shipping while managers who are 
selling goods would be credited with a reasonable profit on their sales. 
Managers of subsidiaries only producing for sale to other units of the 
corporation should be evaluated on the basis of their costs of produc-
tion rather than profits since they have no control over their revenues. 

One manufacturing firm which set transfer prices on the basis of cost 
plus an allocation for overhead and then used these prices for evalua-
tion purposes found that its sales managers were pushing low, rather 
than high, margin products. Due to their high overhead costs, the high 
margin products were less profitable to the sales managers than to the 
company. Further investigation showed that demand for these high 
margin products was quite elastic and that significant potential profits 
were being lost due to the transfer pricing strategy in effect. 

Decoupling may present problems at times, however. For example, 
the transfer prices of multinational drug companies are closely moni-
tored worldwide, and this information is shared by a number of gov-
ernments. Thus, it may be necessary to keep transfer prices at the same 
level worldwide. Given the low elasticity of demand for many branded 
pharmaceuticals, these prices are normally set quite high. However, 
due to competitive circumstances, some individual subsidiaries may be 
penalized by the necessity to market these drugs at high prices. To sell 
to these subsidiaries at lower prices, though, would jeopardize the firm's 
worldwide pricing strategy since other countries would wonder why 
they had to pay higher prices. These effects would have to be consid-
ered to evaluate management performance fairly, particularly when 
making comparisons across subsidiaries. 

Exchange rates for evaluation purposes. Firms must choose the ex-
change rate(s) to use when setting budgets and evaluating perfor-
mance.

12
 When setting the operating budget, for example, two ex-

change rates are possible — the actual spot rate at the time or the 
forecast rate. In addition, if the budget is revised when exchange rate 
changes occur, the updated rate can be used. In evaluating perfor-
mance relative to the budget, there are three alternative rates that can 
be used: the actual rate at the time the budget is set, the projected 
end-of-period rate, or the actual end-of-period rate. There are, thus, 
six exchange rate combinations possible. 

A study of 200 MNCs, however, revealed that only three budget 
u
 D o n a l d R. Lessard and Peter Lorange, "Currency Changes and Management 
Control : Resolving the Central izat ion/Decentral izat ion Di l emma," Accounting 
Review (July 1977) : 628 . 
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evaluation combinations were actually used.
18
 Half of the firms surveyed 

used a projected rate for budgeting but measured performance with 
the end of period rate, 30 percent used a projected rate both for bud-
geting and performance evaluation, while the remaining 20 percent 
used the spot rate for budgeting and the end-of-period rate for tracking 
performance. 

In choosing the appropriate combination of budgeting and evalua-
tion rates to use, it is necessary to consider the behavioral consequences 
involved. If at the one extreme, the budget and evaluation rates assume 
no exchange rate change (by using the actual beginning-of-period rate 
for both purposes), then managers will have no incentive to incorpo-
rate anticipated exchange rate changes in their decisions. For example, 
a marketing manager rewarded on the basis of the spot rate prevailing 
at the date of sale rather than the anticipated rate upon collection of 
the receivables generated will likely engage in an uneconomical ex-
pansion of credit sales. At the other extreme, if exchange rate changes 
are ignored in the budget, but the end-of-period rate is used for evalu-
ation, the manager will probably behave in an overly risk averse man-
ner since he or she will bear the full consequences of any exchange rate 
fluctuations. The harmful effects of such a system will likely include 
"padding" of the budgets as well as decentralized hedging by managers 
to reduce their perceived risks. 

The use of forecast rates at both the budgeting and evaluation 
stages appear to be the most desirable combination since it excludes 
unplanned currency fluctuations but recognizes expected fluctuations at 
the budgeting stage. Clearly this combination will dominate all other 
combinations which hold managers responsible for unforeseen exchange 
fluctuations but do not force them to consider likely currency changes 
at the budgeting stage. This standard seems most fair since the local 
decision maker receives no blame or credit for anticipated currency 
fluctuations. It is also most realistic since it serves to make decentralized 
decision making congruent with corporate-wide goals and information. 
Lessard and Lorange call these projected rates internal forward rates.

14 

One means of constructing these internal forward rates, which may 
differ considerably from the actual forward rate, is presented by Shapiro 
and Rutenberg.

15 

"Business International Corporation, "Evaluating Foreign Operations," p. 154. 14
 Lessard and Lorange, "Currency Changes ," p. 628. 15
 A lan C. Shapiro and D a v i d P. Rutenberg, " W h e n to H e d g e against Deva lu -

ation," Management Science (August 1974) : 1514. 
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If the exchange rate changes dramatically, it may be necessary to 
adjust the projected rate during the operating cycle. The need for 
adjustment will depend on the magnitude of these changes as well as 
the degree of exposed assets and local currency earnings. Most impor-
tantly, it will depend on the extent to which operating decisions can 
be changed in response to a new exchange rate. Lessard and Lorange 
point out that if decisions are irreversible, then the evaluation rate 
should not be adjusted.

16
 Such a change would violate the principle 

of insulating operating managers from random currency changes. If 
decisions are reversible, albeit at a cost, new plans should be drawn 
with updated rates. However, any change in budget and evaluation 
rates should apply only for the remainder of the period — the time 
during which new operating decisions can be made. In all cases, it 
would appear that updating the projected rates when appropriate is 
preferable to holding operating managers responsible for actual ex-
change rate changes whether anticipated or not. Furthermore, adjust-
ing these rates would permit sharing the results of unforeseen develop-
ments rather than imposing them on operating units. 

Adjusting intracorporate fund flows. The ability to adjust intracorpo-
rate fund flows by speeding or slowing payments on intracorporate ac-
counts is a valuable and widely used technique in liquidity and ex-
change risk management. However, use of this tool, known as leading 
and lagging, is likely to distort the various working capital ratios of 
subsidiaries. For example, a subsidiary ordered to extend longer credit 
terms to another unit will show an increase in its receivables to sales 
ratio. Furthermore, its interest expenses will increase while its cus-
tomer's working capital costs will decline. Since leading and lagging 
is a corporate policy, its effects should not be included in any evalua-
tion of subsidiary management. It would be advisable, of course, to 
consider these effects when evaluating the financial staff at head-
quarters. 

Motivating managers. Implicit in the comments in this section is the 
idea that these evaluations will serve as inputs for promotion and salary 

decisions. The connection should be made obvious to managers. Other-
wise, these evaluations become irrelevant data, useful neither for moti-
vational purposes nor for selecting and promoting a highly qualified 
cadre of international executives. 

Managers who feel they are not rewarded (or penalized) for their 
19
 Lessard and Lorange, "Currency C h a n g e s / ' p . 628 . 
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job performances may put less effort into the work. However, the real 
damage is the loss of the entreprenurial spirit that appears to be neces-
sary to cope with a rapidly changing environment. The incentive to 
take risks is encouraged by the existence of significant rewards for 
success. Without these rewards, a manager's initiative may be severely 
diminished, perhaps resulting in work as hard as before but only in 
more traditional areas rather than embarking on new ventures which 
offer great potential but are risky. 

To implement these evaluations, an effective reporting and control 
system is necessary. This is the subject of the next section. 

REPORTING AND CONTROL SYSTEMS 

Many multinationals have found it useful and sometimes necessary to 
require more frequent reporting by their affiliates due to the increased 
likelihood of problems arising overseas. Different methods of reporting 
and communications may also be useful, such as a worldwide telex 
system and more personal visits with headquarters staff both in the 
field and at the home office. 

Choosing an Appropriate Exchange Rate 

Almost by definition, multinational firms have transactions in more 
than one currency. Thus, MNCs face the problem of which exchange 
rate(s) to use when reporting the results of foreign operations. A num-
ber of alternative exchange rates possibilities exist but interviews with 
a number of MNCs disclose certain distinct preferences. 

Multinational corporations appear to use either the end-of-period 
rate to book all transactions during the period or else a predetermined 
rate. This predetermined rate is revised only when the actual exchange 
rate differs from it by more than a given percentage, usually between 
2Vè and 5 percent. Another possibility, the average rate during the 
period, is rarely used because of the additional complexity involved. It 
should be noted, however, that each of these methods could present 
measurement problems if care is not taken in the application. 

The end-of-period rate, for example, could seriously distort actual 
profitability if a major exchange rate change occurs during the period 
unless most sales take place at the new exchange rate. Otherwise, if 
sales are uniformly distributed throughout the period, an average rate 
could most accurately represent the period's income. On the other 
hand, use of an average rate is inappropriate if sales are bunched and 
a major currency change occurs. 

When using a predetermined rate, the limits within which fluctua-
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tions are permitted must be set so that changes within these margins 
will not seriously distort the period's income. Clearly, a firm with a 5 
percent profit margin on its sales should not use a predetermined rate 
with 5 percent fluctuation limits. 

Capital goods manufacturers or other firms which usually have only 
a few large sales during a period should probably use the actual ex-
change rates at which each transaction took place. The basic criterion 
then in deciding on which reporting rate to use should be that the 
approach chosen will not seriously distort the period's actual income. 

Centralization versus Decentralization 

A key concept in the design of a reporting system is responsibility re-
porting. This involves flowing information from each decision area to 
the manager accountable for the results of these decisions. A general 
rule of thumb in organizational design appears to be to decentralize 
responsibility as much as possible. The fewer the linkages between 
activity areas, the better decentralization will function. However, in the 
multinational corporation, the interactions among various units is often 
so great because of tax factors or economies of scale in risk manage-
ment (to be discussed later), for example, that complete decentraliza-
tion will be suboptimal. 

Some firms have partially decentralized operations by establishing 
regional headquarters for the different geographical areas of the world. 
This shortens the lines of communication and enhances the dispersal 
of geographically-centered information. The more similar business 
conditions are within, as compared with between, geographical regions, 
the more valuable regional headquarters are likely to be. 

In companies with a dearth of experienced international financial 
managers, there is an added incentive to centralize decisions. It is often 
felt that the talents of this limited number of experienced managers 
can best be utilized at headquarters where fullest advantage can be 
taken of their knowledge. Working against centralization is the com-
plexity and size of the multinational corporation which makes it diffi-
cult, if not impossible, for any headquarters group to completely coor-
dinate financial activities worldwide. 

A Conference Board study on the level of corporate involvement in 
certain key multinational financial decision areas indicated that the 
wider the perspective required, the more likely it was that a particular 
decision would be controlled by headquarters.

17
 The following are some 

of the results of the Conference Board study. 
11

 Meister, Financial Function. 
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Repatriation of funds. Of the companies surveyed, 85 percent indicated 
that decisions involving repatriation of funds were made at the corpo-
rate level. However, respondents appeared to have little control of the 
repatriation decision in joint ventures where they were minority part-
ners. 

Intersubsidiary financing. In most companies, either the chief financial 
executive of the parent company or the treasurer, with the advice of 
tax counsel, decided on which intracorporate fund flows should take 
place. 

Acquisition of funds. Of the firms studied, 85 percent indicated that all 
medium and long-term financing was approved at corporate headquar-
ters. Many firms, though, allowed their subsidiaries much more leeway 
with regard to short-term financing. 

Protection of assets. Many of the firms questioned did not have any 
formal plans for asset protection although a number indicated that they 
were beginning to change toward greater centralization. The advent of 
FASB 8 has accelerated the centralization of exposure management.

18 

Planning and control. The responses here were quite varied. The more 
financially oriented (as opposed to marketing oriented, for example) 
that firms were, the more likely they were to have a centralized plan-
ning and control function. 

A more recent study by Stobaugh indicated significant differences 
in attitudes towards centralization among small (average annual foreign 
sales of $50 million), medium (average foreign sales of $200 million 
annually), and large (average of $1 billion in annual foreign sales) 
multinationals.

19
 Small MNCs generally allowed subsidiaries consider-

able leeway in financial management, perhaps because of the lack of 
sophistication in international financial management at headquarters. 
The tendency among medium-sized firms was to try to optimize world-
wide results, treating each subsidiary as just one unit in a global system. 
These firms required very sophisticated control and reporting systems. 
Large MNCs appeared to reverse the centralization trend somewhat, 
providing subsidiaries with formal guidelines but allowing them con-
u
 Financial Account ing Standards Board, "Account ing for the Translat ion of 
Foreign Currency Transactions and Foreign Currency Financial Statements ," 
Statement of Financial Account ing Standards N o . 8 (Stamford, C o n n . : F A S B , 
1 9 7 5 ) . 
' · Robert B. Stobaugh, "Financing Foreign Subsidiaries of U.S. -Control led Mult i -
national Enterprises," Journal of International Business Studies (Summer 
1970) : 4 3 . 

469 



siderable initiative within those guidelines. This was apparently due 
to a recognized inability to optimize in such a complex system. The 
author will now examine two particular areas — currency and cash 
management — where controversy has developed over the optimal 
degree of headquarters control. 

International Cash and Foreign Exchange Risk Management 

In the areas of cash and foreign exchange risk management, there are 
good arguments for both centralization and decentralization. Arguing 
for centralization is the reasonable assumption that local treasurers 
want to optimize their own financial and exposure positions, regardless 
of the overall corporate situation. To a local treasurer, a subsidiary's 
cash reserves may appear too low while to the corporate treasurer, the 
subsidiary is holding excess liquidity relative to the corporation's ability 
to supply liquidity from its worldwide reserves. Similarly, a study by 
Rodriguez has concluded that foreign exchange risk aversion increased 
with decentralization of the financial function.

20
 Local treasurers ig-

nored the possibilities available to the corporation to trade off positive 
and negative currency exposure positions by consolidating exposure 
worldwide. A further benefit of centralized exposure management is the 
ability to take advantage of the economies of scale in risk management 
effect,

21
 that is, the fact that the total variability or risk of a currency 

exposure portfolio is less than the sum of the individual variabilities of 
each currency exposure considered in isolation. This is due to the less-
than-perfect positive correlation that exists between the various cur-
rencies. Thus, centralization of exchange risk management should re-
duce the amount of hedging required to achieve a given level of safety. 
This can be valuable given the high costs of hedging. The company 
can then select the cheapest option (s) worldwide to hedge its remaining 
exposure. Tax effects can be crucial at this stage,

22
 but only headquar-

ters will have the required global perspective. 

These are all powerful arguments for centralization of cash and 
currency risk management. Against these benefits, though, must be 
weighed the loss of local knowledge and the lack of incentive for local 
managers to take advantage of particular situations with which only 

*°Rita M . Rodriguez, "Management of Foreign Exchange Risk in the U . S . 
Mult inationals ," Journal of Financial and Quantitative Analysis (November 
1974) : 849 . M
 Harry Markowitz, "Portfolio Selection," Journal of Finance (March 1952) : 89 . M
A l a n C. Shapiro and D a v i d P. Rutenberg, "Managing Exchange Risks in a 

Floating World," Financial Management (Summer 1976) : 48 . 
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they may be familiar. However, this conflict between centralization and 
decentralization is more apparent than real. 

As the section on evaluation noted, the use of internal forward rates 
can enhance the advantages and suppress the disadvantages of both 
centralization and decentralization. Similar advantages can be achieved 
by using internal interest rates. This can be done by providing local 
managers with interest rates and forward rates which reflect the oppor-
tunity costs of money and exposure to the parent corporation. Thus, 
headquarters can make full use of local knowledge while ensuring that 
local managers act in the company's best interests. With regard to ex-
change risk, headquarters, in effect, is offering to sell insurance to local 
managers to cover their exposure. If a manager decides it is cheaper to 
hedge locally, fine. At least he has taken into consideration the cost of 
hedging to the corporation. 

In setting internal interest rates, the corporate treasurer, in effect, is 
acting as a bank, offering to borrow or lend currencies at given rates. 
By examining these internal rates, local treasurers will have a greater 
awareness of the opportunity cost of their idle cash balances as well as 
an added incentive to act on this information. In many instances, they 
will prefer to transfer at least part of their cash balances (where per-
mitted) to a central pool in order to earn a greater return. To make 
pooling of funds work, though, it is essential that managers have access 
to the central pool whenever they require funds. 

Mechanisms of Control 

When designing a control system for use overseas, there may be a ten-
dency to use the most sophisticated system available due to the com-
plexity of the problems encountered abroad. Furthermore, since head-
quarters is not bearing the most of furnishing subsidiary reports, it is 
likely to demand a good deal of information which is rarely, if ever, 
used merely on the off chance that it might be needed. However, a 
sophisticated and complex system may yield worse results than a sim-
pler, less ambitious system if local managers are not top caliber or local 
operations are of small size. A system which is more sophisticated than 
the managers it is supposed to control can lead to suspicions, frustra-
tion, and, ultimately, to sabotage attempts. Where operations are small, 
a complex reporting system can become burdensome and take mana-
gers away from their primary function which is to manage. 

According to Zenoff and Zwick, a new and relatively sophisticated 
management group took control of Singer Corp. in the early 1960s. 
Despite their desire to bring more sophistication to Singer's interna-
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tional business, though, the new management felt that the quality of 
many of their field managers precluded the adoption of a complex 
system of performance standards and evaluation criteria. Instead, they 
opted for a system of simple standards and reports that were com-
prehensible and provided some degree of control.

23
 Over time, a simple 

system can evolve into a successful sophisticated system. However, local 
managers must understand the system. Otherwise, they will defeat it, 
either deliberately or inadvertently. 

Even with sophisticated managers, however, a relatively small opera-
tion may not warrant the reporting requirements and elaborate control 
mechanism of a larger affiliate. The value of gathering additional in-
formation must be balanced against its cost in terms of taking up scarce 
management time. A small company may not have the resources to hire 
additional personnel to fill out reports, and thus the job is left to the 
existing managers, adding to their workload. 

A possible solution is to require fewer reports from smaller subsidi-
aries while at the same time monitoring several key performance indi-
cators. As long as these indicators remain within bounds, a subsidiary 
is allowed considerable freedom. If problems appear, then additional 
controls can be imposed. In effect, this is reporting and control by 
exception. The danger here is that these additional controls may be 
perceived as punishment and reacted to accordingly. Tact and a truly 
helpful attitude will be necessary to convince a manager that these new 
reports and controls are designed to help him do a better job. 

A zero-base information system would aid in this process of reducing 
information requirements. This would involve an audit of all the infor-
mation which is currently being provided and the uses of that informa-
tion. Unless information is being used in decision making, it should 
be discarded. 

Traveling teams of auditors are another device used to facilitate 
communications and control with the multinational corporation. Quite 
often, though, it is difficult to find qualified people willing to be con-
stantly on the go, living out of suitcases. Furthermore, these teams may 
be perceived as spies and met with hostility, unless they demonstrate 
their helpfulness to the local managers. The attitudes of the team 
members will be dependent on whether headquarters actually is using 
them as spies or instead intends for them the more constructive role of 
assistants and consultants to managers in the field. 

Feedback is an important element in any evaluation and control 
u
 Dav id B. ZenofT and Jack Zwick, International Financial Management (Engle-
wood Cliffs, N.J . : Prentice Hal l , 1 9 6 9 ) , p . 457 . 
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System. Local managers, sophisticated or not, from large or small op-
erations, are likely to complain about overreporting and overcontrol 
if they feel that headquarters demands information without providing 
a commensurate amount of feedback. Since the reporting system is 
normally tailored to the needs of headquarters alone, preparing reports 
is seen as a waste of time for subsidiary management. Redesigning the 
reporting system so that it provides more useful information to sub-
sidiary management along with more feedback from headquarters will 
increase the incentive of local management to cooperate with head-
quarters. 

Sometimes only negative feedback is received. According to some 
managers, "I only hear from headquarters when I am doing poorly, 
never when I am doing well." This lack of symmetry is difficult to 
understand since praise can be an equally effective motivating force. 
After all, almost everyone likes to feel that his or her work is recognized 
and appreciated. 

Many of the problems referred to in this paper are caused by a lack 
of communications between headquarters and its subsidiaries. One 
suggested approach to facilitate headquarters-subsidiary communica-
tions is to require all top headquarters staff personnel to spend at least 
two years in the field becoming acquainted with the problems faced 
by subsidiaries. At the same time, subsidiary managers would be re-
quired to spend time at headquarters to gain a broader perspective of 
the corporation's activities. 

CONCLUSIONS 

As stated at the beginning of this paper, there is no set of scientific 
principles that can guarantee the development of a successful evalua-
tion and control system. However, a truly geocentric system, to use 
Perlmutter's terminology,

24
 should encourage a free flow of ideas and 

information worldwide. Headquarters must avoid the temptation of 
trying to overcontrol field operations or else run the risk of stifling 
local initiative. In addition, local managers should have the opportunity 
to explain their operating results and seek help for their problems. The 
lack of such a safety mechanism will cause the kinds of problems asso-
ciated with a too rigid adherence to strictly numerical criteria. In the 
final analysis, it appears that in the multinational corporation, as in 
any social institution, a system characterized by mutual understanding 
works best. 

* Howard V . Perlmutter, "The Tortuous Evolution of the Mult inat ional Cor-
poration," Columbia Journal of World Business (January-February 1 9 6 9 ) . 
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C H A P T E R 30 

Currency changes and management control: 
resolving the centralization/decentralization 
dilemma 
Donald R. Lessard and Peter Lorange 

ABSTRACT: Multinational corporations with decentralized responsibility for operations 
face a serious dilemma. If financial policies, including the treatment of foreign exchange 
risks, are set centrally, the performances of operating groups will be influenced by ex-
change risk policies over whose effect they have little control. If financial decisions are 
left to the operating units, on the other hand, they are likely to overreact to exchange risks 
and thus suboptimize from a corporate perspective. This article suggests that this 
dilemma can be resolved through the use of "internal forward rates"—rates at which the 
corporate treasury agrees to translate future foreign currency revenue and expense items. 
It illustrates the impact of differing treatments of exchange rate changes in budgeting 
and tracking the performance of decentralized operating units. The article concludes 
with a discussion of how internal forward rates should be set and updated. 

E FFECTIVE control systems for de-
centralized operations require that 
operating management has a sig-

nificant degree of control over the vari-
ables affecting the performance on which 
they are evaluated. Changes in exchange 
rates are one set of variables which affect 
the performance of foreign divisions. 
Many multinationals' policies to cope 
with changes in exchange rates are set at 
the corporate level and, thus, are not 
under control of the foreign divisional 
manager. 

This situation reflects a complex or-
ganizational dilemma. On the one hand, 
pressures of time, distance, market and 
product differentials, as well as complex 
business-government relations, point to-
ward the advantages of a decentralized 
organizational structure.

1
 On the other 

hand, many normative models suggest 
that an appropriate response to fluctu-
ating exchange rates, taxation differen-
tials, controls on currency flows and 

variations in financial markets require 
highly centralized financial decision 
making

2
 (for example, Horst [1971]; 

Lietaer [1970]; Robbins and Stobaugh, 
[1973]; Rutenberg [1970]; and Shapiro 

1
 A marked evolution of corporate structure towards 

decentralized operations has taken place over the last 
four decades. For the classical discussion of this develop-
ment, see Chandler [1962]; for the case of multinational 
corporations, see Stopford and Wells [1972] and 
Channon [1973]; for a summary of planning and control 
tools in decentralized corporations, see Lorange and 
Vancil [1977]. 2

 Although Robbins and Stobaugh [1973] provide ex-
tensive examples and analyses supporting the benefits of 
centralized financial decision making, they find that the 
largest corporations have backed off from complete 
centralization of this function. This may be due to the 
difficulties of coordinating it with the management con-
trol process. 

We are grateful to Frederick Kelly, Steven Kohlhagen, 
Morris Mclnnes, Stuart Traver and two reviewers for 
this journal for a number of helpful comments. 

Donald R. Lessard and Peter Lorange 
are Associate Professors of Management 
at Massachusetts Institute of Technology. 

* This article is reprinted, with permission, from The Accounting Review (July, 1977) pp 628-637 



[1973]). If centralized financial decisions 
are imposed on operating managers and 
if the effects of such decisions are not 
somehow eliminated from the reported 
operating results, accounting profits will 
not provide accurate guides for control, 
and the motivational consequences may 
be undesirable. On the other hand, if 
operating managers are given the re-
sponsibility for financial decisions, it is 
unlikely that they will follow policies 
which are optimal from a corporate view-
point,

3
 even though the policies may 

decrease their own profits. In addition, 
they may overreact to risks of potential 
exchange rate fluctuations which appear 
large from their limited perspective. 

In this article, first we introduce the 
question of an appropriate exchange rate 
for use in the budgeting process and 
through a simple example illustrate the 
effects of alternative approaches on man-
agement decisions. Then we discuss the 
benefits of using the same set of exchange 
rates in both setting the budget and 
tracking performance relative to the 
budget. We conclude with a discussion of 
how such rates should be set and whether 
and how often they should be updated to 
reflect new information. Throughout the 
discussion we focus on the control 
process over the operating cycle, with a 
time horizon of one year or less. 

EXCHANGE RATES AND THE 
CONTROL PROCESS 

Implicit in the control process of firms 
with foreign operations are assumptions 
about the future course of exchange rates 
and their impact on the firm. Operating 
decisions in any particular time period 
reflect a manager's anticipations regard-
ing future exchange rates and their im-
pact on performance. Exchange rates are 
incorporated in the control process at 
two points: (1) in setting the operating 
budget for a particular time period and 

(2) in tracking realized performance 
relative to the budget. When setting the 
operating budget, two sets of exchange 
rates can be used : the actual (spot) rates 
at that time or rates projected at that 
time for the end of the period. Further, 
if the budget is updated when exchange 
rates change, the actual rate at the end 
of the period can be used for the budget. 
In tracking performance relative to the 
budget, three sets of rates can be used: 
the actual rate when the budget was set, 
the rate projected at that time for the 
end of the period and the actual rate at 
the end of the period. The range of logical 
combinations of these rates is outlined 
in Table 1. Four cells are shaded out 
since they appear to be undesirable com-
binations. 

In combination A-l, the exchange rate 
existing at the time the budget is de-
veloped is used in the budget as well as in 
tracking results relative to the budget. 
The implicit assumption is that the ex-
change rate will not change, but if it 
does, it will have no effect on the evalu-
ation of the manager's performance. 
Combination A-3, where the exchange 
rate used to develop the budget is the 
actual rate at that time, while the actual 
rate at the end of the period is used to 
track results, excludes exchange rate 
forecasts from budgeting but places the 
full effect of any changes that take place 
on the operating manager. Combination 
P-2 involves a projected exchange rate 
both for budget preparation and for 

3
 The idea o f holding operating managers responsible 

only for anticipated exchange rate fluctuations and 
assigning responsibility for unanticipated fluctuation t o 
the financial function is valid whether operating decis ions 
are centralized or decentralized. However , centralized 
operations will not encounter the same difficulties as de-
centralized operat ions where the operating divisions are 
evaluated o n a performance measure that m a y be influ-
enced not only by currency changes but also by corporate 
financial decis ions which are outside the control o f these 
operating managers. 
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TABLE 1 

POSSIBLE COMBINATIONS OF EXCHANGE RATES IN THE CONTROL PROCESS 

^-^^^ Rate Used to Track Per-
Rate formance Relative 
Used for ^^~^^_

/0
 Budget 

Determining Budget ^^^-^^ 

Actual at 
Time of 
Budget 

Projected at 
Time of 
Budget 

Actual at 
End of 
Period 

Actual at time of budget A-l 
1 1 
A-2 

1 1 

A-3 

Projected at time of budget 
1 1 
P-l 

Ι ι 

P-2 P-3 

Actual at end of period 
(through updating) 1 1 

E-l 
1 1 

1 1 
E-2 

1 1 

E-3 

subsequent tracking of performance. 
Thus, P-2 introduces exchange rate fore-
casts into budgeting and holds the man-
ager responsible for performance defined 
at that rate regardless of the actual out-
come. We refer to the projected rates 
used in this fashion as internal forward 
rates (IFRs) since their use is analogous 
to the feasurer acting as a banker and 
"buying forward" receipts in foreign 
currencies at guaranteed rate. 

Combination P-3 makes use of pro-
jected exchange rate when determining 
the budget and the actual rate at the end 
of the period rate for tracking per-
formance. This again incorporates a pro-
jection but holds the manager responsible 
for the impact on performance of devi-
ations from the projected rate. Thus, in 
this case the treasurer does not "guaran-
tee" the forward rate. Combination E-3 
employs the actual exchange rate at the 
end of the period, both for determining 
the budget as well as for tracking actual 
performance relative to the budget. Con-
sequently, E-3 does not incorporate a 
projection of exchange rate in the budget, 
but neither does it hold the manager re-
sponsible for any exchange rate fluctua-
tion since the budget is always updated 
as the exchange rate changes. 

The three shaded cells in the lower left 
of Table 1 (P-l—projected rate for setting 
the budget, actual rate at the time of the 
budget for tracking subsequent perfor-
mance; E-l—actual end-of-period rate 
for setting the budget and actual rate at 
the time of budget preparation for track-
ing performance; E-2—actual rate at the 
end of the period for budget determina-
tion and projected rate at budget deter-
mination time for performance tracking) 
require exchange rate forecasts or up-
dates for determining the budget but 
ignore these when tracking performance 
relative to the budget. The other shaded 
cell, A-2, requires the use of a projected 
rate (set at the time of the budget prepa-
ration) in measuring actual performance 
but does not use this rate for the prepa-
ration of the budget. Instead, the actual 
rate at that time is used. Hence, these four 
combinations are ruled out as inefficient. 

A recent study of ten multinational 
corporations [Traver, 1975] showed that 
five used variants of P-3 (budgeting with 
a projected rate but tracking performance 
with the actual rate at end of period), 
three used variants of P-2 (projected rate 
at time of budget preparation both for 
preparing the budget and for perfor-
mance tracking), and two had systems 
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TABLE 2 

Option 
A 

Option 
Β 

Option 
C 

Local Currency Budget 
(stated in LC terms) 
Sales 
Cost of goods sold 
Operating expenses 

80,000 
60,000 

4,000 

100,000 
80,000 

5,000 

150,000 
125,000 

7,500 

Profit 16,000 15,000 17,500 

[Exposed assets] [75,000] [100,000] [200,000] 

Dollar Budget 1 
(LC 1 =$0.10) 
Sales 
Cost of goods sold 
Operating expenses 

8,000 
6,000 

400 

10,000 
8,000 

500 

15,000 
12,500 

750 

Profit 1,600 1,500 1,750 

Dollar Budget II 
(LC 1 =$0.0833) 
Sales 
Cost of goods sold 
Operating expenses 
Loss on exposed assets* 

6,664 
4,998 

333 
1,252 

8,333 
6,664 

417 
1,670 

12,495 
10,413 

625 
3,340 

Profit 81 - 4 1 8 -1 ,883 

Dollar Budget III 
(LC 1= $0.09165) 
Sales 
Cost of goods sold 
Operating expenses 
Loss on exposed 

assets** 

7,332 
5,499 

367 

625 

9,165 
7,332 

458 

835 

13,748 
11,456 

687 

1,670 

Profit 841 540 - 6 5 

* Loss on exposed assets for budget II are calculated 
as follows: 

Option A: (75,000 χ 0.10)-(75,000 χ0.0833) 
= 7,500-6,248=1,252 

Option Β: (100,000 χ 0.10)-(100,000 χ 0.0833) 
= 10,000-8,330=1,670 

Option C: (200,000 χ 0.10)-(200,000 χ 0.0833) 
= 20,000-16,660 = 3,340 

** Losses on exposed assets for budget III are calcu-
lated as follows: 

Option A: (75,000 χ 0.10)-(75,000 χ 0.09165) 
= 7,500-6,874 = 625 

Opt ion Β : ( 100,000 χ 0.10) - ( 100,000 χ 0.09165) 
= 10,000-9,165 = 835 

Option C : ( 200.000 χ 0.10) - ( 200,000 χ 0.09165) 
= 20,000-18,330= 1,670 

resembling Α-3 (actual rate at beginning 
of period for budgeting and actual rate 
at end of period for tracking). 

An Illustration 

The likely effect of each of these dif-
ferent approaches on the decisions of 
managers of foreign responsibility cen-
ters can be illustrated with a simple 
example. Assume that the current dollar 
price of the foreign local currency (LC) 
is $0.10 and that there are two equally 
likely possibilities for the dollar value of 
the local currency in the next period—a 
50 percent chance that it will move to 
$0.0Γ33 and a 50 percent chance that it 
will remain the same, $0.10. Thus the 
expected dollar value of the local cur-
rency is $0.09165.

4
 Assuming for the 

moment that the firm requires no risk-
premium for bearing the risk of foreign 
exchange fluctuations, we can use the 
expected rate of $0.09165 as an appropri-
ate IFR. Further assume that the man-
ager is faced with an operating decision 
regarding three options which are not 
mutually exclusive. As is typically the 
case, the computations of adjustments to 
dollar profit due to currency fluctuations 
will involve adjustments of the foreign 
asset values as well as adjustment of 
foreign operating profits. Finally, we 
assume that the accounting results of the 
foreign responsibility center are trans-
lated from local currency into the parent 
company's currency according to the 
monetary/nonmonetary method.

5 

In Table 2, option "A" involves sales 
4
 Throughout the paper we use the dollar as the parent 

company's home currency. All other currencies are 
lumped under the heading local currency (LC). 5

 In this paper we are not concerned with the definition 
of exposure, although the adjustments in our example 
are consistent with the latest FASB statement [1975]. 
Our proposal can be used in conjunction with a wide 
variety of exposure definitions, many of which would 
reflect economic reality more closely than current ac-
counting conventions. See, for example, Dufey [1972J 
and First National City Bank [1975]. 
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of LC 80,000 and requires LC 75,000 of 
"exposed" assets.

6
 Option " B " gives 

sales of LC 100,000 and requires LC 
100,000 of exposed assets. Option " C " 
gives sales of LC 150,000 but requires 
LC 200,000 of exposed assets. The re-
maining details of each option as well as 
the budgeted performance at each of the 
possible exchange rates are shown in 
Table 2. For simplicity, we assume that 
changes in the exchange rate will have no 
impact on LC operating results. There-
fore, the actual performance at each rate 
will equal the budgeted performance for 
that rate. Also for simplicity we ignore 
the effect of taxes. It is easy to see how 
the treatment of foreign exchange fluc-
tuations will affect a manager's budgeted 
and reported profits and, therefore, his 
or her incentives. If, at the one extreme, 
the budget implicitly assumes that there 
will be no exchange rate change, and if 
foreign exchange fluctuations are con-
sidered to be outside of the realm of the 
operating manager (as is the case with 
combination A-l in Table 1), the results 
will be recorded as if the beginning and 
ending exchange rate is LCI = $0.10 
(Budget 1 of Table 2), regardless of the 
actual outcome. All three options will 
appear profitable, including C which in-
volves an expected loss. At the other 
extreme, if possible exchange rates are 
ignored in the budget but actual exchange 
fluctuations are imposed on the manager 
(case A-3 in Table 1), he or she probably 
will avoid option Β as well as option C 
because of the high probability of a very 
poor performance relative to the budget 
(Budget II, Table 2). However, Β has an 
expected profit and therefore is a sound 
option for all but the most risk-averse 
firms. 

If the budget and reported profit are 
based on the internal forward exchange 
rate, LCI = $0.09165 (Case P-2, Table 1), 
the division manager clearly will accept 

Plans A and Β and avoid Plan C (Budget 
III, Table 2). If the budget is based on the 
internal forward exchange rate but if 
performance is measured at the actual 
rate at the end of the period, the manager 
will clearly accept Plan A and reject Plan 
C, but the decision regarding Plan Β will 
depend upon the extent to which the 
manager is averse to taking risks. The 
differences between actual and budgeted 
profits for the various budget-rate/track-
ing-rate combinations are illustrated in 
Table 3. Note that in all combinations 
along the diagonal, that is, those in 
which the same type of rates are used in 
both budget preparation and perfor-
mance tracking, there will be no devi-
ations due to exchange rate variations. 
However, the various combinations 
along the diagonal do have quite different 
implications for operating decisions. The 
combinations involving actual rates at 
the time of the budget or the actual rates 
at the end of the period for both budget-
ing and tracking (A-l and E-3) allow the 
manager to ignore the effect of both 
anticipated and unanticipated fluctua-
tions in exchange rates. 

The combination of actual beginning 
of period rates for budgeting and actual 
end of period rates for tracking, A-3, 
although used in practice, appears to 
represent the worst of all possible worlds 
[Traver, 1975]. In the budgeting stage, 
no account will be taken of possible 
exchange fluctuations, yet their full im-
pact will be attributed to the manager at 
the tracking stage. The harmful effects of 
such a system can be expected to include 
"padding" of budgets or decentralized 
hedging actions by managers to reduce 
exchange risks which are likely to loom 

6
 "Exposed assets" under the monetary/non monetary 

translation method are defined as the excess of cash plus 
LC receivables plus other LC financial assets over all 
forms of LC obligations. 
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TABLE 3 

EFFECTS ON PERFORMANCE IN OUR EXAMPLE FROM POSSIBLE COMBINATIONS 
OF EXCHANGE RATES IN BUDGETING PROCESS 

Rate Used to Track 
Rate ^ ^ ^ S . Performance 
Used for ^^^^^ Relative to 
Determining ^^^Budget 
Budget 

Actual at 
Time of Budget 

Projected at 
Time of Budget 

Actual at 
End of Period Rate Used to Track 

Rate ^ ^ ^ S . Performance 
Used for ^^^^^ Relative to 
Determining ^^^Budget 
Budget 

Actual 
Outcome 
LCI = $ 1 0 

Actual 
Outcome 
LCI = $ . 0 8 3 3 

Actual 
Outcome 
LCI = $ 1 0 

Actual 
Outcome 
LCI = $ . 0 8 3 3 

Actual 
Outcome 
LCI = $ . 1 0 

Actual 
Outcome 
LCI = $ . 0 8 3 3 

Actual at time of Budget 
(LCI : $.10) 

Option A Profit 
Budget 

1600 
1600 

A-l 

1600 

1600 

A-3 

r 

1600 ι 81 

1600 1 1600 

Deviation 0 1 0 0 - 1 5 1 9 

Option Β Profit 
Budget 

1500 » 

1500 1 

1500 

1500 

1500 

1500 

- 4 1 8 

1500 

Deviation 0 ι 0 0 - 1 9 1 8 

Option C Profit 
Budget 

1750 » 
1750

 1 
1750 

1750 

1750 

1750 

- 1 8 8 3 
1750 

Deviation 0 I 0 0 - 3 6 3 3 

Projected at time of Budget 
( L C I : $.09165) P-2 P-3 

Option A Profit 
Budget 

841 

841 

841 

841 
1600 
841 , 

81 

841 

Deviation 0 0 + 759 1 - 7 6 0 

Option Β Profit 
Budget 

540 

540 

540 

540 

1500 1 

540 · 

- 4 1 8 

540 

Deviation 0 0 -1-960 1 - 9 5 8 

Option C Profit 
Budget 

- 6 5 

- 6 5 

- 6 5 

- 6 5 
1750 1 

- 6 5 1 

- 1 8 8 3 

- 6 5 

Deviation 0 0 + 1815 1 - 1 8 1 8 

Actual rate at end of Period 
( L C I : $ .10or L C I : $.0833) 

E-3 

Option A Profit 
Budget 

1600 ] 
1600 ι 

81 

81 

Deviation 0 1 0 

Option Β Profit 
Budget 

1500
 1 

1500 ] 

418 
418 

Deviation 0 [ 0 

Option C Profit 
Budget 

1750 ι 
1750 ι 

- 1 8 8 3 
- 1 8 8 3 

Deviation 0 I 0 
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very large from their narrower local per-
spective. 

Combination P-2, involving IFRs at 
the budgeting and tracking stages, ex-
cludes unplanned exchange fluctuations 
but acknowledges expected fluctuations 
at the budgeting stage. Thus, it will 
dominate the other alternatives which 
expose managers to unforeseen exchange 
fluctuations but fail to force managers to 
consider them at the budgeting stage. 
These dominated combinations are A-l 
and E-3. Based on these observations, we 
believe that combination P-2 generally 
will be superior to all others. Combina-
tion P-3 may appear equally attractive in 
situations where operating plans should 
and can be changed in response to ex-
change rate shifts. However, in a later 
section we argue that even under these 
circumstances P-2 is superior. 

The suggested procedure of using in-
ternal forward exchange rates as the basis 
for decision making and performance 
evaluation goes a long way towards 
satisfying two major criteria for good 
management control systems, goal-con-
gruence and fairness. Goal-congruence 
is restored because a corporate-wide 
point of view has been brought to bear 
on the currency exchange rate, elimi-
nating decisions taken on the basis of the 
expectations and risk-preferences of local 
managers who necessarily will have a 
narrower horizon on the currency risk 
problem than the corporate headquar-
ters. Fairness is restored, at least in 
regard to the exchange rate fluctuations, 
by the establishment of a standard under 
which the local decision maker gets no 
blame or credit for currency fluctuations 
outside of the division manager's control. 

An examination of the foreign opera-
tions of the ten corporations referred to 
above confirms our approach. For those 
firms where both operating and financial 
decisions were decentralized, imposing 

exchange risk fluctuations on operating 
managers by tracking performance at 
actual end of period rates seemed to 
cause little concern since local manage-
ment had authority to control the risk. 
However, of those firms with decentral-
ized operations which attempted to cen-
tralize financial management, the ones 
which were most successful in eliciting 
local management behavior consistent 
with corporate goals combined consis-
tent budgeting and tracking rates in their 
control systems. 

SETTING INTERNAL FORWARD 
EXCHANGE RATES 

. One possible objection to the use of 
IFRs is the need for exchange rate fore-
casts. This requirement may appear to be 
particularly onerous in view of evidence 
that current exchange rate fluctuations 
are large relative to fundamental factors 
such as inflation differentials and interest 
rate differentials. Also, exchange mar-
kets appear to be efficient; therefore, the 
fluctuations can be characterized as a 
random process [Giddy and Dufey, 1975 ; 
Kohlhagen, 1976]. However, forecasts 
of some type, whether implicit or explicit, 
are required for proper planning regard-
less of the particular control system. 
Further, in precisely this type of environ-
ment, in which there are large random 
exchange rate fluctuations, it is impor-
tant to shield operating managers from 
these unforeseeable exchange rate vari-
ations. 

Even in this environment some fore-
casting of exchange rates, at least in 
terms of long-term trends, is possible, 
and forecasts are available from major 
banks and econometric firms. Rather 
than dwell on the issue of forecasting 
exchange rates, we focus here on how 
IFRs should relate to the firms' fore-
casts. The value to a firm of flows in a 
particular currency in the future will not 
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necessarily be equal to the expected value 
of the currency. Many firms seek to limit 
exchange rate risk by hedging their ex-
posure through actions such as restruc-
turing their financial assets and liabilities, 
changing the timing of international cash 
flows or entering into forward exchange 
contracts. Further, the value of currency 
flows to or from particular units of the 
firm depends upon their tax treatment. 
This will be a function of the firm's over-
all tax position as well as the range of 
mechanisms it has at its disposal for 
shifting profits and/or funds among sub-
sidiary firms.

7 

A further question regarding IFRs is 
to what extent operating managers 
should have a role in setting them. 

The most important reason for involv-
ing operating managers in setting IFRs is 
that these rates not only will reflect the 
corporation's best estimates of future 
exchange rate movements, but also they 
will reflect the extent to which the cor-
poration can alter its business or financial 
decisions in anticipation of or in response 
to exchange rate changes. Decisions open 
to the firm might include changing prices 
or currencies in which sales are invoiced, 
sources of inputs, production schedules, 
markets for outputs and borrowing 
sources, in addition to hedging as a means 
of shifting some funds from one currency 
to another or leading and lagging cer-
tain receipts and/or disbursements. That 
is, IFRs cannot be determined properly 
without a schedule of receipts and dis-
bursements because of the simultaneous 
nature of the problem. This problem can 
be modelled formally as a decomposed 
mathematical programming problem 
which allows a centralized finance func-
tion and decentralized control over 
operations. However, we consider the 
most realistic method to be the use of one 
or more iterations between the two re-
lated problems. Beginning with a set of 

provisional IFRs, operating managers 
could prepare rough, highly aggregated 
sets of operating plans for their divisions. 
In turn, these would serve as input for a 
first solution of the centralized funds 
management problem. Then the resulting 
IFRs could be used to produce a final set 
of operating plans and budgeting rates to 
guide subsequent decisions. This itera-
tive process points out the need for close 
coordination between the two activities. 

Of course, another important consider-
ation is to incorporate all relevant infor-
mation available on a timely basis. To 
the extent that operating managers in 
particular countries have access to infor-
mation not available to central financial 
personnel, they must be drawn into the 
process. This is unlikely for most major 
currencies, but it may be significant for 
smaller or less-developed countries about 
which information is not readily avail-
able. A final consideration is that man-
agers should be incorporated in the 
process to assure understanding and 
acceptance of the IFRs, which are impor-
tant inputs into business plans as well as 
reported performance. An honored con-
vention for minimizing dysfunctionali-

7
 It might be useful to think of the IFRs as shadow-

prices from a model for centralized international funds 
management. Scott [1973] provides a concise descrip-
tion of the key elements in this type of model. Robbins 
and Stobaugh [1973] formulate it as a linear program-
ming problem, Lietaer [1970] describes it as a quadratic 
programming problem, and Rutenberg [1970] depicts it 
as a network problem. The inputs into such a model 
include the schedules of current and anticipated exposure 
as well as cash budgets which reflect variables such as 
planned activity, tax rates, interest rates, current and 
forecasted exchange rates and internal and external con-
straints on financial alternatives. Such a model should 
reflect the firm's willingness to bear exchange rate risks 
either through constraints limiting total risk exposure or 
through more explicit risk-reward tradeoffs. Since the 
objective of the model is to maximize the value of future 
flows or minimize the cost of funding future require-
ments, taking risk preferences into account, the shadow 
prices associated with future flows in various currencies 
may be interpreted as IFRs, representing the best esti-
mate of their value to the firm. 
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ties in control systems is that managers 
should have a role in the negotiation of 
any performance budget relevant to their 
own units. Confidence in the system 
undoubtedly would be strengthened if 
there were a procedure for appealing 
unacceptable IFRs to a higher level of 
management and a procedure for re-
vising the IFRs when unforeseen events 
dramatically change the exchange rate. 

ADJUSTING TO EXCHANGE RATE CHANGES 
WITHIN THE OPERATING CYCLE 

To this point we have avoided the 
question of whether IFRs should be 
adjusted within the operating cycle if 
exchange rates change dramatically. The 
need for adjustment will depend on 
several factors, including the volatility of 
exchange rates and the relative sizes of 
exposed assets and LC earnings streams 
within the corporate total. Most criti-
cally, it will depend on the extent to 
which operating decisions can be changed 
in response to the new exchange rates. 
Clearly, if the operating cycle corre-
sponds to a period over which decisions 
are not reversible, IFRs should not be 
changed under even the most extreme 
circumstances. Such a change would vio-
late the basic concept of insulating oper-
ating managers from random exchange 
rate shifts. In other cases, decisions may 
be reversible at some cost. These cases 
call for new operating plans with some 
adjustment in the manager's reported 
profits to offset the costs involved. If the 
operating cycle is sufficiently long rela-
tive to the duration of particular oper-
ating decisions, IFRs can and should be 
updated. However, even here the change 
should apply only to the remainder of 
the period—the period for which new 
operating decisions can be made. In all 
cases, it would appear that updating the 
IFRs when appropriate would be prefer-
able to making the operating subsidiaries 

responsible for actual exchange rate out-
comes, whether reflected in the IFRs or 
not. Further, the coordination required 
for adjusting IFRs would create an en-
vironment of "sharing" the results of 
unforeseen developments instead of ca-
priciously imposing them on operating 
units. 

SUMMARY 
We have outlined an approach for 

handling the treatment of currency 
changes within the multinational cor-
poration's planning and control systems. 
This approach incorporates decentralized 
operating control of individual foreign 
subsidiaries and centralized control of 
the firm's finances. A set of currency 
rates which reflect the best judgment of 
not only currency developments but also 
the corporation's position vis-a-vis these 
changes, called IFRs, were suggested to 
be an appropriate basis for the develop-
ment of budgets, as well as for tracking 
the operating performance of the foreign 
subsidiaries relative to the budget. Local 
management will be expected to take 
actions congruent with corporate objec-
tives on the basis of these rates and will 
be held responsible for their perfor-
mances relative to these rates. At the 
same time, financial decisions can be 
handled centrally, allowing a more effec-
tive and coordinated set of policies 
without impinging on the decentralized 
operating decisions. 

The logic of using IFRs to deal with 
foreign exchange risks can be extended 
readily to other risks including price 
and interest rate fluctuations. As some 
form of inflation accounting is adopted, 
for example, a similar treatment of 
domestic price level risks will be called 
for. We have singled out exchange risks 
because we believe that their current 
treatment is a major source of conflict 
and distortion in decentralized multi-
national organizations. 
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Current cost model, 228 

Current cost operating profit of the enterprise, 
2 5 8 , 2 6 0 , 2 6 1 , 2 7 0 , 2 7 4 

definition of, 272 
Current cost profit and loss account, 259, 260 
Current cost profit attributable to shareholders, 

260 ,270 ,272 

Data, quantifying and evaluating, 130 
Decision making, 4, 127 

budgeting and, 129 
centralization of, 368, 470, 471, 475 
financial statements and, 154 
foreign operations, 453 
investments, 101 
management accounting and, 20 
transfer pricing, 446 

De-consolidation, 189 
Debits, 

long term, 370, 376 
Denmark, corporation tax in, 406 
Depreciation, 15, 97, 254, 258, 259 

cash flow and, 340, 341 
cost of capital and, 348 
differences in, 102 
differences in practice, 113 
harmonization, 118 
multinationals and, 348 
prices changes and, 272, 274 
taxation and, 405 

Devaluation, 

avoiding losses from, 31 
cash flow effect, 342 
multinationals and, 23 

Developing nations, 
business environment, 60 
intra-firm trade, 421 
multinationals in, 159, 293-311 

accounting systems, 300 
as change agents, 305 
building business infrastructure, 308 
communication, 302 
consolidation, 300 
consumer protection and, 309 
corporate citizenship, 302 
corruption and, 306 
development of relations, 294 
earnings and remittances, 295 
economic performance and practices, 295 
education and, 309 
employer practices, 304 
exchange rates and, 296, 297 
externalities and social indicators, 301 
international accounting and, 310 
intracompany transfers, 296, 298 
minimum performance specified by host, 296 
ownership, 304 
reducing dualism, 309 
reporting systems, 300 
revaluation of relations, 294 
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Developing nations (cont.) 
multinationals in (cont.) 

service payments and, 299 
taxation and, 296, 297 
technology transfer, 299, 308 
value added, 302 
value structures, 305 

nationalism in, 294 
transfer pricing and, 427 

Development planning, standardization and, 131 
Directors, 44 
Disclose sub-sets, 2 
Disclosure practices, 95 

by multinationals, 154, 155, 160, 161, 163, 195 
extent of, 195 
harmonization of, 157 

capital markets and, 104 
association of economic and cultural 

variables, 81, 86, 93 
1973 conclusions, 74 
1975 conclusions, 80 
criteria, 72 
data, 71, 82, 88 
limitations of, 88 
transformation matrix, 76, 81 
validity of data, 88, 92 

depreciation, 97, 102 
diversification and, 199 
diversity of, 81 
extent of, comparative analysis, 195 
harmonization of, in E E C , 118 
in company law, 120 
legal aspects, 154 
minimum, 207 
national characteristics, 96 
of earnings per share, 261 
traditional ideas, 154 

Disparate accounting, 140 
Diversification, 

exchange rates and, 363, 379 
mechanics of, 324 
multinationals and, 329, 355 
segment accounting and, 199, 208 

Diversification theory, multinationals and, 323 
Dividends, 

corporation tax and, 401 
definition of, 234 
from foreign subsidiaries, 389 

Duple Motor Bodies case, 14 

Earnings, retained overseas, 347 
Econometric modelling approach to forecasting 

exchange rates, 366 
Economic development, 

accounting and, 65 
standardization and, 127-134 
state of, 58 

Economic entities, 185 

Economic environment, 
accounting and, 61 
differing, 58 

Economic exposure, management, 375 
Economic nationalism, 152 
Economic progress, measurement of, 130 
Economic risks, of multinationals, 337 
Economies, national, accounting and, 65 
Economy, patterns of, 65 
Education, accounting and, 65 
Employees, 

participation in business, 43 
relation with organisation, 278 
role in enterprises, 43 
social reporting and, 278-292 

analysis of, 284 
conclusions, 290 
general appreciation, 287 
interviews with, 283 
opinions, 288 
questionnaire survey, 282 
research on, 280 
subjects covered, 287 
use made of, 286 

England, 

See United Kingdom 
Enterprises, 

external users of information, 44 
goals of, 142 
government, 42 
nature of, 42 
ownership of, 42 
role of employees, 43 
users of information in, 43 

Enterprise accounting, 39, 40 

harmonization, 127 
Entity theory, 141 
Environment, 

See also Business environment 
accounting affecting, 62 
appropriate accounting, 63 
developments in society, 62 
differing, 58 
effects of, 47 

on transfer prices, 31 
marks of separation, 58 
of Peruvian accounting, 47 
politics affecting, 59 

Environmental factors influencing accounting 
practices, 39 -56 

Environmental variables, 
accounting country groupings and, 82 
accounting practices and, 86 

Equipment, valuation of, 266 
Equity accounting, use of, 188 
Equity market, 

correlation of efficiency with segment 
disclosure, 197,204 

development, profit measurement behaviour 
and,104 
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Euro-currency market, 27 
European Economic Community, 

consolidation in, 114 
directives, 155 

consolidation, 177 
corporate accounting, 116 
corporation tax, 406 

Fourth Directive, 105 ,116 ,148 ,155 
harmonization in, 2, 47, 105,111-126,155 

consolidation, 119 
depreciation, 118 
disclosure, 118 
inflation accounting, 118 
tax law and company law, 16 
valuation, 117 

imputation systems of corporation tax in, 
399-409 

inflation accounting in, 114 
multinational accounting standards and, 162 
multinationals in, segment reporting by, 

194-205 
multinational standards and, 163 
segment disclosure and, 196 ,197 ,198 ,202 
Seventh directive, 156 

European Federation of Financial Analysts 
Societies, 96 ,106 

European Monetary System, 364 
Evaluation, 

cost/benefit analysis, 453 
design of system, 453 
exchange rates for, 464 
LIFO system, 405 
managerial performance, 460, 463 
measurement of, 453 
of foreign operations, 452 
purpose of, 454 
resource allocation, 454 
return on investment, 455 

Exchange controls, 363 
imposition of, 340, 341 
multinationals and, 340, 341 

Exchange markets, efficiency, 365, 368 
Exchange of threats hypothesis, 319 
Exchange rates, 

See also Foreign exchange, Foreign Exchange 
risk, etc. 

adjusting to in operating cycle, 482 
affecting cash flow of subsidiaries, 371 
black market rates and, 365 
budgeting and, 465, 475, 476-480 
change in, multinationals and, 341 
control process and, 475 
cost of capital and, 355 
currency pass through, 374 
effects of, 474 

on multinationals, 462, 464, 465 
on performance, 32 

floating, 361,367 
forecasting, 365 

Exchange rates (cont.) 
forecasting, 363 

econometric modelling approach, 366 
evaluation and, 464, 465 
exchange risk management and, 368 
four-step model, 364 
weak-form tests, 365 

forward, predictive accuracy, 366 
future, 219 
government control of, 368 
internal, for multinationals, 463 
internal forward, 480 
long term, forecasting, 366 
managerial control and, 474 
multinationals affected by, 464, 474 

adjusting in operating cycle, 482 
budgeting and, 475, 476-480 
choice of, 467 
in developing countries and, 296, 297 
management of risks, 470 
setting of, 480,481 

pegged yet adjustable, 364 
forecasting, 364 

purchasing power and, 378 
quasi-fixed, 361, 364 
speculation, transfer pricing and, 414 
transfer pricing and, 414, 422, 436, 437 

Exchange risks, 20 
apportioning in bilateral transactions, 373 
cash flow and,371, 375 
definition of, 362 
diversification of, 363 
forecasting rates, 363 
future research into, 378 
long term debt financing and, 376 
management of, 4, 361-384 

actions, 372 
covering transaction exposure, 373 
economic exposure, 371, 375 
forecasting exchange rates and, 368 
hedging translation exposure, 26, 374 
market efficiency hypothesis and, 377 
multinationals and, 21 
praxis of, 376 
reduction of, 23 
transaction exposure, 369, 370, 373, 379 
translation exposure, 369, 370, 374, 379 
translation methods, 370 

measuring exposure to, 369 
swap loans, 374 

Exports, 
intra-firm,421 
to subsidiaries, 443 

Export subsidies, transfer pricing and, 413 
Expropriation of multinationals, 337, 339, 354 

Financial Accounting Standards Board, 40, 70, 
194 

Statement 33 ,269 
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Financial Accounting Standards Board (cont.) 
Statement 33 (cont.) 

compared with SSAP 16, 273 
Statement 8, 369, 377 
Financial Reporting and Changing Prices, 269 

Financial analysis, European method of, 96 
Financial management, international, 20 
Financial markets, fluidity of, 28 
Financial planning, multinationals and, 25 
Finland, works councils in, 43 
Firm, theory of, multinationals in context of, 322 
Fisher effect, 370 
Flexibility, 103 

in harmonization schemes, 133 
Foreign currency, 

fluctuations, 21 
translation See under Translation 

Foreign currency accounting, 3 
Foreign direct investment, 

as equilibrating capital flow, 318 
currency overvaluation and, 317 
exchange of threats hypothesis, 319 
government-imposed distortions, 316, 318 
industrial organisation and, 319, 321 
labour costs and, 318 
market disequilibrium hypotheses, 316, 317 
market failure imperfections and, 316, 320 
market structure imperfections, 316, 319 
multinationals and, 315-334 
product and,319 
profit rates and, 317 
tariffs, trade barriers and, 318 
taxation and, 318 
theory of the market and, 316 
transfer of knowledge and, 320, 321 
transitory nature of, 316 

Foreign exchange, 11 
deferral of gains, 24 
losses, transfer prices and, 12 
rate movements, forecasting, 21 
translation methods, multinationals and, 22 

Foreign exchange risks, 
See Exchange risks 

Foreign investments, 
cost of capital, 345 
decisions, 3, 4 
earnings, 356 
funds for, 26 
institutional barriers, 356 
of multinationals, 24 
transfer pricing and, 427 

Foreign operations, 
communications and, 473 
evaluation and control of, 452-473 

centralization and decentralization, 468, 470, 
471 

choice of exchange rates, 467 
cost/benefit analysis, 453 
current performance, 459 
design of system, 453 

Foreign operations (cont. ) 
evaluation and control of (cont. ) 

managerial performance, 460, 463 
purpose of, 454 
reporting and control, 467 
resource allocation, 454 
results and budgets, 458, 461 
return measurement, 455, 456 
return on investment, 455, 457 
transfer pricing, 463 

exchange rates affecting, 462, 464, 465 
flexible budgeting, 460 
intracorporate fund flows, 466 
mechanisms of control, 471 
motivation for, 328, 458 
taxation in, 456 

Forward exchange rates, predictive accuracy, 366 
Fourth Directive, 105,116, 148,155 
France, 

accounting in, 112,146 
capital markets, 145 
conservatism, 113 
consolidation accounting in, 114, 176 
flexibility in practice, 104 
Fourth Directive and, 118 
general accounting plan, 66 
imputation system of corporation tax, 402, 405, 

408 
inflation accounting in, 106, 114 
influence of taxation on accounts, 14 
legal system, 111, 145 
national accounting plans, 14 
Plan Comptable General, 113,132,146 
profits measurement, 99 ,100 ,101 ,105 
segment disclosure in, 201 
Stock Exchange Commission, 102 
taxation, 14 

Funds, 
raising, 27 
repatriation of, 469 

Future of Company Reports, 206 

German Federal Republic, 
accounting in, 112, 146 
business environment in, 59 
capital market, 146 
Company law, 13, 65, 68, 147 
conservatism, 113 
consolidation in, 114, 177 
equity accounting, 189 
flexibility in practices, 104 
Fourth Directive and, 118 
imputation system of corporation tax in, 403, 

405 ,406 ,408 
income tax, 147 
inflation accounting, 15, 114, 256, 265, 267 
legal system, 111, 145 
post war finance, 15 
profits measurement behaviour in, 99, 100, 101, 

105 
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German Federal Republic (cont.) 
research and development in, 59 
subsidiaries, 119 
taxation, 102, 336 
works councils in, 43 

German Framework of Accounts, 132 
Goals, 142 
Government, 

accounting objectives and, 49 
budgets, 129 
influence on accounting, 50 
partnership with business, 293 
regulators, 50 

Government accounting, 
classification system, 129 
standardization, 128 

Government controls, on interest and exchange 
rates,368 

Government enterprises, 42 
Group accounting, 3 
Group entities, 187 

Harmonization, 
accounting in EEC, 116 
accounting training and, 134 
aims of, 406 
approach to, 133 
by functions, 127 
company law, 128 
consolidation, 114 ,157 ,190 

in E E C , 119,177 
corporation tax, 399, 405-407 

in E E C , 124 
cultural dimension, 135-150 
definition of, 127 
depreciation, 118 
development planning and, 131 
disclosure, 157 

in EEC, 118 
disparate accounting, 140, 147 
E E C and, 155 
economic development and, 127-134 
enterprise accounting, 127 
existing schemes, 132 
flexibility in, 133 
government accounting, 128 
IASC standards, 137,139 
identifying need for, 133 
in EEC, 2 , 1 6 , 47, 105, 111-126 
inflation accounting, 157 

in E E C , 118 
in Germany, 132 
in socioeconomic context, 132 
International Federation of Accountants, 138 
in United States, 132 
legal systems and, 145 
multinationals and, 115 
pressures for, 136 
problems of, 105 
publication, 119 

Harmonization (cont. ) 
purposes of, 115 
role of national institutes of accountants, 139 
social accounting, 130,134 
stock exchanges and, 156 
taxation, 115 
translation, 157 
valuation, 117 

Hedging techniques, 22 
History of accounting, 9 
Holding companies, 187 
Hyde guidelines, 270, 272 
Hypothesis testing, 39, 40 

Iceland, 
corporation tax system in, 399 

Imports, intra-firm, 421 
Import duties, transfer price and, 12 
Imputation systems of corporation tax, 399-409 

in France, 402, 405, 408 
in UK, 400, 405 

restatement of, 408 
in West Germany, 403, 405, 408 

Income, 
current cost model, 228 
determination, 128 
foreign source, tax treatment of, 336 
price level model, 228 

Income tax, 
corporate, transfer pricing and, 30 
in Germany, 147 

Industrial organization, foreign direct investment 
and ,319 ,321 

Industry, discovery costs in, 43 
Inflation, 2 0 , 1 0 2 , 2 2 6 

affecting cost of capital, 355 
corporation tax and, 405 
distorting effect of, 103 
effect on profits, 106 
in Peru, 49 
measurement practices and, 82 
multinationals and, 25, 341, 355, 460 
price level changes and, 228 
translation and, 221 
United Kingdom, 102 

Inflation accounting, 3 ,15 
applicability of requirements, 265 
Argentina, 266 
Australian practice, 252, 266, 267, 268 
balance sheet information, 266 
Brazilian practice, 266 
Canadian practice, 253, 266, 267, 268 
Chilean practice, 266 
comparative proposals, 106, 249-268 
comparison of methods, 264 
current cost, 252 
Dutch practice, 257, 265, 266, 267 
German practice, 15, 256, 265, 267 
harmonization, 157 

in E E C , 118 
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Inflation accounting (cont. ) 
hybrid methods, 261 
in E E C , 114 

International Accounting Standards Committee 
and,264 

Mexican practice, 261, 265,267 
New Zealand practice, 257, 266 ,267 ,268 
price level, 249 

See also Price level adjustments 
South African practice, 258, 265, 266,267 
United Kingdom practice, 259, 265, 266, 267, 

268 
United States practice, 262, 266, 267 
valuation of assets, 266 

Information, 472 
needs, 183 

of shareholders, 184 
user, 159 

Information systems, 
use by multinationals, 32 

Innovations, speed of, 64 
Institute of Chartered Accountants 

Current cost accounting, 269, 276 
compared with FASB Statement 33, 273 
content of, 270 
example of, 271 

Insurance companies, exchange risk management 
and,378 

Interest rates, 
differentials, 20 
government control of, 368 
within multinationals, 471 

Internal forward exchange rates, setting of, 480, 
481 

Internalization theory, multinationals and, 323 
International accounting, 1 

comparative 
See Comparative accounting 

historical aspects, 9 
some aspects of, 9-18 

International Accounting Standards Committee, 
1 1 5 , 1 3 7 , 1 3 9 , 1 5 7 , 1 7 9 

authority of, 179 
draft report on consolidation, 182 
inflation accounting and, 264 

International Accounting Standard, 
No . 3 , 1 7 9 , 1 8 8 , 1 9 1 

background to, 180 
compromises, 190 
content of, 183 

International business, 
future research into, 330 
theory of, 325 

International capital asset pricing models, 363 
International Congress of Accountants, 46 
International Coordination Committee for the 

Accountancy Profession, 47 
International exchange and cooperation, 69 
International Federation of Accountants, 138 
International standards, 179,180 

Inventory, turnover of, 459 
Investments, 

comparative principles, 66 
consolidation and, 185 
corporation tax and, 399 ,400 
decision making, 101 
foreign, 

appraising, cost of capital and, 345 
decisions, 3 , 4 
earning variability, 356 
funds for, 26 
institutional barriers to, 356 
of multinationals, 24 
transfer pricing and, 427 

foreign direct, 
See Foreign direct investment 

government restrictions on, 31 
measurement, 455 
planning, 

by multinationals, 25 
problems of, 25 

return on, 455 ,457 
sources of funds for, 26 
taxation and, 386, 392 
value of, 456 

Investment on associated companies, 174 
Investors, 

exchange risks and, 363 
information needed by, 44 

Ireland, 
corporation tax in, 406 
Fourth Directive and, 117 
publication in, 114 

Israel, business environment, 60 
Italy, 

consolidation in, 114 
corporation tax in, 406 

Japan, business environment in, 59 

Knowledge, 
imperfect markets for, 323 
transfer of, 320 

Labour costs, foreign direct investment and, 318 
Language, accounting practices and , 82 
Latin American Free Trade Association, 47 
Law, 

accounting and, 64, 65, 68 
business and, 59 

Legal systems, 
accounting practices and, 82 
causing differing accounting practices, 111 
harmonization and, 145 

Liabilities, 218 
valuation of, 141 

Management, 
accountancy as aid to, 10 
accounting and, 64 
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Management (cont.) 
evaluation of performance, 460, 463 
motivation, 466 

setting internal forward exchange rates, 480, 
481 

Management accounting, 
compared with financial accounting, 127 
decision making and, 20 
definition, 19, 20 

Management audit, of multinationals, 293 
Management control, currency changes and, 

474-483 
Management structure, segment accounting and, 

209 
Markets, 

and identifying segments, 208 
competitive, 326 
hierarchies and, 325, 331 
theory of, foreign direct investment and, 316 

Market disequilibrium hypotheses, 316, 317 
Market efficiency hypothesis, 365, 366 

exchange risk management and, 377 
testing, 366 

weak-form tests, 365 
Market failure imperfections, foreign direct 

investment and, 316, 320 
Market imperfections paradigm, 323 

foreign direct investment and, 316 
government-imposed distortions, 316, 318 
market disequilibrium hypotheses, 316, 317 
market failure imperfections, 316, 320 
market structure imperfections, 316, 319 

Market structure imperfections, foreign direct 
investment and, 316, 319 

Materiality, segment disclosure and, 210 
Meade Committee, 399, 404 
Measurement practices, 

country differences in, 95 
implications of, 105 

country grouping according to, 70 
association of economic and cultural 

variables, 81, 83, 93 
1973 conclusions, 72 
1975 conclusions, 77 
criteria, 72 
data, 71, 82, 88 
limitations of, 88 
transformation matrix, 76, 81 
validity of data, 88, 92 

diversity of, 81 
evaluation and, 453 
inflation and, 82 
multinationals and, 160 ,161 ,163 
national characteristics and, 95 
social and political factors, 143 
variation in, 456 

Measurement sub-sets, 2 
Mexico, 

business environment, 60 
inflation accounting in, 261 ,265, 267 

Mining, discovery costs in, 43 
Mise en equivalence, 175 
Mixed economy, 144 
Monetary working capital adjustment, 272 
Multinational companies, 19-35 

accountability of, 152,159 
consistency of, 158 
level of, 154 
trade unions and, 152 ,153 ,154 , 155 ,158 ,159 ,162 

accounting problems, 19 
accounting standards and, 3 , 1 1 , 151-168 

content of, 163 
development of, 163 
disclosure, 155,157 
E E C and, 162 
fundamental questions, 152 
managerial perception of, 157 
need for, 158,163 
O E C D and U N and, 161 
requirements, 159 
setting, 160,163 

allocation of capital, 454 
American taxation of, 385-398 

basic model, 386 
impact of change, 390 
repeal of foreign tax credits, 394, 395, 396 
tax credits and deficits, 389, 390, 391, 395 

appropriability theory and, 322 
as change agents, 302, 305 
as resource transformer, 302 
bargaining process, 159,163 
behavioural issues in, 331 
blocked funds and, 340, 341 
capital budgeting for, 335-344 

blocked funds and, 340 
devaluation affecting, 342 
exchange rate changes and, 41 
inflation affecting, 341, 342 
political and economic risk analysis, 337 
risk of expropriation, 337 
taxation and, 336 

capital market segmentation, 343 
cash flow in, 

parent ν project, 335 
consolidation of operations, 23 ,160 
cooperative action and, 326 
cost of capital in, 345-360 

depreciation and, 348 
diversification and, 355 
domestic firm, 345 
exchange rates and, 355 
from various sources, 346 
guarantees and consolidation, 352 
inflation affecting, 355 
investor perceptions, 357 
joint ventures,357 
risk factors, 354 
subsidiaries, 346 
tax and regulatory factors, 353 
weighted, 345, 348 
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Multinational companies (cont.) 
costing various sources of funds, 346 
creating market imperfections, 321, 322 
currency translation, 

adjustment during consolidation, 24 
consolidation, 23 
home country perspective, 24 
methods, 22 

definition of, 11 ,19 , 153 
depreciation and, 340, 348 
devaluation and, 23 
developing countries and, 159, 293-311 

development of relations, 294 
earnings and remittances, 295 
economic performance and practices, 295 
international accounting and, 310 
revaluation of relations, 294 

disclosure by, 161, 163 
extent of, 195 

diversification and, 323, 329, 355 
E E C and, 163 
E E C seventh directive affecting, 156 
economic risk of, 337 
eclectic framework for, 329 
exchange controls and, 340, 341 
exchange rates and, 341, 355, 462, 464, 465, 474 

adjusting in operating cycle, 482 
budgeting and, 465, 475, 476-480 
choice of, 467 
control process and, 475 
transfer pricing and, 414 

exchange risks, 341 
expropriation risk, 337, 354 

probability of, 339 
external sourcing and, 26 
financial management and, 20 
financial planning by, 25 
financial structure, 345-360 
flexible budgeting, 460 
foreign direct investment and, 315-334 

See also under Foreign direct investment 
foreign exchange, 11, 2 0 , 2 1 , 3 5 4 

deferral of gains, 24 
foreign inflation and, 25 
foreign investments, 24 
foreign operations, 24 

centralization and decentralization, 468, 470, 
471 

evaluation and control, 452-473 
See also under Foreign operations 
evaluation of subsidiaries, 459 
exchange rates affecting, 462, 464, 465 
mechanisms of control, 471 
motivation, 458 
reporting and control systems, 467 
resource allocation, 454 
results and budgets, 458, 461 
return on investment, 455 
taxation and, 456 

Multinational companies (cont.) 
global nature of, 322 
harmonization and, 115 
in context of theory of firm, 322 
in developing countries 

accounting systems, 300 
as change agents, 305 
building business infrastructure, 308 
communications, 302 
consumer protection and, 309 
corporate citizenship, 302 
corruption and, 306 
education and, 309 
employer practices, 304 
exchange rates and, 296, 297 
externalities and social indicators in, 301 
intracompany transfers, 296, 298 
minimum peformance specified by host, 296 
ownership, 304 
pricing policies, 296 
reducing dualism, 309 
reporting systems, 300 
service payments and, 299 
taxation and, 296, 297 
technology transfer, 308 
value added, 302 
value structures, 305 

industrial organisation and, 328 
inflation affecting, 341, 355, 460 
information systems for, 32, 472 
internal communications, 473 
internal exchange rates, 463 
internal interest rates, 471 
internalization theory and, 323 
international taxation and, 28 
intersubsidiary financing, 469 
intracorporate fund flows, 466 
intrafirm integration of operations, 329 
intrafirm trade, transfer pricing and, 419 
investment planning by, 25 
investment valuation, 455, 456 
joint ventures, 357 
justifying role of, 325 
licensing ν direct investment, 327 
local borrowing, 351 
loss in one centre of operations, 413 

transfer pricing and, 413 
management accounting and, 19 
management audit and social indicators, 

293-311 
managerial performance, 460,463 
managerial policy, 331 
manufacturing, transfer pricing by, 410-432 
maximising earnings, 388 
maximising profits, 412 
measurement in, 161,163 
motivation of managers, 466 
O E C D and, 163 
overpricing by, 423 
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Multinational companies (cont. ) 
parent company guarantees and consolidation, 

352 
performance evaluation and, 31 
planning and control, 469 
political risks, 336, 354 
pollution and, 305 
pressures on, 152 
profits, 

transfer of, 412 
transfer pricing and, 412, 414, 415, 418 

proliferation of, 294 
property rights and, 328 
protection of assets, 469 
rate of return on funds, 346 
reasons for, 328, 330 
repatriation of funds, 469 
retained overseas earnings, 347 
return on investment criteria, 457 
risks taken, 354 

currency, 470 
exchange rates, 470 
political, 336, 354 
transfer pricing and, 415 

segment disclosure by, 
application, 211 
corporate strategy, 198 
cost and competition aspects, 200 
geographical, 208, 214 
identification, 207 
identification of profit centre, 212 
legal and political environment, 201 
management structure and, 209 
managerial environment, 198 
markets and, 208 
materiality, 210 
minimum, 207 
professional environment, 202 
proposal for, 206-214 

segment reporting and, 194-205 
setting internal forward exchange rates, 480 
special tax provisions, 29 
standards and, 153 
stock exchanges and, 156 
subsidiaries 

See Subsidiaries 
suspicions of, 144 
takeover activity and, 323 
tax avoidance, 386, 389 
taxation, 

of foreign source income, 336 
transfer pricing and, 416, 419 

transfer of knowledge by, 320, 321 
transfer pricing by, 30, 410-432 , 433-451 , 456 

analysis of data, 437 
determination of, 447 ,449 
evaluation and, 463 
exchange rates and, 437 
exports to subsidiaries and, 443 
host economies and, 427 

Multinational companies (cont.) 
implications of, 425 
inducement in use of, 412 
influences on decision making, 446 
influence on intracompany prices, 435 
intra-firm trade and, 419 
in U S A , 433-451 
limits to use of, 416 
local shareholders and, 427 
price controls and, 447 
research participants, 434 
setting, 11 
size and, 441 
taxation and, 413, 428, 435, 436, 437, 439 

translation methods, 22, 220, 233 
U N and, 163 

National accounting plans, 14 
Nationalisation, risks of, 415 
Nationalism, development of, 294 
Netherlands, 

accounting in, 112 
business environment in, 59 
consolidation accounting in, 177 
corporate social reporting in, 279 
Fourth directive and, 117 
inflation accounting in, 16 ,114, 257, 265, 266, 

267 
social reporting in, 279 

content of, 281 
employees' view, 278-292 
individuals involved in, 281 
questionnaire survey of, 282 

trade unions, 280 
works councils, 279, 285 

Neumark Committee, 406 
New Zealand, 

equity accounting, 190 
inflation accounting in, 257 ,266 ,267 , 268 

Normative investor decision model, 234 
Norway, works councils in, 43 

Organisational structure, segment disclosure and, 
213 

Organization for Economic Cooperation and 
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