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ABSTRACT

Joint venture relationships have become an important strategy for multinational corpora-
tions for their global expansion into overseas markets. The purpose of this research is to
investigate some new accounting problems relating to international joint ventures with
special reference to China. The thesis covers such accounting issues as: the relationship
between accounting differences and business decisions in the context of international
joint ventures; the economic conséquences of international harmonisation of accounting
standards; foreign influences on accounting practices in joint ventures; and the interac-

tion between culture and accounting practices.
INTERNATIONAL ACCOUNTING DIVERSITY AND BUSINESS DECISIONS

This aspect of the study explored whether the diversity among national accounting and
disclosure practices and regulations affects the business decisions of major foreign users
of financial statements. The study focused on Chinese joint venture financial statements
and the use of them by UK multinational companies in relation to the business decisions

~ about a joint veriture.

The research methodology used here was on a case study basis for the UK MNCs which
have joint ventures in China. The findings are consistent with the notion that accounting
differences may affect the business decisions of parent companies in relation to a joint

venture.

ECONOMIC CONSEQUENCES OF INTERNATIONAL HARMONISATION OF
ACCOUNTING STANDARDS

The issue of economic consequences of the international harmonisation of accounting

standards is also investigated. In this regard, a theoretical model is proposed which



attempts to explain and predict the harmonisation of accounting standards across coun-
tries. The theory proposed emphasises the economic consequences of the suggested
harmonisation of accounting standards on local affected groups. This model is then used
to try to explain the process of harmonisation of accounting standards in the case of
Chinese joint ventures. Finally a case study of the financial statements of a joint venture
presents an observed cash flow effect of changes of accounting methods used for meas-

urement and valuation.
FOREIGN INFLUENCE ON ACCOUNTING MEASUREMENT PRACTICES

A study of accounting choice in joint ventures is also carried out, investigating whether
accounting measurement practices appear differently as between joint ventures with
different foreign backgrounds. The focus is on the major foreign partners in Chinese
joint ventures: US, Japan, Hong Kong and UK investors. Rather than testing individual
accounting method choice separately, an attempt is made to conduct an overall assess-
ment of accounting practices of Chinese joint ventures. For this purpose, a point-system
is designed to measure the extent to which a joint venture uses income-decreasing or
© conservative accounting measurement ‘methods for €ach joint venture taken from a
random sample of companies. Then comparisons of the conservative measurement scale
are made between different joint venture groups using univariate and multivariate analy-
ses. The findings support the hypothesis that there are significant differences in account-

ing choices between joint ventures with different foreign backgrounds.

CULTURE AND ACCOUNTING STANDARDS

The interaction of cultural factors and accounting standards is also investigated. In par-
ticular, the study is concerned with how the accounting environment affects judgments

about the appropriateness of accounting standards in terms of the truthfulness and fair-



ness of financial statements. The hypothesis is that people from different accounting
subcultures may have different judgment as to whether a particular accounting standard

can provide a true and fair view of financial position and results.

The research tests the attitudes of British and Chinese people towards the Chinese joint
venture accounting regulations as to whether the regulations can give a true and fair view
of financial position and results. Contrasting views were found between the two groups

of subjects from Britain and China.

CONCLUDING OVERVIEW

The study focused on accounting issues in a relatively new research field, that of interna-
tional joint ventures. The findings increased our understanding about accounting prac-
tices used in Chinese-foreign joint ventures. The study also provided new insights into a
number of accounting debates and unsolved problems. The research, subject to certain
limitations, either presented evidence supporting already known hypotheses, e.g. ac-
counting diversity and decision-making, interaction between culture and accounting; or
- raised some new accounting issues for further research consideration, e.g. economic’
consequences of the harmonisation of accounting standards. It is hoped that the
achievements in this area facilitate the progress of international harmonisation of ac-

counting and financial reporting practices.
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CHAPTER 1

INTERNATIONAL JOINT VENTURES
IN THE PEOPLE’S REPUBLIC OF CHINA

1.1 INTRODUCTION

The objective of this research was to contribute to the international accounting literature
by addressing some new accounting issues relating to international joint ventures. The
study investigated the main accounting problems in joint ventures in China: 1) How do
accounting differences between home and foreign countries affect business decisions in
the context of international joint ventures? 2) What are the economic consequences of
international harmonisation of accounting standards in Chinese joint ventures? 3) What
are the foreign influences on accounting practices in joint ventures? 4) How do culture
and accounting interact? In chapter 1 and chapter 2, there is a general discussion about
joint ventures in China and a discussion of the Chinese economic system and the local
and joint venture accounting regulations. Individual accounting issues are discussed from

chapter 3 to chapter 6. Chapter 7 concludes the thesis.

1.2 THE MEANING OF "JOINT VENTURES"

The modern business environment has encouraged enterprises to conduct suitable busi-
ness activities through joint venture relationships. This has become an important strategy
for some multinational corporations for their global expansion when they pursue over-

seas markets. The formation of new joint ventures are frequently reported in the financial



press, and a lot of unpublicised joint ventures are created all the time. Nowadays even
business rivals are making joint ventures as welll. This is indicative of the most recent
and significant development of the strategy of using joint venture relationships by multi-

national corporations which is having a far reaching influence on world business.

A study of joint venture accounting in the context of international business activity calls
for a clear definition of the term "joint venture", which is referred to in a number of
particular business arrangements. The narrower or broader coverage of the concept “joint
venture" gives rise to differences in what is meant by the term. At first, it is necessary to

distinguish between contractual joint venture vs. equity joint venture:

(i) Equity joint venture, from a legal point of view, involve the participation of two or
more partners in the creation of a new corporate entity in which each partner owns a
given share of the equity capital, or in the redistribution between the parties of the shares

of an existing company;,

(ii) In a contractual joint venture the parties do not establish a jointly-owned new compa-
ny for the carrying out of the joint venture activities, nor do they arrange for the redistri-
bution among themselves of the shares of an existing corporation. The internal legal
relations between the parties are structured and regulated on a contractual basis(ECE

1987).

1 For instance, Daimler-Benz, maker of the Mercedes-Benz, the world’s best-selling
luxury car, and a leader in aircraft manufacture and electronics, ranked as Germany’s
largest industrial group, and Japan’s Mitsubishi Corp created a series of joint ventures
that could link their businesses across a wide range of interests, including automobiles,
aerospace and electronics. (Time International, No. 12 March 19, 1990).



Another definition of equity joint venture was introduced by the Accounting Principles
Board:

"An enterprise, corporation or partnership, formed by two or more companies, individu-
als, or organisations, at least one of which is an operating entity that wishes to broaden
its activities, for the purpose of conducting a new, profit-motivated business of perma-

nent duration. In general, the ownership is shared by the participants with more or less
equal equity distribution and without absolute dominance by one party"(APB 1971).

Because this definition is not broad enough to cover some business relationships between
two or more separate entities that are outside the specific limitations of the APB’s defini-
tion, the FASB presented in an issues paper entitled "Joint Venture Accounting"(FASB
1979) two definitions that more adequately cover the business substance which are re-
ferred to as joint ventures. The first one appeared originally in Section 3055 of the
Canadian Institute of Chartered Accountants ("CICA") Handbook:

"A joint venture is an arrangement whereby two or more parties (the venturers) jointly
control a specific business undertaking and contribute resources towards its accomplish-
ment. The life of the joint venture is limited to that of the undertaking which may be of
short or long-term duration depending on the circumstances. A distinctive feature of a
joint venture is that the relationship between the venturers is governed by an agreement (
usually in writing) which establishes joint control. Decisions in all areas essential to the
accomplishment of a joint venture require the consent of the venturers, as provided by
the agreement; none of the individual venturers in  a position to unilaterally control the
venture. This feature of joint control distinguishes investments in joint ventures from

investments in other enterprises where control of decisions is related to the proportion of
voting interest held."

The FASB recommended that the above definition be adopted in substance for account-
ing purposes. This definition is similar to that used by International Accounting Stand-
ards Committee in the recent international accounting standard 31, financial reporting of

interests in joint ventures(IASC 1991).

Another definition mentioned in the issues paper of FASB (1979) is taken from an
unpublished draft of an accounting research study on intercorporate investments autho-
rised by the APB. According to that definition, a joint venture entity is:

"An entity owned by a limited number of investors who have entered into operating

agreements and contracts under which the ’joint owners’ assume all the characteristics
and obligations of venturers. The ’joint owners’ may consist of two or more investors



who may or may not have equal interests in the corporation. One of the ’joint owners’
may even own a majority interest. The joint venture corporation itself may either (1)pass
on the costs and expenses of its product or services to the ’joint owners’ or (2) operate as
a profit-making corporation, in which case the ’joint owners’ share in the net income
generated. '

"Other joint-endeavour entities that should be included in any discussion of the problem,
whether cost-sharing or profit-making, are the joint venture, the partnership, and various
joint-operating agreements... each constitutes a business entity or a business component.
The assets used in the operation may be the property of the entity itself or of one or more
of the "joint owners" who agree that such assets are merely to be used by the entity. In
the latter case, the entity comprises only the operations conducted under the joint-operat-
ing agreement. The term ’joint venture entity’ refers then to both corporate and noncor-
porate joint-ownership ventures, whether they are distinct business entities or compo-
nents of a business entity."

The International Accounting Standards Committee in the recent international accounting
standard 31, financial reporting of interests in joint ventures provides following defini-
tion of a joint venture (IASC 1991).

"A joint venture is a contractual arrangement whereby two or more parties undertake an
economic activity which is subject to joint control.

Control is the power to govern the financial and operating policies of an economic activi-
ty so as to obtain benefits from it.

Joint control is the contractually agreed sharing of control over an economic
activity(IASC 1991)."

The Committee distinguished a venturer and an investor:
"A venturer is a party to a joint venture and has joint control over that joint venture.

An investor in a joint venture is a party to a joint venture and does not have joint control
over that joint venture(IASC 1991)."

The Committee further offered following explanation of the definition:

"17. A jointly controlled entity is a joint venture which involves the establishment of a
corporation, partnership or other entity in which each venturer has an interest. The entity
operates in the same way as other enterprises, except that a contractual arrangement
between the venturers establishes joint control over the economic activity of the entity.

"18. A jointly controlled entity controls the assets of the joint venture, incurs liabilities
and expenses and earns income. It may enter into contracts in its own name and raise
finance for the purposes of the joint venture activity. Each venturer is entitled to share of
the results of the jointly controlled entity, although some jointly controlled entities also
involve a sharing of the output of the joint venture.

"19. A common example of a jointly controlled entity is when two enterprise combine
their activities in a particular line of business by transferring the relevant assets and li-
abilities into a jointly controlled entity. Another example arises when an enterprise
commences a business in a foreign country in conjunction with the government or other
agency in that country by establishing a separate entity which is jointly controlled by the
enterprise and the government or agency.



"21. A jointly controlled entity maintains its own accounting records and prepares and
presents financial statements in the same way as other enterprises in conformity with the
appropriate national requirements and International Accounting Standards.

"22. Each venturer usually contributes cash or other resources to the jointly controlled
entity. These contributions are included in the accounting records of the venturer and

recognised in its separate financial statements as an investment in the jointly controlled
entity(IASC 1991)."

In sum, in the present study, the following five features are considered to reflect the

essential characteristics of a joint venture:

(i) an agreement between the parties on common long-term business objectives, such as
production, purchasing, sales, maintenance, repair, research co-operation, consultations,

financing;

(ii) a pooling by the parties, for the achievement of the agreed objectives, of resources,
such as money, plant, machinery, equipment, management know-how, intellectual

property rights and other facilities;

(iil) a characterisation of the pooled resources as capital contributions by the parties;

(iv) a pursuance of the agreed objectives through management organs which are separate
from the management organs of the parties, but under the control of the investors or

venturers; and

(v) a sharing between the parties, usually in proportion to their respective capital contri-
butions, of the profits resulting from, and the risks associated with, the pursuance of the
agreed objectives, the liability of the parties being normally limited to their capital con-

tributions (UN 1988).



For a contractual joint venture not considered a separate business entity, accounting and
reporting problems are less serious than that in a equity joint venture. This project is
mainly addressing the accounting problems relating to equity joint ventures. The defini-
tion of IASC is used, but no distinction between investor and venturer is made. This is
because investors in a Chinese joint venture normally jointly control the firm, so that the

term "venturer" is not used in the study.

1.3 MOTIVES FOR JOINT VENTURES

To a certain degree, there is a need to explain why a partner has to be brought into the
venture. The factors which facilitate enterprises to establish joint ventures derive from
the internal organisation and dynamics of the enterprise itself, from market conditions
and opportunities, and from governmental policy measures regulating the economic

behaviour of the enterprise.

1.3.1 General business motives

A number of classic business circumstances frequently motivate the creation of a joint

venture instead of undertaking a business activity alone:

(i) The need to pool and utilise the expertise, skills and other business resources of other

entity.

An enterprise may be interested in a business opportunity but does not have all the exper-
tise, skills or other business resources that are essential for success. For a company which
is expanding its operation and penetrating the market of a new country, starting produc-
tion with local partner may be the best first step, due to, for example, tariff barriers for
imported goods, high transportation costs, etc. A foreigner may be granted the invest-

ment permission only if it is undertaken in the partnership with a local enterprise. In that



case, the joint venture may be the most appropriate form of operation. As a foreign inves-
tor wants to select joint venture participants that can provide the maximum benefit to the
joint venture through the pooling of complementary(as opposed to duplicative) expertise,
a local partner may enable the joint venture to acquire sufficient know-how about the
local markets, and sometimes to use its existing marketing network for the marketing of

the products of the joint venture.

A local partner of a joint venture with a selected foreign investor may be interested in
the new technology available from the latter. And the managerial expertise of the foreign
investor is also valuable for the local partner. A local partner would also take into ac-
count the marketing know-how or international marketing network of the foreign partner

which is essential to enter a world market.

(ii) The requirement for greater capital investment and other financial sources than a

single entity is willing or able to provide.

Some business opportunities require significant amounts of funds that a single entity can
not finance. A local enterprise often seeks a foreign partner to finance its business and
operation through a joint venture. On the other hand, as far as finance is concerned, a
joint venture with a local partner may be granted tax concessions or other financial incen-
tives. Labour costs and other production inputs may also be less costly than in the foreign

investor’s home country.

(iii) Reduce or spread the business risks among more than one entity of setting up new

capacity.

(iv) Off balance sheet financing by utilising the form of joint venture. Most joint ven-
tures are not consolidated in the participants’ financial statements, but are reported on a

"one-line" basis under the method of equity accounting. Therefore the participants are



not required to include the indebtedness of a joint venture in the reported balance sheet
liabilities, although they must often guarantee obligations of a joint venture so that the
joint venture can obtain credit and loans. In that case, a participant must disclose in the
notes to the financial statements any significant guarantees of indebtedness to other
entities. Nevertheless, it does improve the appearance of the participant’s financial posi-
tion in the primary financial statements because the indebtedness of a joint venture does
not appear on the face of the participant’s balance sheet, even though significant guaran-

tees must be disclosed in the notesz.

2 The business objectives of creation of joint ventures can well be illustrated by the case
of Daimler-Benz and Mitsubishi:

"Daimler-Benz is convinced that forging ties with Mitsubishi will bolster its AEG elec-
tronics and housewares group; meantime Mitsubishi’s lagging auto division might gain
entry into the European market. The most promising area of cooperation is in aerospace,
where Daimler-Benz is particularly eager to expand. Last September its Deutcshe Aero-
space subsidiary purchased a controlling stake in Messerschmitt-Bolkow-Blohm(MBB),
the chief German partner in the European Airbus consortium. A connection with Mitsu-
bishi might help persuade Japan’s commercial airlines to buy Airbus jets, which they
have so far been reluctant to do in significant numbers. For Mitsubishi, a partnership
with Daimler-Benz could provide admission to the lucrative business of aircraft devel-
opment, for which Japan’s underdeveloped aerospace industry has hungered for 20 years.
On a broader level, the Daimler-Mitsubishi bond will give Mitsubishi a crucial foothold
in Europe and allow Daimler-Benz better access to Japan’s domestic market.” Busi-
nessmen and trade ministers believe that the collaboration will enable the Japanese to
find ways to assert themselves powerfully in the post-1992 European Community mar-
ket, especially the $155 billion European auto market, the world’s largest (Time, Interna-
tional, No.12 March 19,1990).



1.3.2 Government objectives

Some governments have established specific objectives for a joint venture to be created:

- Obtain new technology and technical know-how;

- Increase exports and obtain hard foreign currency income;

- Substitute imports and therefore save foreign currency;

- Increase foreign investment;

- Acquire business management know-how;

- Create employment opportunity, increase labour
productivity and train local employees;

- Save manpower, material, energy, and other resources, and

increase profitability (UN 1988).

The specific objectives of the Chinese Government are discussed in section 1.4.2.

1.4 INTERNATIONAL JOINT VENTURES IN CHINA

1.4.1 Foreign direct investment in China

The wide Chinese market and abundant investment opportunities have attracted great
attention from foreign investors. However, foreign direct investment by investors from
Western countries was forbidden in China from 1949 to 1979. Since 1979, there has been
a steady increase in foreign direct investment with the new open policy to the outside
world. The Chinese government has recognised the advantages of attracting foreign
investment and decided to draw on them in its efforts to realise a modern economy.
These changes have produced a surge of increase in foreign investment and have made
China become one of the leading host developing countries in terms of both its accumu-

lated stock of foreign investment and its annual flow.  Because of the size of the



economy, foreign investment is small in relation to the total economy, but assumes
importance in certain areas such as the four Special Economic Zones (SEZs) in Guang-
dong Province adjacent to Hong Kong, and in neighbouring Fujian Province, and open
coastal cities, for most foreign investment takes place in these areas. Up to 1985, there
were over 2300 joint ventures, 3700 joint operating enterprises and 120 foreign-owned
enterprises. However, at the end of 1988 there were more than 11000 such projects in
total, roughly double the number in 1985.  One year later, at the end of 1989, there
were more than 22,000 enterprises with foreign investment (including more than 12,000
joint ventures, 8,000 joint operating enterprises and 1,500 foreign-owned enterprises)
and a total foreign investment of $ US 15.4 billion. At the end of 1991, the total realised
foreign investment(including loans) was $US 80 billion; the total foreign invested enter-
prises were 37,189, including 22,791 joint ventures(Data source: People’s Daily, Janu-
ary 27, April 21, 1992). At present, China has the world’s seventh largest economy with
a GNP of more than 1300 billion RMB Yuan(Chinese currency), and has had an annual
growth rate of more than 9% for the last 10 years. China was the 32nd country in terms
of exports in the world in 1979, and the 14th in 1989, with exports being increased by
286% in the last ten years (Data source: People’s Daily, April 27, 1990). Details of

foreign direct investment, joint ventures in China are presented in Appendix 1-1 to 1-4.

Unfortunately, after June 1989, foreign investment in China has dropped sharply and
becomes a highly risky business for political reasons. Now, it seems that the normal
situation in China has gradually been restored. For example, from 1989 to June 1991, the
Chinese government approved 18,000 foreign invested enterprises, which were more
than the total number of those from 1979 to 1989(People’s Daily, November 8,1991). As
long as the Chinese government keeps the door open, the desire to gain direct access to a
market of 1.1 billion people will always lead to increasing foreign investment to China,
though at a higher risk. Since China will undoubtedly be a major trading nation in the
world’s economy by the turn of the century, Chinese joint venture accounting systems

and practices have become of great interest and importance to international economists,
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academic accountants and accounting practitioners. Moreover, the number of such ven-
tures authorised in China and the volume of foreign direct investment committed to them
afford many insights into the process of mutual adjustment which is necessary if joint

ventures are to succeed in meeting the objectives sought by each side.

1.4.2 Objectives of joint ventures in China

No other country has acquired as much experience as the People’s Republic of China in
formulating and implementing legislation permitting foreign direct investment in joint
ventures and related forms of interfirm co-operation within the framework of a planned
economy. The main purposes of China to encourage foreign investors to form joint

ventures are summarised as follows:

(i) to acquire advanced technology, introduce modern production systems into China,
thereby raising the productivity, improving product quality, reducing waste and ineffi-

ciency;

(ii) to supply capital for the development of the economy;

(iii) to obtain managerial expertise and skills to raise the level of enterprise management

and train domestic employees;

(iv) to achieve the international balance of payments of foreign exchange during the
period of rapid growth of the economy and generate foreign exchange by increasing

exports and import substitution.
From the new enforced and revised laws, the Government has made it more and more
clear that one of the essential aims of encouraging enterprises with foreign investment is

to sell their products on international markets. Access to the local market is limited for
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joint ventures (or other enterprises with foreign investment) which either substitute for
imports or introduce advanced technology. With regard to exports, the Government
hopes that foreign companies will also provide China, so as to develop its export mar-
kets, with some of its international marketing network in order to reduce its pressure on

the balance-of-payments constraint.

The main objective of foreign investors would appear to be to gain access to an enor-
mous market of 1.1 billion population. In addition to the vast potential market, a foreign
company also appreciates some other merits of the investment in China: for example, the
Chinese economy is growing as fast as most economies in the world and most of its
demands for production methods and technologies which are not available in China
could be satisfied by those now mature in the developed countries. Because China has a
limited availability of liquidity in foreign currency, large scale imports are not likely. So
the best strategy and means of access to this market is considered as being by locating

business and production within the country.

Many foreign investors have been impressed by the comprehensive legal framework
which the Government has developed and have appreciated the measures taken to im-
prove the investment environment. The Government has so far enacted more than 200
laws and regulations relating to foreign investment(People’s Daily, Overseas Edition,
0ct.29,1992). These measures are regulatory and incentive as well. For example, on
October 1986, a set of provisions for the encouragement of foreign investment were
introduced and on March 1, 1987, eight additional provisions were introduced including
a favourable tax regime for foreign enterprises. Other steps have been taken to attract
foreign direct investment. For example, by the end of 1986, investment promotion and
protection agreements with 18 western countries (including UK, France, and West
Germany) and double-taxation agreements with 16 countries (including USA, Japan and
the above three countries) had been concluded. Up to October 1992, China signed mutual

investment protection agreements with 41 countries in the world (People’s Daily, Over-
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seas Edition, Oct.29,1992). It should be noted that favourable conditions are particularly
offered in Chinese Special Economic Zones(SECs)(Herbst 1986, Oborne 1986). The
following outline some of the special treatments available for foreign investment in

China, particularly in SEZs and open coastal cities:

(i) Key equipment and instruments, imported to help accelerate the technical transforma-
tion of local enterprises, shall be exempted from customs duties and the Industrial and

Commercial Consolidated Tax.

(i1) A 15% preferential enterprise income tax shall be levied on the income of qualified
joint ventures, co-operative enterprises or enterprises with sole foreign investment. When
foreign investors remit abroad legal profits distributed to them, the amount remitted shall

be exempted from income tax.

(iii) A 15% preferential enterprises income tax shall be allowed for projects with ad-
vanced technology or which are knowledge-intensive, and with a long lead time. The
same treatment is also applied to those investments which belong to the fields of energy,
communications and port construction(Chinese Government 1991a, 1991b; see Cho et

al, 1992, for a full discussion of Chinese income tax law for foreign investment).

In order to balance foreign exchange revenue and expenditure, the "Regulations on for-
eign currency balance of equity joint ventures" enforced in early 1986 eased the restric-
tions on the repatriation of profits in hard currency from joint ventures and provided
various means for foreign investors to increase their foreign exchange earnings. On 16
November 1987 new rules on import substitution were announced which allowed joint
ventures’ output to be sold on the domestic market as long as it qualified for import

substitute status.
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1.4.3 Features of joint ventures in China

There are a number of studies about international joint ventures. For example,
Hladik(1985) presented an economic analysis of U.S-Foreign joint ventures. Fine(1989)
discussed the law and policy of the EEC about the mergers and joint ventures in Europe.
In particular, Pearson(1991) provided a detailed analysis of the control of foreign direct
investment using joint venture from the legislation, administrative, taxation and other

measures of the Chinese government.

The nature and form of joint ventures had been shaped, and the distinction between a
local enterprise and a joint venture had been recognised, by a series of Chinese laws and
regulations about joint ventures. The basic law for joint ventures in China is the initial
Law, "The Law of the People’s Republic of China on Joint Ventures Using Chinese and
Foreign Investment” (the Chinese Government 1979, revised in 1990) and the more
detailed "Regulations for the implementation of the law of the People’s Republic of
China on Joint Ventures Using Chinese and Foreign Investment” (the Chinese Govern-
ment 1983). During the last decade years,based on the above "Law" and "Regulation”,
various laws, regulations about taxation, finance, administration and operation for joint
ventures have been elaborated and implemented with the intention to create a favourable
climate and environment for foreign investment needed to modernise the Chinese
economy. Consequently, a joint venture in China becomes a unique business entity
which is like neither a local enterprise nor a typical one in a free market. The following
discussion of the features of joint ventures is based on these two official documents "The
Law of the People’s Republic of China on Joint Ventures Using Chinese and Foreign
Investment” (1979, 1990) and "Regulations for the implementation of the law of the
People’s Republic of China on Joint Ventures Using Chinese and Foreign Investment"

(1983).
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1.4.3.1 Nature of ownership

An international joint venture in China has been defined as a legal person which has at
least one foreign investor who establishes a business in China with a Chinese partner(s).
A foreign investor is usually from a western country or a market oriented economy,
such as Japan and Hong Kong. A Chinese international joint venture takes the form and
assumes the nature of a limited liability company, i.e. the participants share the obliga-
tions as well as profits and losses, in proportion to and limited to their contributions to

the registered capital.

A foreign participant of a joint venture should contribute no less than 25% of the total
amount of investment, but no ceiling limit is laid down, so a foreign investment could
account for as much as 99% of the total investment. This is contrasted with the rules of
some other countries where there is a ceiling amount of investment in a joint venture,
e.g. the maximum proportion of foreign investment could only account for no more than
49%(UN 1988), which ensures the local participant could control the firm and maintain
national sovereignty. According to the rule concerning the proportions relating to local
and foreign investment, a foreign participant could exercise significant influence on the
managerial decision including accounting policy-making, since foreign investment
always accounts for no less than 25% of the whole registered capital of a joint venture.
That is the amount which is considered to be enough to meet the criteria of significant

influence in an associated company used in some western countries.

1.4.3.2 Authority

A joint venture could be more independent than a local enterprise, because it is free of
most plans and financial control from the government. All major issues concerning a
joint venture and essential to the accomplishment of agreed-upon goals are decided by

the board of directors which is the highest authority of a joint venture. The directors are
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appointed by the participants. The distribution of the number of directors must be ascer-
tained through consultation by the participants with reference to the proportion of con-

tributed investment.

The control of decision-making is not exactly or strictly related to the voting interest in
accordance with proportion of investment held. Instead, the approach of consultation is
encouraged to reach the essential decisions for the success of a joint venture and solve
the potential conflict between members of the board of directors. "In handling an impor-
tant problem, the board of directors shall reach decision through consultation by the
participants on the principle of equality and mutual benefit"(Chinese government 1990).

More specifically, it requires consent of all the directors to reach decisions on:

- Revision and amendment of the articles of association of the joint venture concerned;
- Termination and dissolution of the venture;
- Increase or assignment of the registered capital of the joint venture;

- Merger of the joint venture with another economic unit.

There used to be a rule that the chairman of the board of directors should be from the
Chinese partner. However, this rule has finally been withdrawn from the revised "The
Law of The People’s Republic of China on Joint Ventures Using Chinese and Foreign

Investment" in 1990,

With regard to daily operations, a general manager and several deputy general managers
are responsible for management of a joint venture. Both general and deputy general
managers could be from the Chinese or foreign partner. When western citizens take the
office of managers of a joint venture, typical western-style business philosophy and

corporate culture and practice are introduced into joint venture management.
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1.4.3.3 Business transactions

A joint venture frequently deals with some transactions which rarely occur in a typical
local enterprise. For instance, a joint venture could be engaged in more import and export
transactions. Other transactions which a state enterprise will hardly encounter are:
mergers and takeovers, investment from abroad, and so on. These give rise to account-
ing problems involving foreign currency and foreign investment, valuation of intangi-
ble assets such as goodwill, exchange losses and gains, etc. The situation is also compli-
cated by the nature of ownership. Chinese local enterprise usually involves single
ownership, i.e. state or collective ownership, whilst a joint venture is a mixture of owner-
ship, by definition, in which the capital structure and financial source may be quite dif-

ferent from that of an enterprise with single ownership.

1.4.3.4 Going concern

The concept of going concern is well demonstrated in Chinese local enterprise. Whilst
there have been very few cases involving bankruptcy of a state enterprise in the last 40
years, the business life of a joint venture is limited by law and regulation. The duration of
a joint venture engaged in an ordinary project would be between 10-30 years and for
those engaged in projects requiring large amounts of investment, long construction
periods and low return rate on investment the term of business could be extended to
more than 30 years. Though the revised law allows longer joint ventures, most joint
ventures are eventually going to terminate and will involve a liquidation. Therefore, on
the one hand, an accounting policy based on the assumption of going concern could be
less justified in the case of a joint venture than a local enterprise; on the other hand,

accounting for termination, liquidation and bankruptcy will be necessary.
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1.4.3.5 Financial channels.

A joint venture could perhaps get quite different financial assistance compared to a local
enterprise. Whilst a Chinese state enterprise is closely related to the government budget
and public finance, a joint venture is financially independent from the government.
While the capital market in China is just in its infancy stage and isolated from the inter-
national capital market, a local enterprise usually is not able to access capital markets
outside China. A joint venture could have more choices in financial channels than local

enterprises.

However, it should be noted that a joint venture and a local enterprise share some similar
characteristics, and some regulations and control over local enterprises are also applied
to a joint venture. For instance, like a local enterprise, joint ventures should normally
settle their accounts through Chinese banks and be under the supervision of a state bank.
Credit sales are strictly restricted in respect to both local and joint ventures. The recruit-
ment policy of a joint venture is under the control of employment policy of the govern-

ment. The level of labour wages is also subject to some regulations.

Whilst the differences and similarities discussed above are far from exhaustive, it may be
enough to justify a change in accounting systems for joint ventures which are more flexi-

ble, more independent and market-oriented than local enterprises.

1.4.3.6 Foreign company experience

Most Chinese-foreign joint ventures are doing well. For example, Chen et al(1991) report
a positive wealth effect of U.S.-China joint ventures in China. They use a sample of 88
U.S.-China joint venture announcements made from 1979 to 1990, and find statistically
significant positive portfolio excess returns (0.52%) on the announcement date for invest-

ing U.S. firms. Additionally, they find that the average scaled gain of the announce-
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ments is 3.70. The results support the hypothesis that establishing joint ventures in

China, creates positive wealth gains for shareholders.

However, some joint ventures have difficulty in running businesses in China. It has been
estimated that one-third of the number of joint ventures are running smoothly, one-third
are doing well but have foreign exchange problems, and the rest are losing money.
During the last 10 years, there were some fluctuations of foreign investment in China.
For example there was a decline in the number of new joint ventures concluded in 1986
compared to 1985, and a 42% fall in investment commitments during the first nine
months of 1986 compared to the corresponding period in 1985. Many factors account for
this fact. Among them a shortage of foreign exchange and high operating costs were
given by the Government as the main reasons for the marked slowdown in foreign in-

vestment. The difficulties the foreign companies encounter include the following:

(1) conversion of profit in local currency into convertible currencies;

(ii) a comparatively low quality of labour; high costs of land rents and office accommo-

dation, energy and other inputs; and high expense of negotiation of contracts;

(iii) differences of approach in the negotiation, approval, administration and enforcement

of contracts;

(iv) uncertainties and "fluidity" of regulation relating to joint ventures

(v) the existence of a second tier of administrative rules for local partner’s use only.

Some laws and regulations are stated in broad, ambiguous and sometimes conflicting

terms, leaving local and central implementing agencies wide scope for interpretation.
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Two major factors account for the lack of success of some existing joint ventures. The
first factor deals with the eagerness of foreign firms to do business in China and the
second factor concerns the apparent lack of understanding of Chinese ideology and its
perspectives on joint ventures so that many Western executives are not fully conversant
with China’s aspirations, its socialist ideology, and its market planning and pricing
mechanisms. The net impact of these two major factors was succinctly captured by the
U.S. Ambassador to China, Winston Lord, in a speech of 1986: "Many business people
are frustrated by high costs, price gouging, tight foreign-exchange controls, limited
access to the Chinese market, bureaucratic foot dragging, lack of qualified local person-

nel, and unpredictability."

Whilst the characteristics of the Chinese economy are discussed in Chapter 2, it should
be pointed out here that in China, since many enterprises are owned by the Government,
it is not meaningful to distinguish between a Chinese firm and the Government. Private
entrepreneurship at the corporate level, as is understood in Western economies, is still in
a stage of infancy and not allowed to form a joint venture with foreigners. Finally, it is
not easy for two foreign companies to create a joint venture in China. So, for all practical
purposes, joint ventures in China are formed with a government-owned enterprise or a

collective enterprise as partner.

1.5 RESEARCH OBJECTIVES AND METHODOLOGY

1.5.1 Accounting for versus. accounting in joint ventures

The importance of and the need for accounting standards involving joint ventures have
long been recognised in the last two or so decades. Joint venture accounting could be
complex, particularly when a foreign operation is involved. The growth and expansion of
multi-national corporations, the increasing interdependence of national monetary sys-

tems, the trend toward international participation in capital markets, and the desire for
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international planning and allocation of natural resources all suggest an acute need for a
co-ordinated approach to accounting on an international basis which will provide a realis-

tic, profitable, and acceptable atmosphere for international business.

Accounting issues and problems involving joint ventures can be categorised into two
types: accounting in joint ventures and accounting for joint ventures. Accounting in joint
ventures means investee’s accounting for the joint venture’s business whilst accounting
for joint ventures is the investor’s accounting for the investment in a joint venture.
Accounting problems for joint ventures have been well defined, i.e. how to, from a
parent company’s point of view, account for the investment in a joint venture in the
consolidated financial statements of the parent company. In that case, the accounting
policies adopted by the partners and the joint venture itself are usually ignored except for

the timing of reporting.

Through the course of time, three basic methods have evolved to account for the invest-
ment and profit of international joint ventures. These are cost, equity and the proportion-
ate share methods. A number of variations of these methods have been developed as

well. Each of these methods is recommended to fit the specifics of a particular situation.

Under the equity method , the investment account of the investor is adjusted in the finan-
cial statements for the change in the investor’s share of net assets of the joint venture.
The second method is called the proportionate share method. Under this method, an
investor’s pro rata share of each of the assets, liabilities, revenues and expenses of a joint

venture is aggregated with those of the investor in its financial statements.

The cost method is used where there is significant doubt that the earnings of an joint
venture will return to the investor for reasons such as substantial restrictions on the
movement of funds out of a country. Under this method, the investment in the joint

venture is recorded at cost. The income of the joint venture is only recognised by the
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investor to the extent that the investor receives distributions from the net accumulated
profit of the joint venture arising after the date of acquisition by the investor. Distribu-
tions from the joint venture received in excess of such profits are treated as recovery of

investment and are recorded as a reduction of the investment cost.

Whilst numerous efforts have been made concentrating on the issues of accounting for
joint ventures, the other side of the problem has been overshadowed. The overlooked fact
is that the share of interest of the participants of a joint venture could be more or less
affected by the accounting policies adopted by the joint venture when it is using the
particular accounting standards to evaluate the investment of the participants and meas-
ure the profit generated by the joint venture. Suppose two companies from two different
countries decide to establish a joint venture located in one of the participant’s countries,
and the two countries have different accounting standards and systems. When the joint
venture is created a decision has to be made, i.e. what accounting standards should be
adopted by the joint venture relating to the valuation of the investment and the meas-
urement of profit. Because both participants have a significant influence on the joint
venture, three approaches are available to solve the potential conflict caused by the dif-
ferent accounting standards: the joint venture could follow the host country’s accounting
standards; in this case, the joint venture’s accounting will be different from the account-
ing practice of the parent company of the home country; or the joint venture could follow
the home country’s accounting standards, in which case it would be different from that
of the parent company of the host country; or finally, the joint venture could adopt
accounting standards which are neither the practice of the host country nor that of the
home country but some compromise between the two. In practice, for instance, the
Russian and most East European joint ventures follow the first model(UN 1988), where-
as the Chinese joint ventures follow the third model. But the second is not practical, for
this could give rise to some tax and legal problems ( accounting problems as well), if a

joint venture’ accounting significantly departs from the host country’s standards.
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Several accounting problems are related to international joint ventures. For example, do
differences in accounting standards used between a joint venture and its parent company
significantly affect the decisions of the parent company for the investment in the joint
venture? In other words, to what extent, is the financial information offered by the joint
venture influential on decision-making by the parent company? Another related account-
ing issue is, how do participants of joint ventures deal with the accounting differences?
i.e. how does harmonisation of accounting standard takes place in the context of joint
venture business, and what is the effects of the changes of accounting policy on the

interests of the participants of a joint venture?

The accounting literature has hardly addressed these important problems. It is apparent
that the answer could never be general but individual depending on particular conditions.
However, some evidence shows that parent companies have often encountered difficul-
ties when a joint venture uses different accounting standards. For instance, Western
company executives with experience in negotiating the formation of joint ventures with
East European partners and Chinese partners frequently report that the accounting regula-
tions incorporated in the countries’ joint venture legislation present problems for western
accountants who are unaccustomed to enterprise practices in planned economies(UN

1988,1989).

It is obvious that the increasing number of international joint ventures has made the
accounting problems in joint ventures an urgent and pending issue which needs attention
and the effort of the accounting profession and academics in the context of international

accounting harmonisation.

Whilst there is a lack of research in the accounting literature in this area, some interna-
tional organisations have paid considerable attention to the accounting problems in joint
ventures. For instance, the Centre on Transnational Corporations in the United Nations is

by no means considered an accounting body. But it did organise some workshops to
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discuss the accounting problems in East-West joint ventures and Chinese joint ventures.
The investigations and case-studies made by the Centre are precious original material

and data available for further analysis and research(UN 1989).

The Chinese authorities have also made significant efforts to mitigate the conflict of
accounting standards of host and home countries for the formation and operation of joint
ventures. Although some Chinese accounting practices follow international norms
(e.g.international accounting standards issued by the International Accounting Standards
Committee), there are some differences in respect of major accounting standards. Hoyt
and Maples(1980) pointed out the major accounting problems in joint ventures with
China and the USSR: "the critical elements of accounting for joint venture include the
following items: 1, (different) valuation standards for investments based on contractual
relationships with foreign governments. 2, absence of convertible currency by which to
measure international transfers between partners, 3 income-timing considerations, and, 4,
accounting standards designed to fit market-type economies(Hoyt and Maples 1980)." In
recognising that the pure accounting standards of the host country are not satisfactory or
acceptable by the Western participants, the Chinese authorities have established a sepa-
rate accounting system from local companies for international joint ventures in China in
which some typical Western financial and accounting norms have been taken into con-
sideration and where the significant influence of Western accounting practice can be
seen. This legislation makes it possible to harmonise the accounting standards for joint
ventures with foreign investors and to formulate accounting policies acceptable to both

partners.

However, there is much room for improvement and the joint venture accounting system
in China has not eliminated all accounting problems. The efforts made by international
organisations, host country’ authorities and parent companies of both host and home
countries are still far from creating a satisfactory business environment for international

joint ventures.

24



1.5.2 Research questions and methods

Chapter 2 is a discussion of the Chinese economic system and local and joint venture
accounting regulations. This provides a background of the research project. The account-

ing issues subject to major investigation in this study are outlined as follows:

1) International accounting diversity and business decisions by the UK multinational

Corporations (chapter 3)

This chapter investigates whether the diversity among national accounting and disclosure
practices and regulations affects the business decisions of major foreign users of finan-
cial statements. The study focuses on how UK MNCs use financial statements of the
Chinese joint ventures and how accounting differences limit the use in relation to the

business decisions about a joint venture.

The research methodology used here was to use a case study basis for 9 British MNCs
which have joint ventures in China. Questionnaire and interview techniques were used.
The interviews conducted were structured but open-ended. The questionnaire included
factual and behavioural questions relating to decision processes, information require-

ments, nature of accounting diversity, coping mechanisms, and capital market effects.

2) Economic consequences of international harmonisation of accounting

standards(chapter 4)

This chapter discusses the issue of economic consequences of international harmonisa-
tion of accounting standards-a subject which is neglected in the current accounting litera-
ture. Then a theoretical model is proposed which may be used to explain and predict

harmonisation of accounting standards across countries. The theory proposed empha-
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sises the economic consequences of suggested harmonisation of accounting standards on
local affected groups. Not only should the benefits of harmonisation exceed the costs, but

also the benefits and costs should be fairly distributed among affected groups.

This model is then used to explain the process of harmonisation of accounting standards
in the case of Chinese joint ventures. The relationship between these economic factors
and harmonisation is examined. Evidence is provided that foreign investors get most of
the direct benefits of changes in accounting regulations, while local groups bear most of
the direct costs and unfavourable economic consequences. But the host country benefits
from a long-run strategic advantage of encouraging foreign investment. Based on this
consideration, local groups and regulators may be willing to see a real change in account-

ing to take place.

3) Foreign influence on accounting measurement practices(chapter 5)

This chapter investigates whether there are differences in accounting measurement prac-
tices as between joint ventures with different foreign backgrounds. The study focuses
on the major foreign partners in Chinese joint ventures: US, Japan, Hong Kong and UK
investors. Rather than testing only individual accounting method choice separately, the
study attempts to make an overall assessment of accounting practices of Chinese joint
ventures. For this purpose, a point-system is designed to measure the extent to which a
joint venture uses income-decreasing or conservative accounting measurement methods
for each joint venture taken from a random sample. Then comparisons of the conserva-
tive measurement scale are made between different joint venture groups using univariate

and multivariate analyses.
As to the specific reason for the accounting difference between joint venture groups,
three competing hypotheses are examined to see whether they have the power to explain

the difference: income tax considerations, firm size, and investor confidence.
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In addition to a portfolio analysis of individual accounting method choices, the study also
performs separate tests on individual accounting treatments for the depreciation of fixed
assets, provision for loss on stocks, capitalisation of R & D, and the inventory valuation

method.

4) Culture and accounting standards(chapter 6)

This chapter investigates the interaction of cultural factor and accounting standards. In
particular, the study is concerned with how the accounting environment affects people’s
judgment about the appropriateness of accounting standards in terms of truthfulness and
fairness of financial statements. The hypothesis is that people from different accounting
subcultures may have different judgments as to whether a particular accounting standard

can provide a true and fair view of financial position and results.

The research tests the attitudes of British and Chinese people towards Chinese joint
venture accounting regulations as to whether the regulations can give true and fair view
of financial position and results. The subjects of this experiment are people who are in
accounting practice, research, and teaching work in China and in Britain. Subjects in
Britain were selected from the Big-Six partners, accountants from other accounting
firms, and financial managers from large UK companies which have joint ventures in
China. Subjects in China are accountants in accounting firms, accounting teachers, and
accountants in joint ventures and other companies. All together there were 53 subjects;
30 from China, and 23 from Britain. Every subject was given a copy of the question-
naire. After béing given a brief description of the main accounting standards in Chinese
joint venture, they were asked whether they think the standard is suitable. They were also
asked as to whether a particular accounting standard should be introduced in the joint
ventures. Finally, they were invited to offer an overall judgment based on their knowl-

edge whether, taken as a whole, the regulation can provide a true and fair view of the
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profit, and the value of the assets and liabilities of a joint venture. The analyses are

based on the views of these subjects.

In the next chapter the Chinese economic system and local and joint venture accounting

regulations will be discussed.
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CHAPTER 2

CHINESE ECONOMIC SYSTEMS AND ACCOUNTING REGULATIONS
FOR LOCAL FIRMS AND JOINT VENTURES

Research in international accounting has suggested that national accounting systems and
standards are strongly influenced by environmental factors. Accounting practice is so
deeply rooted in the environment that its features and development can only be under-
stood in the context of the economic, political and cultural background of a country
(Mueller 1967, Zeff 1971, Radebaugh 1975, Nobes 1983, Nair and Frank 1980, Gray
1988). In China, the economic system is the overwhelming influence on accounting
practice, though other factors, for example, culture, also have an obvious influence on it.
The development of Chinese economy and the recent economic reforms are well docu-
mented(e.g. Tsao 1987, Nolan and Dong 1990, ESCAP 1989, Riskin 1987, Lee 1987,
Hamrin 1990) Although it is difficult to describe fully a changing economic structure,
the following trend in economic reforms are perhaps the more important characteristics

influencing Chinese accounting practices.

2.1 CHANGES IN ECONOMIC SYSTEMS

2.1.1 From isolation to open-door

The Chinese economy used to be isolated from the outside world and China developed
its economy with little foreign trade and investment from the early 1960s to the late
1970s. Before 1960, the Soviet Union was the only main trade partner, and there had
been very little investment from Western countries until 1979. However, since China
opened its doors to the outside world in the late 1970s, a previously potential market has

been expanded, and commercial channels have widened progressively and extensively.
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The ’open door’ symbolises China’s sharp turn towards participation in the international
market to speed up economic growth and technological modernisation. Both imports and
exports have been expanding at a rate of 15% a year for the last decade. The wide market
and abundant investment opportunities have attracted great attention from foreign inves-
tors. At present, China was the 14th country in terms of exports in the world in 1989. Up
to October of 1992, the total foreign investments in China was $US 28.2 billion from
more than 60 countries and areas, and there were more than 60,000 foreign invested
enterprises, i.e. foreign equity joint ventures, foreign contractual joint ventures and

wholly foreign-owned enterprises (People’s Daily, Overseas Edition, October 29,1992).

It is apparent that the change from isolation to open-door economy has a great deal influ-
ence on the development of modern Chinese accounting practice. First of all, foreign
trade and investment especially those from Western countries has brought Western
accounting practice into China. For example, ten years ago, the terms and concepts of
objective cost and profit, responsible cost and profit, standard cost and present value
were first introduced into China. But now there are many corporations and enterprises
which are using these concepts and techniques to modernise their management success-
fully(see Bromwich and Wang 1991, and Skousen and Yang 1988 for a discussion of
Chinese management accounting). On the other hand, new accounting approaches are
needed to deal with transactions involving foreign trade and investment. For instance,
before 1979, there were very few foreign exchange transactions in state enterprises and
no such accounting standard was needed. However, now foreign transactions are essen-
tial business for the joint ventures and other domestic enterprises which have some

business relationships with foreign partners.

2.1.2. From a centrally planned economy to market economy

China is undergoing a gradual but steady change from a centrally planned economy to a

market economy. Economic reforms are expected to be quickened by the recent re-
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placement of old leaders with younger and reform-minded members in the 14th general

congress of the Chinese Communist Party held in October, 1992.

The Chinese economy comes from a centrally planned economic system. A major deter-
minant of the nature of Chinese accounting and finance is the centralisation of the
economy. Within this framework, which has existed since the foundation of the People’s
Republic of China 40 years ago, the government has established an enormous and
comprehensive system to allocate national resources, labour and products to enter-
prises and economic units (Hamrin 1990). Great emphasis is placed on the macro- and
long-term economic benefits, and not much room is left for the market to exercise a role
in the development of the economy. The government’s state plans for the development
of the economy lay down the scale and the category of the business in which most impor-
tant enterprises are to be engaged. Enterprises which are subject to state plans receive
funds and the means of production from government, and return their products and prof-
its (now income tax instead) to the government. The enterprises themselves do not have
the right to decide the nature or quantity of the products they produce, nor can they
decide and choose financial arrangements or labour policy. The interests of the whole
nation are guaranteed in principle by the centralised economy and state plans. Local
interests and the interests of individual enterprises are subordinated to that national inter-

est and , indeed, may on occasion be ignored or compromised as a result.

However, following the failure efficiently to allocate the nation’s scarce resources, a
reform of the economic structure in the last decade has seen a movement from a planned
economy to a planned market or a mixed economy based upon state plans, but subject to
market influences; from centralisation to decentralisation. This economy is now called a
"socialist market economy" in China. Although the state plans still play an important role
and government regulates via financial measures such as taxation and credit, the market
has been allowed to take part in allocating resources. With decentralisation, more authori-

ty and power have been given to local governments to solve their own financial and
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economic problems, and enterprises have become more independent of the state plans.

2.1.3 From single ownership to multiple ownership of enterprises

Chinese accounting systems and practices are closely connected to forms of business
ownership, as these have differing financial structures. The form of ownership is in turn a
major factor in determining the nature of the basic economic system. In the centralised
economy, public ownership dominated the economy. There were two major types of
public ownership: state and collective. However, economic reform has brought with it
individual and other diversified types of ownership, including joint ventures with for-
eigners, stock companies, and private enterprises, which now coexist with the original
two major types of public ownership. Dong(1990) discusses the reform of ownership
forms and structure, which is an important part of the overall programme of reform of

China’s economic system.

State ownership is intended to embrace those productive resources which are the main-
stay of the national economy, and ensure that the economy develops along a course
leading to socialism. Almost all important and large enterprises in various industries are
therefore state-owned. Collective and individual ownership are usually found in medium
and small businesses in cities, towns and rural areas dealing in handicrafts, building,
transport industries, and commercial and service trades. The major difference between a
state and a collective enterprise is that a state enterprise is under the strict control of state
plans for its operation and finance whilst a collective enterprise would enjoy more inde-
pendence. For example, a state enterprise should produce products according to the state
plans; its business is usually financed by the government. Large steel, oil, chemical, and
commercial companies are typical state enterprises. Chinese accounting and finance
practices are deeply rooted in the context of state ownership, which accounted for rough-
ly 70% to 80% of the national economy during the period when the accounting systems

were established in the 1950s. A collective enterprise may follow the same accounting
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principles, but would have different requirements in reporting its financial and operating

results.

Whilst the predominant types of ownership remain state and collective, the economic
reforms have resulted in a rapid change in the relative importance of the different forms
of ownership. In 1978, the proportion( in terms of GNP) of state and collective owner-
ship were 80% and 20% respectively, with no individual ownership at all. However, in
1986, the proportion of state ownership had declined to 68.7%, that of collective owner-
ship had increased to 29.2%, and that of individual and other forms of ownership was
2.1%. By the end of 1991, the relative importance of collective and private and foreign
involved enterprises in terms of number and GNP further increased to more than 35%.
Collective enterprises, particularly in small towns and rural areas, become a very impor-

tant economic force, generating one-third of GNP in China.

Private enterprises, which used to be illegal, are now protected by the Constitution
adopted by the National People’s Congress in April, 1988, and are actively encouraged
by the government as a supplement to state and collective ownership. The private
economy has become more and more active and important in the national economy. It
has taken a dominant role in the local economies of some small towns and cities. As of
the end of 1988, there were 210,000 private enterprises in industry, mining, construc-
tion, transport, commerce, aquatic products, catering, and repairs. Some of them are large
with more than 100 workers and over 30 million Yuan (Chinese currency, about £ 4
million) of annual gross product. It is probable that the decrease in the proportion of
state ownership and the increase in the collective, individual, private and other forms of
ownership will continue at least until the end of the century. Another important change is
the expanding of stock companies and capital market in recent years. All these changes
will in turn influence the future development of accounting and finance, which were
originally oriented to the needs of public ownership and of a centralised and planned

economy. In particular, with the rapid growth of the capital market, the establishment
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and improvement of accounting and reporting standards for the companies listed on stock

exchange requires urgent attention from Chinese legislators and accountants.
2.2 OVERVIEW OF ACCOUNTING PRACTICE IN CHINA
2.2.1 Variety of activities of accounting

Some features distinguish Chinese accounting from others. Zhou(1988) discussed some
main aspects of Chinese accounting systems and practices in state enterprises. "Account-
ing systems" instead of accounting standards or principles are used in China to cover a
much more broader functions and areas of accounting practice undertaken by Chinese
accountants. The difference between "accounting standards" and "accounting systems" is
that standards are set for the preparation of financial statements to narrow the choices of
alternative methods while accounting systems are for the regulation of accounting prac-
tice which is defined by law and far beyond the preparation of financial statements. The
"Accounting Law" is the basis of the Chinese accounting system. This was adopted on
January 21, 1985 at the Ninth Session of the Standing Committee of the Sixth National
People’s Congress. The law deals with Chinese accounting activities covering three main

areas:
(1) Dealing with business transactions and financial reporting.

This is the basic and traditional activity undertaken by accountants. The Law identifies
cash, properties, debt and credit, fund, revenue, expenses, and financial result, and other
transactions which need to be dealt with. Bookkeeping techniques are used to record and
account for these transactions. However, fund sources and applications are the main
concern of Chinese financial reporting. Key users of financial statements are governmen-
tal agencies such as public finance departments and tax departments. The content and

users of financial reporting are discussed in detail in section 2.2.5.
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From a technical point of view, Chinese accounting embraces many of the techniques
and methodology familiar in the West for recording the various business activities and
financial transactions of an economic entity. These include bookkeeping methods, the

accrual concept, and the basic concept of depreciation.

(2) Supervising the behaviour of enterprise - Accounting supervision

Accounting supervision is a typical Chinese accounting concept not seen in the West. In
order to control the whole economy, the Chinese government has a number of direct
administrative measures which guarantee the enforcement of its policies, and which
control and oversee the behaviour of enterprises. Amongst these, accounting systems
play an important role in the macro-economic managerial system. The accounting law
says that "Accounting unit and personnel in an organisation exercise accounting supervi-
sion over the organisation(Chinese government 1985)." Accounting personnel are enti-
tled to supervise the financial transactions of the enterprise to ensure that they are rea-
sonable, legal and consistent with state financial regulations issued by the Ministry of
Finance and other government agencies to regulate and control the enterprise’s business.

Accounting personnel are obliged to stop or report any attempt to violate the regulations.

Two important regulations concern costs and funds respectively, and have been enacted
to control the allocation of national resources in the whole economy with a view to
macro- and long-term economic benefits. The cost regulation, for example, defines clear-
ly what kind of expenses can be classified as product costs. The fund regulation assures
the legal acquisition and use of funds from state and other sources. According to this
regulation, different expenses arise from different sources of funds. Thus the expenses of
production come from the production fund and payments for capital construction from
the capital investment fund. There are other special funds: for example, the "overhaul
fund" and the "renewal and renovation fund" relate to equipment maintenance and re-

placement respectively. The accounting personnel keep records of the funds’ increases
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and decreases (representing the acquisition and usage of funds), production expenses,
and cost of products, and reject any attempt to abuse state funds and violate these regula-
tions. But, if the supposed illegal transaction thought by accounting personnel is autho-
rised by the chief manager who insists that the transaction is legal, the accounting per-
sonnel could complete the transaction and at the same time must report it to higher au-
thorities, otherwise the accounting personnel are co-responsible for the violation of the

regulation.

However, since in China accounting personnel are appointed by, and subordinate to,
senior management it is difficult for them to supervise the activities of management. In
fact, they are responsible to both senior management and to the government financial
agency from which they receive professional instruction and guidance. The quality of
the accounting supervision is guaranteed by the independence it enjoys from the enter-
prise’s management. This independence is supposedly protected by the Accounting Law
and by the financial and economic regulations. In practice, however, it may be prejudi-
cial to their professional careers for accounting personnel to exercise authority over the

managers of their own enterprises.

(3) Participating in decision-making.

This is another obligation of accountants. The Law says that: "The main obligation of
accounting unit and personnel are: ......, (4) to participate in making economic plans and
operation plans, ....... ". Making plans is the same thing as making decisions. However, it
is not clear to what extent and how many accounting units and personnel are actually
involved in the process of economic decision-making. The situation is different from

enterprise to enterprise.
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2.2.2 Broad objective of accounting

It is apparent that accounting activities in China are covering a wider area than that in a
Western country. Accordingly, Chinese accounting serves a broader objective. The main
objective of accounting is stated in the Accounting Law, Article 1: "Accounting practice
is to maintain the state public financial systems and business financial systems, protect
socialist public property and improve business management and increase economic

benefit."

In contrast to Western accounting practice, the accounting objectives in China for state
and collective companies cannot be defined in terms of true and fair financial statements
because of the variety of accounting practice. It should be noted that in the leading arti-
cle of the accounting law there is nothing mentioned about the provision of financial
statements. The first concern of accounting is to "maintain the state public financial
systems and business financial systems". This is because that companies are in a different
situation in China. They are owned and financed mainly by the government which is
concerned, firstly, not with the true and fair view of its financial position and the profit or
loss, but the efficiency of the management and completeness and return of its investment
in the company. "To maintain financial systems" means to supervise the enterprise to
observe the regulation of use of the funds from the government; "To protect the public
property" means to keep the government funds complete and not taken by fraud and
other irregularities; and last, "To improve economic management and increase economic
benefit" means to improve the efficiency of the management and increase the return on
the investment. From the variety of these activities, it could be concluded that Chinese
accounting practice is to facilitate macro-economic control, and to strengthen public
ownership by assisting in making and enforcing the government’s economic policies and
plans through accounting supervision and the use of relevant accounting information.
On the other hand, the internal use of financial information by management is also

emphasised. Financial accounting information, together with managerial accounting
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information, are used internally by the management to exert an internal control to

achieve managerial objectives.

2.2.3 Legal status of accounting

The accounting law establishes the legal status of accounting practice and personnel to
enable accounting to play a full role in the development of the economy. It stipulates the
obligations, duties, rights, tasks, responsibilities and qualifications of  accounting
personnel; the requirements for the appointment of accounting personnel; the ethics of
the profession; the rewards and penalties for accounting personnel. The detailed regula-
tions and requirements of accounting practice including principles of measurement of
income, valuation of assets and liabilities, and requirements of financial reporting are
stipulated by the government. All of the requirements are the subject of law, statute and
regulation. Enterprises and companies are legally bound to abide by them. The violation
of existing accounting systems is against the law and the persons involved can be prose-

cuted.

The Accounting Law indicates that China has established a centralised accounting system
with which the government can formulate economic policy, and with which it can control
and guide the national economy. This system is called the "uniform accounting system"
and typified in the state industrial enterprises which, therefore, are used here as the basis

for describing the Chinese local accounting system.

2.2.4 Regulation of the accounting profession

The objectives and tasks of accounting considered above determine the nature of the
regulation of the accounting profession. This is accomplished by centralised manage-
ment, statutory control, and prescriptive legal requirements. In contrast to a typical

Western country, where accountants exercise individual professional judgment and
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maintain standards by professional self-regulation, in China the government -as de-
signer of the uniform accounting system - alone manages and controls the whole pro-
fession. Accounting procedures, principles, standards, measurements, and the form and
content of financial statements, are not established by the accounting profession itself
through a process of discussion. Instead, they are promulgated by the government as
regulations and statutes required to be complied with by all accounting personnel.
However, during the economic reform, there are now some increasing demands and

tendencies to create and develop an independent accounting profession.

According to the "Accounting Law", the national uniform accounting system is designed
by the Ministry of Finance of the Central Government. Accounting decisions and policies

are based on:

(1) The Accounting Law.

(ii) The requirements for the management of public finance. The Ministry of Finance, as
the main user of accounting information, has a prime responsibility to discharge the

government’s public financial plans.

(iii) The general economic and financial policies and decisions of the government which

have a direct influence on accounting affairs.

(iv) The type and nature of business in certain enterprises. Detailed regulations are estab-
lished according to the particular type and nature of transaction and managerial require-

ment of the enterprises concerned.
The government agency in charge of accounting nation-wide is the Department of
Administration of Accounting Affairs within the Ministry of Finance. The functions of

the Department of Administration of Accounting Affairs in central government can be
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summarised as:

(i) to enforce the Accounting Law;

(ii) to establish and issue accounting regulations, systems and policies;

(ii) to supervise and direct the enforcement of the uniform accounting systems;

(iv) whenever necessary, to replace, supplement or cancel regulations and systems which

are out of date or unsuitable.

Departments of Finance in local governments, and other industrial departments (e.g.
commercial and agricultural departments) in the State Council may design their own
accounting systems or supplementary regulations, although these must be consistent
with the "Accounting Law" and national accounting systems. In fact, these separate
uniform accounting systems are similar in objectives, principles, and requirements with
regard to accounting practice and personnel, but different in their detailed procedures for
the processing of particular transactions, in their account titles, in the format and content
of their financial statements, and in procedures and measurements for costing purposes.
The different natures of transactions and systems designers account for the fact that
several bookkeeping methods coexist in different industries. Whilst industrial enterprises
universally use the debit-credit bookkeeping method, increase-decrease bookkeeping and
receipts-payments bookkeeping, two unique bookkeeping techniques invented in China,
are adopted in the state commercial firms and budgetary units (i.e. government agencies)
respectively(see Tang and Hwang 1991, for a full discussion of the increase-decrease

bookkeeping method).

With the enforcement of uniform accounting systems, all of the accounting items, includ-

ing current and fixed assets, liabilities, funds, costs, revenues, profits, and gains and
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losses, are uniformly defined, and use a uniform financial statements in order to make
financial statements in one industry be comparable between enterprises and consistent

between different accounting periods.

The enforcement of uniform accounting systems has been guaranteed through regular
review and audit by the Ministry of Finance in central government, Departments of
Finance in local governments, and by the Audit Administration. Any deviation from the
uniform accounting systems without reasonable explanation must be corrected. Those
accounting personnel who fail to implement the uniform accounting systems are disci-
plined or punished , possibly by downgrading or disqualification. In serious cases of
offence against the Accounting Law, the person involved can be sued. However, there
have been few prosecutions reported for violating the Accounting Law since its adoption

in 1985.

2.2.5 Fund management and disclosure - nature and users of financial statements

1) Fund management

The financial management of Chinese state enterprises is characterised by fund manage-
ment, since an enterprise is financed mainly by a government fund. Fund management is
a key factor influencing the nature and structure of financial statements. The government
needs to ensure that the fund which is invested in an enterprise is used properly and effi-
ciently. Accounting information in the financial statements is therefore organised in such
a way that the sources of funds and the utilisation of the fund are clearly disclosed. This
feature is apparent in the balance sheet, which is considered the most important financial

statement for the management of the funds.
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2) Users of accounting information

The major users of the Chinese financial statements are not shareholders, creditors, and
other social groups such as employees. The Chinese accounting system firstly identifies
its particular users and their accounting information needs (for decision-making). These
needs determine the nature and content of the financial statements. There are three main

areas of use:

(i) Accounting information is used by the government through its individual ministers
and state owned banks to make overall and detailed plans for economic development.
The financial statements of individual enterprises in an industry or in an area are
summarised and consolidated so that an overall picture of financial position can be
drawn. The authorities are then able to assess the economic resources under their control,

review the results of the existing economic policy, and make decisions for the future.

(ii) Accounting information is used by the government to supervise the movement of
funds and monitor the consumption of resources by an enterprise. It is also used to
supervise financial transactions in order to ensure that these are consistent with govern-

ment economic policy and financial regulations.

(iii) Importance is attached to the use of the accounting information by the management

of an enterprise in order to exercise internal control over resources.

It is the government who is the major user of business financial statements. According to
the Accounting Law, a state enterprise is required to submit its financial statements only
to higher authorities in charge of the industry to which the enterprise belongs. The au-
thorities then consolidate all the financial statements of enterprises it controls and the
consolidated financial statements finally reach the governmental agencies, i.e. the De-

partment or Ministry of finance in central and local governments, and other related units.

42



(But the Law does not identifies those "related units") The higher authorities are usually
referred to as a holding company of the enterprise. A Chinese enterprise never publishes
it financial statements so that financial information is not available to the public. This is
because accounting information is classified according to related regulation. For instance,
the Ministry of Finance and National Archives Bureau co-issued "Security regulation of
accounting archives", in June 1, 1984. Accounting archives are referred to as accounting
evidence, account books and financial statements in the Regulation. It says that a unit
must "protect (accounting archives) from destroying, losing and divulging”. Occasional-
ly, accounting information could be used by other units, but must be through strict
procedures and obtain the permission of chief accountant and manager of the unit. In

practice, it is so difficult that it is rarely used by persons outside the unit.

Besides departments of public finance, the governmental agencies of audit administra-
tion and tax bureau are particularly mentioned in the law to be entitled to use the account-
ing information in order to supervise the unit. A unit should "provide (audit administra-
tion and tax bureau) with accounting evidence, accounting books and financial state-
ments and other accounting information and other relevant information" . However, a
unit is not required to submit its financial statements to these agencies unless they

demand it. So, they are not the regular users of financial statements.

The law does not mention banks. Banks are owned by the government and the banking
systems is rather centralised. An enterprise is not free to choose banks so that a bank and
enterprise usually have regular relationship. A bank usually has its representative in an
enterprise who is responsible for credit to the enterprise. It is believed that accounting
information is available to the bank, although the unit is not required to submit it to the

bank involved.

Employees of an organisation could probably be excluded from being the users of

accounting information. The law does not mention employees as entitled users. They
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may not have the desire to know it. Employees of a state enterprise are not very con-
cerned with the financial position and operational results of their own enterprise, because
their main interest, i.e. wages and salaries are usually fixed and not affected by financial
situation and operating results. Jobs in a state enterprise are fairly guaranteed. So it is not
the tradition of Chinese employees to use financial statements to make their own deci-
sions. It could be concluded that the key users of financial statements are departments of
public finance and banks. It is also used for audit and tax purposes, although not as often
as the first two users. The public and employees are, therefore, excluded from being

users for the information is not available to them.

3) Nature and structure of the balance sheet

Fund management has an obvious influence on the content and structure of financial
statements especially the balance sheet. The Chinese balance sheet consists of two verti-
cal (horizontal) halves, as in its Western counterpart, but differently named (see Figure
1). The left side of the balance sheet is called "Fund Application” and the right "Fund
Source". The title "Balance Sheet" is translated into Chinese which means "Fund Bal-
ance Sheet". Fund source could be from government appropriations, from the enterprise
itself, from a bank loan, or from other debts. As soon as the fund is applied to the opera-
tion of an enterprise, it is transformed into various assets, such as machines, buildings,

and inventories. This is the meaning of "Fund Application".

"Fund" has been defined in Chinese accounting literature as the monetary expression of
property, goods, and materials used in the process of production (Wang and Qian 1987).
Fund is a fundamental concept which reflects the resources of an enterprise. It should be
noted that the term "fund" used in financial statements carries a different meaning from
that in Western accounting. Western accounting also makes a distinction between "fund"”,
"capital”, and "liabilities". In China "fund" refers to all the resources in an enterprise,

including borrowed resources. Accordingly, the term "borrowed funds" is used in place
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of "liability". The term "Capital” is not used in China, because capital is interpreted in
terms of private ownership and capitalism, which is misleading in a society dominated by

public ownership.

Fund management is conducted in a strict regulatory framework. The principle has been
adopted of using specific money or resources only for specific purposes. In order to
supervise the use of the fund, and enforce the regulations, the fund source is divided into
three sectors: fixed fund, current fund and specific fund. Assets are categorised into three
corresponding sectors: fixed assets, current assets and specific assets. Each of them is
financed by the corresponding different fund source. Fixed assets could come from direct
investment by the government, or be financed by the enterprise itself. The total of the
fund applications is equal to the total of fund sources (like the equation of assets equal
liabilities plus capital). The subtotals of corresponding pairs of sectors should be equal.

This is a distinctive feature of the Chinese balance sheet.

Although, generally speaking, a particular fund can not be used in an unspecified man-
ner, an enterprise can occasionally and temporarily use an asset for another purpose. For
example, some raw material (current asset) might be used for the repair of a fixed asset
(which will be covered by a specific fund). This will result in an imbalance between the
corresponding sectors. This is permissible as long as an adjustment is made in the follow-

ing accounting period.

The principle of "specific fund for specific purpose"” has been a highly controversial issue
in the Chinese accounting literature since it was introduced from the USSR in the 1950s.
It has been argued that state interests and macro-economic objectives would best be met
through the planned use of funds although it seemed ridiculous to some writers that a
firm could not manage its own funds flexibly. The dispute became more intense during
the economic reforms, one of the purposes of which was to allow enterprises more

independence and enjoy more managerial autonomy(Lee 1987). It is doubtful that the
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advantage of regulation at the macro-economic level is strong enough to compensate for
the lack of flexibility on the part of the enterprise. However, in the absence of an objec-
tive quantitative analysis comparing advantages and disadvantages the issue remains

unresolved.

The Chinese balance sheet presents the financial position of an enterprise in such a way
that the source and application of the government’s investment (funds) can be clearly
seen. This protects its scarce resources from arbitrary manipulation by the management
of the enterprise. If the balance sheet were structured in the Western style, the relation-
ship between the source and application of funds would disappear. Figure 1 provides a

comparison of a Chinese balance sheet and a Western style balance sheet.

Unlike a Western balance sheet, a Chinese balance sheet does not show current and long-
term liabilities separately. But, with the economic reforms, liquidity becomes more and
more important for an enterprise. Moreover, financial sources are complicated. Thus
fixed assets may not be financed by fixed funds, and current assets may not be financed
by current funds. So that the balance between fixed assets and fixed funds, and between
current assets and current funds no longer exist in many enterprises. In that case, a new

form of balance sheet is used(Figure 2).
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Figure 1: Comparison of the structure of a Chinese

balance sheet and its Western style counterpart

Fund balance sheet

(Chinese BRalance Sheet)

Fund application Fund source
_____________________________________________ \
fixed assets = fixed fund |
_____________________________________________ I
current assets = current fund |
_____________________________________________ I
specific assets = specific fund |
_____________________________________________ /

Western style balance sheet

Assets Liability & Equity
_____________________________________________ \
current assets | current |
---------------------- liabilities |
I I
fixed assets long-term |
| liabilities |
I
I capital |

| retained profit|
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Figure 2: Chinese Balance Sheet (new form)

Fund application Fund source
1. fixed assets 1. fixed fund
and
2. current assets current fund

2. borrowed fund

3. settlement fund

3. specific assets = 4., specific fund

In a Chinese financial statement a similar ratio to earnings per share, "ratio of profit to
funds" is required to be provided as complementary information in the income state-

ment. The ratio is defined as:

Current profit

Ratio of Profit to Funds =

Fixed assets(historic costs) +

Current assets (historic costs)
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2.3 VALUATION OF ASSETS
2.3.1 Basic concepts

As mentioned before, Chinese accounting standards are normally called "accounting
regulations” or "accounting systems" rather than "standards", because standards imply
that these are for guidance, whilst regulation means mandatory compliance. So the term
"standards" used here only for convenience and to be consistent with Western terminol-
ogy. Whenever the term "standards" are used, it could be replaced by "regulatiohs“ as
long as it refers to Chinese standards. For the same reason, the term "generally accepted

accounting principles"(GAAP) is not used either.

In respect to valuation and measurement, the "Accounting Law" does not directly indi-
cate the basic standards. In contrast to the true and fair concept, the desired fundamental
quality of Chinese financial statements are truth, accuracy and completeness. The Law
says that: "Accounting evidence, accounting books, accounting (financial) statements and
other accounting information must be true, accurate and complete, and consistent with
the stipulation of accounting systems." The terms "accurate" and "complete” are more
concrete than "fair" although it is difficult to achieve an "accurate" accounting informa-
tion when it involves some subjective estimate and judgment, e.g. the economic life of a
fixed asset. However, the Law leaves little room for flexibility while it requires true,
accurate and complete accounting information in contrast to as it could be enjoyed by

Western accountants under the true and fair concepts.
By saying that financial statements must be "consistent with the stipulation of accounting
systems”, the Law leaves the detailed standards for valuation and measurement to the

government. According to the current accounting system, only historic cost is permitted
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as the base for valuation and measurement. Other concepts, such as replacement cost,
current value, are not accepted for valuation and measurement purposes. When sticking

to historic cost, the possibility of revaluation of assets is also ruled out.
2.3.2 Valuation of fixed assets and fixed fund

Fixed assets are defined as labour’s means of production, e.g. machines, equipment,
buildings and transportation facilities. Fixed assets account for a considerable part of the
total governmental investment in an enterprise. The government is, therefore, particular-
ly concerned with the sources of fixed funds and the utilisation of ﬁxéd assets. This is
perhaps the reason why these items always take the leading place in a Chinese balance

sheet.

Fairly traditional accounting methods are used for the valuation of fixed assets, i.€. on the
basis of historic cost. Revaluation of fixed assets is not allowed. The original cost of a
fixed asset can change only when it is reconstructed or renewed, and then all expendi-
ture related to the reconstruction and renewal is added to the original cost of the fixed

asset.
Depreciation

Depreciation of a fixed asset involves four factors: original cost, depreciation method,
service or economic life and residual value at the end of the asset’s economic life, and in

this respect the concepts in Western and PRC accounting systems are similar.

The original cost of a fixed asset usually includes the price paid for it, any transportation
and installation costs, and any assembly and test costs. If a fixed asset is made by the
enterprise itself, then all costs incurred by the enterprise in doing so are included in the

historical cost base. This treatment can give rise to inconsistencies between purchased
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fixed assets and self-made fixed assets, since the price paid for a purchased fixed asset

includes some element of profit, whilst self-made fixed assets do not.

Depreciation in the PRC is limited to the straight-line basis only, although there is much
controversy over this depreciation method. Some accountants and economists strongly
favour the introduction of accelerated depreciation in the context of economic reform, on
the grounds that the present method cannot reflect the real consumption of fixed assets,
and results in over-use of fixed assets, making it difficult to introduce new and advanced
technology. As a minor variation, in the cases of some seasonal enterprises and vehicles
for transportation (where the consumption of the asset is naturally related to units of
production or working hours rather than fixed periods of time) units of production or

working hours methods are adopted.

Economic life is left to the judgment of experts in the few cases where it is not stipulated
by regulation. It is interesting to note that the estimate of service life is usually greater
than it would be in a Western firm. Nevertheless, in order to attract foreign investors, the
Chinese Tax Law relating to joint ventures stipulates the lower minimum service life of
house and buildings (20 years), trains, ships, machines and other production facilities (10

years), electronic equipment and vehicles other than trains and ships ( 5 years).

The residual value concept is similar in the PRC to that used in the West, although again
it is sometime subject to regulation. For example, the residual value of a fixed asset is
stipulated to be 3% to 5% of its original cost when calculating the depreciation charge in

a state enterprise.

The accounting depreciation approach used in China results in lower depreciation
charges than does the Western approach. This is a deliberate component of government
economic policy, without which the price of consumer goods would increase, and a level

of reinvestment in fixed asset replacement which the government could not afford would
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be required over a shorter period of time.
Fixed funds

Fixed assets are financed by the fixed fund. The main source of fixed funds for a state-
owned enterprise is investment by the government through appropriation of public fi-
nance, and is recorded in the balance sheet as "State fixed fund”. This used to be the
main form of government investment, but failed to generate a satisfactory return from the
investment because free fund for general use did not give sufficient incentive to the
enterprises. Since 1985, however, appropriation from public finance has been replaced
by a capital construction loan programme, and free funds are no longer available (except
for certain important projects). Principal and interest on a loan normally have to be re-
turned out of the income generated by the project which is financed by the loan. The loan

becomes the fixed fund when the project is finished and a fixed asset is formed.

Another source of fixed fund called "Enterprise fixed fund" may be developed by an
enterprise itself. The main sources are depreciation charges, and net profit after income

tax.
2.3.3 Valuation of current assets
1) Definition of current assets

"Current assets" contains items similar to those in a Western balance sheet, such as cash,
raw materials, work-in-process, and finished goods. However, an accounting term which
might not be familiar to Western accountants and which does not appear in a Western
balance sheet is "low cost and short-lived articles". These are items which otherwise
would be thought of as fixed assets, but fail to reach a stipulated cost level (at present

these are 200, 500, 800 Yuan RMB respectively, according to the scale of the enterprise),
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or whose economic life is less than one year. These are treated as current assets. Figure 3

illustrates the distinction between fixed assets and low cost and short lived articles.

Figure 3: Distinction between fixed assets and

low cost and short lived articles
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2) Valuation of current assets

The historic cost method is applied to the valuation of current assets as it is to fixed

assets.

With regard to inventory valuation, firms can select one of the familiar methods such as
FIFO, average and weighted average. LIFO is not allowed under the historic cost basis

used in China.

The FIFO method was introduced and used in the 1950s and 1960s when the economic
system was dominated by centralised planning. The prices of goods were controlled, and
fluctuations in prices were insignificant. Little interest was apparent in adopting LIFO as

an alternative to FIFO in such circumstances.

In an atmosphere where conservatism and the prudence concept were labelled as typical
products of Western ideology totally unsuitable to the Chinese situation, the method of
lower of cost or market value was also not favoured by Chinese accountants. They saw
as illogical a model in which any possible loss is recognised, but possible gain is not. On
the other hand, as long as there was no free market for most of the resource used in
production and the price was controlled by the price authority and not decided by an
unpredictable market, the cost and market value of some items used to be fairly close,
and there was little room for the justification of the method of lower of cost or market

value in a steady price system.

Valuation and amortisation of low cost and short lived articles is another typical Chinese
accounting issue. Sometimes the costs of low cost and short lived articles like raw mate-
rials are written off as soon as they are put into the production process, and sometimes at

the end of their economic lives. However, actually they are often treated in a way differ-
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ent either from fixed assets or current assets. This method is the called "fifty percent
method", i.e. as soon as an article is put into use, half of its cost is written off, and anoth-
er half will not be written off until the end of its life. It is apparent that under the first
method (written off when it is put into use) the value of the assets is understated in the
balance sheet, and under the second method it is overstated (written off at the end of its

economic life). The "fifty percent method" is in the middle of the two methods.

In summary, a low cost and short lived article is a fixed asset in nature, but is treated
differently. It is not depreciated, but an amortisation method is necessary for its valuation
and the calculation of the cost of products involved. An important distinction between
them is that fixed assets are financed by the fixed fund, whereas low cost and short
lived articles are financed by the current fund. The latter is therefore listed under current

assets in the balance sheet.

2.3.4 Valuation and disclosure of specific assets and specific funds

1) Definition and valuation of specific assets and funds

Specific business activities and items are characterised by those activities other than the
normal operation which produce an enterprise’s major products or services. Specific
activities mainly involve replacement or overhaul of fixed assets, employee’s welfare and

bonus, and R & D activity.

Perhaps the most notable feature of a Chinese balance sheet is the section for the applica-
tion and sources of specific funds relating to specific business activities. Specific funds
are defined as funds which cannot be used for direct production. Typical specific funds
are the renewal and renovation fund for the replacement and renovation of fixed assets.
This fund comes mainly from the depreciation charge, but also sometimes from appro-

priation by the government through the public financial channel or higher authority. A
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depreciation charge is accumulated in the depreciation fund as soon as it is made. A pre-
determined proportion, depending on time and on industry, of the depreciation fund is
transferred to the renewal and renovation fund. The rest of the depreciation fund goes to
public finance, or to a higher authority, or both. Other specific funds are the overhaul
fund source (for the repair of fixed assets), and the employee welfare fund source (for the

welfare of employees, e.g. health and medical care expenditure).

Specific assets also have a fixed part (machines and equipment) and a current part (cash,
accounts receivable and raw material). They are subject to the same standards for valua-

tion as fixed assets and current assets.

2) Disclosure requirements for specific fund and specific assets

The specific fund system remains an important part of Chinese business finance, al-

though its value is now in question.

Accounting is required to disclose fully the source and use of specific funds in every
accounting period. Not only the summarised information involving specific assets and
specific funds are shown in the balance sheet, but also a statement ("specific funds and
specific appropriations statement") is required which discloses the detailed information

about every specific fund and its application in the current accounting period.

The fixed part (e.g. heating facilities for a dormitory or dining room) of the specific
assets is included in the fixed assets and is disclosed in the fixed sector of the balance
sheet, whilst other property (e.g. some small tools and materials) are not included in
current assets. They are instead combined into one item called "physical assets under
specific fund". When the specific assets are used for a project which is unfinished, all the
expenses so far attributed to the project are entered into an account called "specific

project”, and disclosed in balance sheet under the title "specific project expenditure".
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When the project is finished, all the expenditure for the project becomes the original cost

of fixed assets.

Different specific funds come from different sources. The renewal and renovation
fund(for the replacement and renovation of fixed assets), overhaul fund (for the repair of
fixed assets), and the employee welfare fund are charged to the cost of production. The
research and development fund comes from current profit. The treatment of R & D
expense is in contrast to some Western accounting practice. All R & D expense is
capitalised until the failure of the project in a Chinese enterprise. The expense for R & D
will be covered by a fund which is created from profit. Profit is not, however, the only
source for an enterprise to finance its R & D activity. When a project can be proved
essential to the national economy and the government is convinced of its importance and
the unavailability of funds by an individual single enterprise from any other source, a
government appropriation is available which is listed under the title "specific appropria-
tions" in the balance sheet. Other specific funds are summarised and disclosed in the item

"specific fund" in the balance sheet.

2.4 MEASUREMENT OF PROFIT

Income and profit are measured from the historical cost base. The matching concept is
followed, and the accruals concept is adopted for the measurement of current revenue
and expenses. The revenue in a typical manufacturing enterprise is recognised when

certain circumstances occur:

(i) goods have been delivered or service has been completed, and payment for it has been

received;

(i1) goods have been delivered or seryice has been completed, and payment for it has

NOT been received, but the delivery has been confirmed and goods are accepted by the
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customer;

Revenue is not recognised when:

(i) payment is received, but goods and service have not been delivered or completed:

(ii) goods and service have been delivered and completed but not accepted by the cus-

tomers, whether payment is received or not.

Revenue in some particular enterprises, involving perhaps a large, long-term project

may be recognised in each accounting period according to its percentage of completion.

The prudence concept has not been accepted policy in Chinese accounting. No reserve

for doubtful debts is allowed in local enterprises.

The doubtful debts used not to be material in the context of the Chinese economic sys-
tem. Most settlements between firms must be through a state bank, except for transac-
tions of less than a certain value (50 yuan RMB, Chinese currency). As soon as a suppli-
er delivers its goods, the delivering invoice and the contract are sent to the state bank
through which its accounts with other entities are settled. The bank then passes the
documents to the customer’s bank. The customer’s bank waits for no more than seven
days for the customer’s reply. As soon as the customer confirms the transaction and
accepts the goods, the customer’s bank transfers the money from the customer’s account
to the seller’s account. The selling enterprise does not recognise its revenue until then.
When a transaction involves individual customers, cash settlement is always required at
the same time the goods or service are offered. Since April, 1989, there have been some
changes in settlement approaches, and there is no guarantee that debts can be collected.

In fact, bad debts are becoming a serious financial problem for many enterprises now.

58



When a bad debt occurs, it is written off from current profit as an extraordinary item, or

treated as a current expense.

Because the principle of lower of cost and net realisable value and other conservative
measures such as provisions for bad debts are not allowed, accounting policies used in a
Chinese firm may lead to a higher accounting profit. Changing the accounting system
will have an distribution effect on the allocation of profit between the government and
enterprises. An example of it is the effect on income tax, as in China taxable income and
reporting income are the same. Another example is the allocation of depreciation fund.
If an enterprise retains all, or part, of the depreciation fund, then the depreciation method
is important to them: the higher the current depreciation charge the less is the current
profit, and less income tax to the government, and the more the enterprise can get from

the depreciation fund, and vice versa.

However, the lack of conservatism, together with other measures taken by the govern-
ment, has had undesirable consequences. When the government, under the current
accounting system, took excessive profits or income tax from existing enterprises, the
existing enterprises encountered major difficulties in maintaining their productive ability
and in developing new technologies and products. It is obvious that before any profit can
be made, an enterprise should be able to maintain its original net assets and productive

ability, and the current system fails to do this.

All these considerations led to a recent dramatic accounting reform programme in China.
In December 1992, the Chinese government announced a real change in accounting
system. From July 1993, the current accounting regulations and systems will be com-
pletely replaced by a new one. The new accounting system is designed to serve a chang-

ing economic system and be consistent with international norms.
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2.5 NEW ACCOUNTING ISSUES AND PROBLEMS IN THE ECONOMIC
REFORMS

Over a period of 40 years, government agencies in China in charge of accounting have
established comprehensive accounting systems which are generally suited to a centra-
lised economic structure. However, with the economic reforms, enterprises are becom-
ing increasingly independent from government. At the same time transactions are becom-
ing more diversified and complex. A reform for the decision-making procedure has been
recognised. Accountants in practice and in academia have complained that they have
little opportunity to influence accounting affairs because of the exclusive decision-
making procedure by government agencies. There is now a real possibility that the more
diversified economic environment could lead to a more open procedure for the conduct

of the profession.

Fang and Tang(1991) discussed the new frontiers of accounting reforms in China and
identified the necessary interactions of the social-economic environment and develop-
ment of accounting, and noted that Chinese accounting development will move towards

internationalisation as long as China continues its economic reform policies.

The following accounting issues stemming from changes in economic systems and poli-

cies are facing Chinese accountants:

(i) Accounting systems where a contractor has operating responsibility. In order to
invigorate both the state and collective enterprises, a special system has been introduced
by the government. Under this system, the ownership remains unchanged, but the enter-
prises are rented to individuals (or organisations) under contract. The contractor usually
mortgages its own property for the right to run the enterprise, assuming all the responsi-
bility to fulfil the stated economic plans. This is an important programme of government

and would probably be the main operating system for state and collective enterprises.
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Possible accounting problems are: how to value assets at the beginning and end of the
contract? how to account for operating results? what reporting and disclosure require-
ments are necessary? and are other accounting methods and policies such as accounting

for R & D, for tax, for depreciation still suitable in the context of this system?

(ii) Accounting for inflation. Chinese accounting developed during a period of low infla-
tion. In the last decade, however, high inflation has been seen. In 1987 and 1988, annual
inflation was more than 20% . In 1989, despite a strong anti-inflation policy, the inflation
rate was still 17.8% . All the accounting problems due to inflation face Chinese account-

ants who so far have ignored and avoided them.

(iii) Accounting for mergers and take-overs. Another significant change in the Chinese
economy which has never been seen before is that of mergers and take-overs. These have
become increasingly common, as a result of encouragement from special government
policies. Up to March 1990, there have been more than 1,600 group companies formed
by mergers or take-overs in China. The related accounting problems, such as accounting
for consolidated accounts, and for investment and interest in other companies, for

goodwill will be emerging.

(iv) Financial reporting for joint stock companies. More and more Chinese local enter-
prises have been re-organised as joint stock companies. As a result, stock markets are
growing at full speed. It has been recognised that local accounting systems, measure-
ment standards and reporting requirements for state-owned enterprises are not suitable

for this new type of company.

(v) Accounting issues involving foreign investment. As mentioned above, foreign inves-
tors with different economic backgrounds are facing a number of accounting problems
when they run businesses in China. The problems have been partially solved by the

publication of joint ventures’ accounting regulations in PRC by the Ministry of Finance,
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PRC(Chinese government 1985b, 1992). However, some gaps in accounting standards
still exist. With the second version of joint venture accounting regulations, more West-
ern standards were introduced. But how well it fits joint ventures still remains to be

seen.

Other accounting problems such as accounting for leases, for instalment sales, for use of
land, for bankruptcy, and for foreign exchange also need to be resolved. With regard to
the recognition of revenue, a considerable sum of bad debts has been created in recent
years. The need to create a reserve for doubtful debts is becoming more pressing for

local firms.

These problems are complicated by the fact that they are not individual and isolated, but
interrelated with each other. For instance, accounting problems for mergers and take-
overs need to be solved in the context of systems of contractor operating responsibility
and inflation. It is hoped that the changes in current accounting regulations and practices
will solve these problems and facilitate the economic reforms towards a market-based

economic system.
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2.6 ACCOUNTING REGULATIONS AND SYSTEMS FOR JOINT VENTURES

Separate accounting regulations are set by the Chinese government for Chinese-foreign
joint ventures. The reason for separate accounting regulations is that there are many
accounting differences between local accounting systems and Western or international
standards. These differences are thought to be obstacles for foreign investments. Howev-
er, to remove these differences and to introduce Western standards may need to change
"Accounting Law". It was not possible in 1985, as the Law was just passed in January,
1985. So the Chinese government published the first version of joint venture accounting
regulations in March 1985. This is an accounting regulation only applied to Chinese-
foreign joint ventures, which introduces some international concepts and principles
(Chinese government 1985b). In July 1992, the second version was published replacing
the first one (Chinese government 1992). This is a modification of the first one. The
main change in the second version is that the regulation is extended to be applied to all
foreign invested enterprises, including wholly-foreign-owned firms. Another change is
that the regulations allow more Western standards, e.g. provisions for bad debts, to be
used in joint ventures. As the second version was just published recently, this study is
based on the first version of the joint venture accounting regulations. Unless specified,

the joint venture accounting regulations discussed refer only to the 1985 version.

2.6.1 Objectives of joint venture accounting

Chinese-foreign joint venture accounting regulations are different from the local regula-
tions in terms of objectives and valuation and measurement standards. The objectives
stated in the "Accounting law" which is underlying local systems does not cover joint
ventures, for Article 2 of the Law excludes joint ventures from the business units re-
quired to observe the "Accounting Law". In fact, the joint venture accounting regulations

significantly modified the objectives of local systems for joint ventures. In Article 7 of
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the joint venture accounting system, it says: "accounting office and accounting person-
nel in a joint venture should carefully fulfil its responsibility, correctly account for,
truly disclose and rigorously supervise each transaction of a joint venture, and protect the

reasonable rights and interests of each of the partners of the joint venture."

From this statement, the basic objectives of the joint venture accounting system could be

summarised as:
1) To correctly account for and truly disclose every transaction of the joint venture;

2) To protect the reasonable rights and interests of each of the partners of the joint ven-

ture;
3) To supervise the activities of the joint venture by supervision of transactions.

The requirements and objectives set out in Article 7 of the joint venture accounting
regulations depart considerably from those set in the "Accounting Law", and may reflect
the reality of joint ventures in many ways. First of all, state public finance systems and
business finance systems are not mentioned, though it is thought to be the most impor-
tant task and objective of Chinese local accounting. It does not make sense in the con-
text of joint ventures, because joint ventures are independent from the state’s public
finance systems and its financial activities are not subject to most regulations which
apply to local enterprises. For instance, the regulation relating to "specific funds for

specific purposes” are not applied to joint ventures.

The objective of protection of socialist public properties is also withdrawn. The funds
and assets in a local enterprise are thought to be socialist public properties. But, as soon
as they are put into a joint venture, an independent economic unit, as registered capital,

the resources of a joint venture as a whole are not regarded as socialist properties though
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some of it may have been originally contributed to by a state enterprise.

Even for local accounting, the statement of improving management and maximising
economic efficiency and the benefit of business seems too general. Consequently it does

not appear in the joint venture accounting system.

The primary focus of joint venture accounting systems is on accounting for, and the
disclosure of, each transaction and protection of the rights and interests of each of the
partners. While to fairly or correctly account for and truly disclose each transaction are
the fundamental and common accounting functions, to protect the reasonable rights and
interests of each of the participants is a unique function. It may be clear that the determi-
nation of reasonable rights and interests of each of the partners should be by reference to
Chinese laws and regulations. But questions are arising in respect to this statement, since
no interpretation has been given. For example, in achieving this objective, should the
accounting policy adopted be unbiased and not favour any one of the participants?
Should accountants in a joint venture be neutral in a conflict between partners, or
should they do something to protect one against another when they believe reasonable

rights or interests may be damaged?

However, the influence of local accounting concepts and traditions can still be seen in the
statement of objectives of joint venture accounting systems. For instance, accounting
supervision has been set as one of the objectives for joint ventures. But it should be noted
that much less emphasis is placed on it. No further detailed regulations are made to illus-
trate the importance of this concept in the joint venture system. Moreover, the authority
for accountants to supervise was withdrawn from the regulation. Since accountants in
joint ventures are not entitled to exercise supervision over the unit as in the "Account-

ing Law", it does not make sense to do so.
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A rather strong influence of taxation has been seen in joint venture accounting systems.
Taxable income should be the same as reporting income. The "Income Tax Law on Joint
Ventures Using Chinese and Foreign Investment” is one of the legal bases on which the
joint venture accounting systems are designed (Chinese government 1985b). Another
base is the "The Law of the People’s Republic of China on Joint Ventures Using
Chinese and Foreign Investment". It is stipulated that individual joint ventures should
design their accounting systems consistent with the relevant law and tax regulations, and
report to authorities including the tax authority (Chinese government 1985b). A joint
venture should report any changes in accounting policy to the tax authority. For exam-
ple, the change of methods for the valuation of stocks, such as from the average method
to FIFO, not only needs to be informed to the tax authority but also needs the approval of
the authority. Accounting methods for fixed assets, classification of fixed assets, and
depreciation methods are all pre-determined by the income tax law for joint ventures.
Costing methods are also required to be reported to the tax authority if any changes have
been made. The tax authority is one of the main users of financial and accounting infor-
mation. Financial statements are required to be submitted to the tax authority, and the
disposal of accounting documents is subject to the authorisation of the tax authority as
well (Chinese government 1984). Finally, audit requirements are based on the income

tax law for joint ventures.

2.6.2 Valuation of current assets

With regard to the valuation of current assets, the principle of lower of cost and net
realisable value was still not permitted. Meanwhile LIFO was not allowed as well.
However, Chinese joint venture accounting attempted to solve the problem by a special
disclosure requirement. Article 33 of the joint venture accounting system says: "When
an item of inventory in a joint venture needs to be disposed at a loss due to obsolescence,
the transaction should be approved by the board of directors according to the regulation.

The net loss is treated as a loss on sales after disposal. If the item needs to be, but has
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not yet been disposed of at the final account date, the book value, the net realisable value
and estimated loss of these items should be disclosed in the annual financial statements”

(Chinese government 1985b).

It goes on to say: "If the net realisable value of each item in a joint venture is lower than
its book value due to the fluctuation of market price, the book value as well as the net
realisable value and estimated loss of these items should be disclosed in the annual finan-

cial statements" (Chinese government 1985b).

These two articles have significant implications in the transition from local accounting to
joint venture accounting. It is reflecting the effort made to fill the gap between Chinese
and western accounting practices. Article 33 means that the loss on stock and inventories
cannot be charged to the current income statement until realised. This indicates that the
joint venture accounting systems must still be based on historical cost. However, when a
decision has been made to dispose of an item of inventory at a loss prior to the balance
sheet date, the loss which is expected to be incurred should be disclosed in the financial
statements for that period. Furthermore, any loss on the inventories with reference to
market prices at the balance sheet date should also be disclosed in the financial state-

ments for the period.

However, the change in joint venture accounting is subject to the following conditions: 1
the Chinese accounting tradition of never changing the book value of any items is re-
served; 2 net realisable value information is provided; 3 income tax should not be affect-
ed adversely when using alternative accounting methods. Under this condition, a reserve
for expected losses on stocks is allowed. But, the reserve should not be recorded through
the income statement and the book value of stocks cannot be changed. Therefore, the net
realisable value will be the difference between book value and the reserve for the stocks.
Furthermore, the reserve should be made from the profit after income tax (Wang and

Gaozuo 1989). While the losses on stocks are not regarded as realised losses, this stipu-
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lation seems a compromise to bridge the gap between Chinese and western accounting
practices. The reserve from profit after income tax will not affect the amount of currently
generated income and income tax. On the other hand, this can provide the information
about net realisable value which is recognised as being important in the context of joint
ventures. These approaches are cautious steps towards the acceptance of the prudence

concept.

In the second version of joint venture accounting regulation, accounting treatment for
stock was modified. While the lower of cost of net realisable value is still not allowed,
the unrealised losses on stock can be recognised in income statement, and the amount of
losses should appear in the balance sheet as provisions for losses on stock. Thus the

historical cost of stock will not change in the balance sheet (Chinese government 1992).

2.6.3 Valuation of fixed assets

In joint ventures, accounting for fixed assets in Chinese joint ventures are more flexible,
for example, accelerated methods for depreciation could be used under special circum-
stances as long as they are approved by the tax authority. However, provisions for

permanent diminution in value and revaluations of fixed assets are not accepted.

Accounting methods for intangible assets have been introduced in joint venture account-
ing which are similar to western practice. Intangible assets include patent rights, know
how, trade marks, organisation costs(start-up costs), rights to use a site, etc. The value of
intangible assets is based on the cost paid by a joint venture, which should be written
off over its estimated useful life or over no less than 10 years, but this cannot be beyond
the life of the joint venture. The maximum amount of annual amortisation in respect to

organisation costs should also be no more than 20% of its total cost(i.e. over five years).
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The accounting treatment for the use of land in joint ventures depends on two different
circumstances. When the right for the use of a site by a joint venture is an investment of
the Chinese partner, it is an intangible asset, and should be written off over an agreed
period or 10 years. Otherwise, a joint venture will pay a certain fee for the use of a piece
of land, and this fee should be charged in the current income statement.

2.6.4 Financial reporting

Chinese joint ventures use different format of balance sheet from local firms(Figure 4):

Figure 4: Form of balance sheet of joint ventures

ASSETS LIABILITIES and CAPITAL

1 Current assets 1 Current liabilities

2 Long term investments 2 Long term liabilities

3 Fixed assets 3 Capital

4 Construction

work in process

5 Intangible and

other assets
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It is obvious that the structure and content of the balance sheet of a joint venture is quite
different from that of local enterprise. First of all, there is no longer a sector of specific
assets and funds. This is because the principle of specific money only for specific pur-
poses is not applied in a join venture. Second, for the same reason, no corresponding
pair of sectors are necessarily equal. For instance, current assets may not be equal to
current liabilities. Third, the items in the balance sheet are arranged in a different way.

The current liabilities and assets are in the leading position to indicate liquidity.

Another difference in respect to financial reporting is that a joint venture is required to
prepare the "Statement of changes in financial position" which is never seen in any local
enterprise. This statement shows the sources and applications of working capital where
working capital is referred to as the balance of current assets and current liabilities. This
requirement is due to the different financial regulation for joint ventures. Unlike local
firms, the restriction on the use of funds is not applied to joint ventures, as the source
and application of fund would be quite complicated. Therefore, this statement may
provide useful information which is not directly available from the balance sheet and
income statement. The form and structure of the three major financial statements are

provided in Appendix 2-1, 2-2 and 2-3.

2.6.5 Some comments on Chinese joint venture accounting regulations and system

The Chinese joint venture accounting system is a reform in many ways of the local
accounting system. It is an imaginative and effective approach to resolve the accounting
problems of joint ventures. This approach to some extent has successfully closed the
gap between Chinese and western accounting practices. But there is room for improve-

ment.
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First of all, the suitability of the underlying purpose of the joint venture accounting
regulations is doubtful. For example, accounting supervision seems unsuitable in the
context of joint ventures. Since accountants are not entitled to supervise the operations of
joint ventures by law, supervision is beyond the scope and authority of accountants in a
joint venture. At the same time there is no detailed regulation of accounting supervision
available, so the task of supervision remains unclear and in some confusion. It seems that
the requirement of supervision is a mirror of the Chinese accounting tradition for local
enterprises. But this has lost its meaning in substance in the context of joint ventures. The
tradition is so strong that it would have gone too far to have withdrawn it from the first
version of joint venture accounting systems. However, the requirement has been with-

drawn in the second version(Chinese government 1992).

The objective of protection of rights and interests of partners sounds reasonable in the
particular circumstances of joint ventures. But it is definitely not the traditional task of
accountants, and to protect the rights and interests of partners in joint ventures is a new
challenge to modern accounting. Unfortunately, how this is to be done is also not clear

in the joint venture accounting system.

The underlying concept of correctly accounting for and truly disclosing each transaction
of a joint venture seems close to the western concept of a true and fair view of financial

position and results, though it is subject to different interpretation.

The most significant difference in valuation and measurement is the rejection of the
principle of lower of cost and net realisable value. The importance of this principle,
however, has been recognised in Chinese joint venture accounting, and the problem has
been approached by the introduction of some special disclosure requirements and ac-
counting treatment. It can be expected that this principle be formally recognised in joint

venture accounting and local accounting systems before long.
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But the revaluation of fixed assets is not likely to be introduced in the near future in spite
of arather high rate of inflation. This is not only because it will significantly depart
from the historical cost base, but also because there are a number of practical difficul-
ties. For instance, there are no enough qualified and independent valuers to carry out

such revaluations in China.

Provisions for bad debt are also a necessary change to the Chinese accounting especially
when a significant amount of bad debts are expected to be incurred. Even for local enter-
prises bad debts are reported to be happening more and more frequently in the recent
economic business environment. Eventually its need has been recognised in the new
accounting system for foreign invested enterprises (i.e. the second version of joint ven-
ture accounting system), and provisions for bad debts are finally permitted(Chinese

government 1992).

The joint venture accounting system is likely to have some effect on local systems.
While some accounting treatments and practices are acceptable in joint ventures, but not
yet in local enterprises, the use of these accounting standards may be considered an
experiment. In the coming local accounting system, some joint venture accounting

methods are eventually introduced into local enterprises.

In the next chapter, accounting diversity and the business decisions of users of interna-
tional financial statements will be discussed. This chapter presents some empirical evi-
dence as to how UK MNCs use financial statements of joint ventures, and how account-

ing differences affect their use for decision-making purpose.
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CHAPTER 3
INTERNATIONAL ACCOUNTING DIVERSITY AND BUSINESS DECISIONS
-HOW UK MNCs USE FINANCIAL STATEMENTS of JOINT VENTURES
and HOW ACCOUNTING DIFFERENCES LIMIT THEIR USE:
AN EMPIRICAL INVESTIGATION

3.1 SYNOPSIS AND INTRODUCTION

This chapter investigates whether the diversity among national accounting and disclosure
practices and regulations affects the business decisions of major foreign users of finan-
cial statements. The study focuses on Chinese joint venture financial statements and the
use of them by UK multinational companies in relation to the following decisions about a

joint venture:

1) initial investment decision, i.e. the decision to create a joint venture with a local part-

ner;

2) when a joint venture is created, assess the performance of the joint venture;

3) determine the value of existing joint ventures;

4) determine the interest of MNCs in existing joint ventures.

The main concern of the study is to what extent the financial statements of Chinese joint

venture are associated with these decisions. Are accounting numbers useful for these
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decisions? If yes, what is the problem if the accounting numbers are generated by differ-
ent accounting standards? Among the 100 largest UK MNCs, 9 involve joint venture
business in China. Using questionnaire and interviews, these UK MNCs are investigat-
ed. The main conclusions, subject to the reservation relating to the limited nature of
the study, are that:

1) Most UK MNC:s in the sample heavily rely on these financial statements to make
business decisions;

2) Generally speaking, accounting differences affect UK MNC’s decisions. But the ef-
fects on individual decisions are different depending on the nature of decisions involved.
3) The most serious problem of using Chinese financial statements is to determine the
true and fair value of the existing joint venture. The majority of the UK companies inves-
tigated think Chinese financial statements cannot provide a true and fair value of the joint
venture. Consequently, these differences affect the assessment of performance of the
joint venture.

4) Accounting differences between China and the UK may be a less serious problem in
terms of initial investment in a joint venture. The most important variables for invest-
ment decision-making are marketability, financial sources and legal requirements for
foreign investment.

5) UK MNC:s in the sample are aware of accounting diversity, and have developed
coping mechanisms for accounting problems. The major approach by UK MNC:s in the
sample to deal with the differences in accounting standards is to establish a separate
financial reporting system using UK standards to account for the investment in, to assess
the performance of, and to determine the value of, a joint venture. Another way to solve
the problem is, with the cooperation of the Chinese partner, to establish a joint venture

accounting system which is similar to the UK system.
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Although the differences between Chinese accounting and western accounting are quite
significant, this study goes well beyond a discussion of the differences. The main con-
cern of the study is whether the differences affect the decisions of foreign investors.
This is an important question because thus far, accounting academics and professionals
have focussed on identifying what the major differences in measurement and reporting
practices and procedures are from country to country.  As a result, there have been calls
for increasing international coordination of measurement of reporting requirements in
order to facilitate the globalisation of capital markets. But the question whether account-
ing differences affect business decisions of users of financial statements has not been
fully discussed. So there is a lack of empirical studies which provide evidence that the
difference negatively affect the globalisation of capital markets. The key question is: do
differences in accounting principles actually hinder users’ business decisions? If they do,
what is effect of accounting diversity on user decisions, and would the benefits of
harmonisation exceed the costs? Until sufficient evidence is accumulated, the efforts to
harmonise accounting standards seem to be premature. This study attempts to provide
empirical evidence on how a particular user of Chinese financial statements uses them

for its decision, and how accounting differences affect that use.

The implication of the study is that the headquarters(HQs) of MNCs use Chinese joint
ventures’ financial statements in a similar manner as a shareholder uses financial state-
ments to make decisions. This is because the HQ normally does not involve day-to-day
management. Although it can be informed of other information, the generation and col-
lection of the extra information is costly and may not be timely. If UK MNCs have
difficulty in using Chinese financial reports, it would be more difficult for other foreign
users if they need to use them. So harmonisation may be justified from the viewpoint of

foreign investors in general.
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3.2 PREVIOUS STUDIES

Thus far, academics and practising professionals have focused on identifying what the
major differences in accounting practices and procedures are from country to country.
As a result, accounting differences across national borders have been well
documented(e.g. Mueller 1967; Nobes 1983; Gray 1980; Choi and Bavishi 1982;
Choi,et al 1983; Gray,et al 1984; Nobes 1988; Tonkin 1989; Weetman and Gray 1990,
1991; Cooke and Wallace 1990).

Yet, while there is a growing appreciation of the existence of accounting differences in
the context of the growing globalisation of securities markets, there is a lack of empirical
evidence as to what extent users of financial statements have difficulty when using the
information to make investment decisions, and to what extent international accounting

differences negatively affect the process of globalisation of securities markets.

Choi(1989) argues that, logically, the design of accounting policies and regulatory pre-
scription must be based on a clear understanding of the impact of accounting diversity on
economic decisions.  Therefore, there is a real need for empirical studies that identify
just who the beneficiaries of such standards might be and the precise nature of those
benefits. Specifically, given the trend toward globalisation of securities markets, it
would be useful to ascertain whether and to what extent the decisions of investors, corpo-
rate issuers, underwriters, and market regulators are affected by international accounting
diversity. That is to say, do differences in accounting measurement rules hinder their
decision processes? If so, do these differences actually impact their capital market deci-
sions in terms of the location of their market activities, the types of securities that are
traded, their information processing or preparation costs, and ultimately the pricing of

foreign securities and a firm’s capital costs?
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Based on this argument, Choi and Levich(1990) make perhaps by far the first attempt to
investigate whether the diversity among national accounting and disclosure practices and
regulations affect the business decisions of major users and preparers of financial state-
ments. The research methodology adopted was to pool the opinions (through extensive
interviews) of 52 knowledgeable market operators, i.e. institutional investors, corporate
issuers, underwriters, market regulators, in the global capital market from Germany,
Japan, Switzerland, the United Kingdom, and the United States. The results suggest that
half of the respondents gave the impression that their business decisions were directly
affected by the international diversity in accounting and corporate reporting practices
while the other half indicated that their decisions were unaffected only because they
could cope with the diversity. Though the study seems rather inconclusive it provides
illuminating discussion on the potential effects of accounting diversity on institutional

cross-border investors, preparers and regulators of corporate annual reports.

On the other hand, the role of accounting information in the relationship of MNC’s
headquarter and its subsidiaries has also been investigated. In particular, how MNC’s
headquarters use accounting information in the financial reports of subsidiaries for deci-
sion-making(e.g. assessment of performance of subsidiaries) is discussed. Hassel(1991)
studies headquarter(HQ) reliance on accounting performance measures(APM) in a
European multinational organisation. The results suggest that HQ relies more on APMs
when dynamism increases. European MNCs typically manage their foreign operations as
a portfolio of relatively independent national businesses(Bartlett and Ghoshal, 1989). In
line with previous work on APMs in a limited country setting(Govindarajan, 1984;
Brownell, 1987), the HQ relies less on APMs in monitoring domestic units that face
environmental instability. However, in the case of geographically dispersed foreign
subsidiaries, the HQ emphasises APMs more when dynamism increases. This is because
of the greater cost and difficulty of using information-intensive alternatives to APMs for

units that are geographically and culturally distant from the HQ.
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Control of foreign operations has been considered to be a greater problem in a MNC than
in a domestic company because of the complex environment facing most MNCs and the
greater geographical and cultural distances separating the sub-units. In a multidomestic
setting foreign operations are likely to be more autonomous and allow for higher national
responsiveness. The fact that headquarters(HQs) typically rely on simple financial con-
trol systems, often designed for home country operations and extended to foreign subsid-
iaries, has generally been seen as a problem in MNCs. Therefore, concern has been
expressed in the multinational accounting literature that the profit-centre concept is not
applicable to MNCs’ foreign operations in general and that simple APMs are not relevant
measures of subsidiary managers’ performance(Hawkins, 1965; AAA 1973,1974; Choi
and Mueller, 1984; Abdallah and Keller,1985). The difficulties of financial control arise
because of the variety of environments across which MNCs operate and from the inter-
dependencies among uni_ts in a multinational context. However, the notion of APMs as
poor surrogates of managerial performance does not necessarily apply universally to all
MNC s independent of their organisation model. A multinational organisation with
autonomous foreign operations seems most amenable to the profit-centre concept and the

use of simple APMs.

The evaluation style studies in single-country settings have found support for the idea
that the environment of the sub-unit determines the bases for HQ accounting
control(Otley, 1978; Govindarajan,1984) or reliance on APMs (Brownell, 1987). When
the environment becomes more uncertain or dynamic, senior managers tend to deempha-
sise the role of budgets. These findings can be contrasted with Egelhof’s(1988) results in
studying MNCs that when the degree of change inherent in foreign subsidiaries’ operat-
ing environment increases, the level of financial performance control exercised by the
parent over the subsidiary will increase. ~ Hassel finds that in the case of foreign opera-
tions the HQ will increase its reliance on APMs as environments become more dynamic.
The reason is that the communication between the HQ and the foreign units with great

geographical and cultural distance is difficult and, therefore, information-intensive alter-
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natives to APMs that are used in a domestic context are not considered feasible or effec-
tive in a multinational context. The environment is an important issue as regards the

question of managerial evaluation style.

The HQ has few alternatives but to rely on APMs and, even if financial measures do not
reflect all the controllable dimensions of the environments, the HQ has to rely on finan-
cial control. In a multinational organisation, the operating entities abroad are autonomous
profit-centres (Bartlett and Gnoshal, 1989) and not subject to intense HQ coordination
which in itself makes the use of APM’s more appropriate. The pattern whereby MNCs
tend to increase performance control, when instability around the foreign subsidiary in
creases, to better monitor subsidiary level performance, has been suggested earlier.
Egelhof(1988) provides support for the idea that the level of HQ financial control in-
creases when product, manufacturing technology, competitive climate, and supplier situa-
tion change increases, i.e., when dynamism in the subsidiaries’ operating environments
increases. Hassel(1991) suggests that reliance on APMs is positively related to dynamism
in the operating environments of the foreign subunits, even if such a relationship is

contrary to the ideal model of efficient APM-management in a single-country setting.
3.3 RESEARCH METHODOLOGY AND SURVEY DESIGN

This study extends previous research on whether and how international accounting dif-
ferences affect business decisions, and how MNCs rely on the financial statements of
foreign subsidiaries for business decisions in the context of relationships in UK MNCs
and Chinese joint ventures. The study provides some evidence as to the question of why
British multinational companies are concerned with the accounting standards used in the

joint ventures and how the problem has been dealt with.

Obviously, the key question of whether accounting differences affect the decisions of

users of foreign financial statements will be determined ultimately by whether or not
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international accounting diversity affects prices of securities and volume and location of
trading in these securities. However, it is very difficult, if not impossible, to determine
quantitatively the impact of accounting differences across countries on security prices.
There are so many macroeconomic and institutional factors affecting securities pricing
and the location and growth of market activity (Choi and Levich 1990,p 35), so that to
isolate accounting effects from other effects of relevant factors is extremely difficult. In
the absence of a well-specified model of the equilibrium pricing of securities in various
national markets( we do not know if all these markets are efficient, or at the same level of
efficiency), it is impossible to determine whether security prices have been misled and
whether international capital flows and portfolio holdings of securities have been subop-

timal.

As a result, instead of providing quantitative measures of the impact of accounting dif-
ferences on share prices, the study gathers information directly from users of foreign
financial reports using different accounting standards. The goal of this study is to ascer-
tain whether foreign users of financial statements experience problems when using the
reports for decision-making, and asks them to describe the nature of these problems. It
also assesses how users cope with accounting diversity and whether their coping mecha-
nisms are successful. It is expected that the study will clarify the nature and scope of the
problems associated with accounting diversity and thereby suggest a set of specific
quantifiable relationships that will provide the basis for further research. If the partici-
pants in the sample are representative of the broader population the findings will suggest
whether international accounting diversity has a significant impact on foreign investment

evaluations.

The study focuses on the relationship between decision-making and accounting differ-
ences. In order to arrive at representative decisions related to accounting information,
the universe of business decisions was stratified into several dimensions-investment,

valuation of assets and liabilities, assessment of performance, and a particular decision
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for joint ventures, i.e. allocation of profit among partners.

To be sure that the information gathered in the study had a direct bearing on the research
questions, participants were sampled who may take an interest in international financial
statements. In the interest of time and resources, the choice was narrowed to UK MNCs.

The participants in the sample met following criteria:

1) The UK MNCs must be among the 100 largest companies. It was decided to include
only large companies, because organisation size may affect the degree of sophistication

that is brought to bear on dealing with international accounting differences;

2) The UK MNCs must have a considerable interest in China. This condition is essential,
otherwise problems stemming from accounting differences will not be brought to the
attention of the company. This was decided by looking at the annual reports of UK

companies which disclose a principal interest in China.
3) The UK MNCs must have at least one joint venture in China.
4) The joint venture operation is disclosed in the annual report.

Out of the 100 largest UK companies, 13 have disclosed their interest in China because
the operations in China were deemed to principally affect the accounts of the group
companies in their 1991 consolidated annual reports. Among them 9 have joint ventures
in China. Another four companies have 100% owned subsidiaries in China, or their
interest in China is from their Hong Kong subsidiaries. The final version of the sample
included 8 companies which have joint ventures in China, and disclose the operation in
their annual reports and 1 company which has a Chinese joint venture, but did not
disclose it in the 1991 annual report. One company has two joint ventures in China. So

the study is involved with 9 UK companies and 10 UK-China joint ventures(see Appen-
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dix 3-1). There were 10 people from these companies representing the 10 joint ventures
who joined the research project. These companies selected all have a significant degree
of involvement in terms of direct investment in China. However, because of the limited
resources available, the sample is not large. However, 8 out of 9 UK MNCs which meet
the criteria were investigated. The findings should thus be fairly representative of UK

MNGC:s which have joint ventures in China.

The focus here on Chinese joint ventures and foreign MNCs is motivated by the fact that
the case of Chinese joint ventures provides an opportunity with a unique advantage to
explore the association between accounting differences and decision-making. This is

because:

1) Chinese financial measurement practices and disclosure requirements depart quite
significantly from international norms and developed Western countries’ standards. The
scope and depth of the differences in objectives, conceptual frameworks, regulations and
practices of accounting between China and most Western countries should be greater
than the differences perceived between western countries, e.g. between UK and USA, or
between UK and continental European countries, though the influx of foreign investment
has pushed Chinese accounting closer to international standards. Accordingly, the dif-
ferences of accounting may be significant enough to have a noticeable or observable

effect on business decisions.

2) China is a geographically far away and culturally unfamiliar country for UK investors,
so that it is expected that UK MNCs will rely on the joint venture’s formal financial
statements as the main information source for their decisions. Thus it is possible to iso-
late the effect of accounting differences on decisions from other factors relevant to deci-
sions, e.g. general economic information about the industry and the country, though it is
not expected that UK MNCs would make decisions based only on accounting informa-

tion.
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3) Foreign MNCs which have joint ventures in China are the main users of Chinese
financial statements, because joint ventures are required to submit financial reports to
foreign partners. The Chinese capital market is very young and foreign companies are
not allowed to be listed on Chinese stock exchanges. Very few Chinese companies have
begun to issue their stocks abroad, and are yet to be listed in international capital markets
in Europe, America, Japan and Hong Kong. But Chinese companies are going to the
world, eventually, and inevitably accounting differences will be revealed to other interna-
tional capital market participants, such as investors, underwriters, bankers, and so on.
The experience of UK MNCs will thus be valuable for other foreign users of Chinese

reports.

However, the study emphasises the distinction between UK MNCs and other potential
ordinary foreign users, because UK MNCs are not external users of the financial infor-
mation. The MNC partly controls the joint venture so that other information is available.
But this study shows that most British MNCs rely on the information for their deci-
sions. In fact, some of the British MNCs use the financial statements as the main source
of information for their decisions. In this sense, the study of British MNCs might be
applied to other external users. The difficulty the British MNCs encounter may be the

same as, or similar to, other users of Chinese financial reports.

Besides reporting purposes, the study also notices the economic consequences of interna-
tional accounting differences and the cash flow effect of differences. Imagine the situa-
tion of two countries A and B. A is using income-increasing and B is using income-
decreasing accounting standards. If tax is based on reported income, then companies in
country A will have higher tax obligations than in country B. The question is, will
investors transfer fund from A to B, in order to avoid higher tax obligation, if other

things are the same, or unchanged?
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The research presented here is on a case study basis for 9 British MNCs which have
joint ventures in China using questionnaire and interview techniques. The interviews
conducted were structured but open-ended. The questionnaire includes factual and beha-
vioural questions relating to decision processes, information requirements, nature of
accounting diversity, coping mechanisms, and capital market effects. In addition to
responses of the yes/no variety, most questions were left open-ended to enable the re-
searcher to learn more about why a particular response was given and the nature of such
a response. A sample of the interview questionnaire used is included in the Appendix 3-
2. Before personal interviews were conducted, the questionnaire was sent to the
company in order to let them be familiarised with the purpose of the study and the ques-
tions to be discussed. The individuals surveyed were mainly senior financial managers
but there were also some non-financial managers who have worked in Chinese joint
ventures as executive managers. The interviews with the non-financial managers were
helpful, for they provide some first-hand information about management in Chinese joint
ventures which makes some situations clearer. All the respondents in the study were
high enough in the management hierarchy to have decision responsibility, that is, actual-
ly make international investment and other decisions. All survey subjects were promised
that their names, company characteristics and remarks would be kept confidential. An
analysis was made of recordings and notes taken during and after the interviews and of
information supplied by returned questionnaires. Word by word quotes are given where
appropriate. They have been edited only as much as necessary to prevent the identifica-
tion of interviewees of companies. No real company names are given, and a company
named Company A in one section will not necessarily be the Company A of another

section.

To the best of my ability, I coded answers that were most representative of the opinions
expressed in the survey and actions taken by the organisations. The case report includes
all critical pieces of evidence, and crucial rival hypotheses are considered. The research-

er hopes the approach used in this study that combines questionnaire and structured
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interview techniques will take advantage of the merits of both methods and avoid the
shortcomings of each method. For example, mail questionnaires may cause misunder-
standings, and in personal interviews the interviewer may exert bias on the answers.
This approach was chosen because, with the non-quantitative nature of the study, it
seemed an appropriate method to produce the wide-ranging and intuitive answers and
personal opinions aimed for. This is why only very limited statistical tests have been
applied in the study. It should also be noted that the answers of the individuals
interviewed are naturally subjective and need not always be identical with the attitudes
and policies of the respective company. Finally, given the research methodology chosen,
the analysis was undertaken without the benefit of an explicit conceptual framework.
This inevitably created problems when attempting to explain the findings. Undoubtedly
the development of such a conceptual framework is an area worthy of further

consideration by all involved in research in this area.

Because of these, the interpretation of the results of the study is subject to the limitations
imposed by the scale of the study and the research method used. The study uses a sample
of 9 companies and therefore does not claim to be a representative study of UK MNCs
which do not have joint ventures in China. So that all conclusions from the survey may
be sample specific. Any generalisation from it must be cautious. The term "UK MNCs"
used in all the main conclusions of the study means "UK MNCs in the sample" , though

the words "in the sample” or "surveyed" may be omitted for convenience.

On the other hand, since the study is only on a case study basis, a case study generalisa-
tion logic, rather than statistical generalisation logic, should apply. Yin(1989) suggests
that when a "how" or "why" question is asked about a contemporary test of events, over
which the investigator has little or no control, there is a tendency to view a case as a
sample of one from which statistical generalisation is not possible. Even multiple-case

designs involving half a dozen cases are suspect. This is not how the generalisation
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from case studies works. Yin(p.43) make this point strongly: "Critics typically state that
single cases offer a poor basis for generalising. However, such critics are implicitly
contrasting survey research, where "sample"(if correctly selected) readily generalises to a
larger universe. This analogy to samples and universes is incorrect when dealing with
case studies. This is because survey research relies on statistical generalisation, whereas
case studies...rely on analytical generalisation. ...As with experiments replication logic is
followed. Replication may be sought by studying sets of similar and dissimilar cases. If
the additional cases result in patterns of evidence which match back to theoretical pat-
terns then support for the generalisability of the theory is strengthened. ...The main point
is that sampling logic is not applicable in case research, replication logic is."
Eisenhardt(1989) in management and Scapens(1990) in accounting also address this

distinction between the different forms of generalisation.
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3.4 SOME RESULTS

3.4.1 UK MNCs’ investment in Chinese joint ventures

Table 3-1 presents the business information about the joint ventures and related UK
MNC:s. Chinese joint ventures with UK MNCs have a larger investment than average.
Chinese-UK(MNC) joint ventures have an average total investment(including debt and
equity) of $20.84m, 80 times as large as that of the whole population(n=1037). The
largest joint venture has a total investment of $100m. This is because there are a great
many other joint ventures with small partners from nearby areas, e¢.g. Hong Kong,
Macaw and Taiwan, taking advantage of similar culture, language, and are close to
China. A lot of small companies in these regions benefit from the opportunity of invest-
ing in Chinese joint ventures. These joint ventures are usually small and medium sized.
But it is more difficult for small domestic UK companies to involve a great deal of in-
vestment in a geographically unfamiliar country such as China, because of lack of expe-

rience and financial resources.

UK MNCs also commit themselves to a longer period of joint venture business. The
average business life of a Chinese-UK(MNC) joint venture is 27.13 years, almost double
that of other joint ventures(14.76 years). The maximum business life agreement is also as
long as half a century. But the average share of equity of a Chinese-UK(MNC)joint

venture(31.83%) is lower than that of other joint ventures(41.43%).
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Table 3-1 UK MNCs’ joint ventures in China

UK MNCs’ JVs in China Whole
(n=10) population (n=1037)
(see table 5-1,
5-2, chapter 5)

Total average maximum minimum average
investment $20.84m $100m $7m $0.257m
Share of 43.65% 51% 12.5% 41.43%

equity

Duration of 27.13 50 15%* 14.76

business (years) (years) (years) (years)

* two joint ventures have an undefined business duration

The results perhaps suggest that some UK MNCs in the sample are determined to enter
the Chinese market with an investment scale , and business term well above the average
level. But, most UK MNCs in the sample are not willing to share more than 50% of the
business risk. After all, to most UK companies surveyed, even though they are interna-
tionally diversified, China is a relatively unfamiliar investment environment. It may be

safer to let local partners share more business risk.
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3.4.2 UK MNCs’ objectives of investment in China

The first concern of the study is whether accounting differences damage the objectives
of foreign investment in China. There was a fear by the Chinese government that so
many differences in accounting would adversely affect foreign investors’ decisions to
create joint ventures in China. Consequently, joint venture accounting regulations were
issued in order to encourage foreign investment. However, it is not very clear how
accounting differences are related to the objectives of foreign investment and whether
accounting seriously affects these objectives. So it is important to understand what these
objectives are, and how accounting is related to these objectives and the factors associat-

ed with investment decisions.

Three basic objectives of investment in China often found common in the literature(e.g.
Pearson 1991 ) were provided for consideration by the people surveyed: 1) to have
access to a potentially huge market; 2) to achieve a higher level of profitability; and 3) to
have access to cheap labour. They were asked to add whatever they think their other
objectives are, and indicate the relative importance of these objectives by ranking every
item( 5 scale, 1-not applicable, 5-very important). Then the relative importance of each
item was decided on the basis of their average rank. For example, 8 rank "to have access
to a potentially huge market" at 5, and two rank it 4, then this item gets an average rank

4.80:
(5*8 + 4*2)/10 = 48/10 = 4.80.
This rank is between important(rank 4) and very important(rank 5).
The results are summarised in table 3-2. To have access to a potentially huge market is
the most important objective(average rank 4.80). The next objective is to achieve a

higher level of profitability(average rank 3.90). To have access to cheap labour is the
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least important objective. Meanwhile, one person added that, to maintain market leader-
ship, and two added that, to provide service to customers, are their primary objectives of
creating joint ventures in China. But these two objectives are in fact another statement
relevant to the market factor. Thus it can be concluded that market presence is the first
and most important aim of British MNCs in the sample to establish joint ventures in
China. It should be noted that marketability may not be necessarily the same thing as
profitability. A new comer in a market may suffer from losses at the beginning, then
make profits. In the case of UK MNCs in the sample, their strategy seems like that, i.e.

to enter the market first and then make profits.

If to maintain or expand market share is the primary purpose of foreign investment in
China, it is doubtful that accounting differences can do anything to damage this objec-
tive. So it is believed that accounting differences will not directly affect the investment
decision. But, it should be noted that, as long as profitability is of concern, most people
surveyed believe that accounting differences may affect the cash flow of a joint venture.
This is particularly relevant to the tax obligation, as their reported profit should be the

same as taxable profit according to the Chinese regulations.
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Table 3-2 UK Multinationals’ objectives

of investment in China

(n=10)
Objective Score average
rank
to have access to a 48 4.80
potentially huge market
to achieve a higher 39 3.90
level of profitability
for access to cheap labour 27 2.70
to provide service to customers 10
to maintain market leadership 5

—— — —— —— - T ———————_— T ——— — — —— v - W - — — — — T Wwe e - e -
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3.4.3 Factors relevant to investment-decisions

Are local accounting regulations among factors relevant to decisions considered by UK
companies? In other words, do UK companies take accounting differences into account
when making investment decisions? The answer is, they will, if UK companies think it
would significantly affect their objectives, either favourably or adversely. From pilot
interviews and the literature review six factors including accounting regulation are se-

lected for discussion:

1 marketability; 2 legal requirements for foreign investment; 3 availability of financial

resources; 4 labour sources; 5 tax incentives; 6 accounting regulations.

Some of these factors are similar to the objectives, e.g. marketability, labour sources.
Others are means to achieve the goals, e.g. financial resources, and environmental fac-
tors, legal requirements, tax and accounting rules. Similarly, respondents were asked to
indicate the main factors they took into account in the decision to create a joint venture,
and to indicate the relative importance of these factors by ranking each item( 5 point
scale, 1-not applicable, 5-very important). Then the relative importance of each item is

decided on the basis of its average rank.

The results are summarised in Table 3-3. Again, marketability got the highest rank 4.89.
Next was legal requirements for foreign investment; followed by availability of financial
resources, labour sources, tax incentives and accounting regulations. One respondent
added that avoidance of import duties was one of the most important factors to be taken
into account. The result is consistent with the objectives of MNCs that market presence

or marketability is the most important objective.
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Table 3-3 Factors relevant to decision-making

of UK MNCs’ investment in China

(n=10)
Factors Score average
rank
marketability 48 4.80
legal requirements for 42 4.20
foreign investment
availability of financial 39 3.90
source
labour source 38 3.80
tax incentives 37 3.70
accounting regulations 32 3.20
avoidance of import duties 5
reliability of local partners 5
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The conclusion is that, although the accounting factor is not the priority for considera-
tion, accounting is not irrelevant to investment decisions. This is because the tax obliga-
tion will vary if different accounting methods are used, and accounting would thus
affect the joint venture’s cash flow and the assessment of performance. As one intervie-
wee put it, "When a decision is made, we consider accounting differences, though do not

take it seriously."
3.4.4 How UK companies use original financial statements of joint ventures

When a decision is made to create a joint venture, other decisions which are related to

joint ventures are:

(1) assessment of the joint venture’s performance;

(2) determination of the joint venture’s value;

(3) determination of the value of the UK company’s share of equity in joint ventures;

(4) allocation of profit of the joint venture between partners.

Now the study goes on to investigate how accounting information is related to these
decisions, and how UK HQs rely on the original financial statements of joint ventures to
make such decisions. This information can be acquired by the frequency of the use of
these statements by UK companies. If the companies involved are frequently using
financial reports, this indicates that the companies rely heavily on them. On the other

hand, if the HQs hardly or never use these reports, this suggests the financial statements

are not useful.
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The study focuses on the principal financial statements prepared by joint ventures, i.e.
income statement, balance sheet and statement of changes in financial position. These
are the formal financial reports which Chinese joint ventures are required to submit to
both Chinese and foreign partners, and the Chinese authorities as well. The financial

statements must be prepared according to Chinese joint venture accounting regulations.

Table 3-4 shows the responses to the question as to how often the company uses the
financial statements prepared by the joint venture in China. No company said they
never use them. 8 companies said that they very often or often use the financial state-

ments, but 2 said they hardly use them at all.

The results suggest that most UK HQs rely to a significant extent on original accounting
information in the financial statements of joint ventures. This is consistent with previous
studies that HQs of MNCs rely on more accounting information when dynamism in-
creases. In order to further understand how this financial information is useful for busi-
ness decisions, the use of these reports are related to defined purposes, and respondents
were asked to indicate whether they use these reports to make a specific decision. The

results are summarised in Table 3-5.
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Table 3-4
How often the headquarters of UK MNCs use

joint venture’s financial statements

(n=10)
Very often Often Hardly Never
Frequency 4 4 2 0
Table 3-5

Purposes of UK headquarters to use

joint venture’s financial statements (n=10)

- — —————— — ——— —— ——————————— S —— — — Yo — —— — - - ———————— Y~ —

Purposes Yes

(1) For the assessment of the 6

performance of the joint venture

(2) For the determination of the 4

value of the joint venture

(3) For the determination of the 4

value of your share of equity of

the joint venture

(4) For the allocation of profit 8

of the joint venture between partners
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UK companies appear divided as to the necessity or utility of the financial reports in
terms of assessment of performance. 6 respondents said they use the reports for assess-
ment of performance of the joint ventures involved, but 4 said "no". Most UK HQs do
not use the reports for the purpose of determination of the value of the joint venture and
its share of equity in the joint venture. However, the reports are particularly useful in
allocating profit between partners. 8 companies said they used the reports for this pur-

pose. Only two said that they did not.

Further, the usefulness of individual financial statements was discussed. Respondents
were asked to  indicate the relative importance of the principal financial statements of
the joint ventures in relation to the defined business decisions. Respondents were asked
to rank each financial statement from 1, not applicable, to 5, very important for the relat-
ed purpose. Then the relative importance of each statement was determined on the basis
of its average rank. The higher the rank, the more useful the statement is. Table 3-6

shows the results of the investigation.
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Table 3-6 Relative importance of individual financial

statements (n=9)
Average rank

assessment of Determination Allocation

performance of wvalue of profit
i)balance 4 3.89 4,22
sheet
ii)income 4.33 3.89 4.56
statement
iii)statement of
changes in 4.11 3.44 3.78
financial position
Average rank 4.15 3.74 4.19
Notes:

Overall
average

a: For the purpose of assessment of performance(column 1)
Score Average

i)balance sheet 36 36/9=4

ii)income statement 39 39/9=4.33

iii)statement of changes

in financial position 37 37/9=4.11

Average rank: (4 + 4.33 + 4.11)/3 4.15

b: For the purpose of determination of true value(column 2)
Score Average

i)balance sheet 35 3.89

ii)income statement 35 3.89

iii)statement of changes

in financial position 31 3.44

Average rank: (3.89 + 3.89 + 3.44)/3 = 3.74

c: For the purpose of allocation of the profit of the joint

venture between partners(column 3)

Score Average
i)balance sheet 38 4.22
ii)income statement 41 4.56

iii)statement of changes

in financial position 34 3.78

Average rank: (4.22 + 4.56 + 3.78)/3 = 12.56/3 = 4.19

average rank

d: Overall average rank(last column)
i)balance sheet (36 + 35 + 38)/27 = 109/27
(line 1) or(4 + 3.89 + 4.22)/3
ii)income statement (39 + 35 + 41)/27 = 115/27
(line 2)
iii)statement of changes
in financial position (37 + 31 + 34)/27 = 102/27

(line 3)
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Column 1 of table 3-6 indicates the relative importance of each financial statement in
terms of assessment of the joint venture’s performance. The income statement is per-
ceived by UK HQs to be the most important report in the decision as to whether a joint
venture is going well or not. The balance sheet is the least important statement among the
three principal financial reports for assessment of performance. Column 2 suggests that
for the determination of the value of the joint venture, the balance sheet and income
statement are of the same importance, and the statement of changes in financial position
is the least useful source of financial information. Column 3 shows that the income
statement is the most important source of information for the allocation of profit, while
the statement of changes in financial position is not very useful. The last column is the
overall average rank of each report in relation to all the main purposes defined. The
income statement is regarded by UK companies as the most important and useful finan-
cial report for these business decisions (average rank 4.26), while the statement of

changes in financial position gets the lowest rank of 3.78.

The first line of the table gives the information about the relative utility of the balance
sheet in relation to the main business decisions. The balance sheet is more useful in
allocating profit than in assessing performance and in determining value. This is rather
strange, because information in the balance sheet appears more related to the value of

assets and liabilities than earnings.

According to the second line, the income statement is also ranked highly for the purpose
of allocation of profit. In fact, the Table shows that the income statement gets the high-
est rank(4.56) for the purpose of allocation of profit. The next highest rank is also for the
income statement in assessment of performance. The third highest rank is for the balance
sheet in allocation of profit. However, the income statement is also relatively less impor-
tant in the determination of value, compared with its rules for other decision-making.

Line 3 suggests that the statement of change of financial position may be more useful in
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assessment of performance than determination of value of the enterprise(lowest rank in

the table is 3.44).

The final line of the table indicates that, taking all the three reports as a whole, they are
less useful in the determination of value than in the allocation of profit and assessment of
performance. This is consistent with the fact that UK companies use these reports more
to assess performance and allocate profit than to determine the value of the joint venture

and its share of equity in the joint venture.

Though the study only involved 9 UK companies and 10 joint ventures (respondents),
many results cross-check, and are consistent with each other. For example, the result that
the main reports are relatively less important in determining the value of a joint venture
is consistent with the result(table 3-5) that most UK companies do not use the reports to
determine the value and express the opinion that these financial statements cannot pro-

vide a true and fair view of the value of a joint venture.

It can be concluded that UK HQs rely to a significant extent on accounting information

in the financial statements, because most of them frequently use the financial reports.

However, these reports are not equally important in terms of the main decisions involved
in a joint venture. UK companies focus on the assessment of performance of joint ven-
tures and allocation of profit when using the principal financial statements. These state-
ments are not perceived to be very useful particularly for the purpose of determination
of the true value of a joint venture. Therefore, most UK companies do not use them for

this purpose.
Individual financial statements are appreciated differently in terms of specific decision
purposes. Generally speaking, the income statement is the most important and useful re-

port, and the statement of changes in financial position is the least. However, for the
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purpose of assessing performance, the statement of changes in financial position ap-

pears more important than the balance sheet.
3.4.5 What are the problems with the financial reports of joint ventures

It should be noted that there are still a few UK HQs which hardly use the financial state-
ments of joint ventures to make decisions. Even those which often or very often use the
statements report that these financial statements are not very useful for the determination

of the value of the joint venture.

Thus the study further examines the main problems of the financial statements in relation
to business decision. If the financial reports can be useful for decision-making, they
should provide a true and fair view of the financial position and results. Thus two ques-

tions are discussed in particular:

1) Can Chinese joint venture accounting regulations for the measurement of profit

provide a true and fair profit for the joint venture? and

2) Can Chinese joint venture accounting regulations for the valuation of assets and li-

abilities provide a true and fair value of the joint venture?

The two questions are somewhat related, but their purposes are distinguishable. Meas-
urement and valuation are the fundamental objectives of accounting. If accounting
information is of any use, it should be correctly reflecting economic reality, i.e. to give a
true and fair view of financial position and result of an enterprise. If financial reporting

fails to do this, any decision based on these reports will be bound to be wrong.

Unfortunately, it is difficult to decide whether a financial statement is true and fair or not.

In practice, particularly in the UK and USA, it is left to professional judgment. So it is
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believed in this study that the opinions from UK MNCs may be an indicator of the true-
ness and fairness of the financial statements of Chinese joint ventures. The answer of
each respondent is given 1 to 5 point, i.e. the answer strongly disagree is given 1 point,
and disagree is given 2 points, and so on, and strongly agree is given 5 points. The
average score of all respondents is an indicator of the degree of satisfaction of the re-
spondents towards the joint venture book profit and value. The average score is then
compared with 4, an agree point, and 5, strongly agree point. A paired t test is used. If
the average score is significantly less than these two figures, that means the respondents

hold negative view on joint venture book value and profit. The results are summarised in

Table 3-7.

Table 3-7 Views of UK MNCs on book profit and
value of joint ventures
(n=10)

Question 1: "Can Chinese joint venture accounting regulations for valuation of assets
and liabilities provide a true and fair value of the joint venture?"

Question 2: "Can Chinese joint venture accounting regulations for measurement of profit
provide a true and fair profit for the joint venture?"

strongly neutral/no strongly

disagree disagree opinion agree agree
answersto 0 6 3 1 0
Question 1
answers to 0 4 3 3 0
Question 2
paired t test:

mean score standard ot degree p
deviation of freedom

view on value 25 0.707 2.5<5 11.18 9 0.000
view on value 25 0.707 2.5<4 6.71 9 0.000
view on profit 29 0.876 2.9<5 7.58 9 0.000
view on profit 29 0.876 2.9<4 3.97 9 0.002
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The answers to the two questions indicate serious problems about joint vcntufc financial
reporting. Only one of these respondents thinks that these reports can provide a true and
fair financial view about the value of joint ventures( one agrees, 6 disagree and 3 neutral
to the statement). In terms of profit measurement, things are a little bit better. Two
persons who think the financial reports cannot provide a true and fair value, however,
think they can provide a true and fair profit. The results of paired t tests in table 3-7
suggest that the respondents tend to hold a negative view on joint venture profit and
value which significantly departs from a positive view, i.e. agree or strongly agree with
the joint venture book profit and value. This result is consistent with the results presented
in the previous section that most UK companies do not use these reports to determine the
value, and that the main reports are relatively less important in determining the value of

joint venture from the point of view of UK respondents.

Most people who do not believe that a true and fair financial view is provided from
Chinese regulation think that the rule is likely to provide overstated profit and value. For

example, in the words of one respondent:

"The Chinese accounting rules as described here distort
and tend to increase profit by our standards. These rules
also increase value of inventories and receivables by our
standards. "

When asked why they give this negative answer, some respondents list the following
unsatisfactory accounting treatments which distort the value and profit of joint ventures:

"Chinese accounting treats workers fund (i.e. workers’
welfare fund) as a reserve. But this fund is actually a
expense rather than a reserve."(A)

"Chinese accounting regulations for fixed assets cause serious
problems and set unrealistic rules for the useful life of assets. For
example, the old assets contributed to the joint venture are
depreciated at the same rate as the new joint venture assets. Intangible
assets should be allowed to be written off immediately."(A)

"We consider that unrealised exchange gains/losses, provi-
sions for doubtful debts, the concept of lower of cost and
net realisable value are crucial to provide a true and fair
view on the financial statements."(B)

But one person thought the value would be understated:
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"I think the value is not true and fair, because historic cost
understates fixed assets."(C)

People who do not want to give a definite answer to the question seem to understand the
different situation between China and UK. To quote one respondent:

"We use western management accounting to view the joint
venture. Differences between our view and the Chinese are
somewhat revealing. Whilst we believe our view is on the
whole ’true and fair’, I would not claim to be right every
time."(A)

One person stands neutral to the question, but expresses the following opinion:
"With the exception of foreign currency transactions, the

measurement of profit (in the new regulation) is reasona-
ble."

The same person makes a comment on the valuation issue:
"I don’t know whether the value is true and fair or not. But

changes in Chinese accounting regulations in hand will
improve the situation.”

It is interesting to note that there are some people who think the regulations can not
provide a true and fair value, but at the same time think it can provide a true and fair
profit of the joint venture. They tend to think it is necessary to see the different effects of

accounting treatments on profit and value of the joint venture. To quote one respondent:

"Differences in accounting treatment for stock valuations,
bad debts provisions, etc., should not materially affect
reported profits. So profit should not be far away from
true and fair. But historic cost understates fixed assets,
which damages the true and fair view of the value of the
joint venture."

Another person also viewed the measurement of profit and valuation of assets differently.
He agreed with true and fair profit, but stands neutral about true and fair value. He
supplies the following opinion which means disclosure can remedy the measurement
problem:

"Profit measurement and reports subject to any major

deviation from international standards are disclosed in the

footnotes of Chinese joint venture financial reports, so that
the profit will not be misleading."”
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This person’s view of valuation was:

"When the asset is not marketable in the current Chinese
context, different accounting methods in valuation of
assets do not make any difference. When the market
becomes mature, it does."
The only person who think the reported value and profit is true provides following rea-
son:
"To the extent that profit does not reflect potential stock
obsoleteness or bad debts reported profit can be overstated.
The impact can be assessed from the published accounts-
stocks obsolete from the notes, fund transmission from
specific reserve movement. Our joint venture has simple
product portfolio and a simple customer-the foreign inves-

tor- so bad debt and stock obsoleteness is not a serious
problem. "

It is strange that, though few think Chinese financial statements can provide a true and
fair view, most UK HQs still extensively use them. This perhaps reflects the fact that
creating an additional information source is not easy, given the geographical and cultural
diversity between HQs and its subsidiaries and joint ventures. These information sources
may be costly or not timely, or may not be better than the original one. Even if the addi-
tional information is available, they can supplement the original accounting information,
but cannot replace them, and eliminate the reliance of HQs on the original financial

statements.

However, if it is true that Chinese financial statements are not true and fair, and at the
same time that UK HQs have to rely on this information, this could be a serious prob-
lem. Based on the problematic information, UK companies may make biased judgments
about the performance of the joint venture, and the value of the joint venture. Also, this

may cause an unfair allocation of profit between the joint venture’s partners.

These results provide evidence that diversity in measurement and disclosure affect busi-
ness decisions of users of financial statements. The significance of the impact of diversity

on various decisions is different. Some decisions may be seriously affected, but others
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may be slightly affected, according to the nature of the decision, and how deeply and

exclusively it depends on the information.

UK HQs are only one of the users of Chinese financial statements. The study does not
attempt to extend the results to other foreign users. The difference between UK compa-
nies which have joint ventures in China and other users is obvious. UK companies have
the advantage which other users do not have, so they are in a better position to under-
stand accounting differences. But, given the complexity of the situation, it is doubtful
that other naive users are able to adjust for accounting differences and cope with the

problem.

This evidence may support the effort of harmonisation of accounting standards across
countries for the benefit of foreign users. The next section discusses what the inappropri-
ate accounting treatments are, which lead most UK companies to think that the financial
reports are not true and fair. The following section discusses changes of accounting

regulations, i.e. harmonisation, which UK companies would like to see.

3.4.6 Individual accounting treatments

What is wrong with the accounting regulations which lead to the perception of untrue

and unfair financial statements? The study focuses on the main differences which may

cause problems:

1) accounting treatment for stock, i.e. no concept of lower of cost and net realisable

value for stock in China;

2) accounting treatment for fixed assets, i.e. no re-valuation of fixed assets in China;
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3) accounting treatment for foreign exchanges, i.e. different treatment of gains and loss-

es;
4) accounting treatment for intangible assets.
Assessment of the significance of accounting differences:

The study first highlighted some significant accounting differences used in joint ven-
tures in valuing assets and liabilities between China and the UK, and asked the people
surveyed to rank the relative importance of these different accounting methods (5 scales,

= not important, 5 very important). The relative importance of each method is judged
on its total score. For example, one ranks "no concept of lower of cost or net realisable
value for stock in China" 5, five rank it 4, three rank it 3, and one rank it 2. So the total

score of it is:
1*5+ 5*%4 4+ 3*%3 + 1*¥2 =36

Besides the major differences, the people surveyed were also invited to add any different

treatment they think important. Table 3-8 summaries the results.
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Table 3-8 Relative significance of accounting differences

between Chinese and UK accounting (n=10)

score
i)no concept of lower of cost or 36
net realisable value for stock in China
ii)no re-valuation of fixed assets in China 30
iii)no provisions for possible losses(e.g bad debts) 36
iv)different treatment 37
of foreign currency transactions
Other (respondent additions)
v) capitalisation of start up cost including interest. 5
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It was expected that no concept of lower of cost or net realisable value in China would
be the most serious problem. However, it turns out to be that the respondents are mar-
ginally more uncomfortabl~c with the different treatment of foreign currency transactions.
The main difference is that Chinese regulations allow a joint venture to recognise only
realised gains and losses, while the UK standard permits a recognition of unrealised
losses in the current profit and loss account. Most joint ventures are involved heavily in
foreign currency transactions. The accounting treatment of foreign currencies may be
more important than that of stock. The respondents pay equal attention to the problem of
no concept of lower of cost and net realisable value and no provisions for possible loss-
es(e.g bad debts) in China. No re-valuation of fixed assets is the least important dif-

ference among those listed.

The study now continues with a discussion of detailed accounting treatments. It lists
each accounting treatment, and after giving a brief description, the UK companies sur-
veyed were asked to answer the question of whether the accounting regulations are
appropriate for their joint ventures. The following is a brief description of individual
accounting treatments in joint venture accounting regulations(1985 version):

Accounting for stocks

Generally speaking, historical cost, using FIFO or the weighted average method for the
determination of cost of sales, and the disclosure of net realisable value are the main

features of the accounting regulations for stocks in Chinese joint venture accounting.

Accounting for fixed assets

Accounting regulations for fixed assets are featured normally by historical cost, non-

revaluation, and straight-line depreciation in Chinese joint ventures.
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Accounting for goodwill

The accounting regulation for purchased goodwill requires the use of historical cost
which should be written off during its useful life, or 10 years, but not longer than the

duration of the joint venture(it cannot be written off immediately against equity).

Accounting for patents and Know-how

Purchased patents and know-how are normally accounted for by historical cost which
may be written off over its useful life or 10 years, but not longer than the life of the joint

venture(Regulation).

Accounting for organisation expenses(start-up cost)

Organisation expenses(start-up costs) are normally accounted for by historical cost

which should be written off in a period not less than 5 years.

Accounting for use of land

Accounting regulation for the right to use a site for the joint venture is that the right is

treated as an intangible asset.

Accounting for extraordinary items

In the regulation, extraordinary items are defined as gains and losses on investment in
other organisations, gains and losses on disposal of fixed assets, donation expenditures

and receipts, bad debts and extraordinary damage. Prior year adjustments are excluded.

Accounting for foreign currency transactions

The principle in the accounting regulations for foreign currency transactions is that all
foreign exchange gains and losses cannot be recognised in the current income statement
until realisation.

Table 3-9 presents the respondents’ answers to the questions.
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Table 3-9 Appropriateness of individual

accounting treatments of joint ventures

(n=10)

Accounting for It is appropriate for your joint venture?
strongly neutral/no strongly
disagree disagree opinion agree agree

stock 0 1 2 6 0

fixed 0 2 1 7 0

assets

goodwill O 1 6 3 0

patents 0 1 7 2 0

start 1 3 2 4 0

cost

use of 0 3 2 5 0

land

extra. 0 6 2 2 0

items

foreign 1 7 0 2 0

currency
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Respondents’ views are summarised as follows:

Accounting for stocks: Lower of cost and net realisable value is so overwhelmingly
recognised in Western countries that it was expected that the Chinese regulation which
does not allow the principle would cause the most serious problem. Surprisingly, most of
the UK MNCs turn out to be satisfied with the accounting treatment for stocks(6 agree, 2

neutral and only one disagreed with the statement).

Accounting for fixed assets: Most British companies are satisfied with the accounting
treatment for fixed assets. The Chinese accounting treatment for fixed assets is similar to
UK standards, except for re-valuation, since joint ventures are allowed to use accelerated

depreciation methods.

Accounting for goodwill: Most respondents have no opinion about whether the account-
ing treatment for goodwill is appropriate or not(6 no opinion). This is because very few
joint ventures have goodwill. According to another survey(see chapter 5), among 86 joint
ventures surveyed, only one reports an intangible asset of goodwill. Thus, the companies
which have no goodwill are not in a position to comment on the accounting regulation

for goodwill.

Accounting for patents and know-how: As with goodwill, most respondents are not sure
about the appropriateness of the accounting treatment for purchased patents and know-

how(7 no opinion).

Accounting for organisation expenses and use of land: Organisation expenses(i.e. start-
up costs) are the main intangible assets of a joint venture(see chapter 5). Accounting
treatment for it is quite simple. Organisation expenses must be capitalised and should be

written off in a period not less than 5 years. The results are inconclusive with 4 satis-
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fied(i.e.agree), 3 unsatisfied and 1 very unsatisfied. UK companies appear also divided

as to the appropriateness of the accounting treatment for the use of land.

Accounting for extraordinary items: Most respondents are unhappy with this treatment.

6 are unsatisfied and only 2 are satisfied.

Accounting for foreign currency transactions: This seems the most unsatisfactory
method. 8 companies disagree or strongly disagree that the treatments are appropriate
for their joint ventures. When asked to comment on it, one respondent said: "The treat-

ments are too conservative for gains, not conservative enough for losses."

In sum, accounting treatments for foreign currency and extraordinary items are perceived
by UK MNC:s to be the most problematic methods. Accounting for start up costs and use
of land may also cause problems. Accounting for stocks and fixed assets seem appropri-

ate to most joint ventures.

3.4.7 How UK MNC:s deal with the accounting problem

Since most UK companies are aware that Chinese joint venture accounting cannot
provide a true and fair view of the financial position and results, but at the same time,
they still use them, they must be able to cope with the accounting differences in order to
avoid making wrong decisions based on the original information. It is interesting to find
out how UK MNCs deal with these problems. Basically, there are two approaches: UK
companies establish separate financial reporting systems, or help the joint venture to
design an accounting system which uses as many as possible UK standards. The results

are summarised in Table 3-10, 3-11.
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Table 3-10
UK MNCs’ separate financial reporting systems
(n=10)
Question: Do you have your own financial reporting system
for the joint venture, in which some different accounting

methods and policies may be used from that used by the joint

venture?
Yes 6
No 4
Table 3-11
The purposes of establishing UK MNCs’ own
and separate financial reporting system
Purposes answer

Yes No
(1) For assessment of joint
venture’s performance 6 0
(2) For determination of joint
venture’s value 2 3
(3)For determination of wvalue
of equity share ' 3 3
(4)For allocation of profit
between partners 2 3
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Most UK MNGC:s solve the problem by establishing a separate financial reporting system
using British standards(table 3-10). The primary purpose of the system is to assess the
performance of the joint venture. There is a consensus among all the companies which
have their own reporting system that the system is for the assessment of the joint ven-
ture’s performance. But they are evenly divided as to the necessity and utility of the
separate reports for the determination of value and allocation of profit of the joint ven-

tures(Table 3-11).

Rather than creating additional information sources or restating the original financial
statements, other companies are using the alternative approach. They have no intention to
establish a separate reporting system, but try to solve the problem by designing an
accounting system for the joint venture which uses as many as possible UK standards
with the consensus of Chinese partners. For example, the senior accountant in Company
A is actually involved in the designing of the accounting system for the joint venture.
Under the framework of the joint venture accounting regulation, many UK standards are
introduced to the system. Thus UK companies are familiarised with the joint venture
system and in this way the system would not raise serious problems for decision-mak-
ing. These companies are more adept at dealing with accounting diversity in the original
accounting data. This can be more effective, and more timely in coping with the problem

than to restate the financial statements using UK standards every time.

The second approach may be preferable for it is less costly than establishing additional
financial information sources, or restating original reports. Once an accounting system is
created which can satisfy both partners by mutual effort and cooperation, this can elimi-
nate the costs of restating original accounting data or of additional information sources.
Thus the problem of accounting diversity can be solved within the framework of local
regulations. But this depends on how flexible the regulations are, and how seriously a

joint venture’s business transactions and situation is affected by accounting diversity.
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But whenever possible, UK companies should try to take the advantage of the flexibility of
local accounting regulations, and, with the cooperation of Chinese partners, to design a
suitable accounting system. This can considerably reduce the cost of restatement or of

additional information sources.
The companies which have their own financial statements were further asked what dif-
ferent accounting methods are used in these reports. Company A lists the following
accounting data and methods:

1) accounting year dates;

2) stock valuation;

3) taxation calculation;

4) different treatment of financial cost.
Another company(B) mentions:

Using the replacement cost of fixed assets which determines depreciation rates;

Company C mentions:

Different treatment of three funds: depreciation fund, overhaul fund and workers

welfare fund, i.e. treat them as expenses rather than reserves.

Company D:

1) Inventories and receivables are valued by UK accounting standards;

2) Extraordinary profits and losses are valued by UK accounting standards;

3) Foreign currency transactions are valued by UK accounting standards.

116



Company E:

1) Different classification of assets and expenditure;

2) Different treatment of foreign exchange gains and losses.
Company F:

1) Introduce provision for tax;

2) Adjust timing for dividends.

It should be noted that most UK companies work closely with their Chinese partners on
accounting policy and preparation of financial statements. For example, no UK conipany
said it alone prepares the financial statements of the joint venture. Only one company
said that the detailed accounting policies were decided by the UK partner. In the majori-
ty of joint ventures, British and Chinese partners are jointly involved in the preparation
of financial statements and accounting affairs. Similarly, in these joint ventures, account-
ing policies are decided by both partners(Table 3-12). And few UK companies report

disputes over accounting issues with Chinese partners(Table 3-13).

If yes, the company was asked to describe which accounting issues the dispute in-
volved. The only company which has had a dispute over accounting issues describes the
issue involving valuation of further investment. Additional investment should be valued

on the basis of international accounting norms. In the words of the respondent:

"Possibility of further investment was considered and
discussed with Chinese partners. We think that the invested
assets should be accounted for on the basis of internation-
ally recognised standards rather than the current Chinese
standards."
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Table 3-12 Decision power of accounting policies

in joint ventures (n=9)

by by

Chinese partner UK partner jointly

How are accounting policies

decided in joint ventures? 3 1 5

How are financial statements

prepared in joint ventures? 3 0 6

Table 3-13 Agreement and disputes over accounting issues

between UK MNCs and Chinese partners (n=9)

Yes No
Was there any detailed agreement
as regards accounting issues between 4 5
you and the Chinese partner?
Have you had any disputes over
accounting issues with your 1 8

Chinese partner?
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3.4.8 Changes in accounting regulations considered necessary

The study now goes on to discuss how to solve accounting differences and the changes in
accounting regulations which the UK companies think necessary. Table 3-14 and Table

3-15 summarise the answers.

The following is a discussion of these answers:

(1) Generally speaking, are there significant differences between Chinese local account-
ing systems and U K. systems, both in disclosure and valuation? Most respondents
agree that significant differences exist between Chinese and British accounting. Howev-
er, despite the fact that there are so many fundamental and conceptual differences in
objectives and principles between the two, there are still some people who do not believe
that Chinese and British accounting are significantly different. These results are rather

surprising, though only minority respondents hold this opinion(table 3-14).
(2) Would the accounting differences affect decisions to create a joint venture in a

foreign country? Most respondents do not agree, and only one thinks it would(table 3-

14).
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Table 3-14 Views on accounting differences
and suggestions of UK MNCs (n=10)

strongly neutral/no strongly
disagree disagree opinion agree agree
Major
differences 0 3 0 7 0
exist?
Differences
affect
decisions? 1 5 2 2 0
Differences
should be
removed? 0 2 2 3 3

Problems were
solved by current
regulation? 0 4 6 0 0

Separate regu-
lation is
good? 0 2 3 5 0

Allow concept
of lower of

cost & value?0 0 3 6 1
Allow
revaluation? 0 0 4 6 0

Table 3-15 Reasons for the introduction of concept
of lower of cost and net realisable value

(n=10)
Yes No

(1) It is a common accounting practice 6 0

in the West.
(2) It gives a truer and fairer view

of value of the business. 7 0
(3) Book value is too far away from the

economic reality of stock in the

joint venture. 4 2
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Those who do not believe accounting differences will affect initial investment decisions
tend to emphasise the real economic and financial meaning of accounting numbers. One
of them makes the following comment on the issue:

"When you make such decisions, you need to consider the

effects of accounting differences on published accounts,
but financial implications are more important.”

Another one who stands neutral to the question assesses the accounting differences in
relation to the objectives of foreign and local partners. The importance of accounting
differences should be viewed in the context of achievement of the basic goals of both
partners. In his words:

"The Chinese partner’s objectives (e.g. achievement of

plan volume; foreign exchange earnings, etc.) are con-

veyed in Chinese accounting rules, ours (e.g.market share,

profitability) are in western terms and if the above account-

ing differences reinforce or go against convergence of
objectives, they are important. But so far, no problem."

The only person who thinks the differences can influence decisions believes that account-
ing numbers are the input of variables of business decision models. To quote the words:
"Accounting difference between China and UK will affect

our decision in the sense of that, it has an impact on the
viability study of the joint venture."

(3) Should these accounting differences be removed in order to establish a better business
cooperation between joint venture partners? Most people investigated think it should,
but 2 persons disagree and 2 stand neutral. This number should be regarded as signifi-

cant(table 3-14).
(4) Have the current Chinese joint venture accounting regulations(Ministry of Finance,
China, 1985) solved the major accounting problems in relation to joint venture business?

No one thinks it has(table 3-14). This result is rather surprising. There are perceived
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significant accounting differences between China and the West, and the Chinese govern-
ment thought the differences were an obstacle for foreign investment. But changing
accounting regulations for all local firms is costly and has serious economic conse-
quences. Especially, it would change taxable profit. As an alternative solution to the
dilemma, the Chinese government issued different accounting rules which only apply
to joint ventures. The joint venture accounting regulation introduced some Western prac-
tices(e.g. accelerated depreciation methods) which are supposed to appeal to Western
investors. Unfortunately, no UK companies think this effort is successful. The reason

seems to be that some major differences as mentioned above still exist.

(5) Chinese joint ventures follow accounting regulations which are separate from local
regulations. Is this a good way to solve accounting problems in joint ventures? Since
joint ventures follow different accounting rules which allow them to enjoy a higher
degree of flexibility, most UK companies think this is a good way to solve the

problems(table 3-14).

(6) Should joint ventures be allowed to adopt the principle of lower of cost and net

realisable value? and

(7) Should the revaluation of fixed assets be allowed in the joint venture whenever

necessary?

Not surprisingly, no one objects to the idea of introducing two important UK standards:
the principle of lower of cost and net realisable value and revaluation of fixed
assets(table 3-14), though at the same time most of them are satisfied with the current
accounting regulation for stocks and fixed assets. Because the principle of lower of cost
and net realisable value is so important, the reason for introducing it is further discussed.
The main reason is that they think the principle can give a truer and fairer view of the

value of a joint venture(table 3-15).
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With regard to accounting for fixed assets, some people surveyed think that the most
important improvement which should be made, besides revaluation, is to allow a more
realistic estimate of the useful lives of fixed assets. In fact, the joint venture regulations
allow a much shorter useful life than for local firms. But this still does not satisfy some

foreign partners.

3.4.9 How UK companies account for investment in China in consolidated accounts

Three basic approaches have been developed for the group company to account for its
interest in an associated firm: cost method, equity method and proportionate method. A
participating interest in an associated firm is recorded at cost in the group accounts by the
cost method, and the number is reduced by the received dividends of the firm. The equity
method records the investment at cost plus earnings not distributed. The proportionate
method fully disclose the value of revenue, expenses, assets and liabilities in the consol-

idated financial reports.

The cost method is only appropriate in the case when the investment is highly risky, and
there is considerable uncertainty that the investment may not be returned. The equity
method is the most popular one, but the proportionate method is also desirable, and

became accepted in an international accounting standard(IASC 1991).

In the sample of MNC:s in this study, 3 UK companies which have joint ventures in
China are using the cost method to account for the investment in consolidated reports, 4
are using the equity method, and one is treating it as a trade investment. Only one is

using the proposed proportionate method(Table 3-16).
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Quite a number of UK companies(33%) are using the cost method and this would appear
to signal their fear that the risk of investment in China is beyond the normal level. This is
consistent with the fact that Chinese-UK(MNC) joint ventures have a lower level of
foreign participation, though most UK MNCs think their joint ventures are

successful(Table 3-17).

The implication of the results is that many UK companies involved in Chinese business

still think that the Chinese environment for foreign investment is not stable.

Table 3-16 Methods used by UK MNCs to account
for its investment in China

(n=9)
cost equity proportionate other
method method method method
How did you account for
your investment in China 3 4 1 1*
in consolidated financial

report?
* trade investment

—— —— . ——————— . — —— . S ————— — —————— - ————— - — ——— T —— N —————————

Table 3-17 Assessment of business of joint venture
and investment environment in China

(n=10)
strongly neutral/no strongly
disagree disagree opinion agree agree
Your jv is
successful? 0 0 2 7 1
JV agreement
should renew? 0 1 3 3 3
China is a good
environment for
investment? 0 0 6 3 1
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3.5 SUMMARY AND CONCLUSIONS '

This aspect of the research has focused on the relationship between accounting diversity
and four main business decisions of UK MNCs about joint ventures: initial investment;
assessment of performance; valuation of assets and liabilities; and allocation of profit. It
found that, while accounting differences may not seriously affect the initial investment
decision, substantial difficulties are encountered by MNCs in the sample in the other
three decision-making areas, especially in evaluating the value of the joint venture and

the determination of the interest of the MNCs in joint ventures.

UK HQs in the sample seem to be fully aware of the accounting differences, and recog-
nise that Chinese joint venture accounting cannot provide a true and fair view of finan-
cial position and results of an enterprise. However, they are able to deal with the prob-
lem. There are two approaches available for them to cope with the differences: i.e. to
establish a separate information source or to take advantage of the flexibility of local

accounting regulation to design a desirable accounting system for the joint venture.

The most inappropriate accounting method in Chinese joint venture accounting regula-
tion is the accounting treatment of foreign currencies, because it does not allow compa-
nies to make provision for possible losses on foreign exchange transactions, or allow
recognition of unrealised losses in the current income statement. Accounting for extraor-
dinary items and the use of land are also problematic. No UK MNC in the sample ob-
jects to the introduction of the concept of lower of cost and net realisable value for inven-
tories, and the revaluation of fixed assets, into the joint venture accounting regulations.
The difficulty UK MNCs encounter may be similar for other foreign users. But other
foreign users may not be in the same position as UK MNCs to cope with accounting
diversity.  In the next chapter, the economic consequences of international accounting

standards will be discussed.
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Chapter 4

ECONOMIC CONSEQUENCES OF INTERNATIONAL HARMONISATION
OF ACCOUNTING STANDARDS
- ATHEORETICAL MODEL AND ITS APPLICATION

4.1 SYNOPSIS AND INTRODUCTION

In the international accounting literature, there has been a lack of explicit theory or
framework for the harmonisation of accounting standards. A theoretical model is pro-
posed here which may help to explain and predict the harmonisation of accounting stand-
ards across countries. The model considers both social and technical aspects of account-
ing changes, and takes into account the interests of both foreign users of financial state-
ments and local groups. The theory proposed here emphasises the economic conse-
quences of suggested harmonisation of accounting standards on local affected groups.
The most important condition which must be met until a real harmonisation takes place is
that the benefits of the harmonisation are perceived to exceed the unfavourable economic
consequences. But equally important the benefits and costs should be fairly distributed

among affected groups. Key variables which are included in the model are:

1) the extent to which foreign users (e.g. foreign investors) feel it difficult to use local

financial statements;

2) the extent to which the needs of foreign users are recognised by local regulators and

legislators of accounting standards and rules;
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3) the extent to which local groups are willing to bear the direct costs of the proposed

changes in accounting standard and rule;

4) the extent to which the local affected groups are willing to accept any unfavourable

economic consequences of the proposed change of accounting standards and rules.

This model is then used to explain the process of international harmonisation of account-
ing standards in the case of Chinese joint ventures. The Chinese local accounting rules
are significantly different from international norms and western accounting standards.
But the differences have been harmonised (to some extent) in the Chinese joint venture
accounting regulations (Chinese Joint Venture Accounting Regulations, 1985). The
framework in the above model is used to analyse the progress of harmonisation. It iden-
tifies principal interest groups making a contribution to the process or being affected by
it. Major benefits, costs and economic consequences of accounting changes are dis-
cussed. The main conclusion of the study is that the harmonisation of accounting stand-
ards is actually a political process. The harmonisation of accounting standards is in fact
the harmonisation of interests of affected parties. Social, economic and cultural implica-
tions of accounting changes are perceived more important than the technical aspects of
financial reporting. In particular, the interests of local groups versus foreign users play a
key role in the process of accounting harmonisation. The implication of the study is that
harmonisation will not take place if it is only for the benefit of foreign users. Only when
local groups believe that it is for their own benefit, is it then possible for a plan of
harmonisation of accounting standards to be carried out. In this sense, the theory may
also be useful to explain why international accounting standards are introduced in some

countries but not in other countries.
This chapter is organised as follows. The next section of this chapter is a literature
review. The third section presents the proposed theoretical model of the harmonisation of

accounting standards, and key variables of the model are described. The fourth section
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applies the model to explain the harmonisation process in Chinese joint ventures. In
particular, it discusses why local groups are willing to change accounting standards to
accommodate foreign users of local financial statements and who bears the costs and
unfavourable economic consequence of the change. It provides evidence that the harmon-
isation of accounting standards would have not taken place, had the key conditions de-
scribed in the model not been met. Section 4.5 is a case study and section 4.6 concludes

the chapter.

4.2 LITERATURE REVIEW: CONVENTIONAL WISDOM ABOUT HARMON-
ISATION OF ACCOUNTING STANDARDS

4.2.1 Why we need harmonisation of accounting standards

This section begins with a critical review of the international accounting literature on
harmonisation of accounting standards. There is a growing consensus among accounting
researchers and professionals that accounting differences across national borders present
problem for the internationalisation of capital markets and multinational business. As a
result, there have been calls for increasing international harmonisation of measurement
methods and reporting requirements in order to facilitate the globalisation of capital
markets. Some international organisations such as the UN, EC and IASC have been

actively devoted to the course of harmonisation.

Harmonisation is broadly defined here as the process of increasing the compatibility of
accounting practices by setting bounds to their degree of variation. Harmonisation exists
at the level of concepts, principles, regulations, standards and practices. This study is
concerned with regulations, standards and practices which have the most immediate
impact on company financial reports. It should be noted that regulations, standards and
practices are not necessarily the same thing. Sometimes regulations or standards may not

be followed by companies. On the other hand, regulations and standards do not neces-
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sarily cover all accounting and reporting practices. For example, regulations and stand-

ards may have nothing to do with voluntary disclosures.

The main reason stated in the current international accounting literature for harmonisa-
tion is that this can provide comparable accounting information for international users of
financial statements to make business decisions. The growing globalisation of securities
markets has heightened the awareness of the fact that a great deal of variation in financial
accounting and reporting practices across countries may create problems for foreign
users of accounting information. The advantages of harmonisation are thought to
include cost minimisation for both multinational corporations(MNCs) and users of finan-
cial statements, the removal of barriers to foreign listings, and the promotion of a freer

flow of investment capital internationally(Meek and Gray 1992).

The analysis of companies across national boundaries has become very important for

several reasons. Some of these reasons are related to the following:

1) Key capital markets are being integrated.

2) competitive pressures in many industries are increasing on a global basis, thus requir-
ing the analysis of international competitors. Automotive, pharmaceuticals, and chemi-

cals are some of the sectors facing increased global competition.

3) financial managers are building portfolios from a global list of securities.

As important as these reasons are, a consistent method should be used to analyse per-
formance globally, and herein lies the role of accounting. Using well-established rules
and practices, accounting can measure the performance of a corporation within a specific
country or across a larger geographic region of several countries. Measuring perform-

ance within a particular country is not a problem if the country has established a body of
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rules as to how the process should be taken. These rules collectively constitute the
accounting principles and practices of that country. They are unique to that country and
are a reflection of the social, economic and cultural environment from which they are
derived. The problem, however, is that there will be as many principles and practices as
there are countries or regions in the world. Consequently, an analyst faces the task of
understanding the monumental diversity in reporting practices and the meaning of the
financial data that are generated. The goal of harmonisation is to reduce or eliminate the
existing diversity so that the performance of leading companies in a given industry can

be compared on a worldwide basis.

Given that users in the financial community would like to compare a vast number of
companies internationally, a complete restatement of each foreign company’s accounts to
the user’s accounting conventions would be neither cost effective nor timely. Users in the
investment community are particularly interested in the relative difference of the per-
formance of companies in a global industry(Bavishi 1992). In this regard, Choi and

Levich(1991) summarise the following benefits of harmonisation:

"The primary perceived benefit of harmonisation is that by
standardisation of accounting rules, financial analysis of
firms would be simplified. Rather than learning a myriad of
accounting conventions in numerous countries, an analyst
need learn only one. A single international accounting
language would link the world-analogous to Esperanto, the
artificial international language designed to make national
languages obsolete. Harmonisation would increase the
number of readers qualified to examine accounting state-
ments from foreign countries. And it might increase the
confidence that people had in their understanding of for-
eign companies. This in turn would encourage international
investing and issuing activities. These capital flows would
increase capital market efficiency, providing benefits to
both investors and issuers in the markets."”

Nobes (1989) holds the same point of view. He argues that, with the preparation and
products of accounting information becoming increasingly international, multinational
groups becoming more dominant and diversifying more widely geographically and the

holding of shares across national boundaries by persons and institutions is becoming
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increasingly common, the reasons that make national accounting standards desirable also
apply internationally. These reasons of harmonisation include the desire to exclude the
use of certain misleading practices and to narrow the range of acceptable alternatives so
that accounting figures are more comparable between countries. It is not only the var-
ious users who might benefit from harmonisation; the compilers and auditors of pub-
lished financial statements also stand to gain. Further, the differences in accounting are
important not only in the context of published financial statements. Because a company’s
internal accounting system is often heavily influenced by the need to report to sharehold-
ers, to governments or to revenue authorities, international differences are also important
internally. Such differences lead to problems of performance measurement and invest-

ment appraisal within multinational groups.

In summary, the following groups might gain most from harmonisation of financial

reporting:

1) Investors, investment analysts and stock exchanges: to enable international compari-

sons for investment decisions.

2) Creditors: (for similar reasons to 1).

3) Multinational companies: as compilers, investors, appraisers of products or staff, and

as staff circulators.

4) Multinational accounting firms: as auditors and advisers of companies operating in

several countries.

S5) Governments: as tax collectors and controllers of multinationals.
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4.2.2 Problems about harmonisation of accounting standards

However, there is a fundamental argument against harmonisation. That is, to the extent
that international differences in accounting practices result from underlying economic,
legal, social, cultural and other environmental factors, e.g. legal system, prevalent pro-
viders of finance, the influence of taxation, the strength of the accounting profession (see
Mueller 1967; Zeff 1971; Gray 1988), harmonisation may not be justified. Different
accounting systems have grown up to serve the different needs of different users; this
might suggest that existing accounting practice is the "appropriate" form for its habitat
and should not be changed merely to simplify the work of multinational companies or
other foreign users. Many accounting differences are difficult to remove. They have
grown up over time because of differences in users, legal systems and so on. Thus, the
differences are structural rather than cosmetic, and require revolutionary action to

remove them.

Another problem is that professional bodies are strong in some countries but weak in
others. Thus, it is impossible for professional bodies directly to achieve international
harmonisation. This means that, although the professional bodies may be able to make
some progress in those countries where they are powerful and influential (e.g. in Anglo-
Dutch countries), government intervention would be necessary for a wider harmonisa-
tion. Thus we need to take into account the obstacle of nationalism. Local governments,
accountants and companies may be unwilling to accept compromises which involve
changing accounting practices towards those of other countries. This compromise may be

regarded as a loss of national sovereignty(Nobes 1989).

4.2.3 How much we have achieved in harmonising accounting standards

Although there is now an awareness of the significance of the international pressures

operating on accounting, the practices of accounting still have an equivocal relationship
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to them. It is difficult to assess how much we have achieved now towards the goal of
harmonisation. It is true that several international organisations have made progress
toward the goal of eliminating diversity. The International Accounting Standards
Committee (IASC), European Community(EC), Organisation for Economic Cooperation
and Development (OECD), United Nations(UN), and International Federation of Ac-
countants(IFAC) have recommended various accounting and auditing standards that have
been adopted wholly or partially by individual companies or countries as a supplement to

their own country’s standards.

However, it is obvious that diversity of accounting standards and practices is still exist-
ing in many parts of the world. There is not much evidence that financial reports are
more comparable now than 20 years ago. For example, Tonkin(1989) assessed the
quality of reporting in the annual reports of 200 of the world’s largest MNCs, domiciled
in 28 countries. The survey concluded that reporting practices show very little improve-
ment over the 1980s and that variability remains high and in some cases has even in-
creased. Another recent survey found widely differing approaches used in international
airline industry in such important areas as the way airline fleets are financed and ac-
counted for; how aircraft are depreciated and to what residual value; accounting for
foreign exchange losses and gains, and levels of disclosure in income statements for

depreciation and finance costs (KPMG Peat Marwick 1992).

Other empirical tests and surveys come to contrasting or opposite conclusions (Nair and
Frank 1981, Evans and Taylor 1982, Gray, Campbell and Shaw 1984, McKinnon and
Janell 1984, Doupnik and Taylor 1985, Nobes 1987, van der Tas 1988). For instance,
Nair and Frank(1981) concluded that "the period of the IASC’s existence has coincided
with a growing harmonisation of accounting standards"(p.77), while the results of some
other surveys suggested that the IASC had had very little impact on the accounting
practices of the countries surveyed, or had not succeeded in changing existing standards

or setting new standards (Evans and Taylor 1982, McKinnon and Janell 1984).
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The progress towards harmonisation even in the context of the European Community has
been incredibly slow. Rutteman(1989) notes, "a survey of published accounts today
shows less conformity with the Fourth Directive accounting principles and rules than
there was before it was even introduced into the United Kingdom". As Archer and
McLeay(1989) illustrate in their detailed and intriguing study of financial reporting by
European Companies listed on more than one capital market, disclosures remain diverse
even amongst this, the most multinational set of enterprises, not least with respect to the
listing requirements themselves, issues of both textual and currency translation, and the
forms of audit pronouncements. On the latter point, noting the increasingly multinational
nature of audit firms, Archer and McLeay nevertheless note the absence of standardisa-
tion even in areas where the firms might conceivably have been able to influence matters
themselves. Equally, Gray and Roberts(1989) illustrate the diversity of response of
British multinational companies in the extent to which they voluntarily modify their
disclosures to provide greater insight into the impact that multinational trading has on

their operations and financial performance.

4.2.4 Why there is not much progress in harmonisation

There are many reasons for the slow progress of accounting harmonisation. All the fac-
tors discussed in section 4.2.2 may account for the slow progress. For instance, some
legal and economic conditions may not be ready for change which in many cases are
essential for accounting changes. Since accounting is rooted in its legal and economic
environment, it is impossible for accounting to change without a change in basic envi-
ronmental factors which are influential on the development of accounting systems. For
example, in some countries, accounting numbers are the basis of taxation. The changes in
accounting standards which may affect taxation will be considered in the context of
collection of tax. Before a suitable environment is created, it is unlikely that harmonisa-

tion will occur.
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Another reason may be that there is no explicit policy to push harmonisation. It is naive
to believe that only the publication of so called "international accounting standards" will
be enough to lead to harmonisation. Some policy is needed by international organisations
to facilitate the acceptance of the standards by individual countries. Such a policy should
be based on a theory which can be used to explain motivations, needs, and conditions of
harmonisation. Because no such theory exists, people do not fully understand relevant
factors which affect harmonisation. For example, many people believe that accounting
differences will lead to harmonisation. But, it is not necessary. There are two types of
accounting differences: one that may affect decisions and one that may not. For example,
different accounting methods are allowed for use in the UK for the valuation of stock and
fixed assets which are not perceived as a problem for users. Only those which cause
problems for foreign users may be taken into consideration for change. Another misun-
derstanding is that the needs for harmonisation focus narrowly on foreign users, neglect-
ing the needs of local users and effects of accounting changes on local affected groups.
Harmonisation of accounting standards means change of local standards in favour of
international standards. The change not only affects foreign users, but local groups as
well. The change may seriously affect the interests of particular local groups.  Because
of the lack of a framework for harmonisation, a feasible policy which can be used to

facilitate harmonisation has not been formulated.

4.3 TOWARDS A THEORY OF HARMONISATION OF ACCOUNTING
STANDARDS

Greater attention need to be devoted to the social, political, and economic forces that
influence the development of harmonisation of accounting standards and practices. An
important implication is that zi&:ounting harmonisation imposes benefits on some groups
to the detriment of others. By studying particular cases of the process, researchers and

policy makers can gain important insights into how economic and political conflicts
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between interest groups affect the harmonisation process.

Accounting researchers have used four conceptual approaches to characterise the role of
the social, political, economic and cultural forces on the accounting standard setting
process. The study focuses on two, the economic consequences and social conflict
approaches, to build a theoretical model to show how these forces influence the devel-

opment of accounting harmonisation.

4.3.1 Four approaches

1) Economic consequences approach

Advocates of this approach believe that accounting reports affect the decision-making
behaviour of preparers and users of such reports as well as impacting the distribution of
income and wealth in society (Zeff, 1978, p.56). Setting or changing an accounting
standard will have economic consequences and result in wealth transfers. That is the
main reason why social groups are in favour or against a particular standard. For exam-
ple, Watts and Zimmerman (1978) maintain that corporate managers’ arguments in
support of specific accounting standards are subterfuges. They theorise that corporate
managers decide which accounting alternative is in their self-interest and then construct a

public interest argument that rationalises the desirability of the preferred alternative.

2) Interest conflict approach

Closely related to the economic consequences and self-interest approach is the interest
conflict view of accounting policy. The conflict approach recognises that accounting is a
social and political activity that is influenced by the context in which it occurs. Thus,
"the study of accounting should recognise power and conflict in society, and consequent-

ly, should focus on the effects of accounting reports on the distribution of income, wealth
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and power in society” (Cooper & Sherer 1984). In describing a political economy ap-

proach to accounting, Cooper and Sherer argue that:

"Instead of assuming a basic harmony of interests in socie-
ty which permits an unproblematic view of the social value
of accounting reports, a political economy of accounting
would treat value as essentially contested, with accounting
reports operating in specific interests (e.g. of elites or
classes)." (Cooper & Sherer 1984).

Further, advocates of the conflict approach maintain that financial statements, which are
supposed to provide information about an enterprise’s "efficiency”, neglect the state of
the social-political foundations underlying the market forces (Tinker 1980). Accordingly,
they assert that accounting numbers must be interpreted as an outcome of the social and
political conflicts between the various interest groups in society rather than as a measure

of economic efficiency(Tinker 1980; Tinker et al.,1982).

Because of economic consequences and interest conflict, it is believed that undesirable
consequences of accounting changes should be avoided. For example, legislators may
mandate disclosure because they feel that they can better protect the interests of investors
from unfair disclosure practices, and market failure theories may represent sincere at-
tempts by theorists to make society more reflective of ethical principles (Kaplan and

Ruland 1991).

3) Technical approach

In contrast with the above two approaches to accounting policy, there is a third approach
referred to as the technical approach. This approach emphasises that accounting informa-
tion should faithfully represent economic reality. Advocates of this approach maintain
that financial reporting issues ought to be regarded as technical issues, to be resolved by

appeal to a "technical framework"(Gaa, 1988, p.147). Solomons describes the technical
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framework as cartographic financial map making, and that accounting should confine
itself to accurately measuring and reporting the monetary values associated with market

transactions (Solomons,1986,p.92).

Thus, representational faithfulness is regarded as "crucial to accounting’s ability to
present a picture of ’economic reality’ in an enterprises’s financial statements"(Solo-
mons, 1986, p.96). The primary concern should be the relevance and reliability of the
information provided to external users, and not whether the standard attains a predeter-
mined result or induces a particular mode of behaviour (FASB 1980). In this regard, at
least theoretically, a neutral choice between accounting alternatives should be free from
bias toward a predetermined result. Accounting should reflect, objectively, the economic
content of the transaction without regard to the ultimate social implications (Dyckman

1988,p.23).

In sum, there are two aspects of accounting, social and technical aspects. Accounting can
be viewed as a means which records business transactions and measures economic
wealth. So, accounting in nature is not for the interests of a particular group in society.
The ultimate objective of accounting is to reflect truly and fairly economic reality. But
unfortunately, the process of recording and measuring relies on a set of techniques and
standards. The application of these techniques and standards are subject to subjective
judgment. In this regard, a particular interest group would support the standards which
can best serve its interest even at the expense of that of other group or even at the ex-

pense of truthfulness and fairness.

4) Cultural approach

In contrast with the economic and technical approach, finally, another rather new ap-
proach has emerged in the accounting literature which introduces cultural variables into

the model of accounting development (Gray 1988). The approach suggests that the selec-

138



tion of accounting standards may be affected by cultural factors. For example, the prefer-
ence of some accounting policy(e.g. conservative measurement methods) may be related
to the social value or attitude of a particular society. Thus, a society with a high value of
conservatism may lead to an accounting system characterised by conservative measure-

ment.
4.3.2 Key variables of the model of harmonisation

This study looks at both social and technical aspects of development of harmonisation.
Though there is criticism to the technical approach, particularly because it provides
little insight in explaining the role political and social forces have on the development of
accounting standards and practices (Pushkin and Pariser 1991), the technical problems
of international standards should be taken into account. This is because international
standards may not be better than local ones to provide a true and fair view, for local
standards developed from its unique environment. For example, although the proportion-
ate method is a recognised option in international standards(IASC 1991), 8 out of 9 the
UK MNGCs investigated in this study did not use it to account for their investment in
China. It is hard to believe that to adopt this standard will have unfavourable economic
consequence to UK MNCs. The reason may be that it is inappropriate in the case of

investment in China which is perceived to be highly risky.

Cultural influences on the harmonisation of accounting standards cannot be ignored. For
example, cultural influences can occur in two circumstances. First, a society with conser-
vative values may be more likely to accept conservative international accounting stand-
ards. In another case, a change in the social attitude of people is essential for the change

of accounting values or attitudes.

However, greater emphasis is focused on the economic and social aspects of harmonisa-

tion of accounting standards. It is more often than not that international standards can not
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be introduced into local accounting systems, because there are serious economic conse-
quences, or the change is in conflict with the interests of local affected groups. For in-
stance, Choi and Levich(1991) point out that the tax effect may be one of the perceived

political costs of harmonisation of accounting standards.

A theory to describe the harmonisation of accounting should include both external and
internal factors, it is important to distinguish the effects of external and internal factors.
Harmonisation is motivated by the fact that accounting differences may negatively affect
the globalisation of capital markets. But whether harmonisation actually takes place
depends on the interaction of certain external and internal conditions. Accounting poli-
cy-makers should consider these conditions in order for harmonisation to take place.

These conditions are summarised here:

1) to what extent a country or a region moves towards the international capital market;

There is no reason to change if a country is restricted to its own market. The ultimate
force which causes change is the economic force, the globalisation of capital markets and
the international business activity of multinational corporations. Though globalisation of
capital markets is growing in the world, the development level is quite different from
country to country, from region to region. For example, the single market programme
makes EC countries economically and financially join together. North American, Asian
and Pacific countries are moving quickly towards regional economic and trading groups.
In other areas, for example, Latin America and Africa, it seems that the development of
globalisation is less quick than that of Europe, North America, and Asian and Pacific

areas.
Thus, it is argued here that the harmonisation of accounting is a function of the general
level of economic and globalisation development. This is because the more globalisation,

the more need and pressure to remove obstacles to accounting differences. Therefore, it is
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hypothesised that harmonisation is more likely to take place in a country or region with

a high level of economic development and globalisation.

2) to what extent do foreign users have difficulty in using local financial statements;

There are a lot of accounting differences around the world. But not all accounting differ-
ences cause problems. Users of financial statements have been long used to multiple
accounting choices. With the variety of business transactions, if a company is only
allowed to use a single accounting method, it is doubtful that true and fair financial
reports can be produced. Even in the UK, different companies may use different account-
ing methods unrestricted by standards, as long as the use of them will not damage the
true and fair view of financial reports. For the same reason, international differences
which are not perceived relevant to decision-making will not be taken into account for
harmonisation. Therefore, it is impossible, and not necessary to remove all accounting
differences across countries. But significant differences need to be harmonised. How
significant an accounting difference is depends on the extent to which users feel it diffi-
cult to use financial statements. In another words, the significance depends on whether
the diversity among national accounting and disclosure practices and regulations affects
the business decisions of major users and preparers of financial statements. If a differ-
ence has serious capital market effects, such a problem needs to be solved by the har-

monisation of accounting standards.

3) to what extent are the needs of foreign users recognised by local regulators and legisla-

tors of accounting;

Is it enough for harmonisation to take place when accounting differences seriously affect
the decision of foreign users? Not necessary. Harmonisation involves both sides of the
issue, foreign users and local interest groups. So far we only look at the side of foreign

users. But foreign users can not directly make accounting changes. The introduction of
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international standards often involves the change of local law and taxation. So, the needs
of change must be fully recognised by the local authorities. However, accounting issues
may not attract immediate attention. it is not necessary that local regulators will accept
the point. There are so many factors affecting international investment and business, e.g.
marketing, taxation, financing, transfer pricing, labour market, etc., which may be given
priority for attention. The point is how important are accounting differences compared
with other issues which are relevant to internationalisation of the capital market. In many

cases, local authorities may not put accounting issues on their immediate agenda.

4) to what extent are the local groups willing to bear the cost of changes in accounting

standards; and

5) to what extent are the local groups willing to bear the unfavourable economic conse-

quences of the change in accounting standards.

The question from the political economics of harmonisation is that, given the fact that
the direct benefit of it is for foreign users, the direct cost of the change is bore by local
groups, and local groups may also even have to bear some unfavourable or undesirable
economic consequences, then why are local groups willing to see the change take place?
If the decision is made on a cost-benefit base, and even if the benefit is perceived
beyond cost, three things must be made clear: 1, What is the benefit from the changes to
local groups(not only to foreign users)? 2, Who bears the cost of the change of standard?
Those who benefits from the change may not necessarily bear the cost. 3, Are there any
unfavourable economic consequences from the change of standard? Who will be affected
by the change? The last point is important because if the unfavourably affected party is

influential, they may oppose it and make change difficult or impossible to achieve.

The harmonisation of accounting standards is expected to generate positive cash flows.

But it is difficult to calculate the cash flows. Even there is a positive cash flow from
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harmonisation, there may be an uneven or unfair distribution of the cash flows and costs

incurred among related parties.

In sum, harmonisation means changes in local standards and practices, that is, local
regulators and companies give up their standards and practices in favour of international
norms or other country’s standards. The changes do not occur costlessly (Choi and
Levich,1991). And the change will normally generate economic consequences. Harmon-
isation of accounting will not take place until local people realise that it is in their own

interests that they need the changes.

In general, given the external constraints on harmonisation process, such as international
investment climate, national law and other legal and political requirements, the condi-
tions discussed above which must be met in order for harmonisation to take place can be
expressed in the following simplified model.

The first condition which must be met is:

where

Bt = total benefit of harmonisation

Ct =total cost of harmonisation.

The perceived benefit of harmonisation which is frequently mentioned is the simplifica-
tion of financial analysis of firms across the world, and comparability of financial state-
ments of multinational companies. Whilst the benefit of harmonisation is rather simple

and straightforward, the cost incurred is not. The total cost in the model should include
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the direct cost and unfavourable economic consequences from the proposed change of
accounting standards. An example of direct cost is the administrative expenses for the
change, e.g. the cost of publication of the proposal, the discussion of the new standards,
and the cost of changing company accounting system from one to another. Unfavourable
economic consequences can occur when there is a tax effect, or political costs from the
introduction of new accounting standards.

The total benefit and cost can be divided into two parts: the one for local parties the one
for foreign parties. An analysis of effect of harmonisation on both local and foreign
parties in terms of benefit and cost is essential for the model.

Thus the second condition is:

where

B; = benefit of harmonisation for local parties

DC; =direct costs of harmonisation for local parties

UEC; = unfavourable economic consequences for local parties.
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The third condition is:

Bg > DCg + UECE (33)

where

Bg  =benefit of harmonisation for foreign parties

DCg  =direct costs of harmonisation for foreign parties

UECE = unfavorable economic consequences for foreign parties.

If both condition II and III are met, then condition I will be met simultaneously. This is

because

BT=BL+BF

Then

B; >DC| +UEC], (3.2)

and

will lead to
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(B, + Bp) > (DCy_ + UEC]_ + DCf + UECE) (3.4)

that is

Bp>Cr (3.1)

But when condition I is met, it is not necessary that both conditions II and III would be

met. Let NB be the net benefit of harmonisation;

NBp= Bp-Cp (3.5)
NBp = By - (DC_ + UEC}) (3.6)
NBg = B - (DCg + UECE) 3.7
NBp= NB| +NBg (3.8)

It is obvious that NBT could be positive, even if one of the two value NBL and NBF is
negative, as long as the absolute value of the positive one is greater than that of the

negative one.

It should be noted that the specific benefits and costs and the effects on local and foreign
parties will vary from country to country and from case to case. Change in one standard

will impose different costs and benefits on different parties than will change of another.

The rest of the chapter is devoted to illustrating the model using the case of Chinese joint
ventures. The Chinese case is chosen for the following reasons: 1, there are significant
differences between Chinese accounting and western accounting; 2, there are perceived

difficulties of foreign users in respect of Chinese financial statements; 3, harmonisation
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of accounting regulations and practices has taken place. The discussion of the case
focuses on the perceived cost and economic consequences of accounting changes in joint

venture accounting regulations.

4.4 APPLICATION OF THE THEORETICAL MODEL- THE CASE OF CHI-

NESE JOINT VENTURES

4.4.1 Evidence of harmonisation

There is evidence that the harmonisation of accounting in Chinese joint ventures has

taken place at both the regulation and practice level. Chapter 3 presented a detailed

discussion of Chinese joint venture accounting regulations. The main changes in account-

ing regulation and requirements are summarised here:

The objectives of joint venture accounting are modified from macroeconomic control to

presentation of a fair view of enterprise business;

For the valuation of stock, net realisable value is allowed to be disclosed in annual re-

ports, though the concept of lower of cost and market value is not permitted to be used

for the measurement and valuation of official earnings and assets and liabilities;

For the valuation of fixed assets, accelerated depreciation is allowed in special cases.

The presentation and format of the balance sheet is different from that of local one.

In addition to the traditional financial report, balance sheet and income statement, the

statement of changes of financial positions is required.
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These changes are not insignificant. Rather they are fundamental and conceptual. The
impact on profit of the new regulations is evident. Taken overall, these changes will have
a significant impact on reported income. It is clear that many international or western
accounting standards have been introduced into Chinese joint venture accounting regula-
tions, while the regulations retain Chinese characteristics. There is a strong evidence of

harmonisation of accounting at the regulation and standard level.

With the different accounting regulations, not surprisingly, Chinese joint venture ac-
counting practices are different from local firms, and in fact, much closer to international
or western practices. Chapter S provides evidence which shows that, in practice, joint
venture accounting is a mixture of Chinese and western practices. Table 4-1 shows the
difference between local and joint venture accounting. As there is no information about
accounting practices in local firms, the comparison is based on joint venture accounting

practices(sample size=86, see chapter 5) and local firm accounting regulations.

The differences are obvious. For example, while no local firm is allowed to revalue stock
and disclose net realisable value of stock, 88.5% of Chinese joint ventures revalue stock
and 25.6% disclose the net realisable value of stock in their annual financial
statements(1991). Accelerated depreciation of fixed assets and provision for losses on
stocks have never been seen in local accounting practices. In the sample, 14% of joint
ventures are using accelerated methods, and 24.4% are making provisions for losses on
stocks(table 4-1). Therefore, it is safe to say that harmonisation is taking place at the

practice level.
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Table 4-1 Accounting methods used in

Chinese joint ventures and local firms

accounting method used joint venture local firm

(n=86) (regulation)

1. accelerated depreciation 14% not allowed
method

2. useful house life estimated
minimum: 10 years 40 years

maximum: 50 years no information
3. useful machine life
minimum: 5 years 14 years

maximum: 30 years 35 years

4. electronics equipment life

minimum: 3 years no information
maximum: 15 years no information
5. revaluation of stock: 88.5% not allowed

unless ownership

is changed

6. net realisable price disclosed 25.6% never
7. provision for losses for stocks 24.4% not allowed
8. not capitalise R & D 50.0% must till project fails

149



4.4.2 Conditions which have been met for harmonisation

That harmonisation took place in Chinese joint ventures did not happen merely by
chance. In fact, all the conditions mentioned in the model are met in the case of Chinese

joint ventures.

1) General level of economic development and globalisation of the Chinese economy.

In the last decade, the world witnessed the great changes in the Chinese economy from
isolation to globalisation. Chapter 2 gives a full discussion of the recent economic re-
forms and its influence on modern Chinese accounting. The economic development and
increasing globalisation are crucial for the change in accounting regulations and prac-
tices. Without these change, any proceeding change in accounting is impossible. It is the
change in economic structure and foreign investment and trade that highlight the ac-
counting differences between Chinese local accounting and international accounting

practices.

2) Difficulty of foreign investors

The first pressure for change in accounting came from foreign investors. They were
concerned that accounting standards were so different from those they were familiar with
that these standards may not correctly account for their investment or help them to
assess the performance of foreign invested enterprises in China. The differences may also
affect the profitability of enterprises, because accounting income should, in the case of

Chinese firms, be the basis of taxation.

Chapter 3 illustrated the problems of UK MNCs in using Chinese financial statements. It

should be noted that, these financial statements are prepared under the Chinese joint
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venture accounting regulations, i.e. the harmonised regulations. Before the regulation
was issued in 1985, a joint venture needed to use the accounting regulations applicable to

local firms which are even more different from international norms or Western standards.

3) Changes in attitude of local regulators

Despite a lot of complaints about local accounting standards by many foreign investors,
Chinese accounting regulators did not recognise the difficulties of foreign users and
realise the need for change until 1985, 7 years after the open door policy was announced

and the first joint venture was created in China.

But foreign investment eventually made Chinese regulators understand that changes are
necessary. The attitude of the Chinese people towards western accounting practices has
gradually changed. Some western principles and concepts, €.g. conservatism, lower of
cost and value, accelerated depreciation method were no longer criticised. People in
China realised that if foreign investment is essential and crucial for the modernisation of
the Chinese economy, accounting differences should not be an obstacle. A comparable
financial statement is important for foreign investors to assess the performance of joint
ventures. And taxation should be on a fair base of profit. Meanwhile local accounting
regulation was criticised as it leads to an unrealistic and overstated current profit. There
were growing doubts among the Chinese academics and regulators that the Chinese
accounting principles and regulations, which were shaped in the 1950s under the strong
influence of the Russian model, were able to provide a true and fair view of financial
position and results of an enterprise. As a matter of fact, a fundamental reform of the
accounting system had been called for so as to accommodate economic reform and a
more market-oriented economic system. All these changes in attitude are important to

create a climate suitable for fundamental change in accounting regulations and practices.
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4) Cost of the Change.

In order to carry out a new accounting policy, a new branch, Office of Accounting for
Firms with Foreign Investment was established in the Department of Administration of
Accounting Affairs under the leadership of the Ministry of Finance of the Central
Government. The Department is the highest level of regulators of accounting in China.

The Office deals exclusively with accounting issues for joint ventures.

At last, in 1985, a new regulation was published by the Ministry of Finance. Before the
formal regulation was issued, a draft of it had been circulated to some academics for
discussion. Also, joint ventures were allowed to use some new accounting methods
according to the draft regulation. The joint venture can enjoy a privilege to use some
different standards, e.g. accelerated depreciation method for fixed assets, which would
allow them to charge more expenses in the current accounting period. Also they are
permitted to disclose losses on stocks. Even provisions for possible losses on stocks are
allowed, though only from profit after tax (see Chapter 2 for a full discussion of the
change). It is a partial acceptance of the principle of lower of cost and net realisable
value, though this principle used to be criticised and has never been formally and official-

ly accepted in China up to now.

The establishment of a special organisation to deal with joint venture accounting, the
discussion of the draft, and the trial run of the draft regulation, all of these actions for the
changes of accounting regulations cause expenses and costs. Since the Chinese gov-
ernment thought that the change was necessary, they were willing to bear all the costs

incurred.
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5) Economic consequences of the changes in accounting

The changes are significant and fundamental. It is difficult to find examples in other
countries with such a dramatic change. Perhaps Russia and Eastern Europe is undergo-
ing a similar change. The result of the change is that current profit is calculated to be

lower than that if local regulation was applied. Also assets are valued lower as well.

The most obvious economic consequences of the new accounting regulation is that,
because income for tax purposes is based on the accounting income of reported financial
statements, the lower accounting earnings lead to a lower tax obligation of an enter-
prise, and the Chinese government collects much less tax under the new accounting

regulation.

It should be noted that the unfavourable economic consequences were fully recognised
by the Chinese government and sufficiently discussed and debated before the enforce-
ment of the new regulation. Again, they were willing to sacrifice the tax income in return

for foreign investment.

6) Benefit of the change in accounting

The first benefit of the change is that the reported earnings of joint venture are more
comparable as to international norms. Therefore foreign users of joint venture financial
reports are able to analyse the financial information on a comparable base. Another
advantage the foreign investor can enjoy is that lower reported income leads to a re-

duced income tax obligation.
While the foreign parties receive the direct and immediate benefit, what the local parties
acquire are rather a long-term benefit. If the purpose of changing accounting regulation is

to attract more foreign investment, this goal has been achieved. Since the publication of
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the new regulation, foreign investment has been increasing continuously. China benefits
the influx of foreign investment with advanced technology and management skills.
Table 4-2 summarises the main costs, benefits and economic consequences of the change

in accounting regulations.

It is difficult to isolate accounting effects from others on foreign investment, because
many other things have coincidentally happened since 1985 in China. Neither is this
study attempting to calculate the whole costs and benefits of the change and harmonisa-
tion of accounting in the case of Chinese joint ventures. The Chinese government did
not calculate the actual cost and benefits from the change before the new accounting
regulation was approved. It is technically impossible to mathematically accurately calcu-
late the whole costs and benefits. Although it emphasises the principle of harmonisa-
tion, i.e. that the benefit must exceed cost to local groups, it is often than not, that costs

and benefits are valued on a subjective base as in the case of Chinese joint ventures.

However, it is clear that the local groups bear all the direct costs and unfavourable
economic consequences, while foreign investors get most of the direct benefits. And
some of the gains foreigners acquire are the losses of local groups (e.g. tax). But, in the
long run, if there are more foreign joint ventures created, the total tax income of the
government will increase, though tax from individual firms is reduced. Also China can
benefits from the modernisation of local technology, management skills and other
outcomes of foreign investment, if the change in accounting can help encourage joint
ventures. That is the main motivation of local groups for the harmonisation of account-

ing standards.
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for local
regulator

for local
partner

for
local bank

for foreign
investors
(MNCs)

for Chinese
government

Table 4-2 Costs,
consequences

benefits and economic
of harmonisation

of accounting regulations and practices

Direct costs &
economic consequences
from the changes of accounting
regulations

l,drafting and discussion of
documents; 2,trial running of
draft regulation (ED)

1,change of accounting syst