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ABSTRACT 

The onedimensional view of power is evident in the development of foreign 

currency accounting standards. Particular multinational corporations (MNCs) exhibited 

the power to exert their influence over the preferences of other MNCs as they sought to 

influence the del iberations over the specific provisions of the standards. Confl ict among 

the MNCs as they strived to preserve their preferred methods and engage others to adopt 

or accept those methods is indicative of one entity getting another entity to do what they 

otherwise would not do. The results of the deliberation over the standards for foreign 

currency accounting indicate that those MNCs whose preferences for accounting 

methods and treatments that were adopted by standard-setting bodies were successful in 

eserting their power to influence others. 

By the establishment of networks and enrolling the support of the standard-setting 

bodies, the MNCs were able to stabilize the relations necessary for exercising their 

power. The resistance exhibited by the MNCs and other interested parties also 

contributed to the eventual outcomes in the provisions of the standards. 

Consistent with the threedimensional view of power, the discourse on 

harmonization influenced standard-setters, MNCs, and other interested parties to not 

merely develop foreign currency standards but also to harmonize these standards with 

other countries. Thus, accounting standards for foreign currency are the result of a 

fabrication process involving networks of alliances used to stabilize relations in order to 

exen power, the resistances CO specific provisions that refabncated the standards, and the 

power eserted through the discourse on hannonization of accounting niles to influence 

the outcomes of deliberations over foreip currency accounting standards. 
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CHAPTER i . f NTRODUCTION 

The purpose of this dissertation is to provide an understanding of the 

development of foreign currency accounting standards in terms of concepts of power' 

and the role of specific multinational corporations (MNCs) in that process. This 

dissertation points out how certain conditions present from the early 1970s to the Iate 

1980s that suggest reasons for prescribing one method or another by accounting standard- 

setters do not fully expIain the decisions made by the standard-setting groups as they 

developed different standards to begin with and later moved towards consensus. It also 

shows how specific social relations between standard-setting bodies and MNCs 

demonstrate the role of power in the standard-setting process, specifically how 

representatives from certain MNCs were placed in strategic positions to influence the 

outcornes of the standards, and how these relations affected the policy making strategies 

of the  national standard-setting bodies in coping with a new international monetary 

system and in the movement towards hamonization2 of these standards. 

Power in this study is based on Luke's threedimensional view of power. In al1 three 
dimensions power is considered relational and involving either overt or covert conflict. 
(S. Lukes, Power: A Rudicul Vlew (London: Macmillan, 1974)). 

Harmonization has been viewed as establishing uniformity in accounting d e s  (Jacob 
Kraayen hof, "International Challenges for Accounting", Journui of Accountmcy 
(January 1960): 34-38) and also as reducing the diversity in accounting rules (Arthur R. 
Wyatt, "International Accounting Standards and Organizations: Quo Vadis?", in 
Frederick D. S. Choi, ed., H d b o o k  of /nrerm~iona/Accounring (New York: John Wiley 
& Sons, 1992)). In this dissertation harmonization is considered the process of achieving 
a consensus concerning what the accounting rules shoufd be and establishing a set of 



This study contributes to the international accounting literature by demonstrating 

the effects of efforts towards international hannonization on national efforts to develop a 

standard for foreign currency translation. Current 1 iterature descri bes the outcornes but 

not the process of hannonization among the standard-setters in US, the UK, Australia, 

Canada and the International Accounting Standards Cornmittee (IASC),' leaving 

unanswered such questions as why these groups would choose to harmonize. 

Examining the nature of developing accounting standards requires building on the 

conventional, technical descriptions of accounting standard-setting and viewing this 

process in light of theones of power to understand the complexities involved in 

determining international standard-setting policy. This study contributes to the cntical 

l iterature by showing how foreign cwrency standards are the result of a process involving 

power and networks of alliance. In this study on foreign currency accounting, this 

dissertation argues that technical descriptions or conventional comparative studies of the 

results of standard-setting processes overlook the socio-political nature of international 

accounting standard-setting. By analysing the historical development of standards for 

foreign currency translation as a social process within an international context afier 1 970, 

standards that reflect that consensus. This definition is more representative of reducing 
diversity rather than establishing unifomity in accounting rules in that completely 
unifom standards have not been established but that a degree of reducing the diversity 
has been agreed upon. 

Robert J. Kirsch and Dawn Becker-Dermer, "Proposed Revisions of International 
Accounting Standard No, 2 1 and their Implications for Translation Accounting in 
Selected Countries: The US, the UK, Austral ia, and Canada", Internationd Journd of' 
Accounting 30 ( 1995): 1-24. These four countnes and the IASC are also known as the 
G4+ 1. 



t his dissertation shows that understanding the processes of accounting standard-setting 

policy leads not necessariiy to the rejection of more technical approaches, but rather an 

expansion beyond these approaches. 

The history of the development of standards for foreign cmency accounting 

suggests that cooperation and mutual consideration among the standard-seîting bodies in 

the US, the UK, Australia, Canada, and the iASC that led to the current level of 

consensus is a relatively recent occurrence. In the early 1970s various methods of 

translation and treatments of gains and losses were endorsed by standard-setting bodies 

in the US, the UK, Australia, and Canada where the debate over translation methods was 

most prevalent.' In view of calls for harmonization in the late 1960s and early 1970s and 

the beginning of a floating exchange rate system in 1973 that affected al1 countries 

simultaneously, why, initially, were different rnethods of accounting for foreign currency 

translation endorsed by different standard-setting bodies, and, how, subsequently, did the 

move toward consensus evolve? 

This dissertation addresses on1 y one topic in the field of international accounting 

standard-setting. Presumabl y, eac h topic that concerns acçounti ng standard-setters raises 

a different set of issues and actors in the process of developing a standard. While the 

In FAS 8 the US endorsed the temporal method of translation. Later they allowed both 
the current rate method and the temporal method. Canada endorsed several rnethods 
initially, then only the temporal method. Australia and the UK endorsed the cment rate 
method and later the UK endorsed both the temporal method and the curent rate 
method, bcfore the US endorsed both methods. The countries were divided in handling 
gains and losses with the US at first only permitting income statement treatment while 
most of the other countries permitted some fonn of deferrai. 



events and circumstances of developing accounting standards for foreign currency cannot 

be generalized to other topics, it can reveal some particular insights into who controls 

that process. Each issue in international harmonization is different, depending on which 

parties are involved in the process. Untess we delve more deeply into understanding this 

process and the players involved and consider the role that standard-setting bodies take in 

the power struggles that ensue, we will continue to place credit or blame on social and 

political factors that are only partially responsible for these stniggles. 

The purpose of this chapter is to provide the background in wfiich accounting 

standards for foreign currency developed. Part I presents the motivation for studying the 

history of foreign currency accounting. Part II discusses how a study of foreign currency 

standards has implications for understanding the complexities of international 

harmonization. Part III describes the political and economic environment leading up to 

the development of these standards by recounting the events up to and inchding the 

dismantling of the fixed-rate exchange system, the developments in international 

investment and the globalization of business, and the implications these deveiopments 

had for accounting and accounting standard-setting for foreign currency. Part IV 

contains concluding remarks on the implications of this study and a bnef outline of the 

remaining chapters. 

1. Motivation for the Study 

Accountin_e for foreign currency translation has k e n  viewed primarily as a 



controversial technical issue, with the Iiterature in accounting focusing on similarities 

and differences in technical area~.~ For example, Kirsch and Becker-Dermer compare 

and contras t foreign currency standards in Engl is h-speaking countries to "discem the 

degree of harmonization between countries and the iASC and to shed light on the 

prospects for harmonization in this area in the fbture? Their analysis attributes 

consensus to discussion, observation, and imitation on the part of standard-setting M e s  

while recognizing the many differences that exist among the standards. Although the 

paper offers an excellent account of the technical details of the Foreign currency 

standards in the English-speaking countries, it merely points out the nature of these 

di fferences. There is no empiricd evidence or theoretical discussion conceming the 

development of consensus, nor are there any explanations for the differences. Their 

conclusion was that the LASC must complete its work on E44 and national accounting 

bodies must bring their own standards in line with E44. But without an understanding of 

the complex issues involved in foreign cwrency and the preferences and actions taken by 

interested parties, one cannot begin to assess the nature of the difficulties associated wiih 

harmonizing such a controversial topic. 

Accounting for foreign currency translation has a long history, but we know little 

about its social roots or the interrelation between the social and the technical. The social 

See Chapter 2 for a more complete Iiterature review on foreign cunency standards. For 
an early review, see C. W. Nobes, "A Review of the Translation Debate", Accounting 
and Business Research ( Autumn 1 980): 42 1 -43 1 . 

Kirsch and Becker-Dermer, ibid. 



refen to the aspects of accounting that reflect social relationships.' The technical refen 

to the perspective of accounting that views it as a set of ~aiculations.~ Accounting in 

general has gained in significance in organizations and societies and hence is 

increasingly seen as more than its technical aspect. The increasing demand for financial 

information by capital markets, the state, and other entities suggest that accounting 

standards serve as an infiuential rnechanism for economic and social management, but 

how they evolved in that way is little undef~tood~' No hmework exists for analysing 

the specific case of foreign currency translation practices against the conditions in the 

socioeconornic system or for explaining the social practices that constitute the 

relationship between MNCs and accounting regdators and how these relationships affect 

the technical decisions made by standard-setting bodies. 

Foreign currency translation is reflective of societal activity and is embedded in 

relations of power. Foreign currency accounting is a social practice and necessitates a 

conceptualization of power in that the development of foreign currency accounting 

standards represents a struggle for legitimation of authority. Technical descriptions of 

standards for foreign currency accounting do not refiect the implications of the choices 

made by standard-setting bodies on the structures of contemporary international business: 

Stuart Burchell, Colin Clubb, Anthony Hopwood, John Hughes, and Janine Nahapiet, 
"The Roles of Accounting in Organizations and Society", Accounfing, Organizations and 
Society 5 ( 1 980): 5-27. 



( 1 ) MNCs as opposed to competitive national firrns as dominant players and the various 

business environments in which they operate, (2) information requirements from many 

jurisdictions beyond national borders, including investors fiom foreign countries, 

governments, and organizations such as the United Nations, and (3) the inherent 

di ficul ties associated with movements towards international harmonization of trade and 

commerce to facilitate capital flows and the implications of these difficulties for 

employees, communities, regulatory agencies such as standard-setting bodies, the 

accounting profession, etc. The movement towards harmonization in international 

accounting raises questions conceming national standard-setting bodies' rights to set 

standards within their own borders and the rights of MNCs to engage in financiaI 

reporting activities that are (or at lest  perceived to be) conducive to the firrn's growth 

and survival. 'O Ln view of various intercsts in accounting information that exist," what 

do we reaf ly know about the process by whic h standards for foreign currency accounting 

deve !O ped? 

This study also points out that one cannot take for granted that a particular 

standard-setting body made choices based solely on certain socioeconomic conditions 

The development of standards for foreign currency accounting reflects this notion in the 
criticisms of FAS 8 which resulted in corporate managers having to spend resources to 
hedge against economic losses fiom the volatility of eamings due to provisions that 
required incorne statement treatment of foreign exchange gains and losses. (See Richard 
C. Laughlin and Anthony G. Puxty, "Accounting Regulation: An Alternative 
Perspective", Journal of Business Finance & Accounting 10 ( 1 983): 45 1 479.) 



that existed in its dornain. In discussing the dificulties of hamonizing standards for 

foreign currency, it is not enough to understand why standard-setters in the UK, for 

example, initially opposed and later adopted the temporal method that was endorsed in 

the US. One must understand the reasons why they prefened the current method to fully 

understand the difficulties associateci with arriving at consensus. Technical historical 

accounts are usefiil in relating the facts but are inadequate in terms of explainhg them. 

Popular viewpoints emphasize the role of the US SEC or political differences between 

approaches to standard-setting in countries like the US and Gennany in explaining 

impediments to harmonization. The accounting l iterature suggests that a number of  

social, economic, and political factors may be involved. l2 While not wishing to deny the 

importance of these factors, these views fail to recognize the importance of the roles 

played by outside entities, such as powerFut MNCs with the resources and the interest in 

becoming invo1ved in accounting standard-setting. The role of MNCs in standard-setting 

These inchde variations in attitudes conceming the organization and control of society, 
institut ional pressures fiom capi ta1 markets, governrnents, and banks, and di fferences in 
professional and educational standards among accounting professions across countries. 
(Desmond McCornb, "International Accounting Standards and the EEC Harmonization 
Program: A Conflict of Disparate Obje~tives''~ The Internufional Journul ofAccozmting 
fTducation and Research (Spring 1982): 35-48.) Other suggested impedirnents include 
inconsistencies with national standards, influences of tax laws, influences of company 
laws, nationalism, differences in user needs, lack of enforcement across international 
boundanes, concern about the quality and nature of international standards, and the 
reluctance of national bodies to take required action. (Alister K. Mason, "The 
Development of International Financial Reporting Standards", lCRA Occasional Paper 
No. (7, (Lancaster, England: International Center for Research in Accounting, University 
of Lancaster, 1978); Juan M. Rivera, "The Intemationalization of Accounting Standards: 
Past Problerns and Current Prospects", The internufional Jownai of Accounting 
/:'ducution and Research 24 ( 1989): 320-34 1 .) 



processes is large1 y underem phasized in accounting literature. 

Exarnining one particular issue of  accounting standard-setting, foreign cunency 

accounting in the US , the UK, Australia, Canada, and the iASC, focuses attention on the 

dynamic interaction of  national and intemationai modes of acçounting standard-setting 

and the importance that transnational corporate pressure plays in shaping and sîructuring 

standard-sett ing processes. This study involves standard-setting bodies in countries 

where the involvement of  govemment plays a minor role in the standard-setting process, 

i-e., that accounting standard-setting is not conducted by an agency of govenunent but 

rather by a group that is (more or  less) independent of  govemment. l 3  This is an 

important point in that this circurnstance allows for participation by MNCs, professional 

accounting associations, professional accounting fixms, and individuals in the process. 

Govemment also has the opportunit. to participate in the process, but the evidence on the 

development of standards for foreign currency shows that the state was less involved in 

developing the specific provisions of the standards as compared to the involvement by 

the MNCs which directly or  indirectly affected the decisions made by the standard- 

setting bodies in these countries. In investigating the attempts by standard-setters in 

these countries to form an international consensus surrounding foreign currency 

accounting, this dissertation suggests that the activities of accounting standard-setters can 

be descri bed as active intervention in a power struggle among specific MNCs and among 

Robert Bloorn and M. A- Naciri, "Accounting Standard Setting and Culture: A 
Comparative Analysis of the United States, Canada, England, West Gemany, Australia, 
New Zealand, Sweden, Japan, and S wi tzerland, Internat ional Journal of Accoun/ing 24 
( 1989): 70-97. 



themselves over legitimation of authority in accounting regulation. 

This study is also motivated by a concem over the evidence of current lobbying 

studies'" in accounting literature. Accounting standard-setting has been argued to be a 

political process based on practical concems, not on theoretical concepts. l5 This 

dissertation argues that it is indeed political, but not from a pluralist l6 point of Mew as 

rnost of these studies assume. The evidence in this dissertation builds on s t~dies '~  that 

show little congruence between lobbyists7 efforts and choices made by standard-setting 

bodies. This study shows the futility of positive work that attempts to predict lobbying 

efforts. Those studies have focused mainly on characteristics of lobbyists and their 

positions. If there is little correlation between comment letters and the outwmes of 

standard-setters7 deliberations, then why focus on the characteristics of lobbyists? If it 

For a review of these studies, see Carol Oison Houston, "Foreign Currency Translation 
Research: Review and Synthesis", Journal o f A c c o ~ i n g  Lirerature 8 (1989): 25-48, and 
also Chapter 4. 

Lane A. Daley and Terry Tranter, "Limitations on the Value of the Conceptual 
Framework in Evaluating Extant Accounting Standards", Accounfing Horizons (March 
1990): 1 5-24. 

"Pluralism" views entities within a society as having their own interests and having the 
potential for influencing decision-making regarding those interests. "Elitism" views 
society as composed of a ruling elite with the rest of society having limited influence in 
decision-making. "Radicalism" views society as composed of a dominant class in 
conflict with other classes (K. Robson and D. J. Cooper, "Power and Management 
Control", in W. F. Chua, E. A. Lowe, and A. G. Puxty (eds), Crirical Perspectives in 
Murtugernênr Confrol (London: Macmillan, 1989): 79- 1 14). 

M. J. Bryant, "Formai Lobbying Activity: The Case of FAS 8", Working papa 
(University of Toronto, 1988) and D. S. Solomons, Making Accouniing YoIicy: lïte 
Que.~l /Or Credibil i fy  in I~inuncial Report ing (Oxford, 1 986). 



appears that the interest of a few "powerful" organizations can influence the choices 

made by standard-setting bodies, what purpose then does predicting Io bbyists ' efforts 

serve? Also, what does this tell us about the nature and effectiveness of lobbying efforts? 

What does this tell us about the standard-setting process in which interested parties are 

pemitted to voice their opinion, but in the end it may be only the voice of a few 

powerfut MNCs that influence the development of accounting standards? 

II. Foreign Currency Standards and Issues in International Accounting Harmonization 

Foreign currency is the most international of al1 accounting standards because it 

directly involves the translation of assets and liabilities held or incurred in foreign 

countries. Because of the many jurïsdictions that MNCs can potentially operate under, 

t here are p s i  bl y as many approaches to dealing with the reporting of these assets and 

1 iabi l ities. The situation can become hopelessly confusing to users of financial 

statements in trying to compare the financial position of MNCs. Likewise, MNCs have a 

stake in the outcomes of deliberations on such standards. Their preferences for 

accounting methods depend upon the individual circumsmces in which companies 

operate, the effects of different methods on Company profits and the strategies by which 

companies strive to protect their foreign financial position. Some of these strategies 

limit foreign investment to specific countries only. Thus, the choices and strategies 

made by MNCs begin to affèct the social and economic circumstances for nations as weIl 

as individual investors. 



In the foreign currency story, a number of conditions at first glance appear 

feasible in explaining the choices made by standard-setting bodies in individual countries 

but closer examination reveals that del iberations incl uded interactions arnong standard- 

setting bodies and between standard-setters and outside parties, mainly MNCs. This case 

of foreign currency standards provide an opportunity to examine the nawe of such 

interactions and the possible effect on outcornes. To Say, for exarnple, that UK standard- 

setters were in favour of the current rate method does not indicate why the Accounting 

Standards Committee (ASC) endorsed it. What role did other groups play in that 

decision? What was the involvement of the MNCs in this process? What do the answers 

to these questions tell us about standard-setting in general and specifically about 

international harrnonization? 

Foreign currency accounting is appropriate to address the issues of 

harmonization in that it provides a unique situation in which al1 countries were affected 

differently but simultaneously by a worldwide phenornenon (the breakdown of the 

Bretton Woods agreement). Other accounting issues have been addressed in countries at 

different times. For example, inflation accounting was a concern in the UK in the late 

1960's and throughout the 1970s but was not an issue in the US until the late 1970s. 

Standard-setting bodies might respond differently in developing standards at different 

times because bodies that addressed the issue earlier set a precedent which rnay influence 

another country's choices of rnethods. This is the case to some degree in the foreign 

currency story but early standards were in place for a very short time before other 

countries were pressured to act. Also, extemal conditions may change from one decade 



to the next, creating more complications in isolating causal variables. The foreign 

c urrency issue minimizes any possible effects due to time di fferences because al 1 these 

countries were concemed to resolve the issue at virtually the same time. " With fewer 

variables to be concemed with, the causal relations that represent impediments or aids to 

harmonization are more easily identified and the history o f  foreign currency accounting 

provides just such an opportunity. 

The circumstances surroundhg the controversies conceming international 

accounting harmonization are perhaps indicative of the changing nature of  the 

reiationship between regulatory institutions (such as accounting) and the state. With the 

globalization of business arose a change in the concept of the state and its ability to 

regulate business outside its borders. The concept of "state" has become more dificult 

to define in a global conten. As capital began to operate outside the jurisdiction of the 

The Accounting finciples Board in the US considered developing a new standard on 
foreign currency in 1971 and the FASB placed it on its initial agenda in 1973. Foreign 
cunency accounting had k e n  on the agenda of  the ü K 7 s  Accounting Steenng Cornmittee 
(now the Accounting Standards Board (ASB)) since 1970 (P. Wallace and B. D. G. Ogle, 
"Foreign Currency Translation", Selected Accounling Standards-Znterpretation 
Problems hpfained (London: ICAEW, 1984): 20 1-254)- The foreign currency project in 
Australta commenced in February, 1972 (fiorn a history sheet fiom the files o f  the 
Australian Accounting Research Foundation (AARF)). Because of  incomplete 
information about the Canadian Institute for Chartered Accountants (CICA), it is not 
clear when the topic was placed in the agenda, although the CICA published Parkinson's 
study on foreign currency in 1972. Aîso because of  limited information about the IASC, 
it is not clear when they began working on foreign currency. However, there is 
correspondence between the then secretary of the iASC and the AARF in 1974 on foreign 
currency accounting. 
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nation-state, the state began to îünction increasingly under the pressure of market forces. 

Regulation is characterized more in the sense of the ways in which "a global system of 

societies are brought together and 'managed' over space and time"" rather than by "niles 

which are laid down in law and enforced througb specific processes of monitoring and 

supe~kion."" 

The increase in the nurnber of intemationid governmental and non-govertmental 

groups in the 1960s and 1970sa is also indicative of this shifi towards regdation through 

managing global societies as opposed to regulation through enforcement o f  Iaws. 

Nation-states have becorne more and more integrated into international nomsu  and have 

iost some of their ability to control and monitor the activities o f  large corporations. 

Organizations such as the United Nations and the Organization for Economic 

Cooperation and Development (OECD) exempli@ this way of  goveming on a global 

and Ben Turok, eds., States andsocieties (Oxford: Martin Robertson & Co., Ltd, 1983). 
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basis but without the power to enforce rules. Member countries in these organizations 

are loosely connected. 

This condition is facilitated by the emergence of the neo-liberal concept of k e  

trade which includes the fke movement of capital and information across national 

borders. "Most countries accept the discipline of a fke-trade system because they 

recognise that free trade is beneficial to everyb~dy."'~ A hamonized system of 

accounting is part of an international financial system of regulation designed to facilitate 

free trade across national boundaries." The need for such a system is exacerbated by the 

increasing demand for financial information by capital markets. The UN and the OECD 

both worked towards harmonizing accounting standards, but foçused main1 y on 

disclosure recommendations and not on developing standards for financial reporting per 

se.26 The purpose of the iASC is to develop a set of standards, but like the UN and 

- - - - - - - - - - - 
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OECD, it lacks the power to enforce its rules. 

One might argue that differences in accounting rules have k e n  shrinking in 

recent years" given the successful work of the IASC which has developed a tighter, more 

coherent set of international standards." A meaningful set of widely accepted 

international accounting standards seems more plausible than ever before considering the 

progress of the IASC." The process of developing these standards, however, has not 

been without its tensions. There are well known tensions in accounting standard-setting 

between standard-setting groups in the US and Germany, for example, whose approaches 

to financial reporting diEer s~bstantially.'~ 

accounting should be conducted while dixlosure asks for how it was conducted. 
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In July, 1995, the MSC made an agreement with the International Organization of 
Securities Commissions (IOSCO), of which the US Securities and Exchange 
Commission (SEC) is a member, on a plan to develop a core set of accounting standards 
acceptable for financial reporting in cross-border securities offerings. (From Michael H. 
Sutton, "Financial Reporting in U. S+ Capital Markets: International Dimensions", 
Accoun(ing Horizons 1 1 (June 1997): 96- 102.) 

Standard-setters in the US, the UK, Australia, and Canada follow the Anglo-American 
approach to financial reporting which presents itself as adopting a purpose of aiding 
investor decision-making and requiring extensive disclosure (although the extent of 
disclosure does Vary among these countries). The Gerrnan view advocates the approach 
of "prudence" as opposed to the UK "tme and fair view", and until the 4th Directive was 
adopted in 1985 in Germany, disclosure requirements were not spelled out in the German 
Commercial Code. German financial reporting has emphasized (and still does) the 
benefits for tax authorities and the protection of crediton who are more concerned about 
cash flow than they are about short-tenn profits. Consequently, German companies have 
an incentive to value assets at their lowest possible amount and Iiabilities at their highesr 



Much of this problem has been attributed to a lack of US acceptance of the iASs. 

Although most large national stock exchanges permit foreign firms to reports results 

according to the IASs, a few crucial ones, i-e., the US stock exchanges, don't. The US 

Secunties and Exchange Commission (SEC) refuses to accept the IASS." This position 

of the SEC i s  seen as a roadblock to the international hannonization of accounting 

standards. The chairman of the SEC has said that the SEC would be prepared to accept 

the international standards in a few years' time, provided certain differences in 

troublesome issues can be resolved (e-g., accounting for intangible assets and financial 

instr~rnents).~~ However, the SEC supports the ment collaboration between LOSCO and 

the IASC to develop a core set of accounting standards and will consider allowing 

foreign companies to use MSs in securities offerings in the US." At the same time, 

European finns view the US standards as excessively burdensome and consider that 

IASC's effort to tighten up it standards tilts its approach to financial reporting towards 

the US  ide.^ 

Other issues exist also. In the US, financial executives and the SEC are 

amount to minimize their tax liability, even if this means departing from a true and fair 
view (Frorn David Alexander and Simon Archer, European Accounfing Guide (London: 
Harcourt Brace Jovanovich, 1 99 1 )). 

The Economist, "Global accounting's roadblock" 7i3e Economist (April27, 1996): 79-80. 
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displeased with the slow Pace of  the developrnent of accounting standards by the 

Financial Accounting Standards Board (FASB). At the same time, the progress in 

developing international standards by the iASC might be seen as a threat to the purpose 

of the national standard-setting bodies in developing their own standards. Developing 

countries may also feel threatened by the oveiwhelming predominance of developed 

countries on iASC technical corn mit tee^.^^ For example, the Arab Society of Chartered 

Accountants asked for help in developing accounting standards fiom international 

accounting firms, rather than the (ASC.% 

The US influence is also seen through the workings of  the G4. The G4-standard- 

setting groups in the UK, the US, Austfalia, and Canada-is working to çoordinate the 

development of accounting standards in these countries and with the IASC." It could 

appear that, although this collaborative effort assists the IASC, it provides opportunity 

for further strengthening the Anglo-Amencan or, perhaps, US, influence in international 

accounting standard-setting. As long as international standard-setting bodies align their 

-- - 
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approaches to financial reponing with the US approach, harmonization (in the sense of 

acceptance by some key players) is feasible. Without the SEC'S blessing, roadblocks 

continue to exist, according to the popular press. One could argue that as long as the G4 

continues to exert its influence on the IASC, acceptance by the US of the lASs is more 

likely. Evidence suggests that the iASs are becoming more and more like the US 

standards. Recently, for example, both the FASB and the iASC approved drafts for 

public exposure on eamings per share that are almost ident i~a l .~~ 

The recent circumstances in acwunting standard-setting involving tensions 

between diffeting approaches to financial reporting (e-g., German view vs the US 

view)", seeming blockages by the SEC in effecting a global set of accounting standards, 

and vanous threats to the effectiveness of national standard-setting bodies suggest a 

strong influence of standard-setting bodies in a single country (the US) or a group of 

countnes (the G4) on the development of international accounting standards. These 

circumstances can lead to questions such as, "Who really influences, aids, or hinders the 

processes involved in international accounting standard-setting? Do the SEC niles real i y 

hinder harmonization?". The evidence in this study suggests that hindrances to 

hamonization cannot be reduced to differences in approaches to accounting between 

countnes or to the hegemony of a single entity. Rather they extend to different 
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approaches taken to resolve specific accounting problems due to different jurisdictions in 

which companies may be operating, a company7s corporate structure or other interna1 

situations (such as performance measures for subsidianes, for example) and the 

preferences for these approaches expressed by MNCs. To what extent these preferences 

by MNCs influence the national differences among accounting standard-setters is the 

subject of this dissertation. 

In order to more tùlly understand the complex nature of developing a foreign 

currency standard and its implications for MNCs, the next section of this chapter 

recounts the events that led to a change in accounting for foreign currency. The section 

emphasizes the significance of the downfall of the Bretton Woods agreement and the 

expansion of foreign business by MNCs in creating an impetus for the debates on foreign 

currency accounting that coincided with these events. 

III. The Pol itical and Economic Context of Foreign Currency Accounting 

The developments in accounting for foreign currency arose fiom a cornplex senes 

of macroeconomic and political events and circurnstances of the late 1960's and early 

1 970's. This section discusses how these events and circumstances had implications for 

accounting and accounting standard-setting. This narrative focuses not just on the 

perspectives of di fferent accounting approaches found in di fferent countnes, but on the 

variation in perspectives within countries. Hannonization is not just a country probIem. 

The interests of different users and preparers can Vary as much within a country as 



between countnes. 

The Foreim Exchan~e - Rate Svstem: 1944 onwards 

World War 1 and the world depression of the 1930's disrupted the world monetary 

order and led to a con ference in luly 1944 at Bretton Woods, New Hampshire, in which 

44 nations agreed to set up the International Monetary Fund (LMF).~ The role of the [MF 

was to provide its rnembers with a code of conduct conceming international payment 

restrictions and exchange rates and to provide liquidity for its rnembers in official 

transactions in the foreign exchange market? The US doliar was chosen as the 

numeraire of the system, which meant that other member wuntries defined their 

cunency values in terms of dollar par values.42 

This arrangement created problems for the US in adjusting "fundamental" 

imbalances of the dollar which became apparent with the balance of payments deficit in 

the late 1950s.'" In part, the deficit was the result of the Marshall Plan which pumped 

Excellent sources on the developrnents of the Bretton Woods agreement and the 
exchange rate system in general include Stanley W. Black, Ffmting Exchange Rates and 
hrational Econornic Polky  (London: Yale University Press, 1977); Fred L. Block, The 
Or igim of htemaiional Econornic Order: A Stu& of United States International 
Monerary Policyfrom Worlci War II to the Present (Berkeley: University of California 
Press, 1977); Armand Van Dorrnael, Bretron Woods: Birth of a Monetury System (New 
York: Holmes & Meier Publishers, inc., 1978); and Brian Tew, The Evolution of the 
/nfernational Monetary System: / 9-&85,3rd ed. (London: Hutchi nson, 1 985). 
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many US dollars into Europe for restoration after World War II. European central banks 

accurnulated dollars in their reserves which ted to an increase in the demand for gold. 

Consequently the Eurodollar market developed which allowed the lending or investing of 

dollar deposits in Europe. These conditions set the stage for volatile short-term capital 

movements (motivated by interest rate differentials and speculation conceming gains and 

losses from changes in exchange rates) and the growth of the intemationaliihon of 

financial markets which created the means for huge flows of fun& across national 

borders." 

The disequi l i bri um in world payments continued throughout the 1 960's. 

Speculative borrowing increased so foreign banks were buying dollars on a large sale to 

prevent appreciation of their own currencies against the dollar.4s Besides increased 

global financial activity, a lack of consideration given to financing the war in Vietnam 

and US political events associated with it contributed to the worsening of the US trade 

position and, because of the dominant place held by the US in the world economy, 

contributed to the instability in international financial markets." Ultimately, the 

worsening conditions of the US balance of payments prompted the US to temporarily 

suspend the convertibili ty of the dollar into gold in 197 1. Other countries responded by 

Tew, ibid 
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"unpegging" their cunencies from the dollar. Later that year ten nations'" met in 

Washington, D. C., and drafied the Smithsonian Agreement in which they agreed to re- 

peg their currencies on the do1 lar at new central rates (except for the Canadian dollar 

which remained floating)." 

The Smithsonian Agreement was short-lived, however. In 1972, the British 

balance of payments began to deteriorate and the surplus at the beginning of the year 

turned into a deficit by the end of the year. The Chancellor of the Exchequer announced 

in June that the British pound would be allowed to float- The sixty-five or so nations that 

pegged their currencies on sterling discontinued the sterling peg and replaceci their 

sterling reserves rapidly with dollar reser~es;~ thus increasing the demand for dollars 

even more. 

The fact that the dollar could be devalued via techniques li ke the Smithsonian 

Agreement suggested that it could be devalued again. This realization led to a lack of 

confidence in the Smithsonian currency values and to speculation in the price of gold and 

runs on the dollar in 1973 (also exacerbated by the oil crisis of 1973-74). After two 

crises, in Febniary and March, 14 çountries (the G- 10, Switzerland, Denmark, 

Luxembourg, and Eire) met and agreed to a floating system, some wuntries jointly and 

The US, Belgium, Canada, France, Germany, My, Japan, the Netherlands, Sweden, and 
the UI( (known as the G-10) (Tew, ibiJ). 



othen individually." This marked the end of  the fixed exchange rate system. 

The Globalization of  Business 

The Marshall Plan was only partially responsible for the outflow o f  capital from 

the US. Contributing to the outilow were massive amounts of  foreign investments 

abroad by US companies. An example of the extent of this foreign invernent is the case 

of  General Electric which increased the number of foreign plants from 21 in 1949 t o  82 

in 1969." Between 1950 and 1964, the proportion of US corporate profits bas& on 

foreign investment increased from 10% to 22%.'' A survey of  298 of  the largest US 

corporations showed that by I W O  they obtained 70% o f  their profits abroad. " 
Capital flows across borders were also aided by foreign investrnent from 

companies in other countries. The German textile and garment industry more than 

doubfed its foreign employment fiom 1966 to 1975. By the mid-1970's, the number of  

workers employed by West German companies in foreign countnes amounted to 20% of 

total domestic employment. In Sweden, foreign investments increased 80% between 

1960 and 1965. The total number of employees of  Swedish-owned foreign firms grew 

four times faster than the growth rate o f  domestic employment during the same time 
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These global developments are the result of what has been labelled the 

"disorganization of capitalism" by some authors'' or the "crisis of Fordism" by othen.'" 

Characteristic of capitalist disorganization is the increase in global activity by MNCS", 

attributed in part to the fall in the rate of profit in western manufacturing activity. 

Fordism refers to a regime of intense accumulation expenenced by capitalist mcieties 

beginning in the 1920s in the US and intemiQing f i e r  World \Var II. It was made 

possible by increased surplus-value due to the mechanization of the labour process 

through implementation of assembly-line production and Keynesian economic welfare 

policies. The crisis of Fordism refers to the inability of the system to maintain Levels of 

surplus value necessary to continue the rate of increase in wrporate profits charactenstic 

of early Fordist prod~ction,~~ prompting corporations to extena operations beyond 

domestic borders in search of cheaper modes of production. The crisis was further aided 

Lash and Ury, ibid. 
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it is terrned "disorganized in the sense that nation-states lost some of the control of 
coprate  activity as MNCs operated in jurisdictions outside of the domestic country and 
that international financial markets were not regulated by any govemment or 
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by the increased cost of the Keynesian welfare state which had been designed to maintain 

a minimum ievel of con~urnption.~~ 

As sorne national corporations became multinational, they moved beyond the 

confines and controls of the nation-state? The liberal state had delegated the tssk of 

goveming fimis and families through a body of experts6' (including accounting 

pro fessionals and standard-setters). The multinational firm has become increasingl y 

more influential on this body of experts and on the state. The evidence suggests that this 

was indeed the case for accounting standard-setting for foreign currency for the countries 

in this study. 

Globalization of business was aided by the development of computerized 

systems of information which allowed for the monitoring of operations in different parts 

of the world and by the growth in international money markets (i-e., the Eurodollar 

market) which enabled MNCs to engage in financial speculation in  the exchange rate and 

interest rate markets. The massive overseas investment by US cornpanies was 

accompanied by increased borrowings by these companies fiom foreign banks. Private 

lending by Eurocurrency banks grew at a phenomenal rate, fiom $44 billion in 1969 to 

Lipietz, ibid 
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$8 1 0 bill ion by 1 980. As mentioned previously, the increase in the movement of capital 

subjected national economies to balance of payrnents crises, particularly for the US and 

Bri tain:' but also created special accounting problems for corporations holding foreign 

assets and liabilities. 

Impl ications for Accoun ting and Accountine Standard-Setting 

Historically foreign cunency was a very important and conîmversial topic facing 

MNCs, accountants, regdators, govements, and accounting standard-setting bodies. It 

arose as a result of events in the political economy (the breakup of the Bretton Woods 

agreement and the switch to a floating exchange rate system) that affecteci virtually al1 

countries of the indusîrialized world. The issues involved the implications of the switch 

fiom a fixed exchange rate system to a floating rate system, the development of 

accounting standards to cope with the new system, the harmonization of these standards, 

and the differential effects that the same accounting method could have on different 

corn panies in di fferent industries and operating environments- 

The switch fiom a fixed rate system to a flexible rate system is thought to have 

created economic and political instability in international trade, resulting in financial 

markets and instruments to provide the liquidity designed to protect banks and 

companies from the financial risk that floating rates created. Before the advent of 

flexibIe rates, national and international financial systems operated in a reiatively stable 

environment guaranteed by an international trading system *th fixed exchange rates 
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backed by a single dominant cunency. The instability that resulted fiom the flexible rate 

system forced national financial systems to change their own financial institutions. The 

stability that was no longer achieved by a fixed rate system was potentially brought about 

through markets with the liquidity which enabled traders (primarily banks and 

companies) to purchase foreign exchange as they saw fit. These traders protected 

themselves fiom falls in the exchange rate by engaging in hedging strategies. This 

system could not operate unless traders could respond rapidly to changes in the value of 

currencies, resulting in 24-hour trading and a speculative nature to the trading of foreign 

exchange. The markets that developed to accommodate this type of activity changed the 

way that the international political economy operated. Instead of a standard of monetary 

value embodied in gold and fixed exchange rates, value is dete-mined by the market. 

These markets also al low national financial institutions to trade intemationally, thus 

increasing cross-borders flows of capital and competition among these markets and 

global financial instit~tions.~~ 

The nature of this system is rather precarïous in that there is no governing body to 

enforce rules and maintain order. The system depends on market processes. The 

complex nature of competition in these markets makes the creation of international 

regulatory institutions dificult to develop, enforce, and maintain? This characteristic 

applies to al1 financial institutions and markets, including banks, stock markets, foreign 
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exchange markets, etc. n ie  competitive nature of this system is one that does not 

necessarily support the development of standards or niles for monetary order, including 

accounting standards. The cornpetition for information is strong but can also inhibit the 

free flow of capital. The alleged problem in the US of attracting foreign issuers to US 

stock markets is an exarnple of how the difference in accounting standards might restrict 

opportunities for raising capital by non-US companies. The acceptance of iASs by non- 

US members of DSCO may give them a competitive edge over the stock markets in the 

US which are prohibited by the SEC fiom accepting financial statements prepared 

according to IASs. 

Flexible exchange rates create problems for multinational companies in 

consolidating financial statements between parent companies and foreign subsidiaries. 

Foreign subsidiaries are independent legal entities but in many countnes, the parent and 

subsidiary companies are treated as single entities for accounting purposes. Thus, a 

single set of financial statements must be prepared that consolidates the tinancial 

statements of the parent and subsidiary companies. The problem arises when financial 

statements of the foreign subsidiary are prepared in the local currency and its assets and 

1 iabi l ities m ust be translated to the parent company currency. Financial statements cannot 

be prepared using multiple currencies and are typicall y prepared using the currency of 

the parent company. Translation is the process of restating accounts prepared in foreign 

currencies to single currency equivalents. Translation is necessary to record any foreign 

currency transaction, as in import and export activities, and for reporting the activities of 

branc h and subsidiary operations. 



Parent companies have reasons for maintaining accounts in the local, or foreign 

currency. Many companies hire local managers who are used to opetating in local 

currencies. Comparison of financial &ta with other local companies is facilitated when 

accounts are prepared in the local currencies. The expansion of multinational corporate 

activity increases the need to convey information from one Company to a nurnber of 

readers in various domiciles as compi~ies seek to taise capital in foreign markets. To 

make the information relevant to foreign readers, companies wiii sometimes translate 

their financial statements to the currency of the reader's country. 

Problems associated with translation stem fiom flexible exchange rates. With the 

daily fluctuations in exchange rates, it becomes dificult to know what exchange rate to 

use in the tran~lation.~' For example, which exchange rate should be used to value an 

asset, the rate on the &y that the asset was purchased or produced or on the &y that the 

financial statements were prepared? When exchange rates were fixed, it rnattered Iittle 

what rate wirs used because the rate did not Vary significantiy, unless there was a decreed 

devaluation. But with the advent of flexible rates, exchange rates can Vary daily 

according to the movements of the currency markets. 

Many different translation methods have k e n  used in practice by MNCs, making 

it difflcult for investors and other interested parties to compare financial reports among 

For an example of the effects of fluctuating exchange rates on Company operating and 
financing decisions, see Leonard M. Savoie, "Financial and Accounting Aspects in 
international Business", The fnternational Journal of Accounting Educarion and 
Kesearch 9 ( 1973): 1 3-22. 



~ornpanies.~ As global activity increased in the late 1960s and exchange rates became 

flexible in the early 1 Wols, the problem associateci with acwunting for foreign currency 

translation for MNCs centered on avoiding accounting losses due to fluctuations in 

exchange rates. The increased borrowings along with the increase in operations overseas 

created special accwnting problems for MNCs as more and more assets and liabilities 

were denominated in foreign currencies whose exchange rates were no longer fixed as of 

1 973. n i e  combination of dollar devaluations in the early 1970s and upward 

revaluations of other currencies at the sarne time, along with certain new borrowing 

restrictions in some countries, led one US corporate manager to believe that his company 

could no longer protect the company fkom foreign exchange variations when either the 

US dollar or foreign currencies decline or increase in relation to each othere6' 

The increased risk in keeping a balanced position in assets and liabilities and in 

avoiding iosses fiom changes in foreign currency rates led to calls for establishing new 

guidelines for accounting for foreign currency translation, not only on a national basis 

but ones which would be universally accepted. A concerted effort towards international 

accounting harmonization was just b e g i ~ i n g  in 1973 (the year that the iASC was 

established). The predicament in accounting for foreign cunency translation coincided 

One might argue that the choice of methods may allow managers to signal private 
information and is therefore more informative. This would suggest that managers of 
MNCs might be opposed to a mandatory set of accounting rules which would eliminate 
that option. 



with a growing awareness of the diversity of accounting practices worldwide. Thus, the 

cal1 for developing and harmonizing foreign currency accounting from a financial 

statement user's perspective could have emerged fiom a general desire to reduce the 

diversi ty in accounting practices. nie advent of the flexible exchange rate system made 

the foreign cunency issue more pronounced. 

Controversies centered on various methods' effects on subsequent years' 

financial statements and the volatility of earnings, which could resuit in lower s h e  

pnces." Research results on the stock price effwts of adopting different foreign 

currency pronouncements Vary according to statistical methods so it i s  not clear 

whether the market actually responds to the adoption of different accounting treatments 

for foreign currency or whether the results are due to flaws in research methods. 

However, concerns over the effects on financial staternents led managers to engage in 

strategies to protect net asset or net liability positions of foreign operations. These 

strategies include hedging, cash flow control measures, accelerated dividend remit-tances, 

more local borrowing, and tighter monitoring and control of economic exp~sure.'~ The 

creation of a market for innovative international financial instruments, such as currency 
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swaps, foreign currency options, and cross-cunency swaps enabled the management of 

foreign exchange risk as corporate managers sought to transfer these nsks to parties 

wil ling to assume them." More local bonowing means that more debt is denominated in 

the domestic country's currency. That has macroeconomic implications for the US in 

particular, because it results in more liabilities held in US dollars, which was one of the 

conditions that led to the run on the dollar in the early 1970s and the suspension of the 

gold standard. It is believed that a balance between US dollar and local currency de& 

sourcing is p r e f e ~ e d . ~ ~  Because of these issues, there was concem also that to minimize 

the risk in maintaining balanced positions, companies might engage in shifiing foreign 

investment to only those countries in which currencies are relatively stable which would 

reduce investment in less developed countries that were short of capital." In the UK 

standards for foreign currency, the provision which allowed differences on borrowings to 

be offset against differences in assets in the same currency was likely to result in the 

deterring of borrowings in currencies not rnatched by offsetting assets in the sarne 

~urrency.'~ The üK parent Company would borrow only in sterling or in the subsidianes' 
- -  
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[ocaï currency. Those companies with currency borrowings not matched by assets in the 

same currency would likely consider liability assumptions by a third party or long-tenn 

forward contracts to eliminate the effect of  cunency fluctuations on  the profit and loss 

acco~nt . '~  Thus, there were significant social and economic conseqwnces of the 

accounting methods used. 

From a preparer's perspective, the issue concems finding a rnethod of accounting 

that would safeguard the company against the economic and accounting problems that 

the flexible exchange rates created. The problem for individual companies was not just 

over dealing with the fluctuating nature o f  exchange rates. The debate concemed what 

met hods of accounting were most acceptable among preparers of financial statements, 

whic h varied depending on the com panies' speci fic situation, and concerned the e ffects 

on the companies' profit margins. The same accounting procedure can have vastly 

different effects on company profit depending on the amount of  assets and liabilities held 

in foreign currency? Company-specific issues are very significant in this study because 

against foreign assets not denominated in the same currency. However, the US standards 
require the offset to be in the same currency. 

Michael Portington, "Foreign Currency Translation: The New Accounting Approach", 
.4ccountancy (Febwry  198 1 ): 1 05- 107. 
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the issue of hannonization of accounting standards is not just arnong standard-setting 

bodies in different countries, but also arnong MNCs operating in many different 

accounting jurisdictions, economies, and social structures along with varying company 

pl icies, practices, and strategies that can vazy even among wmpanies within the same 

industry, let alone the sarne country. There are an infinite number of company-specific 

situations t hat may resul t in pre ferences for one method of accounting over another 

which may explain the involvement by the MNCs in the process of dweloping 

accounting standards for purposes of prese~ng their preferred method. Understanding 

the nature of these different viewpoints of preparers helps to undentand the difficulties 

associated with hannonization. It helps us to understand how power begins to play a role 

in the development of an "'acceptable" standard. Acceptable to who? Presumably, 

acceptability concems those who have the power to influence, persuade, align, and enroll 

the bodies with the responsibility for developing these standards so that their preferences 

for accounting methods are protected. 

IV. Conclusion 

The combination of increased global activity and a floating exchange rate system 

created special accounting problems for preparers and users of financial statements in the 

early 1970s. Efforts towards harmonization of accounting practice were just undeway at 

that time. The problems of translating financial statements became much more apparent 

as corporate management attemptd to protect companies h m  foreign exchange risk due 



to fluctuating cunency exchange rates. Accounting standard-setters faced a challenge to 

develop a set of guidelines to provide comparable information for users of financial 

statements. 

The accounting standard-setting process is similar in the countries of the US, the 

UK, Australia, and Canada. Along with the similar orientation towards financial 

reporting for investor decision-making, the environment in these countrïes made it 

possible for standard-setters to attempt harmonization of foreign currency standards. 

Differences between the AnglcMrnerican and German approaches to standard-setting are 

apparent enough but differences of opinion also exist arnong standard-setting bodies in 

the US, the UK, Australia, and Canada. The history of the development of foreign 

currency accounting bears this out. This study explains how the standard-setting bodies 

in the US, Canada, the UK, and Australia responded in different ways to the monetary 

crisis of 1970s that affected accounting standard-setting bodies in al1 countries and how 

they eventuall y developed a greater degree of consensus. 

This dissertation employs a comparative historical analysis to demonstrate that 

certain factors that existed among these standard-setting bodies serve as part of the 

stmctural conditions in which standard-setting for foreign currency took place, not as 

explanations for the choices made by standard-setting bodies in devetoping these 

standards. The comparative methodology employed in this work examines explanations 

beyond cultural hindrances to harmonization. Instead, it examines such factors as current 

practice, application of accounting principles, currency movements, lobbying efforts, and 

tax Iaws which can be argued to have justified the decisions made by standard-setting 



bodies and are based on statements made in the documentation and published articles on 

foreign currency accounting." However, a closer examination shows that they only 

partial1 y account for the choices made. 

The dissertation also reports on a more in-depth study of the history of the 

development of the standards in these countries to illustrate the role, and the effect, of 

networks of alliance in the social relations between standard-setting bodies and MNCs in 

the standard-setting process. The story of the development of standards for foreign 

currency accounting undermines a perspective that the US dominated international 

accounting standard-setting. While other countries have looked to the FASB for 

guidance in this area, few countries, even among the English-speaking nations, were 

willing to blindly follow the FASB example in the foreign currency case. Thus, while it 

may appear that the US (ie., the FASB or the SEC) has the power to impede the process 

of international harmonization, standard-setting bodies in other countries have the power 

to resist the influence of a major player. A study of the development of standards for 

foreign currency accounting among the US, the UK, Australia, Canada, and the MSC 

that includes an analysis of power provides an opportunity to demonstrate that the 

differences that do exist among accounting standards are not cornpletely explained by the 

hegemony of a single entity or a set of specific conditions. Rather they are explained by 

interactions among national standard-setting bodies and between standard-setting bodies 

and outside parties in which conflict affects outcornes which rnay either impede or aid 

- - -- -- 
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the efforts towards harmonization. 

The remainder of the dissertation is organized as follows: Chapter 2 begins the 

comparative historical analysis of certain conditions or factors existing through the 1970s 

and the 1980s which may serve as explanations of the choices made by standard-setting 

bodies in developing foreign currency standards. This analysis begins with the effeçts of 

currency fluctuations on these choices. Chapter 3 continues the comparative analysis of 

additional factors incl uding current practice, accounting principles, tax iaws, and the 

efforts of lobbyists. Chapter 4 reviews current theories of power and offers an analysis of 

social relations between standard-setting bodies and MNCs based on theories of power. 

Chapter 5 provides a brief summary of the findings of the study, further implications of 

the study, limitations, and additional questions raised for furthet research. 



CHAPTER 2. ACCOUNTING FOR FOREIGN CURRENCY TRANSLATION 

In the history of the development of foreign currency accounting, standards 

evo lved from the endorsement of diverse translation methods and treatments for gains 

and losses among the US, the üK, Canada, and Australia, to some degree of 

harmonization of methods and treatments arnong these same countries. An argument 

explaining the diversity might point to certain conditions that differed for each country. 

These conditions or factors could be offered as explanations for the choices made by the 

standard-setting body for a given country. A comparative history would suggest that 

variations in actors' choices and outcomes were due to these differences. What effects 

these di fferences had on harmonization and how they were resolved are also relevant for 

understanding the consensus that eventually occurred. 

Several factors could be argued as plausible explanations for the choices made by 

standard-setting bodies in developing standards for foreign currency accounting. This 

dissertation examines five of these possible factors. The purpose of this analysis is not to 

eliminate these explanations but to show that issues regarding the choices remain 

unresolved in light of these factors. The factors examined in this study are referred to in 

the debates on foreign currency accounting. The examination of these factors reveals 

that they only partially explain the outcomes of standards for foreign currency 

accounting. 

The purpose of this chapter is to begin analysing the choices made by standard- 

setting bodies conceming method of translation and treatment of gains and Iosses in 



developing standards for foreign currency accounting. The comparative analysis 

examines each case (standard-setting bodies in the US, the UK, Canada, Australia, and 

the IASC) longitudinally through the development of the standards. The examination of 

the individual cases will al low for an assessment of the effects on international 

harmonization. The Method of Difference, explained in the next section, is used in this 

analysis. The choices for method of translation and treatment of foreign currency gains 

and losses made by standard-setting bodies are the outcornes. The analysis discusses the 

similarities among the cases and fmuses on the factors which set the cases apart. Five 

factors, current practice, accounting principles, currency fluctuations, lobbying efforts, 

and tax laws, are identifïed as potentiai variables that offer a causal expianation of the 

outcomes. Though this list of differences is not complete, it includes the most fiequently 

suggested factors which have had a major impact on the choices made by the standard- 

setting bodies. 

This chapter examines one of these factors, Le., currency fluctuations. The 

choice of examining currency movements as a basis for the choices made by standard- 

setting bodies originates with the cynicism ihat had been directed toward the FASB when 

the Board decided to reconsider FAS 8. 

Cynics will suggest that this change of heart reflects the recent weakness of the 
dollar-and it bas forced upon the FASB because Amencan accounts were 
showwng heavy losses, and that when the dollar was strong, and healthy profits on 
exchange were king show by US companies, there was no incentive to change 
to the 'closing rate' method.' 

- -  -- 
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This factor was also noted in ED 27 in the UK: 

When the domestic cunency of the holding Company is one of the hardest 
currencies in the world, the conventional 'temporal' method (such as that 
required by Financial Accounting Standard No. 8 in the USA) produces an 
acceptable result But when the consolidated financial statements are drawn up 
in a currency which is not the hardest, the temporal method can produce results 
which do not make commercial and economic sense and alternative solutions 
must be considered.' 

(It is not clear fiom this comment what is really meant by "economic sense"). 

Opposition to FAS 8 also occurred when the US dollar strengthened: 

the wide swings in profits caused by the strengthening U.S. dollar this spring have 
reinforcec! opposition to what many regard as lopsided and impraçtical 
procedures .... The dollar's rapid rise against many foreign currencies this spring, 
as filtered through the accounting rule [FAS 81, has caused unusually large 
distortions ... As a result, many believe that the health of the multi-nationals' core 
businesses frequently is hard to detemine.' 

The question is whether or not the decision to adopt the current rate method by FASB 

was motivated by the weakening of the dollar. 

The following excerpt suggests that currency fluctuations in one country and the 

relationships between currencies in different countries does not necessarily resul t in the 

same accounting nile to be applicable to each situation: 

solutions to translation problems as recommended by Amencan 
authorities ... cannot simpiy be accepted as k ing  necessarily suitable to the 
Canad ian situation [because of the relat ionshi p between the Canadian do1 lar and 
the US dollar]. A history of rate changes in the pound sterling since World War 11 
also rules out British solutions as k ing  automatically suitable to the Canadian 

Accounting Standards Cornmittee, "ED 27: Accounting for Foreign Currency 
Translations, Accountancy (December 1980): 1 19- 1 26. 

New York Times Service, ihid. 198 1. 



situation.' 

This investigation atternpts to bring fort h evidence concerning any consistency between 

the relative strengths of currencies with decisions made by standard-setting bodies. 

Part 1 describes the Method of Difference used in the comparative analysis. Part 

II compares the responses of accounting standard-setters to the circumstances of the 

1970s to acquaint the reader with the nature of the differences in the standards for 

foreign currency in the countnes in this study. Part iii presents the development of 

standards for foreign currency accounting as a response to currency crises and begins the 

comparative analysis by examining the possible association between currency 

fluctuations and the choices made by standard-setting bodies. Part IV provides 

concluding remarks. 

1. Method 

Comparative Analvsis 

This study employs two types of analysis. The first type is a method of 

comparative historical analysis. Variations and dissimilarities are explained in a 

comparative analysis which provides a check against over-generalization? The method 

J 

R. MacDonald Parkinson, T h d a t i o n  of Foreign Currencies (Toronto: CICA, 1972). 
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employed in this study is similar to Weir and Skocpol's6 analysis of the variation in 

nation-states' responses to the Great Depression. Skocpol discusses how comparative 

historical analysis works. 

Basically one tries to establish valid associations of potential causes with 
the given phenomenon one is trying to explain. There are two main ways 
to proceed. First, one can try to establish that several cases having in 
common the phenomenon one is trying to explain also have in common a 
set of  causal factors, although they Vary in other ways that might have 
seemed causally relevant. This approach is what Mill cailed the 'Method 
of Agreement.' Second one can contrast the cases in which the 
phenomenon to be explained and the hypothesized causes are present to 
other cases in which the phenomenon and the causes are both absent, but 
which are othenivise as similar as possible to the positive cases. This 
procedure Mill labelled the 'Method of Difference.' Taken alone, it is a 
more powef i l  method than the Method of Agreement alone for 
establishing valid causal associations (provided that one can find suitable 
negative cases for the required contrasts). in practice though, it is ofien 
possible, and certainly desirable, to combine these two comparative 
logics. This is done by using at once several positive cases along with 
suitable negative cases as contrasts.' 

The Method o f  Agreement attempts to explain why al1 cases amved at outcome Y, given 

the overall differences among the cases. The investigation determines that there are one 

or more explanatory variables, X, that are present among the cases and that can logically 

explain Y. In the Method of Difference, outcornes are different among the cases. The 

intent is to compare "instances in which [a] phenomenon does occur, with instances in 

M. Weir and T. Skocpol, "State Structures and the Possibilities for 'Keynesian' 
Responses to the Great Depression in Sweden, Britain, and the United States", in P. B. 
Evans, D. Rueschemeyer, and T. Skocpol (eds), Bringing the Stafe Buck In (Cambridge: 
Cambndge University Press, 1985): 107- 163. 



other respects similar in which it does not". ' The cases are similar in many respects, 

variables A, B, C, ... N, except for one or more variables, X and not X, that differ for the 

cases. These di fferences are shown to logical l y explain the di fferences in outcornes. 

(See Appendix 1 for a representation of this discussion-) 

One of the problems with comparative analysis is overcoming the "many 

variables, few cases" probIem. Sbtistical methods of analysis are not feasible when 

many variables can explain the phenomenon under question and few cases are available 

for investigation. The Method of Difference overcomes that problem by focusing on 

comparable cases, those that are similar in a large nurnber of important characteristics to 

be treated as constants, but dissimilar wîth respect to certain phenornena whîch are to be 

explained. 

The method in this study most closely resembles the Method of Difference. The 

aim is to identifi cases that are similar on many grounds in order to explain the 

differences in accounting out corne^.^ The accounting outcomes (the dependent 

variables) in this analysis are the choices made by standard-setting bodies concerning 1) 

translation rnethod and 2) rnethods for handIing trandation gains and losses for foreign 

currency accounting standards. These are two outcornes or two phenomenon to explain, 

From John Stuart Mill's A Sysfem ofLogic, 8th ed. (London: Longrnans, Green, Reader, 
& Dyer, 1872) Book III, Ch.8, quoted in Arend Lijphart, "Comparative Politics and the 
Corn parat i ve Met hod", Americun Political Science Review 65 ( 1 97 1 ): 682-693. 

Helen Gemon and R. S. Olusegun Wallace, "International Accounting Research: A 
Review of its Ecology, Contending Theories and Methodologies", Journal of Account;ng 
/difercr/ure 14 ( 1995): 54- 106. 



so there are two levels of comparative analysis, one concerning translation method and 

the other conceming methods for handling gains and losses. l0 As the analysis shows, 

these choices were the most controversial issues and varied arnong the countries under 

study. These choices a h  varied over time as these standard-setting bodies moved 

towards harmonization. 

The Method of Difference requires that a certain number of explanatory variables 

or causal factors be similar among the cases so as to establish the daim that any 

characteristic that varies among the cases is indeed the one that explains the different 

outcomes. The purpose or approach to financial reporting, the role of the state, and the 

standard-setting process are the overall similarities of these countries reiative to 

continental European and Asian countries. The US, the UK, Australia, and Canada have 

in common the obvious characteristic of language, but more importantly a common 

approach to financiai reporting. The US, the LIK, Australia, and Canada base their 

approach on providing information for investor decision-making. Consequently, 

preparers (companies) are interested in reporting techniques that may enhance share 

pice. These countries a1so employ a similar process in the development of accounting 

standards in which constituents have the opportunity to respond to discussion 

memoranda and/or exposure drafts of a proposed standard. The standard-setting body 

then examines the responses and may or may not take them into account in the release of 

These two issues, however, are not treated as independent of each other. The analysis 
dernonstrates that they are somewhat interrelated. 



the tinal standard. Also, an extemal task force is oAen used for each project, " thus 

providing an opportunity for outside parties to participate in the proçess. These 

procedures are more common in those countries where the standard-setting body is a 

relatively independent entity. In continental Europe and Japan, the main group that 

develops accounting standards is an a m  of the government and the emphasis is on 

creditor protection (mainly Gennany) and is based on court case law and tax law. 

Consequently, instead of reporting to enhance share price, the approach favours tax 

A weakness of the Method of Difference is that these simiiarities rnay not be 

sufficient to suggest that outcomes should not Vary among the cases. Another weakness 

of this method is assurning that in the midst of al1 the similarities there is only one 

differing characteristic that logically explains the outcomes. That is the case with this 

study, for indeed, outcomes for foreign currency standards may be atmbuted to several 

factors, not just one. Possible factors include current practice, accounting principles, 

currency movements, lobbying efforts, and tax laws. In addition, other factors may exist 

that rnay provide "common sense" exptanations. In this regard, the method in this study 

does not rigidly follow the Method of Difference because outcomes rnay be attributed to 

Bloom and Naciri, ibid 
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one or more '-differing" factors. Hence, the Method of Difference is applied to the five 

factors mentioned above for each of the two outcomes to be explained during the time 

period to include the development of different standards among these countries to 

harmonization, 

The analysis deviates ftom the Method of Difference in one other regard, and this 

is a crucial aspect of this analysis. That is, instead of explanatory variables for the 

methods and treatrnents chosen, these factors serve instead to depict the conditions in 

which standard-setîing for foreign currency took place. The differences in the choices 

made by standard-setting bodies are not fully explained. However, the Method of 

Di fference does provide a logical way in which to proceed. For if similanties exist 

among the cases, and if differing variables do not explain the outcomes, then one has to 

assume that sornething is king overlooked in the analysis. 

The comparative analysis proceeds as follows. First, the questions under study 

are raised: why, in the period immediately following the end of the fixed exchange rate 

system, were different methodç of accounting for foreign currency translation adopted by 

standard-setting bodies in different couniries with investor-oriented approaches to 

financial reponing and how did the move toward harmonizing those standards evolve? 

Second, plausible explanations for the various choices made by these bodies over time 

based on the five factors in which these countries differed are discussed. This can be 

accomplished in a couple of ways: one, the elimination of plausible ideas by 

demonstrating that the tmth of a situation was the opposite of, or more cornplex than, 



cornmonly ùelieved," or by fomulating a new hypothesis consistent with the 

comparative evidenceIJ; two, the resolution of paradoxes by showing that plausible 

causal explanations appear to be surprising and then pointing to another set of causes that 

make the phenornenon expected after all. " 

The empirical work for the comparative analysis entails examining the activities 

of the following standard-setting bodies in developing standards for foreign currency 

translation dun'ng the 1970s and the 1980s: îhe US FASB, the ASC (fkom 1990, the ASB) 

in the UK, the Australian AARF and its associated subcommittees, and the Canadian 

CICA. As indicated earlier, these countries have in cornmon a similar purpose to 

financial reporting, the roIe of the state, the standard-setting process, etc-, and were the 

most active in developing standards for foreign currency accounting. (Most European 

countries did not develop foreign currency standarâs until the 1980's with the advent of 

the Fourth Directive.) Because the IASC is a very heterogenous group representing many 

constituencies, an analysis in which tax laws are compared, for example, is not feasible. 

However, the inclusion of the MSC in this study of power relations is warranteci because 

certain individuals and organizations "infiltmted" the thinking of the LASC as well. 

Documents emined  incl ude minutes of meetings of the standard-setting boards 
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and subcommittees pertaining to foreign cwrency translation, letters of comment to the 

boards tiom outside parties on issued pronouncements on foreign currency translation, 

newsletters and other relevant documents (to the extent available), Data gathered also 

includes current practices of companies at the time of developing standards in each 

countty according to Company surveys as well as currency fluctuations of each country 

during the p e n d  of the 1970s and 1980s and information on tax laws for each country 

during that time period. 

Skocpol discusses inherent problems in comparative analyses, one of which is the 

assumption that the units king investigated are independent of each other. '' This study 

emphasizes the interrelationships of the cases in the analysis on power. This approach 

does not invalidate the method of comparative analysis; rather this study investigates 

each case independently to test certain possible explanatory variables (the five factors), 

even if there is interdependence, and then investigates this interdependence in the 

analysis on power. Evidence indicates that certain standard-setting bodies waited until 

the outcornes in other countries manifested and that they were wiliing to work together to 

hamonize standards. Despite these actions and expressed intentions, the standard- 

setting bodies initially adhered to differences in certain provisions of the standards and 

only later did they move towards consensus. 



II. A Cornparison of Methods and Pronouncements on Foreign Cunency Accounting 

To understand developments in accounting for foreign currency since 1973 

requires some knowledge of the different methods promulgated by various accounting 

bodies. The important issues are the method of translating balance sheet items and the 

treatment of resul ting translation gains and losses. The controversy concerning 

translation of balance sheet items centres on which exchange rate to use for each item: 

the current rate (the exchange rate on the day that the balance sheet was prepared) or the 

historic rate (the exchange rate on the &y the asset was acquired or the liability 

incurred). The controversy concerning treatment of translation gains and losses concerns 

recording gains and losses on the income statement (thus affecting net income and 

"signais" of corporate performance such as eaniings-per-share @PSI) or recording them 

as an adjustment to equity on the balance sheet (with no effect on net income). Each of 

these issues has been controversial almost since the first pronouncernent was issuea. 

The nature of the controversy is depicted in the different effects of FAS 8 and 

FAS 52 issued in the US. FAS 8 was the first compulsory standard issued and it in effect 

restricted the choice of translation methods to the temporal method. " It also eliminated 

17 

The temporal method is very similar to the monetary-nonmonetary method. The 
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the opportunity for managers to smooth eamings through defemil of unrealized gains and 

losses. The result of translation under FAS 8 was erratic profit margins and other ratios, 

making financial indicators dificult to interpet and performance difficult to compare. l8 

FAS 8 forced managers to incur costs to minimize translation adjustments. l9 Surveys 

suggest that public acwuntants favoured FAS 8 but tinancial executives reacted 

negatively to the new standard, citing increased economic exposure and the concem over 

having to expend time and money to hedge amunting Rskd" 

FAS 52 alleviated these problems to some degree because it elirninated the 

problem of different ratios under different currencies that plagued FAS 8." Managers 

reporting under FAS 52 can exercise judgment in determining the fiinctional currency, in 

determining whether subsidiaries are integrated or independent (which affixts treatment 

of gains and losses), and in determining which wuniries are hyperinflationary or not 

IS 
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( which affects choice of translation method). * The improved stabili ty of eamings 

enables managers to spend less resources on management of  foreign exchange and 

reduces the incentive to hedge translation e x p ~ s u r e s . ~  The results o f  surveys confimi 

that managers believe that earnings are more stable, that fewer companies are hedging, 

and that a variety of  techniques are k i n g  appiied in chwsing the functional cunency. 

However, analysts are critical of the flexibility in choosing a fünctional cumency and in 

identifying hypennflationary econorniesu (See Appendix III for a numericd example o f  

the different effects o f  the current rate method and the temporal method.) 

The standard-setters in the US, the UK, Canada, and Australia have advocated a 

number of different methods for translating foreign currency balances over time. The 

early pronouncements arnong these countries varied more than those in recent times. 

(See Table 1 for a list of pronouncements.) The US standard-setters advocated first one 

method, then primarily two, but pronouncements were mainly recommendations and not 

mandatory until FAS 8, which reduced the number of acceptable translation methods to 

one. By introducing the concept of  a functional currency, FAS 52 permits the use of the 

Current standards regarding hyperin flationary economies Vary among the countries in 
this study. The US and Canada require the temporal method for translation o f  staternents 
from subsidiaries in these economies, while the IASC, Australia, and the UK require 
restatement for efTects of pn'ce IeveI changes before translation using îbe temporal 
method (Kirsch and Becker-Dernier, rbid ). 

Mauer, ibid. 
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current rate methodU and the temporal method in specified circumstances which 

managers can judge for themselves. The US, Canada, the UK, and Australia al1 

eventually rnerged towards the use of both current rate and temporal methods. 

Australian standard-setters oficially pemitted the current rate method initially, then the 

temporal method, but evennially followed the rest o f  these countries. Canadian 

standard-setters permitted a nurnber of methods initially, then followed the US example, 

endorsing the temporal method, and finally issued a pronouncement similar to FAS 52. 

The UK standards had always endorsed two acceptable methods, although SSAP 20 is 

more specific than earlier LJK pronouncements as to when the current rate method and 

the temporal method should be used- The pronouncements of the IASC have mainly 

allowed both the c w e n t  rate and temporal methods throughout. New Zealand standard- 

setters never endorsed the temporal methoà, but first recommended the current rate 

method and later adopted both the current rate and the monetary-nonmonetary methods. 

Japan, the only non-English-speaking country that has issued a nurnber of 

pronouncements, has always pemitted the use of more than one rnethod. 

The treatments of translation gains and losses are less variable arnong these 

countries. The US and the UK standards are the only ones that required gains and losses 

to be run solely through the income statement. The US pronouncements went back and 

forth from income statement treatment only (Bulletin 92) to some deferment (ARB 43) to 
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AI1 balance sheet items are translatai at the current rate as of  the balance sheet date 
under this method. Income statement items are translated using an average rate for the 
year (Choi and Mueller, ibid) 



income statement only (FAS 8) to some deferment ( F M  52). The UK pronouncements 

required income statement treatment only in ED 2 1 but subsequent pronouncements 

permi tted de fennent. Al 1 ot her countries pennitted some de ferment, although variations 

exist regarding which gains and losses can be deferred. Canada's 1977 ED, issued afier 

FAS 8 was issued in 1975, was very similar to FAS 8 except for permitting deferral of  

gains and losses on translation of nonrnonetary items.26 Likewise, Australia's 1979 ED 

endorsed the temporal method, like FAS 8, but permitted deferral of  wuealized gains and 

losses on long-term receivables and payables?' W s  ED 2 1 was like FAS 8 on the 

deferment issue but permitted more than one translation method." ED 27 (and 

subsequently SSAP 20) perrnitted deferment of  gains and losses on translations that do 

not give rise to cash f lo~s . '~  iASC's E 23 and IAS  21 and Canada's AR 1650 permit 

defennent for gains and losses on long-term monetary items, which FAS 52 does not." 

David A. Scott and Bryan C. Walker, "Foreign Currency Translation in Canada and the 
U. S.", CA Magazine 10 (November 1977): 48-53. 

Austral ian Accounting Research Foundation, ED 1 I , Proposcd S t a l e ~  of ACCOWZ ing 
Standards: "TramIa~ion of Foreign Currency Transactions and Foreign Currency 
Financiai Srafetnenls in the Conrexr of Hisforicui Cosf Acc~unting~~ (June 1979). 

P. Raymond Hinton, "Foreign Currency Translation: Conceptual and Practical 
Limitations o f  the Currency Rate Method, The Accouniant 178 (May 4,  1978): 59 1-592. 

Accoun ting Standards Committee, ibid. 1 980; Accounting Standards Committee, "SSAP 
20: Foreign Currency Translation", Accountuncy, 94 (May 1983): 120-1 28. 

. / o rna i  of Accounfancy, "IASC Issues Second Draf on Translation", 153 (March 1982): 
20; "CICA Exposes Draft on Foreign Currency Translation", 154 (August 1982~):  18; 
ih id ,  1983, 



The US standards appear to be slightly less flexible than most other standards on foreign 

currency accounting on these issues, even with the greater flexibility offered by FAS 52 

over FAS 8. 

Since the l93Os, pronouncements for foreign currency acçounting typically 

followed a currency reval~ation.~' What distinguishes the situation of  the early 1970s 

from previous currency fluctuations is the switch to a floating exchange rate system fiom 

a fixed-rate system and the decline in the strength of the US dollar. These combined 

circumstances had significant implications, particularly for managers o f  MNCs operating 

primady in US dollars and holding net liabilities in foreign currency. The efforts to 

establish guidelines for foreign cunency accounting originated prïmarily i n  the US in the 

eariy 1970s. The early pronouncernents did not alleviate problems; in fact, they created 

new ones. Accounhng standard-setters faced an unusual situation when the floating 

exchange rate system went into effect. It was a set of circurnstarices with little or no 

precedent. Guidelines issued by the standard-setting bodies in the countrïes in this study 

varied on some very significant issues. These differences impeded the harmonizing of 

these standards for a time, but were eventually reduced to achieve a certain leveI of 

consensus and flexibility among the standards in these countries. The remainder of this 

chapter and this dissertation attempts to explain why these differences existed in the first 

place and to illustrate the social aspects of the development of the standards that are in 

e ffec t today. 

Russell W. Willey, Foreign Exchange: The Accounfing, Economics. and C o n m l  
( Wilmington, DE: Nopoly Press, Inc., 1977). 



III. Currency Fluctuations 

Pronouncements on accounting for foreign currency translation in the past have at 

times followed a change in foreign exchange rates. Table 1 provides an outline of the 

histov of  pronouncements with those following a foreign exchange rate change shown in 

bold. In 193 1, after only one month of deliberation, the American Institute of 

Accountants (AM; now called the Amencan Institute o f  Certified Public Accountants 

(AICPA)) issued an oflïcial pronouncement on accounting for foreign operations, 

Bulletin No. 92, entitled "Foreign Exchange Losses". It was issued in response to "the 

numerous and severe fluctuations [primarily losses) in foreign exchange that have 

occurred during the ~ear ."~ '  It recommended the use of  what became known as the 

current-noncurrent rneth~d. '~ Some of  the wording of  the pronouncement resembled pan 

of a speech presented by Cecil S. Ashdown to the AIA at their annual meeting in 

Chicago, September, 1922? But an official recommendation was not issued until 

Special Cornmittee on Accounting Procedure, Arnencan Institute o f  Accountants, 
"Foreign Exchange Losses", Buiietin of the American Insriruie of Accountants, No. 92, 
December 1 5, 1 93 1, quoted in Willey, ibid 

Under this method, current assets and current liabilities of  the foreign subsidiary are 
translated using the current rate as of the balance sheet date. Noncunent assets and 
liabilities are translated using the historic rate. Income statement items are translated 
using an average rate of the reporting period, except for depreciation and amortization 
which are recorded at the historic rate applicable to the corresponding noncurrent assets 
(Kirsch and Becker-Dermer, ibid. ). 

Gerhard G. Mueller, "Are Traditional Foreign Exchange Translation Methods 
Obsolete?", C.'u/~j-iorniu Munagement Revrew 7 (Summer 1965): 4 1-46. 



fluctuations in foreign exchange rates occurred in the early 19301s. 

In 1 949 the Research Department of the AiA issued a statement discussing 

various other translation methods in addition to the curent-noncunent method, This 

report followed a wholesale devaluation of currencies of 25 countries and argued for 

charging material losses from these devaluations to retained earnings instead of income. '' 

However, accounting for foreign currency translation was not a major issue for 

most countries between 1944 and 1968 due to stable exchange rates established and 

maintained by the Bretton Woods agreement of 1944. Though recommendations by the 

accounting profession existeci, companies used a variety of methods for translation. 

Officially and unoficially7 a variety of methods were tolerated by authoritative bodies. 

Major currency devaluations in the iate 1960's and early 1970's led to hasty efforts 

by accounting bodies in a number of countrïes to independentIy establish some continuity 

and uniformity for accounting for transIation of foreign account balances, at least in 

those countnes where consolidated financial statements were required." As stated in 

Bulletin 1 17 previously issued recommended that translation gains be dekrred but that 
losses be realized in the current year in the income statement. Thus, only losses fiom 
devaluations would affect the income statement. The 1949 statement recommended 
other treaiments to offset this inconsistency ( Konrad Kubin, "Accounting for Foreign 
Currency Translations: Current Problems in Historical Perspective", Accomting 
Hisrorians Journa/ 2 ( 1975): 1 1 - 16.) 

Japanese companies were not required to issue consolidated statements until 1977 
(Thomas T. Yamakawa, "How the Strong Yen Infiuenced Financial Reporting in Japan", 
Manugement Accountjng (NAA) 60 (June 1 979): 26-3 1 ). The European Union fi rst 
required consolidation in the Seventh Directive issued in 1983 (Gerhard Mueller, " 1992 



Chapter 1, in rnany countries, the parent and subsidiary companies were treated as single 

entities for accounting purposes. Thus, a single set of financial statements must be 

prepared that consolidates the financial statements of the parent and subsidiary 

companies. When financial statements of the foreign subsidiary are prepared in the local 

currency, its assets and liabilities must be translated to the parent company currency. 

Meaningful financial staternents cannot be prepared using multiple currencies and are 

typically prepared using the currency of the parent company. 

The Council of the lnstitute for Chartered Accountants in England and Wales 

(ICAEW) issued an official recommendation on foreign currency accouriting (No. 25) in 

1968, a few months afier the devaluation of sterling the previous year." In February, 

1970, the Philippine peso was allowed to float to a fke market rate which resulted in a 

drop of alrnost 50% against the US dollar, the largest devaluation of a currency atfer 

World War II. "Acting with a speed rarely seen in professional accounting organizations, 

and Hannonization Efforts in the EC", in Choi, ibid, 1991). German Iaw did not require 
cornpanies to consolidate foreign operations until 1990, but only disclosure of translation 
method used is required (Harris, ibid) Before 1965, no consolidation was required in 
Gennany. From 1965 to 1990, German companies had to consolidate only domestic 
subsidiaries (R. H. Parker, "Principles and Practice in Translating Foreign Currencies: An 
Essay in Comparative Accounting7', 6 A b a m  (December 1970): 144- 153). Similarly, the 
Net her lands does not have rules conceming foreign currency accounting. Danis h 
accounting law required consolidation beginning in 198 1, but does not prescribe a 
method for translating foreign account balances (Choi and Mueller, ibid). Hence, these 
countries did not issue pronouncements on accounting for foreign cunency until much 
later. 

Parker, Ïbid Sterling was devalued on November 18, 1967. The Council formed a 
subcommittee to drafi guidelines for practice on Novernber 29, 1967. (From minutes of 
the Technical Cornmittee of the Council of the ICAEW, December 2 1 ,  1967.) 



in March 1970 the Philippine Institute o f  Certifiecf Public Accountants issued a Special 

Bulletin, No. 1/70, Accounting for the Effects of the Foreign Exchange Rate"." 

Similarly, in Japan, Opinions 3,4, and 5 followed a revaluation of  the yen in 1971 ." In 

the US, the Accounting Pnnciples Board's (APB) 1971 ED followed the US decision to 

prohibit the conversion of US dollars into gold." Exposure Dra% in the US, Mexico, 

and Australia, and Opinion 6 in Japan issued in 1973 came in the wake o f  floating 

exchange rates. 

The following quote fiom FAS 8 describes the accounting effects o f  a weakening 

dollar: 

As long as most foreign currencies weakened against the dollar, as they usually 
did ... until about 1969, translating inventory at the current rate and long-terni debt 
at histoncal rates under current-noncurrent method proôably produced 
conservative results .... Once the dollar began to weaken against foreign currencies, 
however, that translation method lost its conservative appeal because it produced 
the opposite resul t~ .~ '  

This statement fkom FAS 8 implies that choice of  translation method for foreign currency 

accounting could depend on the relative strength of the currency. I f  the domestic 

Lee J. Seidler, " An Income Approach to the Translation o f  Foreign Currency Financial 
Statements", The CPA Journal 42 (Janiiary 1972): 26-35. 

Yarnakawa, ibid 

Willey, ibid; Choi and Mueller, ibid. 

FASB, Stuientent ofFinancial AccounfÏng Standards No. 8: Accounrtng for the 
Tramlut ion of Foreign Currency Transactions and Foreign Currency Financial 
Statemenrs. (Stamford, CT.: Financial Accounting Standards Board, Oçtober, 1975): 
para. 125. 



currency devalued relative to other currencies and the accounting results changed, it 

could be argued that the standard-setting body would be pressured to change the 

accounting rules. This section investigates the possibility that the choice of translation 

method and treatrnent of gains and losses coincided with or offset any negative 

account ing eflects of currency fluctuations. 

Evidence suggests that new pronouncements on foreign currency accounting 

issued by the FASB did indeed follow a devaluation of the US dollar. FAS 8 was in 

various stages of development from 1973 to 1975, a relatively volatile time for the US 

dollar which generally devalued fiom pre-1970 levels. From Decernber 1971 to March 

1973 the US dollar devalued cumulatively about 15% fiom parity levels set in 197042 

(see Appendix II for a chan of effective exchange rates fiom 1973 to 1979)." The FASB 

placed foreign currency translation on its first agenda in Apd, 1973, and issued FAS 1 

on disciosure for foreign currency translations in October, 1973, with the stipulation that 

a more extensive statement would be issued in the future. From November, 1973, 

through February 1975, the dollar rose, then dropped, and then dropped some more. The 

ED that was the precursor to FAS 8 was issued in December, 1974, and FAS 8 was issued 

in October, 1975. The quote fiom FAS 8 suggests that the weakening of the dollar 

prompted the change in accounting standards to prohibit the use of methods that 

produced less-than-conservative results. In 1978 the dollar fell a total of 13% points, 
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then for the most part remained at these levels until the end of the decade and after FAS 

52 was issued. 

When the dollar weakened in 1977 and 1978, FAS 8 was criticized as king 

"conceptually u n s ~ u n d . ~  The new standard FAS 52, issued in 198 1, did not prohibit 

the use of the temporal method, but restricted its use to specific cases, and endorsed the 

current rate methoâ as an acceptable method. If the temporal method required by FAS 8 

was to elsrninate the problems associated wîth the current-noncurrent method due to 

dollar devaluation, it is not likely that iùrther devaluation would result in the temporal 

method "faliing out of favour" with standard-setters or constituents. The accounting 

effects should remain the same. Although the condition of a devaluing dollar may have 

had an influence on the FASB's decision to endorse the temporal method in the early 

1970s, in view of fùrther dollar devaluation in the 1 WOs, the FASB's decision to endorse 

the current rate method was likely based on other factors. One of the reasons for 

criticizing the temporal method was the income statement treatment of gains and losses 

required by FAS 8 which resulted in profit fluctuations not due to operations. This effect 

was more likely the reason for the endorsement of the current rate method. 

From December 1971 to Match 1973, sterling fell 12 percentage points fiom the 

levels of the Smithsonian agreement." It fell steadily until mid-1975, preceding the 

James Carty, "Foreign Currency Translation and Hedging", Technical Weeks paper, 
November, 1995. See also Appendix 2 of ED 27. 
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issuance of ED 16. In 1976 sterling fell an additional 16 percentage points, preceding the 

issuance of  ED 2 1. Sterling fluctuated in 1978 and 1979, with its greatest &op against 

the dollar occurring during 1975-76 and then rebounding somewhat by the end of the 

decade (see Appendix II). 

As in the US, if the temporal rnethod had created problems when the domestic 

currency was devaluing, then it would not have made sense to endorse the temporal 

method in the UK, even under specific circumstances, while sterling was continually 

falling. The income statement treatment for gains and losses was aiso prevalent in the 

UK standards. However, in the UK, the current rate method permitted the offset of 

exchange losses on liabilities to gains in fixed assets under the cover approach, which 

was not permitted under the temporal m e t h d  This difference may account for the 

tolerance of the income staternent treatment o f  gains and losses in the UK FAS 52 

permits some offsetting, but the offsetting gains and losses have to be in the same 

currency, while SSAP 20 does not require that the offsets be in the same currency. 

While both the US and the üK suffered fiom devaluing currencies during the 

1 WOs, these countnes differed in other ways which may have influenced the choice of  

accounting methods. The amount o f  exports and imports by W companies as a 

percentage of gross domestic product (GDP) was considerably higher than that of US 

companies during the same time perds. Exports and imports for US companies tiom 

1 97 1 -75 were eac h 7% of GDP com pared to 26% and 27%, respective! y, for the M.& A 

From OECD, National Accounts and CSO, cited in James Carty, "Accounting for Foreign 
Operations", paper for discussion at ASC meeting, Novem ber 1 4, 1 979. 



relatively lower percentage of foreign operations would suggest that exchange gains and 

losses would not afféct profits to the degree that would be found in the UK. The UK alsù 

experienced a higher level of inflation during the early 1970s than did the US. US 

inflation reached double digits only by the late 1970s. A comparatively lower rate of 

inflation in the US allowed the US to maintain the historical cost concept of the temporal 

method without the problems that inflation would create (see Appendix LI1 for an 

example of the e&ts of inflation). Thus, the temporai method (with its income 

statement treatment of trans!ation gains and losses) could be tolerated until exchange 

gains and losses ôecame material items as foreign operations increased for US 

cornpanies, or until inflation created translation problems that could be alleviated by 

adopting the current rate methoda' Furthermore. the US is one of the few fountries in 

the world that will not allow upward revaluations of assets, while the Ln< does." 

Currency devaluations combined with high inflation rates to some extent can 

expiain the preference for the current rate method in the US and the UK. These two 

countries both experienced devaluing currencies at the same time. The temporal method 

was cnticized as an acceptable method while cunencies were devaluing yet the FASB 

may not have perceived the difficulties that the temporal method creates in times of 

devaluing currency. It was the devaluing currency combined with inflation, also 

57 

Carty, ibid., 1979. 
48 

The US eventually addressed the issue of changing price Ievels as they affect foreign 
currency translation in FAS 33. 



influenced by the percentage of GDP fkom foreign operations and other accounting 

policies conceming asset revaluation. 

The Australian dollar behaved quite the opposite of the US dollar and UK 

sterling, at least during 1973, during which time it rose a total of 1 1% relative to the 

Smithsonian parity leveis. As the data in Appendix 11 indicates, it fluctuateci 

considerably during 1974. At the end of 1976 it plunged 17% in the month of December 

and dropped further during 1978."' 

The effect of the strengthening dollar in 1973 was a gain on foreign debt for 

Australian companies.lo When the dollar subsequently devalued and losses were 

incurred," the defenal method of treating gains and losses on long-terni monetary items 

would be favoured by companies, for although the losses still ran through the incume 

statement, they were extended over the life of the liability and there was a chance that the 

do1 lar would recover and reverse the losses. However, the reserve method, which was 

used by companies in practice, would eliminate any effect on income because the gains 

and losses are taken to the equity section of the balance sheet. The reserve treatment was 

not allowed until 1983 with the adoption of the current rate method in ED 24. The 

deferral treatment for long-terrn liabilities in Ausîralian standards did not coincide with 

J9 

OECD Economic Ouriook, Decem ber, 1 979. 

The Australian Financial Review reportecl gains of $9.2 million for Bougainville Mining 
Ltd. in 1972 and $6.5 million for Lombard Australia Ltd. in 1973. 

$1 -6 mil lion loss for Ciba-Geigy Australia in 1975, $20 million for BHP and $987,000 
for Lombard in 1977 (The Ausîralian Financial Review, 1975 and 1977). 



the treatments in FAS 52 and SSAP 20 which required that gains and losses be reported 

on the current year's incorne statement. The US and üK standards incorporated the 

offsets of the liabilities with fixeci assets to deal with the wifavourable losses in long- 

term liabilities under the current rate rnethod (but with more restrictions in the US). 

Ultimately, in SSAP 20, FAS 52, and ED 24, the current rate method with its reserve 

treatment was the method endors4 by standard-setting bodies (except in 

hyperinflationary economies). It gave a favourable option to wmpaniks that had long- 

term debt in foreign currency, which, under the functional currency approach in FAS 52, 

permitted the use of  the current rate method and the reserve treatment. 

However, the question is again raised concerning the choice of the temporal 

method by the Australian standard-setters in 1979 when the Australian dollar had been 

devalued, creating losses on debt in foreign currency. The defeml treatment offset some 

of the dificulties of  the temporal method by not reporting these losses on the current 

year's income statement, but only if the domestic currency recovered. Without recovery, 

the losses would show up when the liability was settled. The Australian dollar continued 

to fa11 in the 1980s." The effects of  the defenal method were brought to light when 

Alcan Austnilia wrote off $69 million in unarnortized foreign exchange losses in 1985?' 

If the standadsetters were truly following the lead of the US and the UK, why did they 

not adopt the offset provision for long-term liabilities? Ultirnately, in 1987 with the 

-- 
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amended AAS 20 and ASRB 10 12, the deferral method was disallowed- Ail three 

countries discussed so far experienced a devalued currency, yet the treatment of gains 

and losses on long-term monetary items differed among them. As with the US and the 

UK, the choice of methods and treatments for foreign currency accounting in Austmlia 

were the result of factors that may include a devaluing cwency but these choices cannot 

be fùlly atîributed to cunency fluctuations. 

The Canadian dollar was revalued twice in the early 1970s before floating 

exchange rates, first in 1970, and then in 1972. With the advent of floating exchange 

rates, the Canadian dollar fell steadily in the first half of 1973 but not with the severity of 

the US dollar and sterling (a total of 8% from Srnithsonian p i t y  levels). From late 1974 

to late 1976, the Canadian dollar was quite volatile but not with the sharp drops 

expenenced by the Australian dollar. ThereaAer, the Canadian dollar fell rather steadily 

throughout 1977 (a drop of 10%) and 1978 (a fkther &op of 17%)? 

It was during those 1st  two years that the CICA issued its first drafts of a 

recorn mendation for foreign currency accounting in Canaâa. Similar questions as those 

raised in the Australian case can be raised concerning the choice of the temporal method 

for the translation method. At the time, Canada was heavily dependent on foreign capital 

markets. In the first half of 1976,47% of new security issues were in foreign currency, 

up from 26% in the previous year." With a devaluing currency which created losses on 

-- 
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foreign debt, why would the CICA endorse the temporal method with the deferral 

treatrnent of  gains and losses on foreign borrowings? Without recovery of  the domestic 

currency, the losses w o d d  show up when the liability was settled, which creates the 

possibility for huge write-offs on foreign exchange losses. If the standard-setters were 

not following the lead of the US, why did they not adopt the offset provision for long- 

term liabilities that was adopted in the üK? The 1978 ED rejected this approach on the 

grounds that: "Such an ofkt  does not recognize the fact that the timing of the inflow of 

monetary assets does not necessarily correspond with the outfiow to settle monetary 

In the UK, it could be argued, the current rate method and the reserve treatment 

was preferred because of  the problems of inflation, as indicated earlier. In the US, 

inflation was relatively low at the time that FAS 8 was issued but inflation rates 

increased later, so it could be argued that the US standard-setters were not pressured to 

change FAS 8 until the problems of inflation becarne prevalent. However, that argument 

fails to explain the Canadian case. In a period of  an undervalued currency, imports 

become more expensive and, in the short run, keeps the inflation rate up. In 1974 and 

1 975, Canada experienced higher inflation rates relative to other countries including the 

US. The government responded with a monetary policy that resulted in higher interest 

rates. This led to increased foreign borrowing by Canadian corporations and 

CICA, "Translation of  foreign currency transactions and foreign currency financial 
statements", C K A  Hundbook Section 1650, 1978, para. 1650.45. 



municipalities and the process of converting the foreign fun& into Canadian do1 lars 

resulted in an increase in the Canadian dollar relative to the US dollar (hence the 11% 

increase in 1975 and 1976). The Canadian dollar fell by November of 1976, as a result 

of a uncertainty after an election and a &op in interest rates, setting the stage for 

inflation rates to increasd7 

Inflation in Canada was prevalent before the accounting standards were issued. 

According to the previous argument concerning the effects of the temporal method when 

the domestic country is experiencing inflation, the ClCA should not have endorsed the 

temporal method when Canada was experiencing a period of inflation and a devaluing 

currency. As with the Australian case, it does make sense to adopt a defenal treatment 

as opposed to imrnediate recognition when there are losses on foreign debt, but it does 

not make sense to adopt the temporal method in lieu of the current rate method with a 

reserve treatment which would have avoided the possibility for huge write-offs as those 

experienced in Australia. Had the devaluing cwency and the effects of inflation played 

a major role in the decisions of the standard-setters in developing standards for foreign 

currency, it seems unlikely that they would have made the choices they did. The 

currencies of the UK, Australia, and Canada al1 fell steadily relative to the US dollar in 

the 1980s (see table R 2 I in Appendix II). Perhaps by this time, standard-setters were 

pressured by companies and investors to adopt the current rate method and the reserve 

treatment to avoid the income statement effêcts of losses on foreign currency borrowings. 



The actions and decisions by standard-setting bodies in the US, the UK, Austraiia, 

and Canada are not consistent with the effects of the devalued currencies in each country. 

The currency devaluations combined with high inflation and a high percentage of 

imports and exports provide some support for the preference of  the current rate method 

but not for the temporal method. The consensus that eventual l y developed arnong these 

coun tries and the iASC can hardly &e attributed to the effects of currency devaluations. 

The current rate method would be preferred only if currency devaluations wincided with 

these other coniiitions in al1 of these countries at the sarne time, which they did not. 

Furthemore, the logical inconsistency between currency devaluations and the 

treatment of gains and losses may be evidence of the fact that the effects of currency 

devaluations are not uniform among countries at any point in time or even, perhaps, over 

time for the same country. Because currencies may or may not fluctuate in tandem with 

each other, it hardly seerns likeiy that consensus developed as a response to currency 

devaluations in these countries. 

The evidence suggests that a weakening domestic currency could affect 

cornpanies' results of operations and that standard-setters could be sensitive to any 

negative results that a weakened currency would create. Their choices of  translation 

method and treatrnent of gains and losses then rnight be affected by currency fluctuations 

and might explain the differences in these choices. This argument assumes that al1 

companies would be affeçted the sarne way when domestic currency devalues. If that be 

the case, companies affected by currency devaluations would have an incentive to 

influence the development of standards for foreign currency accounting. A pluralist view 



of power would suggest that the lobbying process by interested parties would result in 

these interested parties affecting the decisions made by standard-setting bodies. That is 

one of the subjects of the next chapter. 

IV. Conclusion 

Circumstances and events in accounting history suggest that accounting for 

foreign currency trans tation developed in response to currency deval uations. Many of 

the early pronouncements arose fiom a change in dornestic currency. The demand for 

information on foreign cunency gains and losses skyrocketed when exchange rates 

suddenly began to fluctuate on a daily basis with the dismantling of the fixed exchange 

rate system in 1973. The demand for accounting information coupled with the necessity 

of managers to hedge against accounting risks prompted standard-setting bodies to 

initiate hasty action in developing guidelines for foreign currency accounting. 

In this chapter, the Method of Difference applied to currency fluctuations 

indicates some preference for the cunent rate method when domestic currency devalues, 

if other extenuating circurnstances are also present. However, for that argument to hold, 

the choices for translation method made by standard-setters in Canada would have 

followed those in the US and the üK, which they did not. Also, the analysis indicates 

that the defenal method is a logical choice when domestic currency devalues but that 

was not the choice of standard-setters in the US and the UK. The inconsistencies 

bet ween currency devaluat ions and the c hoices made by standard-setting bodies have 



already been discussed and will not be repeated. The different choices made by 

standard-setters in the early standards as well as the consensus that followed can be 

attributed onIy partialiy to the relative strength of the domestic currency because the 

effects of a devalued currency would not be uniform arnong countries or MNCs. Results 

of the analysis provide some support for the effects of currency fluctuations on choice of 

translation methai, but only in light of certain other circumstances and not consistently 

fiom country to country, and very tittle evidence of causality between currency 

fluctuations and choice of treatments for gains and losses. The discussion at the end of 

the next chapter explores the possibility of interaction effects due to relationships among 

the factors themselves. 



Table 1 .  Pronouncements on Accountin~ for Foreign Cumacv Translations and 
Transactions* 

Year US M e xico C& UK A u s t r ; J d  

1971 APBED 

1972 ARS 12 

1973 FASB ED 
FAS 1 

1974 FASB ED 

1975 FAS S ED! 6 

ICN ST. 

EDZ 1 

1980 FASB iSD 

1981 E D ( W J . )  
FAS SI 

ASRI3 IO 1 2 ED37A 
M S 2 O  ( A )  



Table 1 Acont. ) Pronouncements on Accountiw for Fore* Currenc~ Translations and 
Transactions* 

Aumalia New Zeaiand lndia J e a n  Year US Mexico Canada üK Philitmines IASC 



CHAPTER 3. A COMPARATIVE HISTORY OF ACCOUNTLNG FOR FOREIGN 
CURRENCY TRANSLATION 

The purpose of this chapter is to continue the comparative analysis of choices 

made by standard-setting bodies in the US, the UK, Australia, and Canada to show the 

extent that other factors might have influenced these choices. Ln the preceding chapter, 

the possibi lity that accounting standards may have k e n  changed to offset the effects of a 

weakening domestic currency (assurning that the majority of companies with foreign 

operations were adversely affected by it) was exarnined. This chapter examines whether 

the extant curent practice and the application of accounting principies that existed prior 

to the interest in foreign currency accounting may have infl uenced the standards adopted 

in each country. Recognizing the political nature of the standard-setting process, this 

chapter afso builds on previous research that has investigated lobbying efforts towards 

standards for foreign currency accounting. Finally, this chapter also examines the extant 

tax iaws on realized and unrealized gains and losses and their possible effects on 

financi al report ing standards for foreign currency gains and losses. 

Several references have been made in journal articles and other documentation to 

then existing practices in accounting in -ch country influencing foreign currency 

differences. Current practices are described in publications by standard-setting bodies 

and other organizations.' Some of the comments noted that in some areas, standards 

Financial Accounting Standards Board, E'ASB Discussion Memorandum: An Analysis of 
/.w~es Heluted f O Accounring for Foreign Currency fians fa fion ( Stam ford, CT: FAS B ) 
February 2 1, 1974; Christina S. R. Drummond, C. A., Foreign Currency lramation 
(Toronto: Butterworths) 1983. 



differed significantly from current practice.' But in at least one case, the intent was to 

follow current practice: "the disposition of exchange differences arising fiom use of the 

current method is to be in accordance with predominant practice ....7'3 In another case, it 

was also implied that current practice should be followed: 

Theory and practice in North Arnerica support the view that fixed assets should 

be translated at historic rates of exchange ..... the historic rate method is so widely 

accepted in practice, that a Canadian Company that today translated the fixed 

assets of a foreign branch or subsidiary at the current exchange rate .... could 

regard itself as pioneering a new accounting method in Canada.' 

In the UK, it was believed that the standards did indeed follow current practice: "ED 27 

\vil l affect the foreign exchange management practices of UK corn panies, but not 

significantly. More than 90% of major UK companies already use the closing rate 

Fant 1, ibid. ; Mauer, ib id; Accounting Standards Cornmittee, ibid, 1 980. 

Letter fiom K. M. Stevenson, Technical Director of the AARF, to Mr. Ian Philip, v e r  
at Pnce Waterhouse & Co., commissioned to develop an exposure draft on foreign 
currency accounting in Australia, Decem ber 1 8, 1979. Mr. Phi lip responded to Mr. 
Stevenson concerning, arnong other things, his views on the divergence in practice on 
handling gains and losses on translation and that due to this range in practice it would be 
dangerous to use a survey of cment practice as a basis for formulating a standard (Letter 
to Mr. Stevenson, dated February 1 1, 1980). 

R. MacDonald Parkinson, FCA, "The Floating Dollar", Canudian Cn'hurfereJ Accounfant 
(January 197 1 ): 59-63. 



method so that only the treatment of exchange differences will be changed."' Certainly 

the use of current foreign currency practices as a basis for developing standards varied 

fiom one country to another and differed between rnethods and other provisions. The 

issue this chapter is to examine is the extent to which standards for foreign currency 

resembled current practices. 

Just as FAS 8 was criticized for deviating fiom cunent practice, it was also 

criticized for violating the accounting principles of consewatism and realizati~n.~ These 

concepts were discussed by the FASB aIong with the all-inclusive income concept in the 

development of FAS 8.' The all-inclusive concept was considered elsewhere also: "The 

only basis for accounting for transactions in foreign currencies (e.g. foreign borrowings) 

and for translating the acwunts of foreign entities which can be consistently applied and 

which does not require a departure h m  the concept of an all-inclusive income statement 

is the cun.ent/noncunent method,"' At the sarne time, a reliance on theoretical 

assumptions was not favoured: "the FASB's new willingness to listen more attentively to 

mernbers of the business wmmunity is a promising indication that the new 

pronouncement will be based on practical and realistic considerations-rather than on 

Fantl, ibid 

Financial Accounting Standards Board, ibid. 

Notes for John Hepworth fiom 1. R. Philip from the AARF files, November 3, 1976. Mr. 
Stevenson of the AARF was not in favour of reiying on this concept (Memorandum to 
the AARF Executive Cornmittee, February 2, 1980). 



theoretical assumptions."* The use of historical rates for translation was considered 

consistent with the historical cost basis of acwuntingl0 but was not favoured by some as 

a basis for foreign currency translation. ' ' "Standard setters are constrained by the need 

to operate generally accepted accounting principles (GAAP), that is, within the 

histoncalcost mode1 framework, with al1 its deficiencies."" The "going concem" 

concept was used to justi@ arnortization of translation gains and Iosses: "A basic tenet of 

financiai statement preparation is the 'going concem' concept. The recognition of 

translation gains and losses breaks this concept in the respect that it forces an income 

effect on the translation process which is not caused by operational transactions."" 

The use of accounting principles as a basis for detennining the differences among 

standards for foreign cunency is the focus of the examination in the next section of this 

chapter. Certain accounting principles appear to have been controversial at times during 

the development of these standards. This examination attempts to determine the extent 

to which different standard-setting bodies chose to adhere to different principles as a 
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possible explanation for the choices that were made. 

Lobbying efforts have been the focus of research studies fiom time to time in 

accounting literature,'" with a strong emphasis on  comment (or submission) letters. 

What is of interest in this study is the association between majority views expressed in 

comment Ietters and the choices made by standard-setting bodies in their respective 

countries. if the differences are due to differences in opinion of the respondents, then the 

question would be why do respondents differ in their opinions. But that is beyond the 

scope of this study. The point here is to follow up on a previous study of FAS 8 

conceming lobbying activities and the final provisions of an accounting standard. l5 

Although that paper suggests very little association between comments made by 

respondents and the outcornes of  decisions made by the FASB in developing FAS 8, the 

question remains whether that was the case with standards in other countries. if so, then 

that may explain the divergence in the standards issued by the countries in this study. 

This is the focus of section III of this chapter. 

An argument for investigating the effects o f  tax laws is sornewhat dubious in the 

sense that the main issue initially was not whether gains or  losses on foreign exchange 

are taxable, but rather it was a question of intraperiod tax allocation if deferrai methods 

For example, see Lauren Kelly, Torporate Management Lobbying on FAS No. 8: Some 
Further Evidence", Journal of Accounting Research 23 (Autumn 1985): 6 19-632. 
15 
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for these gains and losses were adopted.16 However, in 1979 the Tax Court in the US 

involving The Hoover Company "held that fonvard contracts for the sale of foreign 

currency gave rise to capital gain or Ioss rather than to ordinary income or an ordinary 

deduction. This holding may affect the use of foreign exchange contracts to avoid 

economic exposure and accounting exposure fiom foreign cumncy movements."" 

Considering that this court decision occurred during the time that FAS 8 was under 

criticism for forcing corporate managers to engage in hedgmg and other practices to 

offset undesirable effects of accounting gains and losses, it would suggest that tax effects 

of translation gains and losses would be Iess important to corporate managers after this 

decision (because capital gains were taxed at a lower rate than ordinq income). 

Therefore, the tax consequences of FAS 8 before the court ruling rnight motivate the 

lobbying against FAS 8. Also, in the UK, the Chancellor of the Exchequer stated, ''1 have 

received many representations that the extra cost to cornpanies of repaying foreign 

currency loans when sterling has fallen in value should rank for tax relief?' A 

cornmittee of the professional accounting bodies in the L K  also lobbied for favourable 

-- - - -- 
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tax treatment: "The exchange risk factor is a heavy enough risk for business to bear 

without king exacertiated by an arbitrary and asymmetrical tax treatment of losses and 

profits."" Without pnor knowledge of tax laws in these counties and their possible 

effects on accounting standard-setting, it becarne of interest to this author to investigate 

the possible association between the tax treatments for foreign currency gains and losses 

in each of these countries. 

The statement made &y the UK Chancellor of the Exchequer suggests that tax 

issues arose when sterling devalued, indicating a wrrelation between these events which 

may have a combined effect on the decisions made by standard-setting bodies. These 

events jointly may have motivated some of the lobbying activity in the US and perhaps 

the m. The examination of these five factors is a mode1 of association between these 

factors corn bined (somewhat as in a multiple regression). They are examined separatel y 

in chapters two and three initiafly, with an analysis that follows in which the combined 

effects are taken into account. It is shown that this combined rnodel of factors does not 

explain a11 the outcomes of developing accounting standards for foreign currency, but it 

is noted in what areas the outcomes may be attributed to one or more of these factors. 

The strategy used to explain the outcomes of standarâs-setting for foreign 

currency accounting of this and the preceding chapters follows that of one of 

Toqueville's rhetorical strategies. The strategy begins with statements of plausible views 

and follows with demonstrations of factual material that suggest that the tnith was in fact 

Consultative Committee of Accountancy Bodies, "Botrowings in Foreign Currency", TR 
209, memorandurn submitted to the Board of Inland Revenue, Decernber 1976. 



opposite of, or at least more cornplex, than commonly believed." Part 1 reports the study 

of extant practices for foreign currency accounting in the US, the UK, Canada, and 

Austral ia as a possible explanation for the choices made the standard-setting bodies in 

these countries. Part II reports the analysis of accounting principles as the basis for the 

methods of translation and treatment of gains and losses chosen by standard-setting 

bodies. Part 111 examines the effects of lobbying efforts on the developrnent of foreign 

cunency standards. Part IV attempts to determine any association between tax laws and 

financial reporting standarch for foreign cunency gains and losses. Part V surnmarizes 

the conclusions fiom this analysis in terrns of the extent to which these five factors 

combined explain the choices made by standard-setting bodies. 

1. Current Practice Argument 

This section presents an examination of the current practices of foreign currency 

accounting prior to and at the time that standard-setting bodies issued officia! 

pronouncements on foreign currency accounting. The purpose is to determine whether 

differences in the early pronouncements were due to current practices in the US, the LTK, 

Canada, and Australia and whether current practices may have contributed to the 

consensus that followed. My evidence suggests that accounting standards for foreign 

currency did reflect current practice, but only to a limited degree. 
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In the US, surveys conducted by the FASB and the Financial Executives Institute 

(FEI)" report some diversity conceming translation methods. According to the FASB 

survey, 49 out of 77 companies disclosed that long-terrn payables and/or receivables 

were translated using current rates. AI1 other cornpanies used a variety of methods. (The 

survey did not ask about inventory). The FEI survey reported that current practice leaned 

towards using the current rate for translation. However, nearly al1 of the 45 companies 

surveyed transfated inventory at the current rate, which is consistent with the 

currenthoncurrent method, but translateci long-tenn debt also at the current rate, which is 

consistent with the monetary/nonrnonet;uv method. Both of these methods were 

accepted in the US by standard-setting bodies in the late 1970's, but it appears that 

companies used a mixture of the two methods. In addition, most companies (35 out of 

45) used a current rate for deferrals and reserves, a practice which does not match with 

either method. Although several methods were recommended pnor to the 1970s in the 

US, Company practice did not follow the recornmendations by standard-setting bodies. 

The fact that rules were to become mandatory standards, rather than mere 

recommendations, might explain the concern that MNCs would have over the change in 

the rules in the mid-1970s. 

The ptactices of reporting of gains and losses were quite diverse. According to 

Financial Accounting Standards Board, Research Staff, "A Study of Disclosure of 
Foreign Currency Translation Information" (December 1973); Financial Executives 
Institute, Cornmittee on Corporate Reporting, Foreign Exchange Conversions 
Subcommittee, "Survey of U.S. Company Foreign Translation Practices" (Oçtober 3 1, 
t 973). 



the FASB survey, 34 out of  69 companies that disclosed the policy conceming 

disposition of gains and losses reported some fom of deferral. The other 25 companies 

recognized in full al1 gains and losses in the income staternent The FEI survey reported 

simi lar resul ts. Roughly one-haIf of the surveyed companies (23) accounteâ for the gains 

and losses currently in the income statement and the other 22 companies deferreci the 

gains and iosses over the life of an asset or  long-term debt o r  were taken to a reserve 

account. Current practice was rather mixed regarding the handling of  gains and losses. 

The FASB's initial pronouncement (FAS 1 ) on foreign currency translations 

required disdosure of practice without prescribing a particular method. FAS 8 

presctitied the temporal methoci, which required that cash, receivables, payables, long- 

term debt, and any revaluations be translated using the current rate, while fixed assets, 

long-terrn investments, and inventories were to be translated a t  historic rates. The 

handling of receivables, payables, long-term debt, fixed assets, and long-tem- 

investrnents agreed with then current practice, but the translating of inventory at historic 

rates disagreed with current practice, according to the FEI survey. FAS 8 also required 

that al1 gains and losses be accounted for currently in the inwme statement, which 

agreed with about one-half of the survey respondents. Given the diverse practice in 

handling gains and losses, the FASB wuld not be merely following current practice if it 

prescribed just one method, which it did in FAS 8. Regarding translation methods, the 

temporal method prescribed historic rates for inventory, which clearly disagreed with 

practice. While certain provisions of  the FASB pronouncement agreed with practice, 

cIearly there were provisions that did not. Thus, method choice in the US was based on 



something other than current practice. 

Sterling was devalued on November 18, 1967, resulting in a ICAEW draft 

statement of guidance conceming accounting problems of conversion of overseas 

curren~ies.~ Recommendation NB, The Accounting Treaîmenf o/Moior Chonges in the 

Sterfing Pariry of Overseas Currenc;es, was issued in February, 1 968, and was the first 

pronouncement by the üK profession concerning foreign currency accounting. 

Recornmendation N25 dealt rnainly with the reporting of the exceptional gains and losses 

brought about by the sterling devaluation which should be reported on the profit and loss 

statement as extraordinary gains and losses. Unlike the US, there was Iittle history of 

issued recommendations in the UK prior to the early 1970s. 

Then current practice among UK companies revealed a preference for the current 

rate method during the 1970s and early 1980s. in the early 1970s. roughly 90% of the 

UK surveyed cornpanies that reported a translation method used the current rate method 

and that figure increased fiom 1 976 onwards. ED 2 1, issued in 1977, endorsed both the 

current rate and temporal m e t h ~ d s . ~  Comments on ED 2 1 reflected the opinion that two 

methock should not be allowed when the current rate method was so widely used in the 

Recognizing the widespread use of the current rate methoci in the UK, ED 27 and 

SSAP 20, although not requiring the use of the temporal method specifically, do s p i @  

77 -- 
From minutes of meeting of ICAEW Technical Cornmittee held on December 2 1, 1967. 
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certain conditions to consider that might require the use of the temporal method when 

choosing a translation method2' 

UK standards also differed fiom practice conceming the treatment of exchange 

gains and losses. Prior to 1975, the majority of UK companies treated these as 

movernents on reserves. ED 1 6 and subsequent pronouncements required certain gains 

and losses to be taken to the profit and loss statement and others to be taken to reserves. 

Company practice shified afier the issuance of ED 16 in 1975 in that more companies 

were reporting gains and Losses in both reserves and the profit and loss statement and 

fewer were taking these losses to reserves ~ n l y . ~ ~  

UK practice was less influenced by official pronouncements prior to the 1970s 

than US practice. US practice showed much more diversity in translation methods, 

possibly as a result of the APB allowing more that one method. The concem here is not, 

however, with how practice refïected official pronouncements, but, rather, with how 

pronouncernents reflected or perhaps were influenced by cunent practice. in the case of 

the US with its diversity of translation methods, any pronouncement that endorsed a 

single method could not possibly reflet practice, which was exactly the case with FAS 8. 

In the UK the opposite situation occurred. UK companies reported less diversity of 

practice and yet the oficial pronouncernents of the UK endorsed two methods, without 

even king specific about their application. in a sense, the UK pronouncements were 

- 
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much more liberal by virtue of the fat that the current practice was endorsed but another 

practice (common to the US) was also permitîed, but left it up to the companies to decide 

which method to use. Only consistency of methods from one year to the next was 

emphasized. Thus, UK standards reflected UK practice, but also accommodated US 

rules for the benefit of UK companies that were subsidiaries of US M N C S ~  and for those 

US MNCs raising capital on the ever-growing Eurodollar markets of the 1970s and 

1980s. 

In Australia, the first ED issued in 1973 on foreign currency accounting was 

consistent with current practice in the translation method and in the treatment of gains 

and Iosses on translation. A survey was conducted of the 1975 or 1976 annual reports of 

1 00 listed Australian companies known to have foreign currency tran~actions.~~ The 

number of companies out of these 100 with foreign-based operations was 73 and of 

these, 65 (89%) used the current rate method to translate foreign assets and liabilities 50 

out of these 73 companies included the gains and losses in the profit and loss statement. 

The 1973 Australian ED endorsed the cunent rate method and the income statement 

treatrnent of gains and losses, so either the ED reflected practice or practice was 

following the recommendations in the ED. This practice was also consistent with Clause 

1 O of the Ninth Schedule of the Companies Act which stated: 

27 
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Al1 amounts shown in the accounts or group accounts shall be expressed in 
Australian currency, and where any conversion has been made otherwise than on 
the basis of the rate of exchange current at the end of  the financial year of the 
company or holding company an explanation of  the methods used in calculating 
the conversion shall be given." 

The 1979 ED endorsed the temporal method as the preferred me- clearly not 

reflecting the current practice in Australia Presumably this change in preferred 

translation method reflects a desire to harmonize with FAS 8 in the US. However, by 

1979 the temporal methoâ was criticid by financial executivesY> and FAS 8 was under 

consideration for revision by the FASB," so it is not clear why the AARF chose to 

endorse the controversial temporal method in 1979. The 1979 ED continued to endorse 

the income statement treatment for unrealized translation gains and losses, but, un1 i ke 

the 1973 ED, made an exception for these gains and losses on long-term receivables and 

payables which should be arnortized over the period between the movement in the 

exchange rate and the settlement date (i-e., over the remaining life of the receivable or 

payable). The survey revealed that roughly one-third of  the wmpanies surveyed treated 

these gains and losses in a reserve account which is not the same as amortizing the gains 

and losses over the remaining life of the asset or liability. The latter approach involves 

the income statement, the former involves only the balance sheet. The 1979 ED did not 

Choi, Lowe, and Worthley, ibid. and Stanley and Block, ibid. 

Dennis Beresford, and D. Neary, "FASB dates major changes to statement No. 8", 
/.'inancial Execuf ive 47 (Septem ber 1 979): 6. 



reflect practice on this provision of treating translation gains and losses. 

The 1983 Australian ED and AAS 20 ( 1985) were more refiective of Australian 

practice by reinstating the current rate method as an acceptable method. The current rate 

methoâ should be used for self-sustaining operations and the temporal method for 

integrated operations. This decision, however, may have had more to do with 

harmonizing with FAS 52 and SSAP 20 than with reflecting current practice. When the 

current rate method is useci, translation gains and losses are taken to reserve accounts. 

Under the temporal method, short-term gains and losses are taken to the income 

statement and long-term gains and losses are deferred and amortized over the life of the 

asset or l iability. The reserve treatment coincided with the minority practice but again 

this choice may reflect a desire to harmonize with FAS 52 and SSAP 20. Income 

statement treatment for gains and losses was confined to short-term items when using the 

temporal method, which again does not reflect Australian company practice. ASRB 

10 12, issued in 1987, and an amended AAS 20 did away with the amortization option 

and required that long-term gains and losses be taken to the income statement, again, a 

step towards harmonizing with FAS 52 and SSAP 20. 

Austral ian pronouncements on forei gn currency accounting re flected, then 

deviated, then compromised with Australian company practice. The deviations are not 

fully explained and the compromises appear to have more to do with hannonization of 

standards by other countries. The choice of methods by the AARF in developing these 

standards appears to have less to do with current practice than some other factors. 

The first Canadian pronouncement on foreign cuxency accounting, the 1977 ED 



which endorsed the temporal methoci, clearly did not follow cment Canadian practice. 

According to a s w e y  by the CICA~' no Canadian companies used the temporal method 

as a basis for translation in 1973 and 1974 and only 2 did so in 1975 and 4 did so in 

1976. 40-5096 of wmpanies surveyd for the years 1973-76 used the current-noncurrent 

method and approximately 13- 15% used the current rate methoci. The rest of the 

companies used other methods or the methods were indeteminable. More companies 

used the temporal method afier the issuance of the 1977 ED, but the cwent-noncurent 

and current rate methods continuai to be the preferred methods fiom 1977 through 

1982." Though AR 1650 endorsed the current rate method for independent operations, 

the endorsement of the temporai method for integrated operations reflected the preferred 

methods of the US standards, not Canadian Company practice. 

Prior to the ED in 1977, the majority of Canadian companies preferred some type 

of defenal treatment for unrealized exchange gains and losses. In the yean 1973-76, less 

than 20% included gains and losses immediately in the inwme statement? The ED 

required the deferral treatment on long-term monetary assets and liabilities only, a 

treatment which was not used by any of the 325 companies surveyed prior to 1978. From 

I978 to 1982, the defenal treatment of long-term monetary items was used by a greater 

number of companies. Less than 25% of the companies preferred immediate recognition 

-- - ~p -- 
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of gains and los se^.^' 

The treatment of long-term monetary gains and losses was a controversial topic 

because the Canadian pronouncements followed the US pronouncements closely except 

for this item. The US pronouncements required irnmediate recognition of these gains 

and losses and it was on this item that the Canadian pronouncements differed the most 

from the US standards. The de ferra1 treatment was consistent with the general practice 

of deferral for gains and losses for Canadian wmpanies, but the campanies surveyed did 

not use this treatment for long-term monetary items until afier the first pronouncement 

was issued. Another pertinent fact is that the 1977 ED was suspended in 1979 after 

controversies arose surrounding FAS 8. Companies continuai to defer gains and fosses 

on long-term monetary items fiom 1 979- 1982 in spite of the suspension- The defenal 

treatment on long-term monetary items was not in line with Canadian company practice 

and there is little evidence fiom company surveys to support the different treatments for 

independent and integrated operations that was ultimately endorsed by AR 1650. 

Overall, the Canadian pronouncements do not reflect the practice of Canadian compnies 

for foreign cunency accounting. 

The discussion indicates that standard-setters did not follow current practice 

consistent l y in developing the speci fic provisions pertaining to translation method and 

the treatment of gains and losses. Ouerall, the standards prescribed treatments for gains 

and losses that differed substantially fiom current practice in these countries. To what 

- 
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extent current prachce explained the method of translation varies among the standards. 

In the US, practice involved the use of several methods and combinations of methods and 

standards clearly did not reflect such diverse practice. In the UK, however, the standards 

did reflect the most widely used method of  translation in the UK, but also permitteci the 

temporal method which was endorsed in the US but not widely practised there pnor to 

FAS 8. The situations were similar in Canada and Australia, where the endorsement of 

the current rate method reflected practice but the temporal method did not. The 

standards reflected the popularity of the current rate method but current practice does not 

explain the endorsement of  the temporal method. Ultimately, the consensus that was 

reached among the standards in these countries endorsed both of these methods. The 

differences in the early standards on foreign currency and the subsequent movement 

towards harmonization had something to do with the translation methods most 

commonly used by MNCs but not entirely. The recommendations of the standard-setting 

bodies suggest some attempt to harmonize with other countries, However, the degree of  

consensus that was reached was based only in part on current practice for translation 

method and had less do to with current practice for treatrnent of gains and losses. 

II. Accounting Pnnciples Argument 

One of  the criticisms of the cunent-noncurrent, monetary-nonmonew, and 

temporal methods of  foreign currency translation concerns the lack of  conceptual 

justification for the balance sheet classifications in detemining which exchange rate to 



use? The current-noncurrent and monetary-nonmonetary methods were also cri ticized 

for not reflecting economic reality." Surveys of practice indicate that the cunent- 

noncurrent method was still widely used in the early 1970 '~ ,~~ in spite of the sentiment 

that the method did not reflect the current business en~ironrnent.'~ If current practice was 

not the only factor in choosing methods for foreign currency accounting, another view 

might suggest that choices were based on a conceptual fiamework or certain accounting 

principles. In the case of the US, the FASB did not issue a Discussion Memorandum on 

the development of a conceptual framework until 1976? That is not to say that early 

developments conceming a conceptual framework did not influence the development of  

FAS 8 (which was issued in 1975), but that a pronouncement on a conceptual framework 

did not exist pnor to the development of FAS 8, and certainly not before the ED of 1974. 

Nevert heless, the Board expressed certain accounting princi ples as the rationale 

for endorsing the temporal method FAS 8. According to the 1974 ED, the historical cost 

basis of accounting was cited as the main argument against endorsing the current rate 
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method and the current-noncurrent methoh.'" The Board also expressed concerns over 

retaining the measurement bases of financial statement itemsa2 and how classification 

SC hemes of bot h the current-noncunent and monetary-nonmonetary methods fail to 

maintain that objective." The Board defended the endorsement of the temporal method 

on the grounds that it translates assets and liabilities c-ed at past, current, or fiinire 

prices; thus, the measurement bases are retained for foreign staternent items? 

The FASB later reconsidered and permitted the current rate method for 

independent operations and operations in highly infiationary economies in FAS 52. The 

rationale is supplied by the functional currency approac h, which recognizes that 

independent foreign entities incur costs and receive revenue in the currency of their 

economic environment as well as maintaining the balance sheet in that cunency. Using 

the current rate retains "in the wnsolidated financial statements the inherent 

relationships appearing in the huictional currency financial statements"." So while 

considerations over accounting principles were perhaps the basis in developing FAS 8, it 

FASB, hposure Dra): Accounting for the Translation of Foreign Currency 
Transactions and Foreign Currency F i ~ n c i a l  Sfutemenfs (Starnford, CT: Financial 
Accounting Standards Board, December 3 1, 1974) paras. 82 and 87. 

ib id.. para. 5 1. 

Ibid. paras. 89 and 93- 

/bih. para- 97. 

FASB, Stutement of Financial Accounting Standards No. 52: Foreign Cùrrency 
7kzt~datzorr ( S  tam for& CT: FASB, Decem ber 1 98 1 ), para. 98. 



appears that these considerations did not carry through in the later pronouncement. In 

the case of FAS 8, the rationale of accounting prinçiples could also have ken  used to 

justie ex ps t  the choice of methods made on some other basis. 

The Board again held firrn on the principle of retaining the measurement basis of 

assets and liabilities in deliberating over the treatment of translation gains and losses. In 

arguing against amortia'ng gains and Iosses over the life of assets held at historical cos( 

the Board rejected the "cover" approach. In the cover approach, when a net liability 

position exists, 

the dollar quivalent of an exposed net liability position is offset 
(deferred) against a potential change in the future dollar value of assets 
camkd at cost ..However, the Board believes that offsetting is not proper 
under present generatly accepted accounting principles that recognize 
certain gains and losses when values change and others only at time of 
sale or other disposition If offsetting is desirable at all, it should be 
accomplished by changing general accepted accounting principles to 
recognize changes in the dollar value of both items. However, to do so 
would require reconsideration of histoncal cost as a fundamental concept 
of accounting" 

which the Board stated was beyond the scope of the statement. 

In arguing against amortizîng gains and losses over the life of long-term 

[iabilities, the Board twk the position that '&an exchange gain or ioss resulting fiom the 

adjustment of accounts denominated in foreign currency should be immediately inctuded 

in the determination of net income so as to properly report the results of that situation at 
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the time it o c c u r ~ . ~ ~ '  The Board also rejected the adj ustment of stockholders7 equity for 

translation gains and Iosses on the bais that these gains and losses "should be included 

in the determination of net income in accordance with the ail-inclusive income statement 

presently required by generally accepteci accounting prin~iples."~~ 

Another proposal rejected by the Board concemed the deferral of unrealized gains 

and losses while realized gains and losses would be recognized immediately in the 

income statement. The Board saw no theoretical justification for distinguishing between 

realized and unrealized gains and losses and that this distinction would be difficuh to 

in~plernent."~ A related view based on the concept of conservatism would defer only 

unrealized exchange gains, but the Board viewed that proposed method as an 

inconsistency in the translation process. "Although the concept of conservatism may be 

appropnate in other areas of accounting, the Board believes its application to translation 

of financial statements is inappropriate ... Tu defer an exchange gain solely because it is a 

lbid., para. 77. 

Ibid.. para. 1 22. APB Opinion 9 recommends that any gain or loss experienced by the 
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that any judgment conceming the handling of gains and losses may result in the 
manipulating of income (Kieso and Weygandt, 1992). In FAS 8 (para. 198- 199), the 
Board fûrther argued against the implication that a function of accounting is to minimize 
the reponing of fluctuations: "Exchange rates fluctuate; accounting should not give the 
impression that rates are stable." 
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gain would in effect deny that a rate change has o~curred."~ In this case, the accounting 

pri'nciple of conservatism was rejected as a basis for endorsing a method of accounting 

for gains and losses, 

What is ironic is that on the one hand, the Board rejected conservatism in the 

handling of gains and losses but that the iack of conservatism was cited as the reason for 

the rejection for the current-noncurrent rneth~d.~' Here conservatism is a reason for the 

"unpopuiarity" of the current-noncurrent method but was not a reason for defem-ng 

unrealized gains. In the case of gains and losses, the Board took the least consemative 

viewpint by requinng that the gains and losses be run through the income statement. 

What is pualing is the point of view that conservatism is appropnate in other areas of 

accounting but not for foreign currency accounting. The pronouncements are not ciear 

on why this is so. The FASB expressed some accounting principles, such as historical 

cost and measurement issues, as the basis for developing the standards for foreign 

currency accounting but were not consistent in their application of certain concepts, such 

as conservatism. Nor did the Board adhere to these reasons for rejecting proposais for 

the use of the curent rate method for independent operations and operations in 

inflationary economies. An argument that acmunting principles guided the choice of 

methods for foreign currency accounting can be show to be only partially correct and 

does not fully expiain the endorsements by the FASB. 
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The UK EDs made fewer references to acwunting pnnciples in developing SSAP 

20 than did the US EDs in developing FAS 8 and FAS 52. SSAP 20 refered to the UK 

concept of a "me and fair view" and the concept of accrual accounting in discussing the 

rationale for reporting exchange gains and losses on the incorne statement?' The concept 

of recognizing gains and losses in the period in which they occur (similar to the all- 

inclusive argument in the US) showed up in the rejection of spreading exchange 

di fferences over the life of laans." However, as in FAS 8, the rejection of a 

conservative approach to reporting unrealized gains in favour of a symmetric treatment 

of gains and losses occurred in SSAP 20? This symmetric treatment of gains and losses 

applied to both short-term and long-term monetary items. This distinction was an 

important feature of UK standards on foreign currency accounting because it departed 

h m  Schedule 8 of the UK Companies Act 1948 which specifies that only profits 

realised at the balance sheet date shall be included in a company's profit and ioss 

account: 

Since the inclusion of unrealised exchange gains in the profit and loss account is 
a departure fiom an accounting principle set out in Paragraph 12 of Schedule 8, 
ASC considers it more appropriate to invoke Paragraph 15 of that Schedule which 
specifically permit5 a departure fiom the accounting prïnciples where there are 
special reasons. In SSAP 20 the necessity to show a true and fair view of results, 
based on the need for symmetry explained ..... above, is  considered to constitute a 
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special reason for departure fiom the principle under Paragraph 1 5 of the 
~chedu1e.j~ 

So while certain accounting concepts ( m e  and fair Mew, all-inclusive income) justitied 

or rationalized the departure from current practice in the LJK (in taking exchange gains 

and losses to reserves) certain other accounting concepts were not considered. The 

concept of historical cost accounting, for exarnple, which was considered important in 

the developrnent of US standards, was largely disregarded in the UK standards. The 

cover approach that was rejected in the US on the basis of historical cost was endorsed 

by the UK standards. 

The endorsement of the current rate method also rejected the historical cost 

concept in favour of 'practical' concexns regarding retaining the financial relationships 

(Le., financial ratios) that existed prior to translation: this "method of translation ensures 

that the îranslated results and relationships do not differ significantly !tom those reported 

prior to translation"? 

As mentioned in the previous section, the temporal method was permitted to 

accommodate US subsidiaries in the UK and was justified in the standards as king 

useful for preparing consolidated financial statements in circumstances where the 

oveneas operation is basically a sales agency for the holding company." The premise 

Appendix 2, Technical Reiease issued by the Accounting Standards Committee on the 
pub1 ication of SSAP 20, TR 504. April, 1983, para. 12. 

/bid.. para. 7. 
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was based on the notion that more independent operations would secure local sources of 

finance and develop into a "business entity" with its own tangible assets.'' But the 

temporal method was basically rejected as the principal method of translation in the üK 

because of the inumsistency in translating assets at historical rates while translating 

loans at current rates. Independent foreign operations were considered a "net 

investment" by UK standard-setters and thus different treatments for assets and liabilities 

did not make sense. 

The choice of translation methods by the ASC in developing ED 2 1, ED 27, and 

SSAP 20 was generated in response to practical concems about the implementation of 

FAS 8. The choice of treatment of exchange gains and losses, however, seemed to be 

based on concems over a ‘‘truc and fair view" and, though not specified as such in the 

pronouncements, an all-inclusive approach to reporting income, which in fact departs 

from the Companies Acts. As in the case in the US, the basis of accounting principles 

expiain some of the provisions in the UK standards on foreign currency accounting, but 

not al[. 

The rationale for choice of methods in the Australian pronouncements on foreign 

currency accounting changed with each pronouncement. The current rate method was 

endorsed in 1973 and the choice was based on rather weak reasoning and, perhaps, a 

misconception of the current rate method's ability to retain historical cost: 

Foreign Currency TransIat~on, para. 1 16. 

A ppendix 2, Accounting for foreign cunency translations-the options considered by the 
ASC, Ibid. para. 80. 



The current rate at the end of the period is the relevant one to the users of the 
financial statements of an Australian company, thereby justifying its use for this 
purpose. The basis of accounting (for example, historical cost) adopted in the 
foreign-currency statements remains unaffected, and the results and position of 
the operation, having been fairly reporteci (and audited), are then translated in a 
simple, convenient, and relevant r n a ~ e r ? ~  

This statement reveals oniy the prevalence of cunent practice and was based more on 

convenience than any accounting principle. 

The Australian ED in 1979 (ED 1 I ) focused more on accounting principles in 

arguing the choice and rejection of the various methods of translation. The current- 

noncurrent method was rejected because of the effect of its classification scheme on the 

treatment of inventory6' The rejection of the monetary-nonmonetary rnethod also 

reflected a concern over the translation of items that had been revalued and the 

dificultics with retaining the measurement basis: 

This distinction between monetary and non-monerary is not seen to be an 
appropriate basis for the application of a different exchange rate. Translating 
non-monetary items at historic (past) exchange rates produces reasonable results 
if the items are stated at histon'cal (past) cos& but not if they are stated at current 
~rices.~'  

Sim ilarl y, the current rate method was rejected because of val uation concems: 

. . .the translation method will involve a deparhue fiom the 'lower of wst and net 
reaiisable value' principie. This metfiod of translation will dso produce 

Australian Society of Accountants and the Institute of Chartered Accountants in 
Austral ia, E D 4 ,  Proposed Staiemenr of Accuunring S~andards: "Transia f ion of Amounrs 
in Foreign C'wrencies " (September 1973) para. 1 3. 
60 
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significant unrealised exchange gains and losses when translating fixed assets. 
The inclusion in the results for a p e d  of matenal exchange gains and losses in 
respect of fixed assets will lead to the presentation of financial statements which 
lack commercial real i ~ r n . ~ '  

The convenience of the current rate method was not enough to offset the concems over 

valuation principles. The temporal method was endorseci primarily on this principle, Le., 

that it retains the basis of valuation. 

The 1983 ED (ED 24) and subsequent pronouncements showed a change of h a r t  

regarding the current rate methd By this time, FAS 52, with its functional currency 

approach, and SSAP 20, with its self-sustaining versus integrated classification for 

foreign operations, were in effect. They both advocated the current rate method for 

independent operations and the temporal method for those operations considered an 

extension of the parent company. ED 24 adopted the current rate method with the 

reasoning that this method would preserve the results and financial position of a self- 

sustaining operation (para. 16) while the temporal method would do so for foreign 

operations closely tinked to the parent company by incorporating the activities of the 

foreign operation as they had been entered into by the parent company (paras. 19,20, and 

2 1 ). The main concem seems to be presening a measure of valuation that retained the 

results of operation and financial position in the translation but it did not seem clear 

which method would accomplish this objective. The inconsistency over choice of 

method reflects something other than accounting principles and more likely the 

AustraIian attempt to hannonize with the pronouncements of other counties. 



The Australian pronouncements show a similar inconsistency regarding the 

treatment of translation gains and losses. In ED 4 (1973) defemng gains and losses over 

some time period was rejected: "There is no logîcal accounting basis, such as matching 

costs with revenue, for defemng recognition and spreading gains and losses over future 

accounting periods.'" Recognizing losses and defemng gains, though recognized as 

conservative, was rejected for inconsistency. Reserve accounting for these gains and 

losses was rejected on the grounds that it is "not considered acceptable practice", which 

reflects the majority of companies that were surveyed, even though one-third of the 

companies did indeed take these gains and losses to a reserve account. The preferred 

method was the recognition of both gains and losses irnmediately in the income 

statement on the basis that it is the only method providing "adequate accounting and 

disclosure"." Again, this treatment of gains and losses reflected the majority of cunent 

practice, with little or no basis on accounting principles. 

In ED 1 1 (1 979) an accounting concept was offered for the rejection of reserve 

accounting. Recognizing gains and losses through reserve accounts: ".-.represents a 

departure frorn the concept of an all-inclusive profit and loss statement as embodied in 

existing accounting requirements.'"' The recognition of gains and losses in the income 

Austral ian Society of Accountants and the Insti tute of Chartered Accountants in 
Australia, ED 4, ibid. para. 18. 

Australian Accounting Research Foundation, ED 1 1, ibid,  Appendix 1. 
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statement was stil 1 considered appropriate for short-tenn receivables and payables but 

could cause undue fluctuations in the results from period to period if applied to long- 

term receivables and payables. Thus, the method of deferring the gains and losses to 

deferred income and expense amunts was defended on the grounds that it: 

... results in a more appropriate matching of the corn of bomowing with the 
benefit den'ved fiom the use of h d s  borrowed ..... requires exchange gains and 
iosses t o  be included in the profit and loss statement over the period to settlement 
and has the advantage of being prudent? 

From previously having no logical accounting basis for this treatment, the matching of 

costs and benefits was deemed by the Ausîralians as an important reason for 

implementing the deferral treatment. 

When ED 24 (1983) adopted the current rate method, reserve accounting was 

adopted as an acceptable approach. The concerns for practice in ED 4, and for the theory 

of al[-inclusive income in ED 1 1, were set aside to accommodate the current rate 

method." When using the temporal method, the profit and loss treatrnent for short-term 

gains and losses was required. Long-tenn gains and losses under the temporal method 

required the deferral rnethod for reasons similar to those stated in ED 1 1 ." ED 24 (1983) 

and AAS 20 (1985) endorsed the deferral approach for long-term monetary items which 

differed from the income statement treatment of FAS 52 and SSAP 20. The Australian 
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standard-setters conformeci to FAS 52 and SSAP 20 in the classifi cation of independent 

and integrated foreign operations and their respective treatments except for the treatment 

of gains an losses on long-term monetary items in 1985. That method was later 

rescinded in ASRB 10 12 and the arnended AAS 20 in 1987 which required that these 

gains and Iosses be mn through the income staternent. 

The Australian pronouncements are fiaught with contradictions in the choice of 

methods. This is tnie in the rejection of the curent rate method in ED 1 1, in its 

reinstatement in ED 24, and in the rejection of both reserve and deferral methods of 

treating gains and losses. Al though concepts of valuation and al 1-inclusive income 

served as the b a i s  for some of the arguments in ED 1 1, these concepts were exciuded in 

ED 24. Matching as a basis for treating gains and losses was rejected in ED 1 1 but later 

served as the b a i s  for instaîing the deferrai method in ED 1 I and ED 24. Although such 

evidence suggests the (ad hoc} use of accounting principles as a basis for these standards, 

the ambiguity conceming these concepts provides very little evidence to support the 

notion that the use accounting principles by standard-setters was responsible for the 

outcomes of the standards. 

The Canadian pronouncements recommended methods very similar to the US 

pronouncements. The historical principle was used to justiQ the choice of the temporal 

method in the 1977 ED: "The temporal method translates assets and liabilities carried at 

past and current prices in a manner that retains their valuation bases and at the same time 



uses the Canadian dollar as the unit of measuremen t,...."* However, the temporal 

method did permit current valuation of assets and liabilities. Interestingly, in the later 

pronouncements, the CICA did not justi@ the choice of methods. The 1982 ED and AR 

1650 only speci@ the niles to be followed. No reason is offered to explain the 

classitication scheme for integrated and independent operations." 

A major difference between the US and Canadian standards was, however, the 

treatment of gains and losses on long-term monetary items. The first dri& of the ED, 

issued in May 1977, endorsed the amortization of the gains and losses over the total life 

of the asset or liability. The justification for this treatment was given as follows: 

when borrowing or lending fun& in a foreign as opposed to domestic currency, 
an enterprise incurs an additional risk which will materialize if the exchange rate 
differs at the date of repayment. The cost or income associated with this risk may 
be considered as an element of the total cost or gain of borrowing or lending 
foreign currency fun& and accordingly relates to the period of time during which 
the funds are outstanding." 

In this sense, the gains and losses were considered as an element of the total cost of 

borrowing or lending but it was not clear why this rnethod was preferred over any other 

treatment. In a subsequent drafi of this ED, issued in 1978, the arnortization period was 

changed to the remaining life of the asset or liability, in response to cornments by 
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respondent~.'~ This treatment was not baseci on any accounting concept and it has been 

suggested that it was adopted for the purpose o f  reducing fluctuations to net income 

which was a weakness of the immediate recognition treamient of  FAS 8.') AR 1650 

re tained this treatment o f  gains and losses on long-term monetary items without m e r  

discussion. 

There appears to be very little justification for the choices made by the CICA in 

developing standards for foreign currency accounting based on accounting principles. 

On those provisions that were similar to the current US pronouncements, the CICA made 

corresponding arguments for the historical principle. However, many of  the choices in 

the later Canadian pronouncements were made without any justification whatsoever. 

Because of the correspondence between AR 1650 and FAS 52 and SSAP 20, one might 

argue that choices were made by the CICA in the spirit o f  international harmonization. 

However, a desire for harmonization does not explain the difference in treatment for 

gains and losses on long-terni monetary items. For this item, the rationale appears more 

likely as a response to reduce fluctuations in net income with "no support fiom a 

theoretical point of view"." 

The IASC also issued pronouncements on foreign currency accounting. The 

choice of methods has been consistent, pennitting both the current rate method and the 
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temporal method in specific circumstances. These choices have k e n  made pnmarily on 

practical grounds of accommodating more than one view point. ''Under these 

circumstances it is not possible to select only one of the two methods as the international 

standard and to expect universal acceptance. The Standard accepts either of these two 

methods."" The type of operation determines the translation method, according to the 

IASC. From the first pronouncement, E I 1, issued in 1977, the temporal method was 

endoned for foreign-based oprations viewed as extensions of the parent company. The 

current rate method was endorsed for those foreign-based operations viewed as separate 

business units in which financial statements prepared in the foreign currency were 

considered the most meaningfùl.76 Standards up to that point in time in the US, 

Australia, and Canada had chosen one method or another. Only the UK had permitted 

both. E 23 and IAS 21 endorsed both methods but emphasized the necessity to evaluate 

the relationship between the foreign operation and the parent company in chwsing a 

translation method so as to preserve the results of operation and financial relationships 

for meaningful indicators of performance for each type of operation (i.e., independent 

versus integrated). 

Treatment of gains and losses on translation was similar to the Canadian 

1 ASC, Ex posure Dra fi 1 1 , Accoun r ing for Foreign Tramacf ions and TransIaf ion of 
i-orergn Financial Statements (London: IASC, 1 977), para. 1 7. 

/bid. paras. 1 3 and 1 5 - 

IASC, Exposure Drafl23, Accounfing for the Eflects of Changes in Foreign Exchange 
Rutes (London: iASC l982), paras. 18- 19. 



treatment under the temporal method- In E 1 2, gains and losses were to be run through 

the income statement (immediate recognition) under the temporal method except for 

those pertaining to long-terni monetary items, which coutd be either deferred and 

arnortized or taken to reserves. Under the current rate method, income statement 

treatment was recommended except for those items with uncertainty regarding 

real ization. These were also defened or taken to reserves. The US, UK, and Australia 

had recommended immediate recognition in the early pronouncements at the time that E 

1 1 was issued. In E 23, only reserve treatment was permitteci for the current rate method, 

which coincided with the standards fiom the other countries. However, there was 

virtually no explanation of these choices by the IASC. The choices made seemed to 

reflect very little concem for accounting principles. 

Results of analysing accounting principles as the basis for choices made by 

standard-setting bodies for foreign currency accounting are mixed. Historical cost 

appeared to be the basis for endorsing the temporal method but later, when both the 

current rate and temporal methods were endorsed, the historical cost argument was 

replaced by a concem for retaining the value of ratios and other measurement issues in 

select ing a translation method. Issues of conservatism were inconsistentl y applied 

throughout. The all-inclusive income concept was applied as rationale for income 

statement treatment of pins and losses but only in the US and the UK Canada and, for a 

time, Australia would endorse only deferral for gains and losses on long-term monetary 

items, but without an explanation based on accounting principles. Standards issued by 

the IASC gave little indication of regard for accounting principles and appeared to be 



focused mainly on acceptance by the majority. 

The consensus that was reached over the use of both the current rate and temporal 

methods can be attributed to something other than accounting principles. The standards 

would indicate inconsistency in the use of accounting principles in endorsing both 

methods, even under different circumstances, because they are diametrically opposed on 

the historical cost principle. The movement towards consensus on treatment of gains and 

losses appears to be rnotivated more by concems over hannonization than any 

application of accounting principles. Consistent use of accounting principles seems to be 

overshadowed by other concem. ironicaily, the reconsideration and, to some extent, 

rejection of certain accounting principles allowed for a degree of consensus to be 

ac h ieved among these standard-setting groups. Consideration for accounting pnnci ples 

was part of the deliberations in developing these standards, but in view of the 

incor.sistencies, an argument for understanding choices made by standard-setting bodies 

based on accounting principles would k arnbiguous at k t .  

III. Lobbying Efforts 

The lobbying research on standard-setting for foreign currency accounting is 

sirnilar to the pluralist view taken by Watts and Zimmerman in their study on the 

standard-setting process for general price-level acco~nting.'~ In that study, the authon 

R. L. Watts and J. Zimmerman, "Towards a Positive Theory of the Determination of 
Accounting Standards", Accounfing Revzew 53 (January 1 978): 1 1 2- 134. 



construct a model that predicts which firms lobby on general price-level accounting. in 

that analysis interests are merely determineci by membenhip in a social group (i-e., 

management) and are based on the size of their firm. Also, as Robson" points out, the 

managers' positions are assurned to explain their interests and at the same time the 

interests are revealed by the managers' lobbying actions. "...interests infom decisions 

which then determine actions, the latter in this case being lobbying behaviour. The 

demonstration of interests, however, depends upon the lobbying behaviour, ..."'lo 

Furthemore, interests are identified only through outcomes and they ignore the 

possibilities that entities might mistakenly calculate their interests or that outcomes rnay 

be unintentional or  the result of multiple rationales. Finally, interests that are imputed 

are not based only on individuals' own concepts of  interests but also the interests 

expressed by others who may be in alliance with or  offering resistance to the specific 

acton in question." In other words, the interests expressed by a set of managers are not 

only their interests but may entail the interests of other groups or ideologies as well. 

Conceming the examination of lobbying efforts, it should be noted that only the 

most visibte forms of  lobbying actions are taken into acçount, i-e., comment letters on 

exposure cirafis of proposed standards. Lobbying efforts entail other forms of 

communication to the standard-setting bodies. For example, one corporation participated 

79 

Robson, ibid. 1993. 
lKI 

I b  id 
8 1 

lhid 



on the foreign curiency task force in its domicile, corresponded with mernbers of the 

standard-setting body and its staff mernbers, made nurnerous personal contacts and 

discussions, wote articles published in accounting and other joumals, and gave oral 

presentations at public hearings on the subject of foreign currency accounting.* Many 

of these types of lobbying activities are dificult to identi@ because of lack of 

documentation. Comment letters are the most visible and are welldocumented. Many 

articfes have been written on the subject of foreign currency accounting, most advocating 

one method or another? These articles might also be wnsidered a f o m  of lobbying but 

it is not feasible to determine whether or not the mernbers of the standard-setting bodies 

had read them all. tt is assumeci that comment letters were read and studied by the 

relevant staff and commi ttee mem bers in eac h standard-setîing body. 

Studies which take the pluralist approac h in studying the standard-setting process 

Stanley R. Wojciechowski, "DuPont Evaluates FAS 52", Management Accounring (Jul y 
1982): 30-35. 

A sample of such articles include the following: Marvin M Deupree, "Translating 
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1972): 4 8 4 8 ;  Alan F. Smith, "Temporal Method: Temporary Mode?", Management 
Accoming 59 (February 1978): 2 1-26; Russell W. Willey, "In Defense of FAS No. 8," 
Munagement Accounring 6 1 (Decernber 1979): 36-40; D. R Rickard, "Currency 
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for foreign currency accounting include ~ e l l  y's" examination of the extent to which 

firms' debt contracts and managements' degree of ownership were associated with 

managers' decision to lobby the FASB in the form of comment letters on the proposed 

FAS 8. The study did not focus on whether the finns in the sarnple lobbied for or against 

the standard; rather, it focused on the decision to lobby itself The results show that there 

was no significant difference in size or percentage of foreign sales between fims that 

lobbied and those that did not. A later study involving FAS 52 found that there was an 

inverse relationship between the decision to lobby and net income fiom foreign 

ope ration^.^^ Kelly's results show that the management ownership proportion was lower 

in firms that lobbied on FAS 8 than those that did not, which was contrary to 

expectations. This result was supported in a similar test involving FAS 52? 

An earlier study* did examine the association of certain firm characteristics with 

opposition to the standard. Other studies also investigated characteristics of firms 
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lobbying against FAS 8 and FAS 52? The purpose of these studies was to provide a 

basis for predicting the consequences of proposed accounting policy change on firrns to 

assist the FASB in assessing potential opposition to a standard. In al1 cases, predictive 

ability was rather limited as variables (firm characteristics) were only weakly associated 

with firms' positions on standards. in Kelly, lobbying activities were found to be 

unassociated with changes in financing or operating activities afier adoption of FAS 8. 

Gtiffln ( 1982) found only limiîed support for the hypothesis that tirms lobbying against 

FAS 8 reported wider fluctuations in pretax earnings than firms that did not lobby. In 

that study, the arnount of foreign exchange gain or loss was not a significant 

characteristic of lobbying firms but in the later study (1983) in which he attempted to 

predict lobbying behaviour of firms on FAS 52 it was found to be significant. 

A more relevant question for this study is, to what extent do firrns' lobbying 

efforts affect the choice of accounting methds  in the standard-setting process? Did 

firrns ' positions on translation methods affect the choices made by standard-setting 

bodies? Did firms' influence on the choice of accounting rnethod Vary among countries? 

In a cri tique of Watts and Zimmerman's positive theory concerning managerial self- 

interest which determines what standards managers will lobby for, Bryantn investigated 

P. A. Griffin, "Foreign Exchange Gains and Losses: Impact on Reported Eantings", 
Abucus, 18 (June 1982): 5049, and "Managements' Preferences for FASB Statement No. 
52: Predictive Ability Results", Abacus 19 (1983): 130-138. 

89 

Bryant- ibÏd 



the relationship between the positions of lobbyists conceming FAS 8 and the final 

standard (FAS 52). A content analysis of letters submitted in response to a FASB 

invitation to comment on al1 current standards in effect at the time revealed that the 

greatest concem by corporate managers about FAS 8 was the treatment of exchange 

gains and losses (9 1 % against the income statement treatment). Respondents did suggest 

improvernents to FAS 8; however, none of them directly reçommended the approach 

followed in FAS 52 for independent operations. The results support the contention that 

lobbying efforts are at best lwsely coupled with the ultimate standard~.~ This section 

builds on Bryant (1988) by investigating the possible efkcts of lobbying efforts on the 

choices made by standard-setting bodies in the UK, Ausrnilia, and Canada. 

An analysis of the 122 comment letters received by the ASC after the issuance of 

ED 2 1 shows that 39% were generally against the ED, 27% were in favour, and 34% 

favoured some provisions and were against others. Respondents incl uded corn p i e s  

(49), professional accuunting fims (23), representative bodies of accountants (25), other 

representative bodies (8). and individuals ( 17). The commentators by and large 

supported the use of two translation methods. The majority (70%) of commentators 

either did not state a preference for a method or accepted both the temporal method and 

the current rate rneth~d.~' 19 out of the 49 (39%) companies preferred the current rate 

method only, which is a higher percentage than any of the other groups, but this 

-- - 
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percentage does not reflect practice which, as indicated earlier, suggests that the cunent 

rate method was used by 90% of the companies surveyed. Commentator groups besides 

companies were evenly divided on treating gains and losses through reserves or some 

type of  deferral and through the income statement. Companies preferred reserve 

treatment over income statement treatment (20 out of  29 companies that commented- 

69%) which reflects practice prior to 1975. 

According to these statistics, the majority of those companies that chose to 

comment on ED 2 1 accepted two methods. Several comment letters emphasized a need 

to reduce the diversity of acceptable methods but these are in the minonty. Rather than 

permitting two acceptable methods, the ASC decided to endorse the current rate method 

as the primary translation method for UK and Irish companies in ED 27 and SSAP 20 

and recornmended the temporal method only in cases where the subsidiary is a direct 

extension of the parent Company. Commentators on ED 27 continued to question the use 

of the temporal method but they are in the minority. Many of those letters did not 

comment on translation methods. 

Except for exchange gains and losses on fixed assets which go to reserves, the 

UK pronouncements mainly recommended income statement treatment for gains and 

losses. The income statement treatment was not preferred by the majority of companies 

responding to ED 2 1 but commentators were generaIly in favour of the provisions of ED 

27. This may be a result of  the cover concept which allows offsetting of gains and losses 

on assets and liabilities. Most of the comments on ED 27 concemed this provision, 

mainl y because they felt that the requirement that the loan be denominated in the same 



currency as the investrnent asset was too restrictive. Overall, ED 27 was found to be 

more favourable than ED 21 (88 commentators out of  IO7 in favour). The main 

difference between ED 27 and SSAP 20 were the new provisions concerning realised 

gains and losses that arose as a result of the changes in the Companies Act of 198 1 

(mentioned previously). Commentators did suggest in letters concerning ED 27 that the 

proposed changes to the Companies Act be considered in cirafting SSAP 20. 

Overall, commentators to UK standards were divided on the use of translation 

methods. Some were emphatically opposed to the temporal method and endorsed only 

the current rate method while the majority did not express a preference. The standards 

reflect the tolerance for these two methods, with a preference for the current rate method. 

The treatment of gains and losses, however, does not reflect the majority of lobbyists 

views. Reserve accounting was still endorsed by rnany commenbtors in the letters 

conceming ED 27; however, the wver concept may have been a solution to that problern. 

The cover concept was first discussed by the ASSC in April 1975 when the Committee 

requested that a paper on the topic be wîtten by two individuals (named Watts and 

0gIe).92 The Cornmittee's f int  pronouncement, ED 16, was not issued until September 

1975. Therefore, the first comment letters were received some tirne afier the cover 

concept was initially considered by the Committee. 

In Australia, submission letters on the 1973 ED largely reflected current practice. 

The preferred method by al1 but 2 out of 28 responses was the current rate rnethd and 15 
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out of 2 1 responses favoured the income statement treatment of gains and losses. The 

other 6 advocated the use of reserves." 70 individuals or entities responded to the 1979 

ED. Of the 40 that expressed a preferred translation methoci, 30 chose the curent rate 

method. (The other 10 expressed a preference for the temporal method). Advocates of 

the current rate method were evenly divided on taking translation adjustrnents directly to 

reserve accounts and the income statement treatment, The income statement treaiment 

for short-term gains and losses on transactions was almost unanimously supported by the 

respondents in 1979. For long-term rnonetaxy items 17 out of 42 preferred deferral and 

amortization of gains and losses and 15 out of the 42 preferred immediate recognition in 

the income statement treatment. 1 1 companies prefened defenal and only 6 cornpanies 

preferred immediate recognition? 

There was more support for reserve treatment under the current rate method in 

the 1979 submissions than that in 1973 but the nwnber advocating reserve treatment was 

roughl y equal to those sti il advocating the income statement treatment. Similarl y, 

respondents were almost evenly divided between deferral treatrnent and immediate 

recognition for gains and losses on long-term monetary items, a choice that is required 

under the temporal method. The 1983 ED reflects some of these preferences. Deferral 

was chosen for the long-term monetary gains and losses under the temporal method and 

reserve treatment for the current rate rnethod gains and losses. Given that there was 

Y3 
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almost equal support for the alternative treatment, it cannot be said that the methods 

chosen were based on majority views of the submission letters. 

A M  20, issued in 1985, adopted the sarne rnethods as the 1983 ED. in 

December, 1986, the ASRB released Release 4 1 1 which raisecl questions conceming the 

de ferrai treatment on long-term monetary items. Although "a clear majority" of 

respondents to 4 1 1" favoured the defeml treatment, the ASRB in April 1987 requested 

the AARF in Media Release 87/1 to resubmit the standard on foreign cumency 

accounting with a provision for immediate recognition of gains and losses on long-term 

monetary items. AAS 20 was amended by the AARF and re-issued in December 1987 

which prescribed the immediate recognition. Clearly the revised standard did not reflect 

the preferences of the respondents in the submission letters to Release 4 1 1. 

Responses to the 1977 Canadian ED came h m  40 industrial companies, 15 

individuals from such compnies, 1 1 public accounting fimis, 28 other individuals, 5 

accounting organizations fiom Canada and other countries, and 1 from a provincial 

institute cornmittee. On method of translation, there was no overwhelming support for 

any particuiar method. 10 favoured the temporal method, while 1 1 favoured the current 

rate metliod, 3 favoured the current rate method for self-sustaining operations, and 4 

supported the current-noncurrent methocl? Clearly the choice of  the temporal method 

From "A Preliminary Review of Responses" to Release 4 1 1, March 1987, from the 
AARF files. 
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by standard setters in Canada did not reflect the opinions of respondents who did not 

agree on what might be considered the best method. The majority of respondents to the 

1982 ED, however, agreed with the situational approach (Le., the temporal rnethod for 

integrated operations and the current rate method for self-sustaining operations)." OnIy 

3 respondents to the 1977 ED suggested the current rate method for self-sustaining 

operations. Some respondents to the 1982 ED expressed difficulty with this approach 

From a conceptual standpoint but supported it in the interest of international 

harmoni~ation,~ perhaps the dominant factor in the Canadian case. Canada's heavy 

dependence on foreign markets" may explain the Canadian interest in harmonization in 

order to facil itate transactions in foreign markets. 

As for the treatment of gains and Iosses on long-term monetary items, again, there 

was no clear consensus among respondents to the 1977 ED. Six respondents agreed with 

amortization over the total life of assets and liabilities, while 15 endorsed amortization 

over the remaining life of the item, and 10 favoured the immediate recognition treatment 

of FAS 8.1m As noted earlier, the CICA changed the earlier draft to coincide with those 

respondents that favoured amortization over the remaining life. But respondents to the 

Jonathan M. Kligman, "Foreign currency translation: fiom exposure draf? to standard", 
CA Muguzine (June 1983): 57-60,62. 
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1982 ED, which endorsed the same treatment were evenly divided between deferral and 

immediate recognition. The CICA, however, chose to retain the deferra1 method on the 

basis of "the arguments in support of the exposure dra fi... were more convincing than 

those in support of the other  position^."'^' While at first it appeared that the CICA were 

following the majority opinion on gains and losses, there reaily was no majority opinion 

when the final standard was issued. Like the other countries in this study, the Canadian 

case does not provide support that lobbying efforts as measured by a count of comment 

letters to EDs were the key factor in the choices made by standard-setters. 

Responses to the MSC7s first ED, E 1 1, came tiom 16 countries. Twelve 

countries had generai comments. Two countries (Rhodesia and Sn Lanka) expressed no 

comment. Of the remaining 10,6 (Canada, Denmark, the Netherlands, Notway, South 

Afnca, the UK) opposed the number of options availabie and commented that too many 

methods did not benefit harmonization and were against the provisions of E I 1. One 

country (New Zealand) supported it without qualification, another supported it but 

thought that gains should be deferred (Argentina). Another supported it but 

recommended deferring unrealized gains and losses (the US). One country cornmented 

oniy on terrninology (Australia). The majority believed that there was too much 

flexibility in the ED. 

The CASC eiiminated the immediate recognition and deferral options under the 

current rate method in E 23. General responses to E 23 came fiom 10 countriçs. Support 



with some qualification was expressed by 6 countnks (Australia, the Netherlands, 

Switzerland, the United &ab Emirates, the UK, and Canada). Switzerland favoured 

immediate recognition for al1 gains and losses. The LJK expressed a desire that the ED 

conform to UK pronouncements but thought that the new ED more closely conformed 

than E 1 1 did. Canada expressed a desire for conformance with FAS 52. Two countries 

(New Zealand and the US) expressed wncern over the number of options, with the US 

recognizing the need to accommoâate many countries but still preferring the temporal 

method. One country (Sweden) preferred the temporal method also, with irnmediate 

recognition of gains and losses, so was in dissent as far as E 23 was concemed. Finally, 

Denmark was concerned about relating the net investment method to specific assets and 

had reservations conceming the defenal of gains and losses on Iong-term monetaq 

items. Whatever these wmments expressed, the LASC did little to change iAS 2 1 from 

the ED. The provisions concerning translation method and treatment of gains and losses 

are virtually the sanie as in E 23. 

The evidence provides some support for the influence of lobbying efforts through 

submission letters to the standard-setting bodies on the outcornes of standards. However, 

the evidence is rather mixed. In the UK, standards overall reflected the tolerance for two 

translation methods by respondents but treatment of gains and losses did not always 

coincide with the majority view. Similarly in Australia, the treamient of gains and Iosses 

endorsed in the standards differed fiom respondents' majority view. in Canada, with 

little rnajority opinion on any method or treatment, the standards are based on some 

factor other than lobbying efforts through comment letters. Al though lobbying efTorts 



through comment or submission letters cannot be ruled out as an influential factor in the 

di fferent c hoices made by standard-setting bodies in these countries, there is not enough 

favourable evidence to suggest that di fferences can be attributed to lobbying efforts. 

Also, the eventual consensus that was teached cannot be fully attributed to comment 

letters. Provisions such as the cover concept and the use of translation methods in 

particular circumstances have very little correlation with the comments made in these 

letters. Clearly, there were other factors influencing the choices that resulted in the 

current standards. 

IV. Tax Considerations 

Tax laws could influence the choices for translation method and treatment for 

gains and losses in these countries. So far in this study, the choice of translation methods 

rnay be attributed in a limited way to current practice or concems ove? accounting 

principle and perhaps cunency devaluations and lobbying efforts. The main differences 

to be resolved to achieve harmonization were the treatments of gains and losses. The tax 

effects of gains and losses on foreign currency could influence the choices made by 

standard-setting bodies, depending on the tax laws in each country and any participation 

by tax authorities (and companies) in the process. Tax effects could have significant 

cash flow consequences for cornpanies and for tax revenue for couniries. This section 

investigates the possible association of tax laws with accounting standards in the US . the 

LJK, Australia, and Canada. The evïdence suggests little support for such an association. 



The main concem of tax authorities is the tax treatment of protits to the parent 

company from the foreign subsidiary because generally it is only when a company 

reports a profit that a tax Iiability is incurred. Therefore, the tax rules focus on the 

translation of the income statement and foreign currency transactions. The translation of 

the balance sheet and the resulting gains and Iosses are less wntroversial for tax purposes 

than the translation of the income staternent. 

In the US case, unrealized gains are not taxable and wuealized losses are not 

deductible, according to a 1976 UK s ~ e y ' ~  of tax treabnents for foreign cunency gains 

and tosses. FAS 8, which was issued in the previous year, required mealized gains and 

losses to be included in the income statement; but companies could not claim unrealized 

gains and could not deduct unrealized losses for tax purposes Another issue concerned 

the nature of realized gains and losses as to whether they are related to capital 

transactions (and would be taxed at the lower capital gains rate) or to revenue (in which 

case they would be taxed at the ordinary rate). The most controversial aspect is that of 

real ized gains and losses on loan transactions. In 1 976 when the survey was conducted, 

FAS 8 was already issued but there was wnsiderable uncertainty as to whether gains and 

losses on loan transactions should be taxed or deducted at o rd inq  rates or capital gains 

rates. At the time that FAS 52 was issued, case law on the subject was still arnbiguous 

on this topic. 'O3 

l O? 

The Consultative Cornmittee of Accountancy Bodies, TR 209, ibid. 1976. 
103 

Andre M. Saltoun, "Tax Aspects of International Exchange Transactions", Proceedings 



In the US at the time of the development of FAS 8, the tax Iaws permitted five 

methods of accounting for the tax effects of foreign currency transactions. Under the 

specific transactions method, foreign transactions are trandated at the exchange rate on 

the day of the transaction. Taxable income includes the gain or loss on the transaction 

plus any exchange gain or loss affecting the foreign assets and liabilities. This method is 

governed by two princi ples: the separate transaction princi ple and the closed transaction 

principle. Under the separate transaction principle, gains and losses from the payments 

in foreign currency for goods and services are treated as separate from the purchase of 

the goods and services. This arises because payments are usually made later than the 

purchase, so the pwchase is recorded at one exchange rate and the payment at another. 

Therefore, a gain or loss may occw when the payment is made. Gains and losses may 

also be incurred when funds in foreign currency are withdrawn before payment is 

actually made. Under the closed transaction principle, these gains and losses would not 

be recognized until the foreign fùnds have been converted into US dollars and the 

transaction is completed. FAS 8 accepts the separate transaction principle but rejects the 

closed transaction principle and permits the wealized gain or loss on foreign fûnds to be 

recognized and recorded on the balance sheet date, whether or not they have been 

withdrawn or the transaction been completed.'" 

Three other methods permitîed by the Intemal Revenue Service in the US in the 

fmm rhe 40th Annuol N.  Y .  il Institute on Federul Taration (1982): Chapter 34. 

Michael L. Moore and John L. Kramer, "Tax and Accounting Rules for Currency 
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late 1970s were not specifically endorseci by FAS 8. The tirst two methods are for 

branch operations. Bnefly, under the protit and loss method, the branch profit that is 

remitted to the parent Company is iranslated using the exchange rate on the &y of the 

remittance. Under the net worth methoâ, the translation is made fiom the balance sheet. 

The individual balance sheet items are translated at begiming and year-end using a 

method that corresponds to the current-noncurrent method. The change in net worth 

fiom this translation is the taxable income. The third method, d l e d  the foreign 

corporation method, is used for detemining foreign tax credit on dividends from a 

foreign corporation that is not control led. (Controlled foreign corporations must use a 

method called Subpart F, which is discussed below). Under the foreign corporation 

method, exchange gains and iosses on foreign investments are not recognized for tax 

purposes until realized through remittances to the US. For financial reporting purposes, 

dividends payrnents require the specific transactions method. 'O5 

The fXh method, the Subpart F, pertains to US taxpayers owning 10 percent or 

more of a foreign corporation. The taxpayer must include its pro rata share of the foreign 

operation's income in the taxpayer's gross income. This includes operating profits and 

exchange gains and losses. The Subpart F method is sirnilar to the net worth method in 

that it adjusts operating profit from the income statement for foreign exchange gains and 

losses pertaining to certain assets and liabilities used to arrive at operating profits. 

However, the method of translating assets and iiabil ities more closely resembles the 



temporal method endorsed by FAS 8, with some exceptions. 'O6 

For the most part, the methods endorsed by the US tax laws differ significantly 

from the accounting niles for financial reporting purposes under FAS 8. As the example 

in Appenàix IV indicates, the temporal method is disadvantageous for corporations when 

the dollar is falling because there is a loss on the books plus a tax liability. The dollar 

was falling during the 1970s, making the temporal method a potentially unlikely choice 

for accounting standards if tax effects were to be considered (unless, of course, the 

standard-setters were interested in raisi ng tax revenue; there was no evidence to suggest 

that they were.) 

The US tax requirements for foreign exchange gains and losses remained the 

same until 1986, long afler FAS 52 was issued. The Treasury Department issued a 

discussion drafi on the subject in 1 980, T'ing Foreign Exchange Gains and Losses. It 

did not carry the force of law,lo7 however, it did propose a change in the tax laws that 

corresponded with the funceional currency approach in the FASB 1980 ED, which 

preceded FAS 52. This approach was also proposed in The President '.Y T a  Proposal CO 

the Congress for Fairness. Growth. and Simpliciry. issued in May 1985, pnor to the new 

tax law in 1986. 

It rnight be argued that the tax laws then currently in force influenced the decision 

to endorse the current rate method because of the tax effects of the temporal rnethod. 
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There was little mention of tax effects in response letters to either FAS 8 or the ED 

leading up to FAS 52. The standards themselves offer little discussion of  tax issues 

except for intraperiod tax allocation. Tax minimization is one o f  the rationales offered 

by Watts and Zimmermanlm for lobbying the standard-setting process but for foreign 

currency accounting the tax issue was not raised by lobbyists. l" Thus it is not clear that 

tax treatments for gains and losses on foreign currency accounting was a major issue in 

the US in developing either FAS 8 or  FAS 52. It might be argued instead that some 

subsequent tax laws followed the financial reporting rules. 

In the UK the laws on taxing gains and losses on loan transactions may explain 

the development of the cover concept in which gains and Iosses on liabilities are offset 

by losses and gains on assets. Prior to the mid-1970s there was little reference to foreign 

currency gains and losses in the UK tax statutes. The issue became important in the mid- 

1970s when sterling fell 20% against the dollar and even more so against the Swiss franc 

in 1975. Sterling continued to  fall in 19î6110 and the weakened sterling becarne an issue 

for companies with foreign borrowings. First of all, UK companies had borrowed much 

in foreign currencies, particularly the hard currencies such as the dollar and the Swiss 

franc, in the 1 960s and 1970s. The reason for this has been attributed to the UK 

Exchange Control Act of  1947: 

- 
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Permission is required under the Exchange Control Act, 1947 for al1 payments in 
sterling or any other currency by United Kingdom residents to non-residents. 
Thus a United Kingdom resident seeking to acquire overseas investments would 
be required to acquire currency in the investment currency market (and incur the 
cost of the premium) or to borrow in foreign currency. The investment premium 
cost is taken into account, of  course, as part of  the cost for capital gains purposes, 
but there is not such recognition in the case of cunrncy borrowings. '" 

Therefore, UK companies would be obliged to bonow heavil y in overseas currencies for 

their foreign operations Consequently, UK cornpanies were substantially in debt in 

foreign currency at this time. Secondly, with a dedine in sterling these cornpanies 

incurred a substantial loss on repayment of  the debt I l 2  But these losses were not tax 

deductible under the UK income tax law. The tax treatrnent in the Finance Act of 1965 

disallows the gains and Iosses on repayment of borrowings as taxable or deductible even 

though borrowings are classified as capital items. The capital gains rules in tbat Finance 

Act pertain only to gains realized on disposal of assets, not Iiabilities. "' 

As a result of pressure fkom the business community on the Chancellor of the 

Exchequer to remedy the situation, Inland Revenue published a discussion memorandum, 

"Borrowings in Foreign Cunency" in 1976, outlining the current law and raising 

questions to consider on changing the law. The Consultative Committee of Accountancy 

I I I  
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Bodies (CCAB)' l4 responded with a memorandum in which they recornmended the 

rnatc hing of borrowings with assets: "Tax relief for losses on borrowings whic h are 

rnatched with chargeable assets should be given by way of a capital gains loss. The loss 

arises only on the repayment of the loan concemed.""' 

ED 2 1 ( 1977) labelleci this approach the "covefY method which could only be 

used if the current rate method was used and could not be used if the temporal method 

was used: 

Under the temporal method fixed assets are translated at historical rates and 
therefore it is not possible to offset deficits on borrowings denominated in foreign 
currencies against surpluses arising on fixed assets. '16 

Respondents to ED 2 1 thought that a global offst of gains and losses on foreign assets 

and liabilities was In ED 27 (1980) the ASC decided to limit the scope of 

ofTisets by stating: "..the foreign loan should be denominated in the sanie currency as that 

in which the equity investment is denominated.""' As indicated in the last section, 

Composed of senior officers of the ICAEW, the Institute of Chartered Accountants of 
Scotland, the Institute of Chartered Accountants in Ireland, the Association of Certified 
Accountants, the Institute of Cost and Management Accountants, and the Chartered 
Institute of Public Finance and Accountancy, al1 in the UK. 
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commentators opposed this provision on the basis that it was too restrictive. SSAP 20 

( 1982) oft'ered a compromise by specimng that the offset is pemitted only to the extent 

that the foreign currency borrowings do not exceed the amount of cash expected to be 

generated by the net investments. ' l9 
Meanwhile, the Inland Revenue took no action on the tax issue. Instead, a case 

involving the tax treatment of foreign currency gains and losses, Pattison (inspecter of 

Texas) v Marine Midland Ltd, came before the High Court in 198 1. Marine Midland Ltd 

borrowed and lent USSl5 million fiom 197 1 to 1976. When sterling fell in 1975 and 

1 976, Marine Midland incurred a 2.5 million pound loss on the debt and a corresponding 

gain on the loan stock. The Inland Revenue argued that (1 ) the loss should not be 

allowed as a deduction because the Ioan stock was part of fixed capital and (2) that the 

gain should have been taxed on an a c c d  basis each accounting period. The High Court 

ageed with the first argument but not with the second. The liability could only be taxed 

when the transaction was completed. Both parties appealed but only the company's 

appeal went before the Court in 1983 and the Company successfùlly argued that the 

accounts showed no profit or loss because the assets and liabilities were matched. This 

judgrnent by the Court supports one of two allowable methods for translating branch 

accounts for tax purposes in the UK, that is, the 'profit and loss method'. Under that 

met hod, the gains and losses are treated as reserve movements (consistent with SSAP 

20). The other method, the 'balance sheet method', requires that the gains and losses be 
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run through the income statement, concurrent with the current-noncurrent methoci, which 

is no longer endorsed in current accounting principles but is available for tax purposes. 

The Inland Revenue ultimately issued SP 3/85 in 1985 to develop a method of 

calculating exchange differences that is somewhat consistent with the Marine Midland 

case. '*" 

SP 3/85 was the first attempt to change the tax law in the üK since 1976 when 

the first memorandurn was issued by the Inland Revenue. The ASC issued its 

pronouncements, fiom ED 16 up to and including SSAP 20, before the tax law changed; 

thus it \vas the otd tax law that was in effect which did not permit tax treatment for gains 

and losses on foreign borrowings. Therefore, given the decline of sterling, there 

continued to be an incentive to offset the losses on liabilities with gains on assets to keep 

the gains out of taxable income. 

Like the US and the LTK, unrealized gains and losses were not subject to tax 

treatment in Australia according to the 1976 survey."' However, unlike the US and the 

LJK, tax treatment for real ized gains and losses on foreign currency exchanges in 

Australia was the same as for ordinary transactions. AI1 capital transactions and loan 

transactions were taxed or deducted at the ordinary rate, 42.5%. '= Capital gains 

110 

Kay and King, ibid 
t21 

CCAB, TR 209, ibid 
122 

Ib id. 



legislation was not enacted in Australia until 1986. 

The main issue is whether these gains and losses should be included in incorne. 

Interestingly, though, submission letters to al1 of the Australian pronouncements 

favoured the immediate recognition treatment for gains and losses, at least as much as 

any deferral or reserve treattnent Only the treatment of losses on long-term monetary 

items brought about by the declining Australian dollar became an issue when AAS 20 

persisted in the deferrai treatment and companies supposedly hid huge losses. Pnor to 

1986 gains and losses were given tax treatment only on those borrowings involving the 

purchase of trading stock. Those borrowings for the purpose of purchasing a plant or 

building were exempt fiom tax treatment for exchange gains and losses. That was 

changed with the new niling in 1986 in which exchange gains and losses on al1 

borrowings are now subject to tax treatment. Interestingly, gains on borrowings cannot 

be offset by Iosses on sales of related assets (the cover concept in the UK) and vice 

versa, 12' 

As with the other countnes, what matters for tax authorities in Australia are the 

rules that apply to the income statement and not what happens on the balance sheet. In 

tems of translating the income statement, the law recommends a transaction by 

Richard J.  Vann and Ross W. Parsons, "The Foreign Tax Credit and Refonn of 
International Taxation", Austrafiun T a  Forum 3 (1986): pp. 202-2 1 1 .  See also R. W. 
Parsons, income Taxation in A usfraiia (Melbourne: The Law Book Company Ltd, 1 985): 
424-427,747-754, 



transaction approac h, analogous to the speci fic transaction approac h in the US. 

However, in practice, it appears that the Commissioner of Taxation accepts average and 

year-end exchange rates. '= The reserve treatment avoids tax treatment for some gains 

and losses. Until 1986 only certain of these gains and losses were taxable. The losses on 

borrowings for financial reporting purposes were potentially a pa t e r  issue to both 

companies and users of financial statements than the tax deduction that the losses would 

have allowed because only those losses pertaining to borrowings for financing trading 

stock were deductible. The change in the tax law in 1986, which permitted these 

deductions, just preceded the amendment to AAS 20 in 1987 which disallowed the 

deferral treatment for gains and iosses on long-term monetary items. The result is that 

more of the losses on long-tem debts, which continued to occur because of the falling 

Australian dollar, were reported on the income statement and were also allowed as a tax 

deduction. It might be argued that reducing the tax liability provided a greater incentive 

to amend AAS 20 than the potential of huge write-offs allowed by the reserve treatment- 

It is not apparent, therefore, whether the tax treatment was the important consideration in 

the choices made by the Australian standard-setters or the public outcry over the reserve 

treatment. 

In Canada prior to 1972, the hcome Tax Act was silent on the issue of treatment 

of foreign exchange gains and losses for taxation purposes. However, the 1972 Income 

Tax Act, Section 39(2), which deals with capital gains and losses, was quite vague on 



distinguishing whether they should be income items or capital items. It specifies that 

these gains and losses are capital items only to the extent that they would not otherwise 

be included in computing income- This distinction is important in Canada because only 

one-ha1 f of the gains and losses on capital items is included in income. They are taxed or 

deducted at the sarne rate as ordinary transactions. For loan transactions, the inwme rate 

and the capital rate are the same, but again the nature must be determined to know 

whether one-half or al1 must be included in the computation of income. '" 
The two main issues are ( 1 ) whether the gains and losses are of an income nature 

or a capital nature and, (2) should they be recognized as they accrue or only when 

realized (accrual v cash). Due to the lack of guidance in the Income Tax Act on both of 

these issues, the courts have had to make decisions in this area. By and large, the courts 

have determined that cases involving inventory purchases are incarne in nature. '" The 

rulings on third-party bonowings are more complex. These gains and losses are 

generally considered of a capital nature but the courts have considered the use of funds 

and whether the borrowing represented fixed or circulating capital to the taxpayer. The 

Parkinson, ibid, 1972. Information on tax rates came fiom The Consultative Cornmittee 
of Accountancy Bodies, TR 209, ;&id 
127 
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capital nature is overtumed if the fùnds are used in day-today trading activities.'" The 

timing of recognition is detemined by the income versus capital classification, according 

to court cases. F G ~  income items, the taxpayer may choose either the cash or accrual 

basis but apply the method consistently. For capital items, gains and losses are 

recognized only when realized- l m  

The CICA pronouncements were consistent in their treatment of gains and losses 

throughout, except for changing the arnortization period fiom the total life to the 

remaining life of the item in 1978. The pronouncements recommended the accrual 

treatment of gains and losses except for those involving long-tenn monetary items. This 

treatment differs fiom the Income Tax Act which requires that a distinction be made 

between income and capital items, which the CICA recornmendations did not. 

Furthemore, the lncome Tax Act did not specifi a particular treatment of gains and 

losses on long-term monetary items, which the accounting pronouncements did. lt 

appears unlikely that current tax laws were the driving factor in selecting the deferral 

treatment for these items. In fact, the tax laws and the acwunting rules are so dissimilar 

on foreign currency gains and losses that it is hard to determine how one could have 

affected the other. 

Generally, accounting standards for foreign currency preceded tax laws on 

Representative cases incl ude Tip Top Tai lor Ltd and Aluminum Union ( from White, 
ihid ). 

See ibid for a discussion of representative cases. 



foreign currency gains and losses in these countries. Tax laws could have affecteci the 

development of accounting standards on1 y if tax authorities were del iberating on them 

prior to or concurrent with the deliberations on accounting standards. The evidence 

suggests that this was not the case. Therefore, the effect of tax laws on accounting 

standards for foreign currency, for either the differences or the consensus of methods and 

treatments, appears to be minimal. 

V. Conclusion 

The comparative analysis in this chapter follows the strategy begun in the 

previous chapter by presenting evidence that shows that certain plausible factors or 

conditions that could expiain the choices made by standard-setting bodies only partially 

explain the actual choices made. The focus of this chapter is the possible effects of 

extant reporting practices, accounting principles, corporate lobbying, and tax laws on 

choices of methods for foreign currency acçounting. 

Collectively, these factors do explain some of the methods and treatments 

endoned by standard-setting bodies. The predominate application of the current rate 

method in the üK and Australia would explain its endorsement by standard-setters in 

these countries. The current rate method was also the method preferred by the majority 

of lobbyists in Australia. This rnethod might also be endorsed by some LJK lobbyists 

because of the more favourable results of applying the current rate method during 

inflationary periods. Because inflation was lower in the US in the early 1970s and 



because of an adherence to historical cost principles, the temporal method was favoured 

b y US standard-setters. Maintaining histon'cd cost might also explain the preference for 

the temporal method in some of the pronouncements in Canada and Australia However, 

the resistance to the temporal method in the late 1970s, specifically in the US, might be 

explained by the combination of increased inflation and a tax liability that the method 

produced. 

In tems of treatment of gains and losses, the ali-inclusive income concept is 

credited with explaining the preference at times arnong these standards-setters for 

immediate recognition in the incorne statement. However, in times of devaluing 

currencies, deferral rnethods or balance sheet treatments, which were endorsed in 

Australia when the Austraiian dollar fell, would be preferred. Lobbyists' responses 

indicate that deferral was the preferred treatment in the mid-1980s but this may also be 

due to the change in the tax laws at that time which subjected exchange gains and Iosses 

to tax treatment. The immediate recognition treatment might also be tolerated more in 

the UK, in spite of falling sterling, high inflation, and current tax treatments, because of 

offsets under the cover concept, which was not endorsed in Australia. This treatment 

rnight also have been endorsed in the US when inflation was low but lobbyists resistance 

to the income statement treatment appeared when inflation increased in the US. 

Current practice may explain the endorsement of the current rate method and 

accounting principles may explain the endorsement of the temporal method in the early 

pronouncements. However, neither of these expianations were adhered to in the final 

pronouncements that were issued in which both of these methods were endorsed. The 



material presented in this chapter would suggest that if standard-setting bodies deveioped 

standards based on cunent practice, the US and Cana& would have permitted a number 

of différent methods, the UK would not have considered the temporal mettiod, and 

Australian standards would not have wavered back and forth between methods. The 

standard-setters in the UK and Australia would have endorsed only the cunent rate 

method and not necessarily the temporal method if their choices reflected cwrent 

practice. The c m n t  rate method was eventually the primary method endorsed in the 

consensus that evolved- 

Support for the temporal method was not baseci on current practice, but it was 

endorsed initially as the preferred method in some jurisdictions and Iater for certain 

conditions in the final standards. The temporal method was showri to have some 

conceptuat appeal because it retained the historical cost principle but the consideration of 

this and other accounting prïnciples was not uni form among the countries. The current 

rate rnethod appears to have less conceptual appeal but is favoured because it retains 

values in translation, which lends some support for the preference for the current rate 

method. However, it does not expiain how the temporal method is best suited for 

operations in which foreign subsidiaries are but an extension of the parent Company. It is 

not clear why the retention of historical cost is applicable in those circumstances and not 

others. The endorsement of both the current rate method and the temporal method in 

certain conditions suggests a contradiction where the historical cost principle is 

concemed. The endorsement of both methods suggests that the application of accounting 

principles had less influence than other factors in these endorsements. 



The debate over treatment of gains and losses appears to reflect a stniggle 

between certain accounting concepts and some other factors, but not necessarily current 

practice. In al1 cases, current practice for treatment of gains and losses was quite varied 

and standards would have allowed many different methods if current practice had been 

the basis for the prescribed treatments. As the analysis indicates, current practice can 

only partially explain the choices made for translation method and treatment of gains and 

losses, whether considering the differences in the early standards or the consensus that 

followed. Standard-setters were divided on the treatment of gains and losses, citing the 

ail-inclusive income principle as the basis for the income statement treatment in the US 

and the UK. Until consensus was reached on this topic, the standard-setters in Australia 

and Canada endorsed defeml, especially on long-term items. It is difficult to attribute 

the application of an accounting principle or principles to either deferral or reserve 

treatments. As with translation methods, the consensus ttiat was reached on treatment of 

gains and losses permits both methods under certain circumstances. It is not clear how 

the all-inclusive income principle is relevant in some circumstances and not in others. 

As with current practice, the wnsideration of accounting principles played a role in the 

choices made but do not fully explain them. At best, current practice and accounting 

principles can explain some of the differences that existed in the early standards but not 

al 1. Also, neither of these factors explains how the temporal method fell out of favour 

but was later endorsed for specific circumstances. 

One of the similarities of the standard-setting process in these countries is the 

opportunity for constituents to lobby for preferences in accounting provisions. This 



chapter presents lobbying efforts in the form of comment letters (or submission letters as 

they are called in Australia). In the case of accounting for foreign currency, standards do 

not compietely reflect the majority preference for translation method or treatment of 

gains and losses. Previous research wodd suggest that US and UK standard-setters 

wouid have not endorsed the income statement treatment if they were following the 

rnajority Mew of lobbyists. Canadian standard-setters had no majority opinion fiom 

lobbyists on either translation method or -ment of gains and losses and therefore, 

anything they endorsed, except for tolerance of al1 methods, would reflect lobbyists' 

opinions. Australian respondents consistently endorsed the current rate method and the 

income statement treatment for gains and losses but as the analysis indicated, the 

Australian standard-setters switched bac& and forth in p r d  bing methods and 

treatrnents. One of the interesting results of the analysis is that the final standards that 

reflect a consensus contain provisions and methods that were not articulated in the 

comment letters by lobbyists. This is not to say that lobbying efforts through comment 

letters had no influence on standard-setters choices, but the incongruence between 

majority opinion and the final results suggests that lobbying efforts were only partially 

influential in developing standards for foreign currency accounting. 

The comparative analysis also indicates little support for the tiui considerations in 

developing standards for foreign currency accounting. Generally, the tax laws were 

developed after the accounting standards and in some cases the accounting standards 

provided the basis for the tax laws. 

The factual material in each case demonstrates the unlikelihood that current 



practice, accounting principles, currency fluctuations, lobbying efforts, or tax laws 

explain the choices for translation method and treatment of gains and losses. The 

analysis suggests that these factors are insuficient in explaining the preference for 

certain methods of foreign currency accounting by di fferen t standard-setti ng bodies and 

how they moved towards consensus. Mile the comparative analysis is helpful in putting 

into perspective some of the plausible exptanations for the different choices of methods 

and treatments, a study of social nature of the process involving power and networks of 

alliance arnong the parties involved, including interrelationships among the standard- 

setting bodies themselves, provides a more complete Mew of this complex process. 



CHAPTER 4. THE ROLE OF POWER IN SETTNG 
FOREIGN CURRENCY STANDARDS 

The purpose of  this chapter is to further examine the development of standards 

for accounting for foreign currency, taking into account the effects of conflict among 

specific entities over the final outcornes and the impact o f  certain social discourses in 

these developrnents. The chapter extends the argument o f  the previous chapters for the 

choices made by standard-setting bodies in the US, the UK, Australia, and Canada in 

developing these standards. Initially, significant differences existed in the standards. 

Therefore, one of the questions k i n g  addressed here is why do different social entities 

facing a task (of establishing a set of accounting rules for the effects of floating 

exchange rates) develop different approaches to  the issue? At the same time, why would 

accounting standard-setting bodies with existing investments in standard-setting in 

different countrïes realign their commitments to  punue harmonization? The answers to 

these questions involve a study of power which is addressed in this chapter. 

The accounting Iiterature recognizes that certain powerfuI individuals and groups 

have infiuenced the development of specific standards.' Studies of power in standard- 

Anthony Hope and John Briggs, "Accounting Policy-Making: Some Lessons fiom the 
Deferred Taxation Debate", Accounfing & Business Rêsearch ( 1982): 83-96; Anthony 
Hope and Rob Gray, "Power and Policy Making: The Development of an 'R & Dy 
Standard", Journal of Business Finance and Accounf ing ( 1982): 83-96; M. E. Hussein 
and J. C. Ketz "Ruling Elites of the FASB: A Study of  the Big Eight", Accounring 
Review ( 1980): 354-367, cited in Robson and Cooper, ibid 



settinp emphasize a perspective of power similar to the pluralist view of power in which 

the entity with power is identified by outcomes of particular situations and by relating 

these outcomes to actions of the powerful.' In emphasizing the pluralist approach to the 

standard-setting process in lobbying studies' there is an implicit assumption that 

individual finns have the potential for influencing the process. Under pluralism, power 

is measured by the differences in the ways individuals respond to the exercises of power 

to which they are subject.' Similarly, the lobbying actiMties are studied for the purpose 

of predicting the consequences of accounting policy changes, such as circumventing 

reponing requirements, subverting the standard, and/or discrediting the policymaker. 

Conflict is assumed in this mode1 and also in lobbying studies as the studies are posited 

to assist the standard-setting agency in assessing potential opposition to a standard? 

Conflict can also exist between lobbyists. 

1 - 
J. R. Haring, "Accounting Rules & 'The Accounting Establishment"', Journui of 
Business ( 1979): 507-520; Hussein and Ketz, ibid.; Hope and Briggs, ibid; Hope and 
Gray, ibid 
3 

Robert A. Dahl, "The Concept of Power", 2 Behmiorul Science ( 1957):20 1-205; "A 
Critique of the Ruling Elite Model", Arnerican Pofiticaf Science Review 52 (1958): 463- 
469; Who Governs? Democrucy and Power in an American Ciiy (New Haven and 
London: Yale University Press, 196 1 ). 

For a review of studies on foreign currency accounting, see Houston, ibid For examples 
of lobbying studies on foreign cunency accounting, see Grifin, ibid. 1982 and 1983 and 
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in the elitist view of power, consideration is given to the idea that certain issues 

rnay not be acted upon because the agenda is controlled by those in powere7 In pluralist 

analyses, the focus is on observclbie conflict in the process of decision-making over overt 

key issues. The elistist view considers the possibility that outcomes and interests are not 

causally linked, that agenda-setting rnay be present in view of the potential conflict 

between constituents and standard-setting bodies. This view of power recognizes that 

conflicts outside of the decision-making arena can lead to non-action in the political 

process through the effect of an elite group controlling the agenda for decision-making. 

Finally, in the 1 ink between outcomes and interests the possibility exists of 

mistaken calculations of interests or that interests are discwsively formed, that is, that 

actors, in calculating their own "interests" may draw upon certain social discourses in 

order to influence a specific pro ces^.^ Furthemore, the processes of persuasion and 

other possible techniques are used by groups to persuade those in power to align with 

Lukes, ibid.; P. Bachrach and M. S. Baratz, "Decisions and Nondecisions: An AnalyticaI 
Framework" Amerzcan Polificd Science Review ( l963):64 1-5 1 ; and Bachrach and 
Baratz, Power and Poverw: Theory and Practice (Oxford: Oxford University Press, 
1970), cited in Lukes, ibid- 

In the elitist view of power, power is "exercised when A devotes his energies to 
creating or rein forcing social and political values and institutional practices that limit he 
scope of the political process to public consideration of only those issues which are 
cornparatively innocuous to A". From Bachrach and ~aratz, ibid. 1970. A typical 
example of this view of power is the practice of political organizations in which certain 
potentially hannful (to A's power position) items are excluded fiom meeting agendas. 

Robson, ibid, I993. 



their interestdo This radical view of power'l builds on both the pluralist view and the 

elitist view by considering power effects in which one entity or individual exerts power 

over another in ways that persuade the other entity to identiQ its interests with that of the 

first pars and that certain interests may becorne prevalent over other interests through 

processes of socialization ancilor ideologization. 

Robson's study of translation in the formation of the Accounting Standards 

Steering Cornmittee I2 focuses on the emergence of amunting change in ternis of the 

process of translation between non-accounting discourses and rationales and the 

problematization of accounting techniques. The objective of that study "was to elaborate 

a set of conceptual instruments or devices for the investigation and theorization of 

accounting change."13 Robson States: "..A was argued that it is necessary to attend to the 

process through which particular accounting statements, calculations and techniques are 

subject to a translation in wider social, economic and political discourses not normally 

associated with the apparently neutral, technical discourse and practices of accounting." 

While the wider social, political and economic discourses 'btimulate the process 
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of accounting ~hange"'~, the outcome of these changes is not necessarily only the result 

of such discourses. The outcome is also influenced by the formation of network 

alliances on the part of specific political actors. In power relations possibilities exist for 

resistances and reversais which can affect the result of any political process. l5 Players 

often act in ways to legitimate their existence and will form alliances which bear on the 

outcomes of suc h processes as accounting standard-setting- These alliances are under- 

em p hasized in investigating the development of accounting standard-setting. The 

potential opposition by wnstituents at large is overemphasised when seen in the context 

of specific ail iances which have a p a t e r  influence on the outcome of standard-setting 

dehberations. This idea lends support to the institutional theory that participation in the 

standard-setting process via lobbying serves merely to ensure the legitimacy of the 

standards and the standard-setting process but have Iittle bearing on the final outcomes of 

that process. l 6  

This dissertation studies the actions of specific actors that influenced accounting 

An example of resistance to US accounting methods is the refiisal by the iASC and non- 
US countries to adopt the last-in, first-out method of inventory, one of the most popular 
methods among US companies. 

P. R. Tandy and N. L. Wilburn, "Constituent Participation in Standard-setting: The 
FASB's First 100 Statements", Accounting Horizons 6 (1992): 47-58 and S. B. Johnson 
and D. Solomons, "Institutional Legitimacy and the FASB", Journal of Accounfing an 
Y ublic Poiicy 3(2) ( 1984): 165- 1 83, cited in Sara York Kenny and Robert K. Larson, 
"The Development of International Accounting Standards: An Analysis of Constituent 
Participation i n Standard-Setting", The internaiional Journal of Account ing 30 ( 1 995): 
283-30 1 .  



developrnent through a pmcess of developing alliances with standard-setting bodies. As 

Robson suggests, "a final outcome can be 'worlds apart7 from initial causes or origins". l7 

To understand accounting change not only requires knowledge of the origins of the 

change, but also how the outcomes evolved. To neglect this process leads to 

misjudgments concerning the perceived level of cooperation arnong standard-setting 

bodies international1 y, '"king into consideration only the actions and outcomes of the 

bodies themselves and under-emphasizing the role of other actors that influence the 

process. In the case of foreign currency accounting, accounting change was stimulated 

by political and economic conditions that resulted fiom a floating exchange rate system. 

This change in the politicai economy had implications for accounting change. By 

analysing the development of foreign currency standards, one can potentially identim the 

ways in which the difflculties of harmonization are embedded, not in cultural differences 

or even differences in accounting approaches among countries, but rather in processes 

involvi ng entities with speci fic preferences for accounting methods. These entities are 

not easily categorized by country affiliation or any other classification. 

Given this perspective conceming networks of alliance, a study of observable 

conflict is relevant for the investigation of the development of foreign currency 

standards. Conflict among various constituents in this process is very evident and 
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suggests that various actors actions and expressed interests characterize the process of 

these developments in formulating account policy. Much of this dissertation emphasizes 

this perspective of power in understanding how foreign currency standards were 

deveioped, thereby helping to explain how the spedic methods and treatments were 

chosen by the standard-setting bodies and filling in some of the gaps lefi by the analysis 

in Chapters 2 and 3 concerning the conditions or factors that might be offered to explain 

these outcornes. 

However, one cannot limit the thougfit conceming the role of power to just that 

perspective alone. While there was virtually no evidence to suggest that agenda-setting 

or the exclusion of certain interests was part of the process of developing foreign 

currency standards, the possibility exists that interests or preferences by some entities did 

not enter the decision-making arena. Only a few MNCs were influential in this prwess. 

That begs the question of why were these preparers so involved in the process and not 

others. Was it perhaps that these particular entities were viewed as "experts" in the area 

of accounting for foreign currency transactions, or were there other factors at play? 

The view that power is exerted through discourse and the influence of certain 

ideologies atso has relevance for the understanding of the development of accounting 

standards. The notion that the purpose and objective of accounting information is for 

decision-making by investors and creditors was also king developed at about the same 

time that foreign currency standards were put on the agendas of standard-setting bodies. 

This viewpoint would signal to the world at large that other entities would not have an 

in terest in the resul ts of del i berations concerning foreign cunency standards because the 



overall benefit of standards is limited to investor/creditor interests and that specific 

methods and treatments are neither here nor there for anyone else. In actuality, however, 

there is very little interest show on the part of investors and creditors in these 

del i berat ions, indicating perhaps that standard-setting has relevance on1 y for preparers of 

financial statements and not anyone else in particular. 

This then brings us back to the view of power in which observable conflict and 

outcomes of the process become the focal point of this study. If entities that may have an 

interest in financial statements perceive them as relevant for investors and creditors only, 

if investors and creditors show little interest in the developrnent of standards, if only a 

few companies exert an influence in this process, then what is lefi is the examination of 

actions and expressions of these few entities as they relate to the final outcornes of the 

standards. This anatysis helps to explain the choices made by the standard-setting bodies 

in the developrnent of foreign currency standards. 

The first part of the chapter presents a discussion of theories of power involving 

Lukes' three dimensions of power and Gaventa's study of quisence. The second part 

of the chapter is an analysis of the relations between the standard-setting bodies and 

outside parties that affected the efforts to harmonize and demonstrates the significant 

effects of networks in the process of accounting regulation. The third part of the chapter 

presents evidence of efforts toward harmonization of foreign currency accounting by the 

standard-setting bodies in these countries and how various discourses played a role in this 

deve lopment- 

The strategy in the second section entails identimng interactions between 



standard-setting bodies and/or task forces on foreign currency with MNCs and other 

interested parties. The correspondences, meetings, and other actions by these groups are 

examined to identifi how the interests of standard-setting bodies were aligned with the 

interests of a select few MNCs. Where evident, the resistances by standard-setting 

bodies or opposing groups are noted and show to also play a part in developing the 

standards in each of the jurisdictions under study. The standard-setting bodies that are 

investigated include the FASB in the US, the ASC in the UK, the AARF and the 

Accounting Standards Research Board (ASRB) in Australia, the CICA in Canada, and the 

IASC. 

The case study rnethod employed here is relevant for understanding the role of 

power in developing foreign currency standards. The case study method permits an 

opportunity to study this process of developing a standard in detail, and thereby allowing 

an examination of the multiple interactions involved. The small sample size does not 

permit the implementation of statistical anal ysis. Raîher, the examination through the 

case study method allows the means by which indepth examination of the interactions 

between standard-setting bodies and MNCs and among themselves can be conducted. To 

understand the differences in the methods and treatrnents endorsed by the standard- 

sett ing bodies in the four countnes and the iASC and how these bodies moved towards 

consensus requires an examination of the actors' decisions and what influenced or lead to 

those decisions, which can best be achieved by examining the process in such detail in a 

way that cannot be captured as well by experimental methods. Furthermore, the intent of 

the study is not to model the process for prediction purposes but rather to gain a better 



understanding of the process itsel f. 

Sources o f  information for this study include, where available, minutes o f  

meetings, letters, news releases, issued pronouncements, task force memoranda, and 

other relevant documents of  these standard-setting bodies that concemed the foreign 

currency standards. This information was gathered fiorn the offices of the FASB, the 

ASB, and the AARF with the expressed permission of library staff in charge of archiva1 

material. Some information was gathered through intem-ews with people who served on 

the task forces- Other information was obtained fiom books, one of  which was written 

by a former staff member of the FASB, the other written by a current staff member of the 

A M .  

information is rather limited fiom the CICA and the MSC because of  rules 

concerning confidentiality. Minutes of meetings and other documentation were not 

publicIy available fiom the FASB before 1979, the CICA, or the LUC. Many of  the 

standard-setting bodies did not permit public scrutiny of minutes of  meetings o r  any 

other documentation during the time p e r d  under study. As a result, there was no access 

to FASB minutes prior to 1979. Two attempts were made to obtain information frorn the 

CICA. Both the librarian and David Moore expressed the sentiment that public scnitiny 

of CICA minutes, letters, or other memoranda were not available. Only articies on 

foreign currency translation fiom published journals were available fiom the CICA. 

Minutes of IASC meetings conceming foreign currency standards were inadvertentl y 

discovered at the office o f  the AARF in Australia, but given the MSC policy on 

confidentiality it was deemed by this author that it would be unethical to examine and 



report on the findings fiom those minutes. Therefore, the evidence fiom these 

organizations is mainly based on information gathered fiom interviews and information 

from secondary sources. 

The limitations of relying on these data sources is that telephone conversations 

which quite likely occurred are not on record. Furthermore, the actual testirnonies of 

individuals at public hearings is not on record. The investigation for this dissertation 

occurred not during the process of developing the standards but many years later. Thus, 

not all interactions between task force members and other interested parties can be 

analyzed. Interviews were conducted and transcripts of intewiews conducted by other 

people were examined to alleviate some of these dificuities. In the end, however, one 

must rely on the mernories of people about a situation that occurred some time ago. 

Nevertheless, the intewiew material did reinforce the preferences and the involvement of 

the  particular MNCs in this process. 

The analysis in the third section of this chapter entails identiQing discursive 

conditions fiom which emerged the possibility for regulating foreign currency 

accounting. These include the discourses concerning the harmonization of accounting 

standards in general. This in turn affected the outcome of a new accounting technology, 

foreign currency accounting. The evidence for this section includes journal articles 

reporting speeches of those advocaing hannoniration and exarnining how the authors 

drew upon certain discourses of the time to justifi their view. 



1. Theones of Power 

Concepts of power that are applied in this study to the development of accounting 

standards for foreign currency translation are considered relational and involve conflict. 

This relational perspective of power seeks to understand how different things, 

viewpoints, people, etc., are brought together and how differences and similarities are 

constructed and maintained. l9 For international accounting research, this entails the 

investigation of how members of different social worlds corne together to practice a 

common approach to accounting practice through the development of standards. The 

study of the development of foreign currency accounting standards in this dissertation 

involves understanding the nature of the relations that ultimately affected the methods 

and treatments for foreign currency accounting and the extent to which harmonization 

was achieved. 

This perspective contrasts with facilitative views of power which involve the use 

of authoritative decisions to fùrther collective  goal^.^" Conflict of interest is not present 
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in  concepts of power in which power is seen as the ability to achieve goals." In these 

views, power is a capacity or ability, not a relation. "With that disappears the centra1 

interest of studying power relations in the first place-the secunng of people's 

cornpliance by overcoming or averting opp~si t ion."~ The evidence on the development 

and hamonization of foreign currency standards suggests that overt conflict and 

measures to avert potential sources of conflict were part of the process. However, the 

perspective on power in this study is less stmcturalist than Marxist views on power. The 

latter position would suggest that interests correspond to class positions, a view which 

under-emphasizes other sources of conflict and therefore excludes other modes of 

interest representation." 

The one-dimensional view of power is relevant to the development and 

hamonization of foreign cunency standards. This view of power is based on Dahl's 

concept in which "A has power over B to the extent that he can get B to do something 

that B would not otherwise do."" In this view, the exercise of power is the crucial point. 

Not only does A have the capacity of power, it has been successful ly exercised. For 

Hutchinson, 1977); Cenlrul Problems in Sixid Theory (London: Macmillan, 1979); A 
Conrernporary Critique of Hts~orical Maferia~ïsm (London: Macmi l lan, 1 98 1 ); The 
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researchers studying power, the focal point is observable behaviour in the course of 

decision-making. Those who prevail in decision-making are those with power. Another 

lcey elernent is actual and observable conflict, which is necessary to assess which 

decisions run counter to other decisions and which decisions prevail. Conflict in this 

view is between preferences. It is assumed that preferences are exhibited in actions and 

are discovered by observation of  actors' behaviour. It is also assurned that interests are 

revealed by preferences. This view does not allow that interests might be unobservabIe 

or that actors might be mistaken about their own interests or how action might affect 

their inter est^.'^ The involvement of certain MNCs in the process of developing foreign 

currency standards demonstrates this perspective on power. Different preferences for 

specific methods of translation and treatments of  gains and losses were evident 

throughout the debate concerning these methods and treatments. 

Bachrach and Barat? criticized Dahl's approach as too restrictive and developed 

the two-dimensional view of  power. While recognin'ng the legitimacy of the one- 

dimensional view, they added that "power is also exercised when A devotes his energies 

to creating or reinforcing social and political values and institutional practices that limit 

the scope of the political process to public consideration of only those issues which are 

comparatively innocuous to Their work brings to the forefront a notion of  
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"mobilization of bias", which means that political structures operate in such a way as to 

organize certain issues into poiitics, and organize certain other issues ou& for the beneflt 

of certain goups and at the expense of others. So while power is evident by certain 

decisions king made, it is also evident by certain decisions not king made. Power is 

exercised by confining the scope of decision-making to "safe" issues. Decision is a 

choice of alternatives while non-decision is a decision that represses challenges to 

interests of the decision-maker. The result of the exercise of nondecision-making power 

is that challenges to the status quo are killed before they reach the decision-making 

arena. As in the onedimensional view, a significant feature is conflict, but in the case of 

the twoaimensional view, the conflict may be either overt or covert; covert in the sense 

that conflict still exists even though challenging issues are not brought to the decision- 

making arena because the conflict exists outside of that arena- Conflict that is covert is 

between the interests of those engaged in the nondecision-making and the interests of 

those excluded from the decision-making arena. As in the one-dimensional view, the 

emphasis is on observable behaviour, as Bachrach and Baratz assume that the latters' 

interests are also ob~ervable;~ thus power mut be actualized, and is not merely a 

capacity. 

Criticisms of the two-dimensional view include diffrculty in identiQing the 

existence of the covert conflict of interests. Furthemore, some nondecisions may be part 

of unconscious routine or a decision to abstain from being involved in a decision. Other 
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nondecisions may be due to non-participation because of an unawareness of people's 

interests so they are not in a position to demand that their interests be satisfied? This 

last point is relevant for the development and harmonization of foreign currency 

standards in that groups or entities that might have had a interest in the outcornes of the 

process did not directiy participate in the process. This perspective, however, 

emphasizes activities that thwart this participation by controlling the agenda- The 

evidence on foreign currency standards does not reveal much in the way of activities that 

control led the agenda for developing these standards- That is not to suggest that such 

activities did not occur, but as stated earlier, empirïcal evidence to suggest that they did 

occur is dificult to provide. 

Lukes criticizes the cornmitment to actual, observed behaviour in the two- 

dimensional view. He argues that those who defend the status quo and control the 

political agenda may be unaware of the existence of potential chaIlengers because their 

control may be so pervasive. Secondly, Lukes criticizes the emphasis on actual, 

observable conflict. Conflict is not necessarily inherent when power is exercised through 

manipulation and authority. Furthemore, the notion that power is only exercised in 

situations involving actual and observable behaviour is too limiting. In Lukes' view, A 

not only exercises power over B by getting him to do what he  would not otherwise do, 

but also exercises power over B by influencing, shaping, or detennining B's wants. 

R. E. Wol finger, "Nondecisions and the Study of Local Politics", Americun Polit icaf 
Sc imcc I2cview 65 ( 1 97 1 a): 1 063-80, and "Rejoinder to Frey 's Comment", Americun 
l'nliricul Scjence Revkw 65 ( 1971 b): 1 102-04, cited in Clegg, 1989, ibid 



"lndeed, is it not the supreme exercise of power to get another or others to have the 

desires you want them to have-that is, to secure their cornpliance by controlling their 

thoughts and desires?"jO Through mass media and other means: leaders shape the 

preferences of their constituents. Lukes is adamant about the fact that Bachrach and 

Baratz ignore a crucial point that the greatest use of power is to prevent conflict fiom 

arising in the first place. Also, there is the problem of observed grievances. In the two- 

dimensional view of power, it is assurned that if there are no grievances, then there are 

no interests that are not satisfied. Defining and observing a grievance is problematic but 

also there is the fallacy of believing that the absence of grievance equals a consensus 

which rules out the possibility of false or a rnanipulated consensus. 

Lukes' three-dimensional view of power involves the ways in which issues are 

kept out of politics which can occur in the absence of actual, observable conflict. The 

confiict in this view is latent and consists of conflict between the interests of those 

exercising power and the real interests of those who are excluded fiom the decision- 

making arena. Those who are excluded may not express or even be aware of their real 

interests. The cunflict is latent in the sense that it would be observable if the excluded 

group were to becorne aware of their real interests." 

An empirical study of thteedimensional view of power would provide evidence 

of the ways in which As prevented certain interests of Bs from king acted upon or the 
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ways in which As promoted other interests. The first step is to justiQ what Lukes calls 

the "relevant counterfactual". In this step, one must establish an implicit value judgment 

of some choice of action or situation and then develop a testable hypothesis that the 

interested parties did indeed prefer that situation. An additional task is to compare a 

similar group facing the same choices but where power relations were not operative to 

determine whcther that group was able to choose the preferred action or made the choice 

with less difficulty. The difficulty here is assuming that the Bs in question would indeed 

have made the preferred choice had there not been the influence of As. This problem 

makes it difficult to draw conclusions regarding the alleged influence of A over B. The 

second step is to identifi the mechanisms or the processes of this alleged exercise of 

power. Some of these may be identified as inactions. For this to be observable, it must 

be established what the consequences would be as result of inaction or identieing a 

consequence that did not occur that would have if action had taken place. 

Obviousl y, t hese consequences are not al ways clearl y identifiable. This leads to 

questions such as, was it in the "real interest" of standard-setting bodies or MNCs to 

effect international hannonilation of standards for foreign cunency accounting? Real 

interests are difflcult to conceptualize. Habermas argues that only in -'ideal speech 

situations", in which "individuals are unconstrained in their ability to participate in any 

discourse on conditions of their own existence", will real interests be reveaied. Power 

acts as a barrier to free, undistorted communication and, thus, to achieving truth or 



enlightenment." The problem is tMng to identiS> a condition in which communication 

is not di~torted,~~ analogous to Lukes' relevant counterfactual. Underlying Lukes' radical 

view is the notion that without B's autonomy and democratic participation, A determines 

what B's interests really are or should be and exercises power on the bais of that 

jud-ment. Real interests will only be expressed in an appropnate counterfactual 

condition but an outside observer has to judge how the actor would behave under that 

hypothetical situation? Judgment by an outside observer is made against a standard of 

real interests or may be made capriciously or inwnsistently. I f  the subject makes the 

judgrnent, it is "impossible to differentiate an authentic, real articulation of interest, 

which is made fiom 'without power', from an unauthentic, false articulation of interest, 

which is made as a result of the constraints of p~wer".'~ Subjects are assumed to know 

their own interests and can articulate them without compromising themseives in some 

way. 

Foucault sees power as a "more or less stable or shifiing neîwork of alliances 

J. Habermas, "Toward a Theory of Communicative Cornpetence", Iriquiry 13 (1 970): 
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extended over a shifting terrain of practices and discursively constituted interests". 36 

Foucault attempts to show how agency and structure are constituted through disc~urse.~'  

Interests, too, are discursively formed. Foucault is not interested in the truth or falsehood 

of  discourse, but rather how discourses have been constituted historïcally. This relates 

specifically to Lukes' threedimensional view-what are the discursive techniques used 

by A to align B's interests with A's? For this dissertation, the task becornes one of 

identifLing how discourses" affected the development of foreign currency standards. 

Again, that entails the concept of real interests. As indicated, the imputation of real 

interests is problematic. 

Gaventa offers a way of circumventing the problem of identifjring real interests. 

He dispenses with the notion of real interests and modifies the three-dimensional model. 

In his study, there is no reference to interests. Rather, the processes of myth-building, 

persuasion, legitimation, and ideologization take precedence. IdentiQing real interests, 

according to Gaventa, is not required to study power relations. What is necessary is to 

show that B is prevented fiom acting upon certain posited interests and the act of 

prevention on A's part is suficient to show that the interests that are expressed by B are 
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probably not B's real ones." 

Gaventa's study o f  the Appalachian Valley sought to answer the question o f  why 

did the people of the Valley not rebel against the oppressive conditions wrought upon 

them by the mining companies, Le., how did power relations maintain the high degree of  

quiescence observed in these communities? A similar question might be asked 

concerning the quiescence by nation States, local interests in accounting, and nationai 

standard-setting bodies in relation to  accounting harrnonization In other words, why 

would these bodies acquiesce to a world-wide, harmonized system o f  accounting which 

would take away their authority and ability to regulate accounting in their own 

jurisdictions? These groups developed national rules initially and then acquiesced to 

world harmonization. 

In spite of the drawbacks of the methodology discussed in Lukes, the empirical 

approach has relevame for the study o f  the choices made by standard-setting bodies in 

developing standards for foreign currency accounting. In previous chapters, it was 

establ is hed that the various factors such as current practices, application of  accounting 

principles, currency movements, tax laws, and lobbying efforts d o  not fully explain the 

choices made. The key to the argument are the assumptions that the act o f  developing 

standards was in the interests of parties involved and that international harmonization 

had value to  these parties in view of the dificulties associated with conducting global 

business in an environment with different accounting systems. These assumptions are 

JO hn Gaventa, Power und Powerlessness: Quiescence und Rebellion in an AppaIachian 
V a k y  (Urbana, Il 1.: University o f  Il linois Press, 1980). 



necessary for setting up the counterfactual situation. The hypothesis that businesses, 

accountants, investors, and regdators would prefer harmonization is indeed plausible 

given their value judgments. 

The value judgments o f  these actors is exarnined through a study of the role of  

discourse wnceming international harmonization. In this study of  standard-setîing for 

foreign currency accounting, what is apparent is an initial lack of consensus on the part 

of standard-setting bodies in light o f  an assumed interest in international harmonization 

which later developed into a consensus. The part of  Gaventa's methodology that can 

apply to the standard-setting process is identimng the processes o f  çocialization 

concerning harmonization and arguing that the discourses on this more general subject 

affected the development of foreign cwrency standards. 

in this study the approaches discussed in Dahl, Lukes, and Gaventa apply to the 

development of foreign currency standards. In the next section of  this chapter, Dahl's 

onedimensional view o f  power is represented by the conflict arnong MNCs involved in 

the del i berations over methods and treatments. The threedimensional view also applies. 

From Lukes cornes the strategy of  justifjang the relevant counterfàctual to establish that 

harmonization was in the "interestsr) o f  the standard-setting bodies, i-e., that the standard- 

setting bodies did indeed express an "interest" in harmonizing foreign currency 

standards. The third part o f  this chapter investigates how it came to be that interests in 

hamonizing accounting standards developed. The translation of ideas conceming 

harmonizing accounting standards to  facilitate capital flows is part o f  the basis for the 

direction taken by the standard-setting bodies. Gaventa's strategy o f  identi fjing the 



discursive processes that socialized not only standard-setting bodies but al1 interested 

parties toward harmonization is also presented in that section. 

11. The Role of MNCs in Developing Foreign Currency Accounting 

The evidence in previous ctiapters of this dissertation suggest that there is little 

congruence between the majority views on foreign currency standards and the final 

provisions of these standarâs. The following account of the development of foreign 

currency standards describes overt conflict involved in the process and emphasizes the 

participation and effects of a few MNCs. This account questions the perspective in 

accounting literature which attempts to determine or predict the preferences for 

accounting methods and techniques by studying the preferences expressed in comment 

letters by constituents at large. This section argues that to examine only the perspectives 

of the constituents at large overlooks the effects of those few entities that position 

themselves to exert power in the situation. While this point may not be generalized to 

the development of al! accounting standards, it does apply to the developrnent of foreign 

currency standards. The final standards were based on the preferences of a couple of 

MNCs which argued for their preferences based in part on their unique situation of 

having parent companies in two countries, a situation that is not common for al1 MNCs. 

Yet their preferences "won out" over those of other MNCs wtiich argued for other 

provisions based on their own unique situation. This evidence suggests that to 

understand the processes involved in standard-setting entails a study of ihe conflicts 



involved among the entities which choose to influence the process. From this 

examination one might gain an understanding of  the dificulties involved in international 

hannonization rather than attribute these dificulties to general characteristics such as 

cultural di fferences among countnes. 

A crucial part o f  this study is the directions taken and choices made by standard- 

setting bodies in view of the express& interest in harmonimtion and the initial lack of a 

consensus concerning foreign currency standards arnong the parties involved whic h 

eventually did mach a consensus. The contention of this dissertation is tIiat the outcornes 

of this series of events was a result of a process involving networks of alliances and that 

neither the consensus nor the lack of it was a result of differences arnong the countries 

conceming national practices at the time, accounting principles, lobbying, tax laws, or 

currency fluctuations, or even similarities conceming approaches to acwunting standard- 

setting. 

The beginning of the flexible exchange rate system and the ideology conceming 

accoun t ing standard-setting and harmonization may explain the interest shown in 

developing standards for foreign currency accounting. However, these are insuficient to 

predict the outcome of actions taken by individual standard-setting bodies. The 

developrnent of accounting standards involves not only the standard-setting bodies but 

also the users of financial statements and other parties affected by them. Latour States 

that the fate of a technology depends on othen' b e h a ~ i o u r . ~  Therefore, it is necessary to 
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examine the responses to the devefoprnent of a technology (accounting standards are 

viewed here as a technology) and how the technology is modified, strengthened, and 

undermined in its development and impiementation.'" This development includes the 

resistances exhibited by parties in opposition to the technology. Resistance is not 

considered negative in this process, but rather a means for redefinition and refabrication 

of the te~hnology.'~ This study examines how the political and economic conditions of  

the late 1960s and early 1970s and the concem over fluctuating exchange rates becarne 

translated into developing and hannonizing accounting standards for foreign currency- 

Each of the countries in this study has its own history and its own variations in 

local factors (currency fluctuations, tax laws, interpretations of accounting principles, 

current practice, and lobbying effects) which had an influence on the interpretation of 

what accounting for foreign currency should be. Accounting for foreign currency had a 

different meaning in each of  the jurisdictions in this study and went through a variety of 

processes which are the result o f  differing actor-networks and alliances. The actor- 

networks were closeIy linked, however, and, in the end, produced a consensus of  

accounting methods. This result is due to the major role that a few specific MNCs 

played as actors in this network. This section of the chapter analyses the alliances 

between standard-setting bodies and these MNCs. 

Alistair M. Preston, David J. Cooper, and R d  W. Coombs, "Fabricating Budgets: A 
Study of the Production of Management Budgeting in the National Health Service", 
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The following account begins with events that occurred in the US regarding 

foreign currency standards. The FASB was one of the first standard-setting bodies to 

issue a standard on foreign currency accounting and consequently had an influence on the 

developments in other countries. The issuance of FAS 8, for example, created 

controversy not only in the US but also elsewhere. However, as the account indicates, 

the FASB did not operate in isolation as standard-setting bodies and MNCs frorn other 

countnes also participated in the process in the US. 

SEC involvernent in foreimi cunencv standards. The US standard-setting body 

\vas under the watch of the SEC in the development of standards for foreign currency but 

the involvement by the SEC in developing foreign cwrency standards was rather 

minimal. The FASB was fonned in the sarne year that the Bretton Woods agreement 

col lapsed and exchange rates went to a floating system. The FASB replaced the APB at a 

time when there was little confidence in the APB so not only was the FASB saddIed with 

the task of developing a process for developing standards in general and establishing its 

own credibility, it came under pressure to deal quickly with the foreign currency issue. 

To some, this pressure was unfortunate, as it adversely affected the due process of 

standard-setting in the US. One controller wrote in a comment letter to the first ED on 

foreign currency translation: 

The Financial Accounting Standards Board was established primarily because the 
Accounting Principles Board had lost the confidence of the govenunent, business 
community, and the profession. Part of the reasons for the loss of confidence 
tumed on the way in which accounting principles were detemineci. The niles of 
procedure established by the FASB are an effective tool for reestablishing this 
confidence. These rules, however, will result in some delay in the issuance of 
opinions because of the thoroughness of the procedure. Recently the chief 



accountant of the Securities and Exchange Commission has sewed notice that he 
will issue pronouncements if the FASB does not Now, suddenly, the FASB has 
determined that 'an emergency' exists and that no public hearing and no public 
discussion will be held.,..ft should not allow itself to be stampeded by Mr- Burton 
or anyone el~e.~ '  

The FASB issued FAS 1, which prescribed disclosure policies only, with the stipulation 

that a more thorough standard would be forthwming afier more research. The pressure 

was on to develop this standard as the following excerpt indicates: "We recognize that 

the Board is under considerable pressure fiom several quarters to reach a conclusion on 

this issue and that delay produces the risk of your standard king preempted by 

govemrnent regulations? The SEC'S official position on accounting standard-setting is 

that it has the power to set standards but has delegated that power to other bodies, first to 

the Committee for Accounting Principles (CAP), then the APB, and now the FASB. It 

has played the part of the overseer, retaining the rïght to reject or pre-empt regulations 

drafted by the FASB. Although the SEC may have pressured the FASB to move quickly, 

there is little evidence that any govemment agency played a direct role in the choices 

made by the standard-setting body. 

The response by the FASB to threats fiom the SEC can be interpreted in one of 

two ways. On the one hand, the FASB hastily developed and issued FAS 1 to appease the 

SEC. But FAS 1 lacked guidance on the major issues of translation rnethods and 

treatment of gains and losses that it really did nothing to resolve the issues. This suggests 
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that FAS 1 was merely a tint step towards a standard but not a resolution by any means 

and that, in effect, the FASB did not succurnb to the pressure to issue a standard The 

Board's view was that more time was required and indeed two years passed before FAS 8 

was issued. The FASB was caught between establishing ctedibiiity and showing that it 

would not be pushed around by govemment interests, whatever those would be. 

The bemnnine of cornrate messure in deve lo~in~  foreim currencv standard& in 

the US. This attitude of independence and autonomy was apparent in the development of 

FAS 8. During the time that FAS 8 was developing, there was debate between the FASB 

and large corporations concerning the smwthing of earnings. In 1974 a public hearing 

was held conceming the topic of accounting for contingencies. The practices of 

corporate management at the time reflected the desire to "smooth" earnings through 

vanous accounting techniques. These practices developed as a response to the cries fiom 

Wall Street analysts who desired stable and predictable eamings. Unbeknownst to 

corporate managers, the FASB was opposed to inwrne-smoothing techniques and 

advocated that financial statements should refiect any and al1 fluctuations in earnings, a 

position held by Don Kirk who headed the task force on foreign currency. At the public 

hearing in 1974, companies made clear their desire to continue the practices of accruals 

and other techniques that permitted the srnoothing of earnings. Nevertheless, the FASB 

issued FAS 5 on contingencies early in 1975 requiring stringent conditions to be met 

before accruals can be reported, in effect etiminating a tool that wrporate management 

had been using to smooth earnings. When FAS 8 was issued later that year, the 

controversy kcame even more heated as now the FASB instead of mereiy eiiminating a 



tool for smoothing eamings, actually created the conditions for more volatility in 

earn ings by requiring immediate recognition treatment for the translation of  gains and 

losses. In 1976 when the standard went into effect, the Board received numerous 

requests fiom international companies to reeonsider the standard but chose not to do ~ 0 . ' ' ~  

These actions reflect resistance on the part of the FASB to succumb to c o p r a t e  

pressure. 

A change in attitude. The attitude of the FASB changed two years later as the 

Board began to pay attention to corporate concem. In 1978 the Board issued a cal1 for 

public comment on the eficacy of the FASB standards that had k e n  in effect for at least 

two years. Eighty-eight percent of the more than 200 respondents expressed concerns 

with FAS 8. Don Kirk was now the Chairperson of the FASB. In spite of his preference 

for FAS 8, the Board decided in 1979 to reconsider the standard? What occurred then 

was indeed a reversal of action on the part of  the Board. This attempt suggests an action 

designed to establish the FASB as a legitimate authonty on accounting  standard^.^' 

These actions coincided with the FASB's decision to involve other countnes in 
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developing a new standard. It  was in 1979 that the new task force on foreign currency 

began to invite certain interested individuals to attend the public meetings and serve on 

the task force, first fiom Canada and later fiom the UK and the MSC. 

But standard-setters fiom other countnes were not the only ones involved in the 

public deliberations. At the public meeting of the FASB task force on December 1 8, 

! 979, the representative of the DuPont corporation stated opposition to the current rate 

method in as much as DuPont did not agree with m s l a t i n g  inventory at closing rates." 

DuPont was famous for its development of the retum on equity performance 

measurement. That measurement requires that the basis for valuing fixed assets not be 

changed which would happen under the current rate methodd9 &cause of these 

concems. DuPont led the advocates of the temporal method." The Household Finance 

Corporation argued for reserve treatrnent of unrealized translation differences. The task 

force was not in favour of  deferral because it violated the concept of  recording gains and 

losses in the  time periods in which they occurred. The Royal Dutch Shell (Shell) 

corporation argued against immediate recognition on the grounds that it created severe 

distortions in earnings and advocated the current rate method with reporting exchange 

diflerences in the balance sheet instead of the income statement. Shell also wamed the 
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task force that threats fiom govemment agencies existed outside of the US and that if 

standard-setting bodies did not resolve the issue, the UN or the OECD or the European 

Economic Cornmittee (EEC) would." In reviewing the results of the Task Force meeting 

by the Board, the W d  members were still divided on the choice of îranslation methci, 

although a majority were in favour o f  the current rate method. The treatment of gains 

and losses remained an unresolved issue because Board members and those attending the 

meeting were divided on different treatments." 

Besides expressing opinions at  public meetings of  the îask force, involvement by 

the MNCs occurred in the f o m  of membership on the task force itself. In the case of the 

FASB, task force members are appointed by the Board to the task force. They are 

considered to be individuals with expertise in the area of consideration.*' For example, 

the original task force wbich developed FAS 1 numbered fourteen members: 3 

representatives of public accounting f ims,  3 academicians, 1 fiom Morgan Guaranty 

T m t  Co. (heavily involveci in international stock broking), 1 fiom Memll Lynch (an 

investment analyst company), Mr. Lorensen and Mr. Parkinson (who wo te  theoretical 

articles on foreign currency accounting), 1 consultant, and 3 corporations (Mobii Oil 

Minutes of the FASB Task Force on Foreign Currency Translation, December 18, 1979. 
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Corp., Ford Motor Co., and Union Carbide C ~ r p . ) . ~  

Another route by which corporations interacted with the FASB was via the 

Business Roundtable. The Business Roundtable was fonned in 1972 to serve as a 

lobbying force for the largest US corporations in Washington. It is made up of  the 

executives of the 200 largest US cornpanies from the list of  the Fortune 500. In 1976 the 

Roundtable became interested in accounthg matters and Thomas Murphy, CE0 of 

General Motors and founding trustee of the Financial Accounting Foundation which 

oversees the FASB, initiated the formation of  the Accounting Principles Task Force 

(APTF) within the Roundtable and was its first chairperson. Ten members of the 

Roundtable serve on the APTF, typically executives that "have the highest level of 

discornfort with the financial reporting constraints imposed by" the FASB's generally 

accepted accounting pr in~ ip l e s .~~  In 1978, the year that the FASB decided to reconsider 

FAS 8, the APTF met with the FASB to discuss matters of concem, including FAS 8. 

Because the FASB had gone sunshine earlier that year, the meeting was publicly held, but 

it was the last tirne that the APTF would agree to meet publicly with the FASB. From 

then until 1982 there were no meetings but a series of  letters between Mr. Murphy and 

Mr. Kirk. Meetings resumed afier Mr. Murphy retired from General Motors and Roger 

Smith took over. These meetings were held in private and Mr. Smith expresseci on a 

FASB News Release, "FASB Task Forces Appointed for Foreign Currency Translation, 
Reporting by Diversified Cornpanies" (Stamford, CT: FASB, May 3 1, 1973). 
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number of occasions his disappointment concerning the standard-setting process.' 

In developing FAS 52, a number of  wrporate exsutives were appointed by the 

Board to serve on the task force, including Mr. Conlyn Noland of  DuPont and Mr. Ian 

McCutcheon of Royal Dutch Shell." There are those who consider FAS 52 the "Royal 

Dutch" approach to foreign currency translation, because they were "the big proponents 

of  it".." The reason for Shell's perspective on foreign currency amun t ing  might be 

explained thus: 

Under Statement 8 you used a US dollar for a parent Company cunency 
perspective and under 52 you use a multicurrency perspective. 1 think for 
virtually al1 American wmpanies, the US dollar perspective is the right one, 
because t heir shareholders are predomi natel y American, in some cases 
completely-or virtually completely-American, who are interested in the ultimate 
cash flow in dollars. A Royal Dutch or  a Unilever ... They're perhaps virtually 
unique enterprises in that they have no nationality. Their operations and their 
shareholders are worldwide and rnaybe the multiple perspective makes sense for 
thern.j9 

The management style at Shell may be largely responsible for their position because they 

viewed their foreign operations as largely autonomous, conducting business in the local 
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c u r r e n ~ y . ~  The nature of the operations also detennined a company's position. 

Household Finance, for example, had a large loan portfolio in Canada. While the 

Canadian dollar fluctuated against the US dollar, cornpanies like HousehoId Finance 

suffered fiom volatile earnings. That would explain why they would endorse the reserve 

method of accounting for gains and losses to take them straight to equity and avoid the 

effects on the income statement- 

Observations. Clearly t here was opportunity for the formation of alliances 

between the FASB and outsiders. Coupled with the pressure to harmonize, which the 

FASB to a greater or lesser extent paid attention to, were the expressed opinions by 

specific MNCs as to the preferred translation rnethods and treatments for gains and 

losses. What remains, however, is to show how the outsiders influenced the choices 

made by the FASB and how the interests of the FASB came to be aligned with those of 

the most persuasive of the outside parties (consistent with the one-dimensional view of 

power). As suggested earlier, the role of govemment agencies in the debate was rather 

minimal. In the interview material and the account by Van Riper, a FASB staff member, 

there was little or no mention of SEC involvement in the development of either FAS 8 or 

FAS 52: except for the pressure to develop a standard quickly under threat of the SEC 

beating them to it. Academic influence was not great, at  least after FAS 8 came under 

fire. Academic influence w a s  minimal, as it has k e n  with other standards? The most 

-- 
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influential group was international corporations. US MNC influence was predominate in 

developing the standards, particularly FAS 52. Had US companies been influential in 

developing FAS 8, the preference for smoothing eaniings might have prevailed, although 

one cannot h w  for sure wfat would have happened if circumstances had been 

different. Nevertheless, it is clear that the FASB did nothing to reconsider their stance on 

FAS 8 until the APTF, composed of  the largest US corporations with the biggest 

grievances towards accounting standards, becarne involved in discussions on amunt ing  

standard-setting. Suddenly the FASB was concerned to change FAS 8 and issue a new 

standard. 

Because of the cnticism of  FAS 8, the FASB was ready to endorse the current rate 

method total l y, in every circumstance." This endonement would have agreed partly 

with the üK position. The ASC endorsed both the current rate method and the temporal 

method, but the temporal method only in certain circumstances and mainly to 

accommodate US-based companies like DuPont. The preference of  UK companies had 

al ways been for the current rate method. By the late 1 970s Australia and Canada, in 

following the US lead, were endorsing the temporal method. 

However, some US companies were not in favour: 

! was very closely involved with the FASB as it developed Statement 52. Their 
initial task was to go stnctly to  the current rate method. We, and a number of  
other companies, were able to convince them that, because of  the nature of  our 
operations, this would not have been a feasible way for us to view our business 
results or to manage our business. 1 think we were instrumental in helping them 
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to develop the flexibility that i s  inherent in the functional currency concept,..63 

Unlike Shell's multicunency approach, DuPont was oriented towards the US dollar 

perspective because of  extensive operations in the hyperinflationary economies in South 

America: 

guess really it was our experience in the hyper-inflation area economies which 
had dnven us towards a US dollar outlook in the first place because historically 
our international operations had been more focussed on South Arnerica than they 
had on Europe. I guess this was sort of a result of, in the earlier year, the carîei 
retationship that existed between ICI and DuPont, ... we had been operating in 
South America for 50 years. And, of  course, many of the economies there have 
been hyper-inflation economies. And, in that kind of system, you need some type 
of different measunhg stick .... You need some kind of standard unit o f  
measurement. And, by and large, the dollar had provided that standard unit of 
rneas~rernent.~ 

There was another factor that contributed to DuPont's interest in foreign currency 

standards. In addition to the effect of the current rate method on management 

performance measures such as retum on investment (ROI), DuPont \vas concerned about 

the effects o f  the current rate method on shareholder equity. The management at DuPont 

believed that the current rate method resulted in translation adjustments to shareholder 

equity that were not likely under the temporal method. From 1964- 1978, DuPont's ROI 

dec l ined steadily and prospects for expansion in the late 1 970s were not good. The 

conditions during this time period were not good for seeking outside investment from the 

capital markets. Therefore, DuPont was against any accounting d e s  that would erode 



their retained earnings and force them to incur higher long-term debts, which is what the 

corporation consequentl y did? Eventual l y DuPont and other w m  panies were able to 

persuade the FASB to change their position on the cunent rate method for al1 economies: 

Conlyn Noland: Onginally the FASB, in developing Statement 52, had-.proposed 
that the local currency be designateci as the fùnctional currency worldwide- That 
is to say that we would use current rate translation. It would be mandateci 
worldwide including the hyper-inflationary economies..Xhey had not thought it 
through. We beat on them and beat on îhem for a long time. 1 think it 
demonstrates the underlying balance, which to me is the underiying conceptual 
fallacy, in current rate translation. It just doesn't work in a hyper-inflationary 
economy." 

Interviewer: That must have k e n  an interesting debate. 

Conlyn Noland: It was. It was a heated debate .... Eventually they compromised 
with us, but it was a long hard struggle." 

Clearly there was resistance on the part of the FASB or the discussion would not have 

k e n  so heated nor would the process have taken as much time to resolve as it did. The 

resistance by DuPont and other corporations also contributed to the final provisions of 

FAS 52, demonstrating how resistance contributed to the refabrication of the standard. It 

\vas not until 198 1 that FAS 52 was finally approved. Through the arguments pertaining 

to the specific circurnstances or management styles, both DuPont and Shell were able to 

persuade the FASB to prescnbe the current rate method for independent operations and 

the temporal method for hyperinflationary economies. The current rate method becarne 

the preferred method afier Shell and other MNCs exerted their pressure but not without 



counter-persuasion by other companies, such as Dufont who favoured the temporal 

method. 

The situation in the LIK. Involvement by a few MNCs in developing foreign 

currency standards was also apparent in the UK_ Individuals and representatives of 

outside parties had opportunities to serve on the working parties on foreign currency 

translation. Early in the process of  developing a standard for foreign currency, the 

deputy-treasurer o f  the ICI corporation, Mr. B. D. C. Ogle, was asked to prepare a p a p a  

on the "cover concept" (the matching of assets and liabilities held in the same country or  

c~rrency)!~ Later Mr. Ogle was named as chairperson of a panel to prepare a drafl for 

exposure (ED 2 1 ), based on the current rate method with provisions for offsetting gains 

and losses." Mr. Ogle also headed the cornmittee to review the responses to ED 2 1, 

along with three other people: Mr. N. Berman, Ms. M. E. G. Graham (deputy chief 

accountant of the Unilever corporation), and Mr. H- P. Gold (from Shell). Ms. Graham 

and Mr. Gold asked to be on the cornmittee, while Mr. Ogle and M .  Berman were 

appointed by the C~rn rn i t t e e .~~  ED 21 was not favourably received by respondents so the 

ASSC decided to revise it after discussing the matter M e r  with representatives o f  

major corp~rations.'~ A few months later Mr. Ogle reported to the ASSC the results o f  a 
- - -- -- - - -- 
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meeting with finance directon in which they supported the net investment concept with a 

provision for offsetting exchange differences on loans against the foreign inve~tment.~' 

ED 27 was approved for publication the next year, October, 1980. Finance directors 

again met wiîh the working panel in January, 1981 hdr. Ogle was again chairperson of 

the panel that reviewed the comments on ED 27. 

Some ~ovemment  involvement in the UK, Late in 198 1, the Department of Trade 

(DOT) in the LJK raised some issues concerning treating transiation gains and losses as 

realized." The ASSC tater met with the DOT," resulting in a decision to distinguish 

between exchange gains on short-terni monetary items and those on long-term monetary 

items. The gains from short-term items are to be reported in the profit and loss statement 

in accordance with Schedule 8 of the Companies Act 1948, but to report the long-term 

unrealized gains as such would be an exception to the Companies Act. Five of the 

Councils of the CCAB approved the drafi for SSAP 20 on those terms." 

One Council objecte4 on behalf of the British Bankers Association, to regarding 

recorded in the minutes. 
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only exchange gains on settled monetary items or  those to be settled within one year as 

realized and reportcd on the profit and loss s t a t e r n e n ~ ~ ~  Gains and losses on long-term 

monetary items are considered unrealizeâ, according to Schedule 8 which requires that 

only realized gains and losses be reporteci on the profit and loss statementn Banks are 

exempt from Schedule 8," implying that banks can report gains and losses on long-tem 

monetary items on the current year's profit and loss statement. Apparently the banks' 

objections had an effect because the following month, SSAP 20 was changed to require 

reporting exchange gains and tosses on both short-term and long-term monetary items "in 

accordance with the accrual concept of  a c c o ~ n t i n g " . ~ ~  This 1s another example of how 

resistance contributed to the development o f  the standard. 

Effeçts In the In there was a difference o f  

opinion on foreign currency accounting among some of the major corporations similar to 

the battle between Shell and DuPont in the US. In the UK two of the major players were 

Unilever and ICI. ICI deputy-treasurer, Mr. Ogle, was in a strategic position to influence 

the deliberations on foreign currency standards as head of the ASSC cornmittee to  write 

the first exposure draft and then to review the subsequent wmments. I t  is not surprising 
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then that ED 2 1 followed the ICI approach to foreign currency accounting? M i l e  

developing ED 27 and SSAP 20 ICI influenced deliberations later on in relation to the 

offsetting provisions. The ASC always had an expressed interest in harrnonization, but 

UK companies objected to the festflktive provisions conceming hedging. In the US the 

rules required that companies notifi auditors in advance of a hedging transaction and that 

offsetting loans and assets be in the same currency. ICI was one of the UK companies 

opposed to those provisions as the company had huge bonowings but no foreign assets in 

Swiss hncs. Consequently, the company would suffer fiom huge losses on those 

borrowings on the protit and loss statement as per ICI's preferred treatment." It is not 

clear whether there were other reasons for ICI'S concem over foreign currency standards, 

such as those discussed for DuPont or those discussed below for Unilever and Shell. ICI, 

like DuPont, favoured the temporal methoâ. These two corporations once created an 

alliance to allow technological information to flow between them,= but that agreement 

had been dissolved long before deliberations on foreign currency standards began, so an 

alliance between ICI and DuPont is not a likely explanation for ICI's interest in this 

matter. In the end, the ASC gave way to the pressures of ICI and pemitted global 

offsetting; in other words, losses on borrowings could be offset by gains on assets in 
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other c u r r e n ~ i e s . ~ ~  

Meanwhile Unilever had been working al1 along to make its position known. 

Unilever favoured the current rate method because of  the unique position the company 

was in having two parent companies, Unilever Ltd in the UK and Unilever NV in the 

Netherlands, which fmctioned as one. The two parent cornpanies were linked by a 

nurnber of agreements including a prograrn for dividend distribution called the dividend 

qualization agreement. Under âhat agreement, shareholders of either parent company 

would receive an equivalent arnount of dividends whether it be in sterling or guilders." 

As won as exchange rates floated, Unilever became wncemed, to say the least On its 

own the company in 1973 developed a system that solved the problem. That system is 

what ultimately became FAS 52. When FAS 8 came out, Unilever quickly realized that 

the temporal method would yield nonequivalent dividends in their prograrn and hence 

became interesteci in the development of foreign currency standards. ED 21 raised 

similar concems due to the immediate recognition treatrnent for gains and 10sses.~' 

Realizing that ED 2 1 wouldn't worfc, Unilever strategically placed Ms. Graham by 

requesting that she serve on the panel with Mr. Ogie, along with Mr. Gold, who was also 

in favour of the current rate method. 

83 

Minutes of  ASSC meeting, September 29, 1982. 

Christopher Tugendhat, irhe Mtrlrinutionals (New York: Pelican Books, 1 984); Charles 
W i l son, i hilever I 945- / 965: Challenge und Respome in the POSI- Wur hdurtrid 
Revo/trtion (London: Cassel 1, 1 968). 
85 

Minutes of ASSC meeting, September 29, 1982. 



Shell was particularly interested in the outcome of the deliberations. In addition 

to the reasons stated earlier for Shell's interest in foreign currency standards, the 

ownership structure at Shell may also explain this interest. Like Unilever, Royal Dutch 

Shell is owned by a British cornpany (4W by British Shell Transport and Trading) and a 

Dutch Company (60% by Royal Dutch). Also like Unilever, Shell is interested in 

maintaining a balance between the shareholders in each cornpany by dividing dividends 

according to their respective ownenhip percentagesW Therefore, the temporal rnethod 

would have similar repercussions at Shell as it would at Unilever. In the beginning, Shell 

wished to endorse FAS 8, but first quarter financial results in 1978 were a disaster. Shell 

quickly becarne an advocate o f  the current rate method and urged the FASB towards 

hannonization. Shortly thereafier the FASB decided to review FAS 8 and asked [an 

McCutcheon (fiorn Royal Dutch Shell) to serve on the US task force, the first non- 

American to do so. Meanwhile Mr. Gold was placed on the working panel in the UK. 

Consequentl y ED 27 more closel y resembled the Unilever approach." 

Unilever, along with Shell as an ally, was able to infiltrate the thinking of the 

ASC and ultimately the FASB and the iASC. Allan Cook began seMng on the LASC in 

1978. He came fkom the Unilever corporation. Also, Unilever's deputy to the controller, 

Charles Molligan was appointed to the iASC steering wmmittee for foreign currency? 
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Mr, Gold also served on that cornmittee so Shell was represented at the LASC as well as 

the FASB and the ASC. The iASC was rather cautious in developing standards on 

foreign currency as it wanted to wait and see what the US and the UK were going to do. 

The iASC did meet with Canada, at the CICA's request, and the ASC during the time 

that Canada was struggling to resolve the issue of gain and loss treatment. Mr. Cook 

began S~M-ng on the FASB task force on foreign currency in 1980. At the tirne he was 

sewing as Secreiary of the IASC. Prior to serving as Secretary, Mr. Cook's job was to 

reactivate the foreign cunency issue at the IASC. In that capacity he wrote papers for the 

IASC and also for the ASC and the FASB.'~ 

Observations. Through strategic placing of key people on task forces and 

working parties intemationally, Unilever and Shell were able to convince the standard- 

setting bodies to align more closely with their preferences for foreign currency 

accounting. The opposition and much of the resistance to their view point came not so 

much from the standard-setting bodies but from other corporations equally set on 

persuading others to their point of view. Shell and Unilever were more interested in 

international hannoniation than ICI or ~uPont,' although the reasons for that interest is 

not evident. 

The conflict in Australia. The situation in Australia was a bit more cornplex. 

The AARF, which was ul timatel y responsible for drafiing accounting standards, was 



influenced by industry, a major public accounting firm, and another standard-setting 

body in Austral ia. The other standard-setting group, known currently as the Australian 

Accounting Standards Board (AASB), was preceded by the ASRB, set up in 1984 for the 

purpose of sponsoring, reviewing, and approving acmunting standard&. The ASRB was 

preceded by the Accounting Standards Review Cornmittee (ASRC), formed in 1976 by 

the Joint Standing Committee o f  the Australian Society of Accountants (ASA) and the 

Australian Institute of Chartered Accountants (AICA). These groups originated in the 

profession. The AARF, originally called the Accountancy Research Foundation, was 

formed in 1 966 to conduct research in accowting because there was dissatisfaction with 

acadernic research at the time. Two cornmittees of the AARF were involved in standard- 

setting for foreign currency. The first one was the Accounting and Auditing Research 

Committee, which developed the ED in 1973. This group was replaced in 1974 by the 

currently existing Australian Accounting Research Cornmittee (AARC) which has not 

k e n  directly involved in standard-setting. The other committee, now called the ASB, 

formed in 1 98 1, has been the main group involved in standard-setting. Original ly this 

committee was called the Australian Accounting Standards Committee (AASC) and was 

formed in 1974 for the purpose of developing accounting standards. 

The relationship between the Foundation's ASB and the profession's ASRB was 

to be one of the ASB providing the ASRB with standards to review and approve. In the 

case of foreign currency accounting, there was conflict between the two groups, although 

initially there had k e n  much collaboration on the pronouncements on foreign currency 

between the Foundation and the profession. In 1972 the Foundation, at  the request of the 



AICA, went to work to drafl an exposure drafi on foreign currency accounting. A four- 

member Project Advisory Committee assisted the Foundation's director of  accounting 

research in the project. Drafis of the proposed exposure draft were sent to a joint 

committee of the ASA and the AICA which reviewed it and their comments were 

reviewed by the project director and Dr. Bruno Feller, an acadzmic on staff with the 

Foundation. Once the ED was issued, a separate committee was appointed to review the 

cornments, composed of Mr. 1. Philip, from Pnce Waterhouse f a  major international 

public accounting firm) and Mr. D. Ri~kard.~'  Interestingly, there were only 2 objections 

to the current rate method out of 28 responses. One of these came from Price 

Waterhouse and the other came fkom the Comalco corporation, whose chief accountant 

was one of the four people on the advisory c ~ m r n i t t e e ! ~ ~  

In 1975 a review committee, consisting of Mr. Rickard, Mr. Philip (both to 

represent the AASC), and Mr. Malcolm Miller (from the University of New South Wales 

to represent the AKA), was set up to review the cornments on the 1973 ED.93 Later Dr. 

Fe1 ler prepared and submitted to the AASC a paper summarizing the major cnticisms of 

the ED and the issues currently k i n g  considered by the FASB and the IASC." Some 

AARF Currency Translation History Sheet; Minutes of meetings: Accounting and 
Auditing Research Committee, February 19, 1973; Joint Accounting Principles 
Cornmittee of ASA and AICA, May IO, 1973, June 12, 1973, September 13, 1973. 
92 

From the Summary of  Comments on 1973 ED, AARF files. 
93 

Minutes of AASC meeting, May 30, 1975. 
94 

AARF Currency Translation Histoty Sheet; Minutes of  AASC meetings, August 1, 1975, 



cornpanies were not in favour of  the immediate recognition treatment for gains and 

losses recommended by the ED and made their positions known. In a letter fiom the 

AiCA to the chairperson of the AASC, accompanied by a letter to the AiCA fiom an 

anonymous company, the position of six publicly-held cornparties that favoured a reserve 

treatment was emphasized. The company's Ietter reported the footnotes o f  these 

companies explaining the widespread use of  the reserve treatment as evidence of  the 

popularity of the treatment." The letîer pointed out that other member fimis of the 

AICA were also in favour of  the reserve treatment Thus, companies pleaded their case 

via soliciting the help of the profession through the AICA. 

in November 1977 the Joint Committee of the ASA and the AICA made an 

unprecedented move by cornmissioning a public accounting firm, Pnce Waterhouse, to 

prepare a new ED on foreign currency accounting? Price Waterhouse accppted the 

assignment with Mr. Philip as contact person." The ED was issued in June 1979, 

endorsing the temporal method and arnortization of gains and losses on long-term 

monetary items and immediate recognition for short-term items- This ED amounted to 

an almost complete reversal of the 1973 ED, and was not in agreement with the AARF. 
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The technical director of the AARF, Kevin Stevenson, explained to Mr. Philip what was 

expected of him and his fim. The Founâation's Executive Cornmittee had wnsidered 

the submissions on the 1973 ED and had detennined that the next step was the 

development o f  a standard based on the current rate method. The issue of treating 

exchange differences was t o  be in accordance with predominant practice, which Price 

Waterhouse was to determine e m p i r i ~ a l l y . ~  Mt. Philip responded with a report in which 

h e  outlined the reasoning for endorsing the temporal method and reported that the 

practice on treatment of exchange gains and losses was quite varied, although the largest 

Australian companies preferred the deferral method. He also suggested a delay in issuing 

a standard while other countries and the iASC finished their work in view of the varied 

results of  the s u r ~ e ~ . ~  Interestingly, it was Price Waterhouse that had collated the 

submissions on the 1979 ED and prepared the report which prompted the letter fiom Mr. 

Stevenson to Mr. Philip in D e ~ e r n b e r . ' ~  The Foundation did agree in Apnl 1980 to await 

the results of international developments before isuiing a standard. Io' 

In 1982, the newly formed ASB took over the foreign currency project. A new 

drafl was reviewed but no  decisions were made until June 1983, at which time they 
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decided to endorse the deferral method for translation gains and losses on long-tem 

rnonetary items and the current rate method. At that time they also agreed to invite 

experts on foreign currency to attend the next meeting.'" Certain amendments were 

agreed to at that meeting'" and ED 24 was issued in September, 1983. Further 

deliberations ensued in the preparation of a standard. Differences of opinion as to 

translation method continued between Mr. Stevenson who favoured the current rate 

method and others who favoured the temporal r n e t h d  Finally, in February 1985, the 

ASB agreed to prescribe the current rate method for sel f-sustaining operations and the 

temporal method for integrated operations. 'O5  According to subrnission letters, the 

immediate recognition treatment was well-supporteci but the Board felt that this was not 

a practical option in the Australian environment. '" At that meeting the Board also 

decided that re-financed bans  were considered settled as opposed to extended. 'O7 The 

ED specified that gains and losses on settlernents were to 

loss statement, rather than deferreci. 

1 O> 

Minutes of ASB meeting, June 22 and 23, 1983. 
103 

Minutes of ASB meeting, August 3 and 4, 1983. 
I (U 

Minutes of ASB meeting, December 5 and 6, 1984. 
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The meaning of "not a practical option" is not clarified in the minutes (see next 
footnote). 
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When the ED was issued in October 1985, it brought a howl of  protests from the 

mining industry. The representatives o f  the mining wmpanies objected to the settlement 

status of a re-negotiated loan, insisted instead that the resuhing gains and losses be 

deferred as al1 other unreaiized gains and losses on long-term monetary items. A 

special meeting was held between the ASB and nine industry representatives in 

N~vember . ' "~  Mr. Stevenson was adamantly against buckling to the pressure of a single 

industry and in the end the Board determined that a convincing case for change had not 

been made.'" One of  the arguments made by the ASB was that the proposed practice by 

the mining companies was inconsistent with international practices endorsed by the US, 

the UK, and Canada-"' 

Conflict began to occur between the AARF and the ASRB, shortly afier the latter 

was fomed. In September 1 985 the ASRB released ASRB 1 003, Foreign Currency 

Trunïlat ion--Disclosure, which speci fied the disclosures required conceming foreign 

Letter to Chairperson of ASB from CSR Limited, October 17, 1985. Also testimony by 
the assistant General Manager of Finance of CSR to ASB meeting on August 28 and 29, 
1985. Also letters and telexes fiom Western Mining Corp., Ltd., Woodside Petroleum 
Ltd., Mount Isa Mines Ltd., CRA Ltd, and Australian Mining Industry Council Elders 
E L  Ltd., among others (13 in all) received during the month of Ocâober wnceming the 
definition of settlement (Minutes o f  ASB meeting, October 23 and 24, 1985). 

Memo from J. N. Miles, Chairperson of ASB, to Chairperson of AARF, December 5, 
1985. 

Based on interviews by Jim Paul in an unpublished history of the AARF by Jim Paul, 
staff member of AARF, and minutes of ASB meeting, December 3 and 4, 1985. 
I I I  

Article in Business Review Weekly, "Miner Fail in Forex Write-off Bid", December 20, 
1985. 



currency. Results of the November meeting with mining representatives and al1 other 

materials and infornation concerning the review of the October ED were sent to the 

ASRB.llZ In March 1987, long afler AAS 20 had been released, the ASRB took the view 

that a standard on foreign cunency accounting should require irnmediate recognition of 

gains and losses on long-tem m o n e w  items. The ASB decided to canvass the 

Foundation's mailing list for comments on the issue of  deferral versus immediate 

recognition. ' l 3  Shonly thereafter, the ASRB informed the ASB that they were in 

unanimous agreement to require immediate recognition for several reasons, one of which 

was hannonization with the US and the K.'"' However, the results of the ASB poll 

showed that the majority of respondents strongly disagreed with the ASRB proposal for 

immediate recognit i~n."~ The ASB decided to submit to the AS- a working document 

outlining the ramifications of immediate recognition I l 6  The Board was evenly divided 

behveen immediate recognition and deferral, but in view of the ASRB's decision to 

require immediate recognition, the ASB resolved to change AAS 20 to require immediate 

IL2 

Memo from J. N. Miles, Chairperson of  ASB, to Chairperson o f  AARF, December 5, 
1985. 

Minutes of ASB meeting, March 3, 1987. 

Letter to J. N. Miles, Chairperson of ASB, fiom S. J. Droder, Chairperson of  ASRB, 
March 20, 1987. 

Memo to ASB from Jim Paul, Project Manager for Foreign Currency, May 8, 1987. 
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recognition.'" Perhaps the decision to change AAS 20 reflects the mie "interest" that the 

Foundation had in the issue, but the initial resistance depicted another concem. Warren 

McGregor stated that the Foundation 

saw the foreign exchange reversal as a watershed in the development of the 
ASRB. That single action eff'ectively signalled the demise of our own standard- 
setting board and established the ASRB as the standard setter for Australian 
cornpanies. Pnvately, poundation] staff were glad about the foreign exchange 
standard. We had al ways believed in immediate recognition. ' la 

So the ASB acquiesced on the grounds of agreement with the principle of immediate 

recognition but resisted by *ng to solicit the views of outside parties as to its 

detriments. The real issue, perhaps the real interest, of the ASB at this point in time was 

i ts own legitimacy as a standard-setting body. Ul timately, however, the standards that 

were adopted by the ASB closely resembied those of the US and the W. Indirectly, the 

MNCs involved in the development of foreign currency standards in those countries also 

affected the resulting standards in Australia because of the interest and pressure to 

hannonize with those other countries. 

Canadian situation less clear. Information concerning the developmenis of 

foreign currency standards in Canada is rather s c a t ,  for reasons explained earlier. In a 

letter to Dr. Bruno Feller, Technical Director of the AARF, David J. Moore, the Senior 

Rzsearch Manager on foreign currency at the CICA, indicated that the Iife insurance 

Minutes of ASB meeting, June 24, 1987. 

Interview with Warren McGregor by Mr. Burrows of the AARF staff, January 17, 1995, 
quoted in the unpublished history of the AARF by Jim Paul, staff member of the AARF. 



industry and the real estate industry were concemed with certain provisions of the 

Canadian ED. ' l9 These industries were 1 i kel y in favour o f  the de ferra1 m e t h a  according 

to the letter. Details of the detriment of immediate recognition were not apparent in the 

letter and specific wrnpanies were not named. However, like the AARF, the CICA 

ultimately deveioped foreign currency standards comparable to those of the US and the 

W. 

Overail observations. The evidence presented here describes the influence of a 

few MNCs in the process of developing foreign currency standard&. While other entities 

did exert their opinions, the final outcomes were based on the expressed preferences of 

those MNCs in a position of power to influence the process. The evidence raises 

questions regarding why would certain MNCs become involved in the process and not 

others. The account indicates why Shell, Unilever, DuPont, ICI, etc., becarne interested 

in the outcomes of the deliberations, but it does not explain why other MNCs did not 

participate in the process. Perhaps the unique situations of these particular MNCs 

( which may not reflect overall multinational corporate activity) were affected more by 

certain provisions of these standards than others- In that case, it certainly was not the 

majority point of view that won out over the preferences of a few unique situations. This 

question remains unresolved and would require further study. 

The development o f  foreign currency standards oçcurred in the midst of larger 

social and economic developments. The events and circumstances of the time period 

Letter by David J. Moore, CICA Senior Research Manager on foreign currency, to Dr. 
Bruno Feller, Technical Director, AARF, Qted June 13, 1979. 



have already been discussed in this dissertation- However, the influence of certain 

discourses prevalent at the time, specifically international hmonization, also afkcted 

the processes involved in this development. As the push for harmonization was lobbied 

for, these effects deterrnined the course of developing foreign currency standards in a 

larger context in terms of who would benefit fiom these standards and whose voices 

would be heard during their development. While overt conflict is relatively easy to 

observe in this process, the latent conflict suggested by Lukes' three-dimensional view 

must also be considered to iùlly understand the wider social effects of accounting in 

general which ultimately influences the development of specific standards. The 

following section illustrates how the interest in international accounting harmonization 

developed and played a role in developing foreign currency standards. 

111. Efforts to Harmonize Standards on Foreign Currency Accounting 

Preston, sr al. provides a useful procedure for examining the construction of a 

technology and the processes involved in its fabrication. These procedures are based on 

Latour7s notion of studying science in action to uncover the ways in which interests 

become interests and how ideologies are translated into technologies. As stated earlier in 

this chapter, it is important in this study to establish that it was in the expressed interest 

of pariies involved to harmonize accounting standards for foreign currency accounting. 

It is not enough rnerely IO establish that the interest was there but also how it developed. 

The purpose of this exercise is to demonstrate the role of discourse in the outcornes of 



accounting regdation. 

The first step taken by Preston, et a/. was to examine government documents for 

the use of rhetoric to tiame issues and silence sceptics. Latour discusses four tactics in 

dealing with uncertainty and opposition.'20 One of these is fortification in which the text 

is ladled with increasingl y technical material and appeals to other "accepted truths" so as 

to make it harder to for the opponent to beat it. 12' Stacking involves persuading the 

reader by bnnging into the text figures and nurnbers and gradually making 

generalizations fiom these detailed figures. Staging and h i n g  involves presenting 

statements in such a way as to aim at the ideal reader and anticipate the rcader's 

objections. The fourth tactic is captation in which the reader's objections are controlled 

by offenng statements that are difflcult to object to and moving to more contestable 

statements, making it logically more difficult to object to the latter. To a greater or 

lesser degree, these tactics were found in the text of documents relating to management 

budgeting in hospitals in Preston, et al. 

This section first examines the rhetoric on the international harmonization of 

accounting practices. The rhetoric on harmonization was prevalent in the popular press 

during the time pend under study. The purpose of this exercise is to suggest that the 

interest in harmonization was discursively formed and had its basis in the political and 

-- 
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economic conditions of the late 1960s and early 1970s, which was aiso when the [ASC 

. and some of the other standard-setting bodies in the countries under study were formed. 

The documents examined for this part o f  the study mainly include articles w-ritten in the 

popu Jar press by accountants, academics, and wrporate managers. The discussion begins 

with evidence conceming an interest in harmonizing foreign currency standards. 

The Harmon ;zut ion of Standards for Foreign Curremy Accounting 

The development of standards for foreign currency accounting began in the mi& 

of deterrnining the purpose of financial reporting and the movement toward 

harmonization. Although the discourse on harmonization was quite prevalent at the time, 

the task of harmonizing standards was difficult. Much of the controversy over foreign 

currency accounting began with the issuance o f  FAS 8 by the FASB in 1975. The UK 

and Australia favoured the current rate methud over the temporal method endorsed in 

FAS 8, and Canada favoured the deferral treatrnent of translation gains and losses over 

the irnmediate recognition treatment of FAS 8. At the time, the FASB did not appear 

concemed to achieve international harmonization in developing standards for foreign 

currency. In the early stages of  drafting exposure drafts in the US, references were made 

conceming the positions o f  the Institute o f  Chartered Accountants o f  Scotland, 

Parkinson's CICA study, and the Australian ED issued in 1 973,IU but there was no 

mention of trying to harmonize with other entities. Reference was made in the same 

document concerning the use o f  the current rate method in other countnes, but noting 

I I 3  
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that it was not an acceptable method in the US."'' 

Nevertheless, harmonization was on the minds of some individuals. In a public 

hearing held on June 10- 1 1, 1974, Don Kirk, who headed the FASB task force on foreign 

currency, asked the US representative to the M C ,  Joseph Cummings, about the 

international scene: 

Mr. Kirk: 1 would love to ask you a question about what might happen on the 
international scene on translation but .... 

Mr. Cummings: Well, this is an opportunity around the world for a number of 
groups to do this job simultaneously. 1 am hopefiil that we will have an 
opportunity to work with your group as your ideas are firmed up and perhaps 
solve the problem in the same way. That's my hop, but it means we wiil al1 have 
to listen a little bit.Iz5 

In spite of the wishes of the iASC to work together with the FASB, the group at 

Stam for& CT, seemed to operate without considering other groups until FAS 8 came 

under fire in the late 1970s. In 1979, the task force on foteign currency accounting held 

a series of public meetings. It is  not known what, if any, groups or individuals 

participated in, or observed, the FASB meetings in the development of FAS 8,Iz6 but 

beginning in 1979, members of other standard-setting bodies were invited to becorne 

Puhl ic Record Discussion Memorandum on Accounting for Foreign Cirrency 
Trandation-dated February 21, 1974 (Stam for4 CT: FAS B, 1 974), p. 73. (The 
Discussion Mernorandum was published in Febniary, 1974. This document discusses 
that memorandum and was published later that year-) 

The FASB did not go "sunshine" until January, 1978. Records of meetings of the FASB 
and the foreign currency task force are not available prior to that time. 



members of the task force. At the first meeting held in March and at the second meeting 

held in May, represeniatives from the ClCA attended as obsewers. ln In December, the 

proceedings of the meeting included reports from the UK and Canadian projects. The 

representatives of each of these countries reported on the curent statu of their 

respective projects and also expressed an interest in the results of the FASB 

deliberations. James Carty, the Secreîaq of the ASC, reporîed, "With the second of two 

exposure cira& conceming foreign currency translation still outstanding, the UK Institute 

awaits with interest the outcome of the FASB's deliberati~ns."'~~ David Moore of the 

CICA expressed similar sentiments and stated also an interest in international 

harmonization: 

After Learning of the FASB's Statement No. 8 Reconsideration project, the CICA 
decided to rescind a pronouncement of its own ..... Like its UK couriterpart-and in 
the in terest of achieving international harmony in practice-the CICA awaits with 
interest the results of the FASB Reconsideration project. '" 

At this point there was on the part of these standard-setting bodies an expressed interest 

in the FASB activities and also a desire to resolve the issue. As James Carty reported, 

The UK places high pnority upon resolving the foreign currency translation issue 
due to the significance of foreign trade to its economy and to the impacts of 
severe inflation wupled with a weakening currency, particularly against those of 

Gertrude Mulcahy in March and David Moore in May, from the minutes of task force 
meetings, dated March 30, 1979 and May 1, 1979, respectively. 
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the other EEC c o ~ n t r i e s . ' ~  

These statements by Mr. Carty and Mr. Moore suggest that harmonizing foreign currency 

standards was indeed in the interest of  the parties involved. The FASB7s statement in 

FAS 52 irnplies an interest in international harmonization also: 

The Board also believes that, to  the extent practicable, the accounting for the 
translation of foreign currency transactions and financial statements in the United 
Sates should h m o n i s e  with related açcounting practices followed in other 
countries of the world. The Board maintaineci close liaison with representatives 
of the International Accounting Standards Cornmittee and the accounting 
standards-setting bodies in Canada and the United Kingdom and lreland as this 
Statement was developed. Representatives fiom each of those p u p s  were active 
participants with the Board's foreign currency task force. ''' 

The next meeting of  the task force was held in April o f  1980. The ASC and the 

CICA sent the same representatives and this time the iASC was represented. Allan 

Cook, Secretary of the LASC, was appointed as a member of the task force at that time. "' 
At a task force meeting in June, 198 1, the iASC, the CICA, and ASC reported updates. 

At that point, the iASC had issued a discussion draft of a foreign cunency proposal and 

was awaiting responses fiom 50 çountries. The CICA and ASC were both on the verge 

of issuing new exposure drafts but were interested in the outcome of  the US 

deliberations. David Moore reported, "...the CICA continues to await the outcorne of  the 
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FASB's foreign currency translation project before issuing its own standard.""' 

However, he went on to describe the differences that still existed between the US and 

Canadian approaches, which were mainly concerning the treatment of  gains and losses. 

The ASC had analysed comment letters on ED 27 and James Carty reported that rnost of 

the comments were in support of the ED, so there was not likely to be any changes to the 

ED. Nevertheless, the ASC was not going to issue a standard until the US project was 

finished; "...the ICAEW will await the outcome of the FASB foreign currency translation 

project before issuing a final 

Thus, the iASC, the CICA, and the ASC kept close watch of the FASB activities 

whi le working on their own standards, even to the extent o f  not issuing new standards 

until the outcome of the FASB's work on revising FAS 8 was known. Did these other 

groups await the outcome of FASB decisions to see if the US would align with their own 

standards or was it that they intended to align their standards to FAS 52 once the US 

settled on what they would do? Or was this an opportunity to try to influence the FASB 

to align the US interests with those of Canada or the UK or  the WSC? For what purpose 

did the FASB invite the other countries to participate on the task force in the first place? 

The FASB wished to be informed on developments in other countries but does this irnply 

an interest in harmonization? Although FAS 52 was more closely aligned with Canadian 

and UK standards, differences still existed. Was it really in the interests of standard- 

- -- - 
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setters to harmonize intemationally or merely to leam from the mistakes of  the FASB? 

Was it in the  interests of  standard-seîting bodies to harmonize accounting standards for 

the purposes of protecting investor interests? Was there pressure from capital markets to 

do something to ensure that investors would have access to information that was 

comparable so that markets could not be distinguished by the amount or quality of 

information disclosed by companies listing on their seçurities exchanges? Would the 

capital markets even want to eliminate the cornpetitive edge that different levels of 

information might offer to them? 

A closer look at the attitudes of the standard-setting bodies may reveal some 

answers. The FASB has not piayed a major role in efforts to harmonize accounting 

standards intemationally. The support of the FASB has been there but Don Kirk's 

conviction, while he was chairperson of the FASB from 1978 until 1987, was that the 

FASB was in a special position under the oversight o f  the SEC and therefore rnmt devote 

its resources exclusively to financial reporting for US companies within US borders, 

while at the same time cwperating with international bodies. Dennis Beresford, who 

succeeded Kirk in 1987, recognized increased pressures for international harmonization 

but would not commit the FASB to participate in the effort. 13' In reference to an 

appearance by a board member at an OECD conference in Paris, an executive of a large 

US corporation recalled that the board member stated that the FASB was very little 

influenced by or  very little inclined to expend resources in cooperating with the IASC 

Van Riper, ibid Van Riper is a former staff member of the FASB who served from 1973- 
1991. 



and were not concemed much by the development of  international standards. iJ6 

international hannonization was not a pnority for the FASB as it might have been for 

ot her standard-setting bodies. 

The ASC (then known as the ASSC) in the UK first began to  express an intent to 

cooperate with other standard-setîing bodies in developing foreign cunency standards in 

1979. After discussions held with the CICA and the FASB in 1979, the ASC decided to 

cooperate more closely *th both bodies. '" James Carty was very much in favour of 

hannonization: 

Significant developments are taking place in North America and ASC is also 
following the progress made in the review of the standards set in other wuntries 
in the hope that it may be possible to bring about a greater degree of 
harmonization between the standards produced by difierent national bodies than 
has been found possible in the pst. 

In December, as noted, James Cariy attended a public meeting of the FASB task force. 

At this time, the ASC was also monitoring the developments in Australia, where an ED 

had been released in June. By early 1980, afler a meeting of an ASC staff member with 

the CICA and the FASB, the ASC believed ihat the FASB was moving closer to the 

position of UKU9 A few months later (October, 1980), the ASC approved ED 27 for 
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publication. Things were beginning to look optimistically towards more harmony in 

foreign cutrency standards intemationally. In the preface of an earlier drafi o f  ED 27, the 

ASC stated, 

A number of meetings have k e n  held between members of ASC, the FASB and 
the Canadian Institute to exchange views on  developments in each country and to  
explore ways in which a degree of harmonisation wu ld  be achieved in the revised 
standards which will be published in each country. It is now clear that the ASC 
and the FASB have reached very similar conclusions as a result o f  the reviews of 
their own positions. 

In the interest of international hamonization, the ASC later decided in SSAP 20 to 

permit the average rate in translating profit and loss statements since FAS 52 requires the 

average rate."" Clearly, the UK body was interested in hamony  but, as will be indicated 

in the next section, the release of ED 27 r a i d  a number of issues by outside parties 

whic h may have hampered the resol ution of di fferences in foreign currency standards. A 

number of UK companies objected to FAS 52 which caused a delay in issuing SSAP 

20.'42 Also, not al1 interested parties were keen on hannonization in the UK, at least in 

the early days. Sir Ronald Leach, who was Chairperson if the ASSC, in his address to the 

AASC in 1974, referred to his belief that international standards will lay unnecessary 

burdens on local enterprises not involved intemationally and to  his concern over the 

speed with which the iASC was addressing some issues not yet addressed by the ASSC, 
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which results in the danger of international standards king issued before national 

standards. Id3 

The Canadian position had been to look to the LJK, the US, and the IASC for 

guidance in developing standards for foreign currency accounting. Prior to the release of 

the ED in 1977, the ClCA reviewed FAS 8 and ED 2 1 in preparation for finalizing the 

Recommendation.lM Many of the respondents to the 1977 ED, in disagreeing with the 

ED, stated that the CICA shouId delay any decisions concerning a final Recommendation 

until the US deliberations were finished and untif pronouncernents by the MSC and the 

ASC were final ized. "' In September 1978 the Accounting Research Committee (ARC) 

of the ClCA released Section 1650 but suspended it in February 1979 while the 

Committee studied the impact of 1650 and considered the international developrnents in 

foreign currency accounting, particularly in the US. As in the US, companies were 

objecting to the provisions of Section 1650. '& This attitude camed fonvard in 

developing the 1982 ED: 

ln the course of its deliberations, the ARC has monitored international 
developments and, although there are some differences, has attempted to 
harmonize its proposais with those of other standard setting bodies, particularly 

Minutes of AASC meeting, November 1 1. 1974. 
1 5 1  

Moore, ibid, 1977. 

Moore, ibid, 1 978. 

Letter by the Chairperson of the Accounting Research Committee to CICA Handbook 
subscribers, dated February 23, 1979, cited in Finuncid Reprting in Camda, Fourteenth 
Edition 198 1 (Toronto: CICA, 198 1 ). 





This concern was repeated in a letter from an executive of an Australian Company. '" 

Others, however, were more concerned with a speedy resolution to the problem and did 

not agree to wait on the developments of other standard-setting bodies. IS3 Meanwhile, 

the project coordinator for the foreign currency project in the AARF, in his comments on 

an [ASC exposure draft, mentioned: "Accounting for foreign currency translation is an 

area where it is particularly important to achieve international harmonisation of 

accounting standards." The comment letter described what differences there stili were 

between the current Australian ED and the MSC ED. ED 24, issued in 1983, was more 

in line with [AS 2 1, so a degree of harmonization was achieved. In developing AAS 20 

in 1 985 the ASB, as it was then called, and the Pub1 ic Sector Accounting Standards 

Board (PSASB) were keen on achieving harmonization with other countnes' standards. 

By that time, IAS 2 1, FAS 52, SSAP 20, and AR 1650 had been issued. In a letter to the 

AICA, the Chairpetsons of those two groups stated, "An important aspect of the 

Statement's development has been the desire of the Boards to have maximum 

compatibility with the approaches adopted internati~nally."~~~ The letter then pointed out 

the differences that exist in the treatment of gains and losses on monetary items, pointing 
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out the Australian and Canadian preferences for deferral and the US and UK preferences 

for immediate recognition. So while harmonization was an express4 desire, differences 

in standards continued to exist (although it might be difficult to mesure the significance 

of these differences). In 1987 the ASRB released Media Release 8711 wtiich asked for 

the AARF to resubmit AAS 20 and to change the provision for treatment of gains and 

losses to immediate recognition, the reasoning based on consideration of international 

standards, particularly those in the US and UK.'" Eventually AAS 20 was amended to 

prescribe immediate recognition. 

From the beginning, îhe iASC was urging harmonization. In a letter to the 

Chairperson of the Acwunting Research Foundation in Australia (as the AARF was 

cal led in 1 974), the Secretary of the iASC stated: 

1 think it would be unfortunate if the standards for translation issued by the iASC 
and by the individual accountancy bodies did not agree. Agreement may not be 
possible, but we should give it a chance. Once standards are issued, they resist 
change.. . .. Urge the Australian standard setting bodies to consult with their 
representatives on IASC and with other standard seîting Bodies with a view to 
giving agreement on this issue a chance. Is7 

These developments confirm that there was a desire on the part ofstandard- 

setting bodies in Australia, Canada, the UK, and to some extent in the US to hamonize 

standards among theses countries. But the cooperative efforts did not begin until the late 

1970's when FAS 8 came under much criticism, leading eventually towards more 

-- ~- - -  

156 

Accounting Standards Review Board Media Release 87/I, Apnl3, 1987. 

Letter from Paul Rosenfield to W. John Kenley, October, 24, 1974. In response to the 
letter, Mr. Kenley did not refer to the issue of agreement (Letter dated October 29, 1974). 



harrnony in the standards. Beginning in the late 19701s, the standard-setting bodies were 

heavily influenced by what the other standard-setting bodies were doing. The following 

section discusses the nature of the discourse on international harmonization- Its effects 

on the development of foreign currency accounting are not apparent when considering 

the major differences among the early pronouncements among the countries in this study. 

However, ultimately, a degree of consensus was achieved. What is of greater interest in 

this study is the development of harmonization for purposes of  facilitating international 

capital investment to the exclusion of other purposes for harmonization (e-g., monitoring 

the activities o f  MNCs by quasi-govemmental bodies such as the United Nations) and 

how that affected who would participate in and benefit fkom participating in the 

harmonization process. 

The Appeaf for ?iarmoni=afÏon o f A c c o ~ Ï n g  Standards 

During the 1960s and early 1 WOs, there was a movement towards harmonizing 

accounti ng techniques and standards worldwide. Several papers refer to an article 

published in The Journal of Accountancy, January, 1960, as the beginning of this 

effods8in which the author, Jacob Kraayenhof, then senior partner in Klynveld, 

Kraayenhof, & Co. of Amsterdam (now part of KPMG) and past president of the 

Examples of these papen include: Alvin R. Jennings, "International Standards of 
Accounting and Auditing", J o u m l  of Accountancy (September 1 962): 36-42; Alister K. 
Mason, "The Evolution of International Accounting Standardsw, in Frederick D. S. Choi, 
ed., Multina/iona/ Accoun/ing: A Reseurch Frarnework for the Eighries (Ann Arbor, 
Mich.: UMI Research Press, 198 1 ): 155-1 70; S. M. McKinnon and Paul Janell, "The 
International Accounting Standards Cornmittee: A Perfiorrnance Evaluation", Ï&e 
f n ~ e r w  &nul JO wnal of Accoun f ing Education und Research ( S  pring 1 984): 1 9-34. 



Netherlands tnstitute of Accountants, was addressing the AlCPA at their annual meeting 

in 1959. In his speech, Mr. Kraayenhof cites some accounting problems common to a 

number of industrialized countn-es such as deferred taxes, inflation, revaluation of assets, 

and depreciation, and points out that h i l e  individual corntries are unique in their 

accounting practices, countries do share a number of the same accounting issues to be 

resolved. He states, for example, "From what 1 have personalfy obsewed, 1 feel that it is 

di fticult to hold that this problem of changing prke levels has different consequences 

international ly than in the United States."'" He discusses the problems associated with 

adjusting financial statements for foreign companies selling their shares in the United 

States. 

... the present situation induces corporate management to give one group of 
shareholders or prospective shareholders a different picture fiom the one given to 
other groups of participants and interested parties. 1 am sure that we al1 agree that 
this is fundarnentally wrong and therefore unacceptable. '* 

He spoke at a time when no country (except for the United States) had established 

a "special standing cornmittee" for the development of a set of accounting rules or 

"generally accepted accounting pnnciples". In a few countries regdations had been 

issued but many acwunting problems were studied by ad hoc committees, whose 

findings may or may not result in recommendations by the accounting organizations. He 

states that interested parties "still feel the need of a series of  recommendations dealing 

I5'> 

Kraayenho f, ihid 
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lbid 



with other accounting problems". He mentions an attempt to improve financial reporting 

in the Netherlands in 1955, initiated by the employers' association, which established a 

cornmittee o f  executives and managers who made recommendations for the annual report 

including accounting principles. He illustrates that the accounting profession at  that 

time, not just in his own country but worldwide, lacked the initiative to create some 

uniformity in accounting standards. But his appeal for uniforrnity went beyond national 

accounting rules. 

it is reasonable, o f  course, that, when selecting one of the various alternatives 
offered by a set of rules, the choice in any given country is determined by other 
than purely economic factors; e.g., prevailing poli tical risks o r  geographical 
conditions. But the basic principles underlying the financial presentation in each 
case should be the same.16' 

The speech is an appeal for more uni formity and an established set o f  guidelines 

for financial reporting for each country. He emphasizes that the international flow of 

capital would be facilitated by uniformity in international accounting standards. This is 

an example of captation in the sense that he presents a reason for harmonization that is 

dificult to object to. He points out that this is especially crucial for investors buying 

shares in foreign companies and for foreign subsidianes reporting to the parent Company. 

Comparable financial data was especially important for facilitating the great nurnber o f  

mergers and amalgamations that were k i n g  formed in countries which were members of 

the Common Market. The Executive Committee o f  the Common Market was also 

concerned with comparability of financial data for regulation purposes. However, "The 



difficulty of  arriving at a reasonable comparability appears repeatedly, because in many 

cases the accounting principles do not correspond reasonably with each other and/or have 

not been applied consistently." 

Mr. Kraayenhof appeals to the needs of investors, companies listing on  foreign 

exchanges, foreign subsidiaries, merging companies, and regdatory bodies t o  support his 

plea for uni fortnity o f  accounting standards worldwide. He closed by appeal ing strongl y 

to the AICPA to take the initiative international ly in the area of accounting principles. 

His text is an example of discourse that involves persuading the profession and the 

general public of  the importance of providing investors with comparable information on 
# 

the b a i s  of furthering societal goals (facilitating the flow o f  capital across national 

borders). 

Similar appeals followed Mr. Kraayenhof s speech. The lack o f  formal standards 

for accounting practice in industrial countries and the opportunity this created for the 

accounting profession was ernphasized. Developments such as the expansion o f  

Amencan industry overseas and efforts to reduce trade barriers by the European 

Common Market were cited as motivations for accountants to help minimize the 

differences in accounting rules, regulations, principles, and practices: 

The attainment of  a general acceptance o f  over-al1 accounting postdates anc! 
standards and a single and fully comprehended meaning to  a certification o f  
financial statements will offer new challenges and greater opportunities for real 
professional service. The differences between bodies of accountanis and the 
varied interpretations o f  rules, reylations, principles and practices ought to be 
minimized as quickly as possible with an eventual goal o f  unifonnity in concepts. 
Business in every country in its quest for improvement, without regard to national 
boundarïes, will look to the accountant for advice and assistance in al1 matters of 



financial management. '62 

Keller suggests that the accountant's role can, and perhaps should, e.xtend beyond 

the role of rninimizing differences in accounting rules to include buiIding an 

understanding of  profit and profit measurement, influencing the formulation and 

administration of govemment policies especially regarding tax structures and tariffs, and 

fostering a hannoniration of wage rates and benefits throughout the world. 163 

That text contributes to the discourse on legitimizing the role of  the accounting 

profession as the experts on what accounting does or should do, so that the tas& of  

deterrnining accounting regdation would not fali into the hands of outside parties. This 

discourse was likely intended not only for the accounting profession, but also to any 

outside party concernai with the role that accountants serve in order to persuade those 

parties that accountants are indeed the best authority to establish and maintain d e s  for 

providing financial statements. In this way, any party interested in financial information 

would leave it up to the accountants to detemine what information is vital for social 

needs. 

Similarly, the tactic of stacking was used to establish the "fact" of  the necessity 

Robert F. Brandt, "One World in Accounting", The Journal of Accountuncy (July 1962): 
68-7 1 . Mr. Brandt was the Consultant to the Cornmittee on Foreign Affairs, U. S. House 
of Representatives, and former director of the Tokyo and Pans branches of the U. S. 
General Accounting Office. 

1. Wayne Keller, "The Accountant's Role in the Expanding International Economy", 
Management Accounting 48 (February 1967): 3-7. Mr. Keller was President and General 
Manager of International Operations, Armstrong Cork Company, and past President of 
the National Association of Accountants in the US. 



for harmonization of  accounting practice in comments made by George W. Ball, senior 

partner of Lehman Brothers and former US. undersecretary of  state: 

In an accounting-related sense, there are many developments that suggest the 
increasing significance of  transnational financial reporting: '... foreign holdings of 
US. stocks and bonds are almost 75 percent higher than previous govemment 
figures have indicated ... the value of  such holdings at the end of  1 974 was 
probably $80 billion to $85 billion instead of  the $48 billion estimated earlier this 
year by the Commerce Department. '" Figures released by the Commerce 
Department Iist the total book value of direct investments by foreigners in US .  
industries at almost $22 billion at the start of  this year. That is an increase of  
more than 200 percent since 1%0.165 At December 31, 1974, the New York 
Stock Exchange had 182 foreign securities listed: 34 foreign stocks and 148 
foreign govemment and private bonds (with a total market value of  
approximately â 15 billion). " 

The following is an example of fortification (from the same comments) in which 

the appeal for international accounting standards is justified on the basis of actions taken 

by various bodies to investigate the activities of MNCs: 

The Securities and Exchange Commission has quietly rejected on several counts 
an American Stock Exchange proposal to permit foreign corporations to be iisted 
on U.S. exchanges without first having to register wi-th the SEC. '67 The 
Department o f  State has recentl y establ ished an Advisory Cornmittee on 
Transnational Enterprises ... .The Cornmittee on ïnvestment and Multinational 
Enterprises o f  the Organization for Economic Cooperation and Development [is 
looking at] the adversary relationship that has arisen between multinational 
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enterprises and host countries. The lack of any recognized international 
accounting standards is contributing to the distrust that exis ts.... The Group of 
Eminent Persons [U.N.] has issued a report, 'The Impact of Multinational 
Corporations on the Development Process and on International Relations'. 
Accounting for these business enterprises becomes an integral part of many of the 
problems discussed. The issue of world standards of acwunting will not go 
away. '" 

These statements illustrate the type of arguments that were used to create the 

impetus for harmonization and establish the fact that international accounting standards 

were indeed necessary, thereby creating the interest in establishing the formation of 

standard-setting bodies such as the MSC. This discourse was directed toward j ustifjmg 

the establishment of these standards in achieving a social purpose, that is, the 

investigation of MNC activity. The discourse on preserving the legitimacy of the 

acwunting profession served to enhance the perceived interests of investors and 

creditors. This text is but one example ofstatements made that contributed to the overall 

enrollment of any and al1 parties that rnight support the efforts toward harmonization of 

accounting standards. in the end, the justification of investorkreditor interests served to 

discursively form the interest in international hamonization. 

IV. Conclusion 

This chapter examined the interest in international harmonization on the part of 

standard-setting M i e s  and concludes that, based on the actions of these bodies, 

Remarks of Harvey Kapnick at the Forty-fourth International Conference of the Financial 
Executives Institute, New Orleans, October 20, 1975, cited in Muelter and Watker, ibid 



harmonization was indeed a sought-afler goal. The dificulties in achieving complete 

harmony in the standards may be attributed to the power of certain MNCs to align the 

interests of the standard-setting bodies with their own. This was concluded on the basis 

of opportunities that existed for forming networks of alliance between the MNCs and the 

standard-setting bodies. This was accomplished by the strategic placement of key 

Company personnel, or former personnel, on working parties and task forces which 

served to align the interests of standard-setting bodies with those of the MNCs. Those 

companies which placed personnel on working parties on both sides of the Atlantic were 

the most successful in exerting their influence, despite the resistance by the standard- 

setting bodies themselves at times and by other MNCs. 

Not only were standard-setting bodies dealing with being enrolled in the interests 

of a few MNCs, they were stniggling with establishing or maintaining a sense of 

legitimacy as independent standard-setting bodies. In the case of Ausîralia, in addition to 

conflicts with MNCs, particularly mining wmpanies, conflict also arose between 

standard-setting groups, which resulted in one group enrolling the interests of the other 

group, who expressed later that they had the same interest al1 along! Both Australian and 

Canadian standard-setters were influenced by the actions taken by the FASB and the 

ASC and were, therefore, influenced indirectly by those standard-setting bodies and the 

MNCs involved in the processes. The standards that developed were the result of a 

cornplex web of strategy and alliance. 

The onedimensional view of power is evident in the interactions between and 

among MNCs and standard-setting M i e s  in the development of foreign currency 



accounting standards. Particular MNCs exhibited the power to exert their influence over 

the preferences of other MNCs as they sought to influence the deliberations over the 

specific provisions of the standards. Conflict among the MNCs as they strived to 

preserve their preferred methods and engage &ers to adopt or accept those methods is 

indicative of one entity getting another entity to do what they otherwise would not do, ie., 

give up a particular method of accounting translation method for the sake of another. 

The standard-setting process in the countries under study provided an arena for these 

MNCs to engage in these activities not only to get other MNCs to accept their preferred 

methods but also to persuade standard-setting bodies to align with their preferences as 

well. The results of the deliberation over the standards for foreign currency accounting 

indicate that those MNCs whose preferences for accounting methods and treatments 

were adopted by the standard-setting bodies were successfbl in exerting their power to 

infuence others. 

The different approaches initially adopted by standard-setting bodies may be 

attributed to the difference in the type of networks that developed in each country. The 

consensus that later developed rnay also be contributed to the shifiing and changing of 

networks involving key personnel of MNCs working on task forces. By the 

establishment of these networks and enrolling the support of the standard-setting bodies, 

the MNCs were able to stabilize the relations necessary for exercising their power. The 

resistance exhibited by the MNCs and other interested parties also contributed to the 

eventual outcornes in the provisions of the standards. 

These activities are seen in the context of discourse at the time conceming 



harmonization of accounting standards. In the three-dimensional view of paver, an 

entity shapes the desires of other entities so that their expressed preferences align with 

those of the first entity. The discourse on harmonization can be considered the 

instrument used to influence standard-setters, MNCs, and other interested parties to not 

merely develop foreign currency standards but also to harmonize these standards with 

other countries. The evidence would suggest that both the standard-setting bodies and 

the MNCs were influenced by this line of thinking. It could be argued that standard- 

setters might not wish to harmonize in order to preserve their autonomy and that MNCs 

would not wish for harmony so that they may continue to use their preferred methods. It 

is not entirely clear where the idea of harmonization originated, thus it is not entirely 

ciear who was trying to shape the wants and desires of standard-setters and MNCs to 

agree to hannonize. The question of who was behind the movement for harmonization is 

an  open question for further research. Nevertheless, the discourse on harmonization 

served as an impetus to harmonize foreign currency standards and inadvertently resulted 

in the preferences of a few MNCs to be adopted. Thus, one may say that accounting 

standards for foreign currency are the result of a fabrication process involving networks 

of alliances used to stabilize relations, the resistances to specific provisions that 

refabricated the standards, and the development of interests involving the harmonization 

of accounting rules. 



CHAPTER 5. CONCLUSION 

The collapse of the Bretton Woods agreement in 1973 had implications for many 

facets of international business. MNCs suddenty had to concem themselves with floating 

exchange rates which fluctuated wildly relative to the more stable fixed rate system. The 

implications for accounting standard-setters involved the developrnent of  guidelines for 

translation of balance sheet items and income statements and for treatment of translation 

and transaction gains and losses. The advent of the floating rate systern coincided with a 

movement to develop mandatory accounting standards (particularly in the US and the 

W), as opposed to mere recommendations which had been the pattern previous to the 

earty 1970s. As standard-setting bodies struggled to establish legitimacy for themselves 

as the organization with the most expertise in developing accounting standards, they 

were pressured to resol ve the foreign currency crisis. Standards for foreign currency 

accounting arose as a consequence of the dismantling of Bretton Woods, the 

globalization of business, and a push for harmonization of accounting d e s .  

These conditions set the stage for the debate on translation methods and 

treatments o f  foreign exchange differences. The choices made çoncerning these methods 

and treatments by the standard-setting bodies in the US, the UK, Australia, and Canada 

depended upon a number of factors. These wuntries shared a similar process for 

developing accounting standards in which constituents had ample opportunity to respond 

to releases of exposure drafls via comment letters and public hearings, a process not 

common amo-9 continental European or Asian countries. Furthemore, the standard- 



setting bodies in these countries were fairly independent of government influence, unlike 

other countries in Europe and Asia where govemment played a more direct role in 

developing accounting d e s  and procedures. 

Despi te the similarities of these countries, di fferent conditions arnong these 

countries at first glance may explain the choices made by standard-setting M i e s  in 

developing rnethods of translation and treatments of gains and losses. These factors 

include various current practices by MNCs that developed ways of coping with the 

floating rate system, accounting pnnciples originating within the standard-setting body 

i tsel for from academic circles, currency fluctuations and trends that could render one 

method more favourable than another, lobbying efforts by those entities with the most 

concern with this topic and favouring one method or another, and current and pending 

tax laws that affect the treatment for gains and losses. Although these factors are 

consistent with certain outcomes of the deliberations on foreign currency standards, a 

comparative historical analysis shows that they are not sufiticient to explain why certain 

choices were made by the standard-setting bodies and how consensus among these 

countries was achieved. 

This dissertation has analysed the social relations among standard-setting bodies 

and specific outside parties to account for the foreign currency standards that evolved. In 

doing so, this dissertation has probed more deeply into the more subtle, often overlooked, 

relationships arnong standard-setting bodies themselves as they struggled for 

hannonization, relationships that also affected the outcomes of the process of developing 

standards for foreign currency. The results of the investigation indicate that international 



harrnonization was very much a sought-after goal of standard-setting bodies but that was 

di ficult to achieve because of differences of rationales and rasons for vanous 

provisions of the standards. 

The theories on power presented in this dissertation make it easier to understand 

the process invotved in harmonizing foreign currency standards. Consistent with the 

one-dimensional view of power, conflict was evident among the standard-setting bodies 

and the MNCs that chose to participate in the process. This evidence con- with the 

facilitative view of power involving the use of authoritative decisions to tùrther 

collective goals, suggesting that power was not exercised as a capacity or an ability but 

as a relation. In this case the goal was the harmonization of foreign currency standards. 

However, the di fferent preferences for s p i  fic rnethods of translation and treatments of 

gains and losses were the basis for conflict. 

What ensued was a series of events involving networks of alliances between 

certain MNCs and standard-setting bodies. These events are consistent with the one- 

dimensional view of power in which an entity (or entities) iias the capacity to exercise 

paver over another. The MNCs established this capcity by the strategic placement of 

key personnel that were intrïcately involved in the establishment of the best methods and 

treatments to be adopted. These key personnel were seen as experts by the standard- 

setting bodies in the topic of foreign currency accounting. In some cases the help of 

these experts \vas soticited and in other cases it was the experts themselves that asked to 

serve in some capacity. The result was an infiltration of a particular approach to foreign 

currency accounting advwated mainly by one MNC, which had effectively convinced 



more than one standard-setting body to endorse its methods. In the interest of 

internat ional harmonization, the approac h was eventual l y adopted by these countries. 

The final outcornes, however, were not stnctly the preferences of the MNCs 

involved, but also the result of resistances exhibited by other parties, for exarnple the 

banks and the Department of Trade in the LTK, both which played a role in protesting and 

affecting certain provisions of the standards. This resistance was also part of the 

development of these standards because it refabricated the technology and delayed its 

outcorne. The process of fabricating accounting technologies involves not only covert 

conflict and power struggles between those classes in potver and those who are not even 

aware of their interests in the technology but also overt conflict among those in power. 

The process of developing foreign currency standards and reaching a level of 

harrnonizat ion re flects these stniggles. The dominant power in this process for foreign 

currency accounting was not MNCs in general, as opposed to other groups that might 

have had an interest in the subject, but certain MNCs with very specific situations that 

required, in the min& of the management of these MNCs, that only certain rnethods and 

treatments be acceptable. It is from these social and political relations that foreign 

currency accounting developed. 

Consistent with the onedimensional view of power, foreign currency standards 

came into k i n g  as the result of complex and strategic action involving networks of 

po wer for several diverse and sometimes explicable reasons. These standards also 

developed as a result of some inexplicable reasons. These include what was at stake for 

the  specific MNCs that were involved in the process. While this dissertation attempts to 



explain why Unilever, Royal Dutch Shell, DuPont, and ICI were involved and why they 

preferred their particular methods of accounting, this study does not explain why other 

MNCs were less involved in the process or not involved at all. The two dimensionaf view 

of power would suggest that their preferences or interests might have been excluded fiorn 

the decision-making process, making it difficuit to determine if other entities were in 

conflict with those whose influence was manifesteci. Furthemore, this research does not 

explain why the preferences did not coincide for the MNCs that were involved. Were 

they really not in favour of harmonization but rather only in their own interests? Could 

the MNCs even detennine whether or not harrnonization was in their interests? These 

unanswered questions are some of the limitations of this study and suggest the need for 

more in-depth case work on these MNCs to answer them. Another limitation of the study 

is not showing whether or not, or how, government might have controlled the agenda or 

created a bias or instilled an attitude of competition among international capital markets 

that would encourage differences and hamper harmonization for the sake of competition 

rather than promote a sense of hannony. 

The focal point of this dissertation was primarily an analysis of these relations 

between MNCs and the standard-setting bodies fiom a onedimensional view of power. 

From a twodimensional perspective, one could investigate why certain MNCs were 

involved in the process of developing these standards and not others. Were others not 

interested or were these MNCs considered experts by the standard-setting bodies, thus 

creating a forum for their preferences and not those of other MNCs to be considered in 

the debate? This dissertation implies that the MNCs involved may have wanted to exert 



their influence in the deliberation, but the case may be that they were chosen by the 

standard-sett ing cornmittees for speci fic reasons. 

An attempt was made to show how the discourse of harmonization affected the 

process of developing these standards. The threedimensional view suggests that this 

discourse prevented certain wants or interests to be considered because of the desire to 

harmonize. Effectively it appears that certain choices (i-e., certain methods and 

treamients) considered by standard-setting bodies were preempted in the spirit of 

harmonizing with other entities. Further research to investigate the threedimensional 

perspective could have k e n  conducted in such a way as to delve more deeply into the 

nature of standard-sett ing and invest igate, for example, the trend towards mandatory 

accounting standards and who or what was in favour or opposed to the enforcement or 

imposition of accounting rules on M N C s  and their foreign currency transactions. 

In the three dimensional view, A shapes B's wants. The challenge is to 

investigate who is A and who is B in the story of foreign currency accounting. Another 

challenge is identiQing the wants that were influenced and shaped Was it the desire to 

harmonize or was it the desire to set standards for foreign currency in the first place? 

WouId A be the regdatory agencies, such as the SEC, whose influence is felt by capital 

markets and where the cornpetitive environment is shaped by the enforcement of 

standards? 1s B the investors whose desire for unifonnity or harmony in foreign currency 

accounting was assumed or was it the case that the MNCs were socialized into accepting 

harmonization? Who else has a stake in the deliberations over accounting methods and 

treatments? These questions are not easily answered and require some exploratory work 



that was beyond the scope of this dissertation, but would provide some insight into the 

forces or influences that shape accounting developments. 

This research builds on Lukes and Gaventa, who seek to explain social processes 

of resolving issues and how outcornes of those processes develop. This study seeks to 

explain why different social entities prefer different solutions to a worldwide problem 

but then decide to stnve for a solution common to all. The development for foreign 

currency standards can be seen as an interaction of social entities acting on a technical 

subject white king influenced by the social discourse of the time, the harmonization of 

accounting standards. 
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APPENDIX 1. MILL'S METHODS 

From Theda Skocpol, "Emerging Agendas and Recurrent Strategies in Historicai 
Sociology", in Theda Skocpl, ed., Vis.ron und Method in Historiccrl Socioiogy 
(Cambridge: Cambridge University Press, 1984): 356-39 1. 

Mill's Methods: 

1 .  Method of Agreement 

Case 1 Case 2 Case n 

Overal l di fferences A D G 
B E H 
C F 1 

Crucial sirnilarity X X X 

Outcornes Y Y Y 

In this method, outcomes (Y) are al1 the same among the cases. A through 1 represent 
differing characteristics of the cases, each row depicting a certain characteristic (i.e., A, 
D, and G are one particular characteristic, B, E, and H are another, etc.). In this method, 
each case differs among these characteristics. The crucial similarity (X) is the one 
characteristic is which each case is similar, and hence may explain why the outcomes are 
the sarne. 

2. Method of Difference 

Case 1 Case 2 Case n 

Overall similarities A A A 
B B B 
C C C 

Crucial di fference X Z W 

Outcomes Y T S 

In this method, the outcomes (Y, T, and S) are different among the cases. Characteristics 
that are the same for each case are depicted by the three rows of overall similarities. 
Again, each row is a particular characteristic. The crucial differences (X, Z, and W) are 
the focal point of the study which may explain why the outcomes are different. 



APPENDIX IIA. EXCHANGE RATES, NATIONAL CURRENCIES AGAINST THE 
UNITED STATES DOLLAR (Repn'nted from OlXD Economic Outlook (June 1989)). 



APPENDIX IIB. EFFECTIVE EXCHANGE RATES, PERCENTAGE CHANGES 
FROM 1 ST QUARTER I W O  (Reprinted from OECD Economic Ouiluok (ûecember 

1 979)). 



APPENDIX IIC. EXCHANGE RATES OF MAJOR CURRENCIES AGAINST THE 
DOLLAR (Reprinted from Of-:TB Economic Outluok (June 1989)). 



APPENDIX II 1. INFLATION EFFECTS OF TRANSLATION METHODS 

From J-Kay and J.  King, 7'ùxing Currency /=luc/uu/ions? The T u  Treutmenf of b r e i g n  
I::rc/zange Guins und Losses (London: The Institute for Fiscal Studies, 1985): 

Suppose that a UK company buys a hotel in France at a cost of 100 million French francs 
(FF). The exchange rate at the time was 1 pound = FFIO. The UK company contributes 
5 million pounds as equity and borrows FF50 million locally (10Y0 interest rate). Net 
cash fiows amount to 20 percent of its current value each period. 

With no inflation in either the LTK or France, the income generated in each period is (in 
millions): 

Cash inflow FF 20 
less interest m3.I 
Profit FF 15 = 1.5 pounds (@ 1 pound=FFlO) 

With no inflation in the UK but a 10% inflation rate in France, and the UK interest rate 
remaining at 10% but the interest rate in France at SI%, the income generated in each 
period (again in millions): 

Cash inflow FF 22 
less interest [FF 10.5) 
Pro fit FF 1 1 -5 = 1 -05 pounds (@ 1 pound= FF 1 1 ) 

Assuming that purchasing power parity holds, the apparent decline in the income may be 
blamed on the distortions introduced into histoncal cost accounts in times of inflation. 
Under the temporal method in FAS 8, the hotel is translated at the end of the first period 
at the historical rate of 1 pound = FFIO. But the franc liability is translated at the closing 
rate of 1 pound = FFI 1, so its sterling value has fallen from 5 million pounds to 4.55 
mi I l  ion pounds. There is thus an exchange difference of 0.45 million pounds to be added 
to the reported profit of the company, bringing the total profit generated by the activities 
of the hotel to 1.5 million pounds. 
Under the current rate method, both the physical asset and the monetary liability are 
translated at 1 pound= FFI 1, so the parent company's net investment in the hotel appears 
to have declined from 5 million pounds to 4.55 million pounds. This "loss" is not, 
however, deducted from the 1.05 million pound profit already reported; instead it is 
taken to reserves. 
In this example, it is clear that the temporal method is correcting the "distorted franc 
profit and loss account of the hotel, bringing it into line with the "undistorted" UK parent 
accounts. The current rate method, by contrast, allows any distortions in the currency 
profit measures to be preserved. 



Whsn there is no inflation in France, but the inflation in the UK results in a depreciation 
of sterling such that 1 pound = FF9, translation o f  the hotel income staternent shows a 
sterling profit that has increased from 1.5 million pounds as in the no-inflation case to 
1.67 million pounds. 
TransIation under the temporal method results in a deduction of  a loss on the franc 
borrowïng of 0.56 million pounds, Ieaving a net profit of only 1.1 1 million pounds. 
The current rate method, on the other hand, takes an exchange gain of OS6 million 
pounds to reserves. 
In this case it may be seen that the Temporal method is tramferring to the hotel accounts 
a distortion arising in those of the UK parent from conditions of  inflation-namely, a 
failure to take credit for gains arising on liabilities that are fixed in sterling terms. 



APPENDIX IV. TAX EFFECTS OF TRANSLATION METHODS 

From Nancy L Abbott, "Translation of Long-Term Debt: The Book and Tax 
Consequences", Inrermrionul T u  Journul 5 (February 1979): 227-230. 

Example 1 : US dollar devaluation. 
Local Currency (LC) increases in value fiom LC 1 = $1 to LC 1 = $2. 

Tax method Financial Reporting 
LC=$1 (Current-noncurrent) method (Temporal) 

Current assets 400 
Fixed assets - 600 

IO00 

Current 1 iabilities 300 
Long-tenn debt 600 
Equity - 200 

tm 

Under both methods, current assets and current liabilities increase according to the 
change in exchange raie. Long-term debt is a monetary item that remains the same 
under the current-noncurrent method but increases under the temporal method. For tax 
purposes, the equity increased by $200, from $200 to $400. For financial reporting 
purposes, equity decreased by $400 from $200 to -S200. Thus, the $200 increase in 
equity is taxable under tax d e s .  Assuming a 46% tax rate, the tax liability is $92. Thus, 
the decl ine in the dollar or increase in foreign currency is disadvantageous because a 
book loss of $400 plus tax on the gain of $92 results in a net afler-tax Ioss of $492. 

Example 2: US dollar increases in value. 
Local Currency (LC) devalues from LC 1 = $1 to LC 1 = $S0. 

Tax rnethod Financial Reporting 
LC=$1 (Current-noncument) me thod (Temporal) 

Current assets 400 
Fixed assets - 600 

IO00 

Current liabilities 200 
Long-term debt 600 
Equiiy - 200 

1 O00 



For tax purposes, the equity account declines by O 100, from $200 to S 100, while for 
finançia! reporting purposes the equity account increases by $200, from S200 to $400. 
The net benefit is $246, $200 book gain plus $46 tax saving on the S IO0 loss, assuming a 
46% tax rate. 




