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ATS: ACCOUNTING TRAINING SYSTEM

Jaan Alver, Lehte Alver
Tallinn University of Technology

Abstract

The change from the command to the market economy in Estonia has inevitably
influenced the framework of accounting education. At universities, colleges,
vocational training schools and even secondary schools, there is a growing
awareness of the importance of accounting, auditing and finance. The goal of
accounting education and experience is to produce competent professional
accountants.

Eight educational organizations from seven countries of the European Union:
Austria, Germany, the United Kingdom, Denmark, Hungary, Finland and Estonia
are involved in creating of new web-based interactive multi-media learning tool -
the Accounting Training System (ATS). The present paper gives an overview of
the basic ideas and describes the content of ATS.

Key words: accounting training system, case study, teaching, testing.
Introduction

In today’s fast-paced, rapidly changing world, few careers offer as many advantages
and rewards as a career in accounting. These include a high level of job security,
competitive starting salaries, top income potential, and satisfaction from helping
others. The rapid development of a large number of small and medium-size
enterprises, joint ventures, the privatization of large state enterprises and the process
of globalization sets up new requirements for the professional qualification of
accountants and auditors as well as for accounting skills of other specialists and
managers involved in business administration. These requirements have a direct
impact on the substance and methods of accounting education.

Eight educational organizations from seven countries of the European Union:
Austria, Germany, the United Kingdom, Denmark, Hungary, Finland and Estonia
participate in creating the Accounting Training System (ATS). The project is
financed by the Leonardo foundation and the Estonian partner is the Accounting
Department of the Tallinn University of Technology. The project started on October
1, 2004 and will last for two years.
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1. Description of the Accounting Training System

The main target. The main target of the project is to provide multi-media tools
accessible via internet which can be used to strengthen and improve the knowledge
of accounting independent of place or time. One of the goals is the development and
introduction of a web-based interactive multi-media learning and testing system for
accounting that will support students and help instructors with administrative tasks.

The target groups. Students and adults up to tax consultants who want to continue
their education in the international business or are active in the field.

Training students. The testing system shall be as functional as the traditional
accounting software. Students can train on the basis of examples from real-life case
studies. Entries are compared with solutions and stored in a database. Every student
gets a report showing his/her skills and a mark is computed by a variable algorithm.
He/she can start the test in the exercise made again in which only the faulty
examples are presented to him/her.

Furthermore, there will be components, such as multiple choice, completion texts,
exercises for classification, etc.

Testing system. The testing system shall be as functional as traditional accounting
software. Students can practice using examples from real office case studies with
original vouchers. Their entries are compared to solutions and stored in a database.

Case studies. All partners will develop 3-4 case studies. Some cases are easy,
others are difficult. Case studies will include typical transactions from real life
situations. A collection of case studies with complete voucher copies from real life
situations will be developed and adapted for each participating country. The national
installations will be linked with one another so that the users will be able to access
any ATS of one country with another and solve the case studies there. Therefore the
qualifications of individual school types and regions should become more
transparent and comparable as far as accounting is concerned.

Reports. After the correct journalizing and posting of transactions the system will
automatically prepare (if necessary) all reports. There is also an opportunity to
receive more concrete information about certain items (for example about
customers’ debts, etc); and the users will be asked to do this. The inputs of the users
are checked and they receive feedback: about the correctness of the calculations and
interpretations.

Ratio trainer. After the reports are prepared, the users can exercise their ability to
calculate and/or interpret certain indicators (ratios), for example, the cash ratio, the
return on investment etc. The inputs will be checked and the users will receive a
feedback by means of the correct way to calculate and interpret these ratios.
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Accounting thesaurus. In the central database a special area will be created for the
accounting thesaurus which includes up to 4,000 accounting terms. It contains
important technical terms of the accountancy in the respective national language of
the participating countries with the corresponding translations. There is an English
equivalent provided for each term. The thesaurus does not only translate the words,
but provides definitions for 200 most important technical terms and shows the
respective differences to the IFRSs (International Financial Reporting Standards).
Furthermore, the translation is referred to the appropriate law places of the
respective country and is linked to existing instances and studying sequences in the
test system.

On addition to the special dictionary this database also contains the documentation
of the different layout of balance sheets, account frameworks, tax rates, limiting
values, etc.

The accountancy thesaurus shall make national differences very quickly traceable.
The database will also include also source documents and layouts of annual
accounts.

2. Case studies

A case study comprises an average of 50 typical connected transactions (business
cases) of a virtual or real enterprise (with original documents from the real world).
Every case study has a short title, a short description, logo and background
information. The business cases contain original documents and can be booked
similarly with accounting software. A user simply can either continue a case study
or can enter all the examples already booked faultily work again. The users receive
immediate feedback about their strengths and weaknesses. This can also be shown
by a mark.

Every case study will be developed in the national language as well as in English
and will be up loaded on the common platform. This applies also to original
vouchers and attachments.

Every partner takes the case studies of the other partners and transfers them into the
national system of accounting. After that all the case studies should exist in the
national language as well as in English. All case studies will be in line with the local
accounting requirements.

It is possible to use the cases for teaching, training and improving knowledge.
Furthermore, there will be multiple choice tests and educational organizations can
use these tests and cases instead of typical exams.

ATS includes two subsystems: an open system and a closed system. The open
system is publicly available: everybody can register on a public server and can use
the open system for a certain time (a year or half a year). He/she pays only a low fee
depending on the time and all features of ATS are available in that period. The
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students can practice and get also a feedback in form of a mark which, however, is
not further evaluated with that. The closed system runs on a server of an educational
institution. The data of the instructor and student will be entered by an administrator
or taken by an interface.

The tests can be managed by every instructor. There is an opportunity to change the
questions. The tests can then be carried out in the local area network of the
institution in a manner that the result can be considered in the real judgment. The
students have both opportunities. They can either practice freely like in the open
system or carry out a real test with their instructor.

The instructor must be able to analyze the results of the test in the class. He/she gets
a listing of the results of the test of all students with the starting and ending times,
the maximum and the reached points and the resulting mark. The average mark of
the test shall be computed and shown at the end of the listing.

The test shall be analyzed to see which questions the students had difficulties with.
For every question of the test the maximum points are displayed and in comparison
to this, average points reached by the students.

The instructors can choose from examples stored in an internet database from where
they can download tests and enter them into the testing system. It will be very easy
(within few minutes) to compile tests for different criteria in a database in the
internet and to import selected questions and problems into the instructor’s local test
system. After finishing the test the instructor gets the results immediately. They are
stored in a database and are available for numerous future analyses and evaluations.
It will be easy to analyze the questions to avoid shortcomings (for example, in
wording) in compiling future tests.

The tests can be corrected easily and the new results are stored automatically. After
correcting the points received or solution of a question the new results will be
received automatically. Approved tests can be transferred to the central database and
are at other instructors’ disposal there. The administrative work of the instructors
shall be reduced to a minimum. The security of the system will be high to avoid the
students’ access to the instructors’ data.

The examples (case studies) in the database will include the original documents of
concrete or virtual enterprises which will be available either as an image or in an
Excel format. The second variant has the advantage that an instructor can change the
values easily and develop new examples.

3. Expected results

The complete system will be developed so that it is usable in different countries.
Hopefully the users of the system will be all Estonian educational institutions where
accounting is taught. The case studies are also adapted to the respective specific
features of every single country. An increase in motivation and efficiency for
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students and fundamental relief of work for instructors who will have then more
time for individual support of students, is expected. And last but not least, the
comparison of accounting systems and collection of learning materials in the
internet will be provided.

Summary
ATS: ACCOUNTING TRAINING SYSTEM

Jaan Alver, Lehte Alver
Tallinn University of Technology

The development of a web-based interactive multimedia learning and testing system
for accounting and to help instructors with administrative tasks is of great value,
especially in conditions of a shortage of Estonian accounting literature. It is possible
to use the cases for teaching, training and improving knowledge. The users receive
immediate feedback about their strengths and weaknesses. Furthermore, there will
be multiple choice tests and the educational organizations can use these tests and
cases instead of typical exams.

The demand for such a system has been existent for a long time. Estonia is among
the most successful countries in the world in introducing IT and the internet.
Hopefully the users of the system will be students and instructors of all Estonian
educational institutions where accounting is taught.



Jaan Alver, Lehte Alver 13

ATS Overview: Products - Target Groups and Benefits

Target
groups/Products

Secondary
education (pupils of
ages 15-20)

Students

Adult education

Instructor

Business
enterprises,
employed
accountants and tax
consultants

self-

Testing system &
instances & vouchers

Highly beneficial.
Learning through real-
life situations,
interactive training
facilities and immediate
feedback. Methodology:
individual learning
(included at home).

Highly beneficial.
Learning through real-
life situations,
interactive training
facilities and immediate
feedback. Methodology:
video conferencing.

Highly beneficial.
Learning through real-
life situations,
interactive training
facilities and immediate
feedback. Methodology:
video conferencing. The
instances will be
subdivided according to
the lines of business.

Highly beneficial.
Individual support for
the students will be
possible.

Highly beneficial. Usage
for training and
retraining of employees
by examples from the
own line of business.

Benefits

Learning objects
“Just in time”

highly beneficial.
The learning objects
help to remove the
weaknesses which
are shown by the
testing system and be
called after the test
immediately.

Highly beneficial.
The learning objects
help to remove the
weaknesses which
are shown by the test
system and be called
after the test
immediately. The
main empha-sis is on
the usage of video
conferencing.

Highly benefit. The
learning objects are
different in the
processing and
representation of the
target groups
mentioned above.

Highly beneficial. A
lot of different case
studies from different
countries.

Medium benefit in
training and
retraining the
employees.

Accountancy
thesaurus

Small benefit.

Medium benefit for
international
business students.
High benefit for
accounting
students.

Very beneficial for
people who are
involved in the
international
business.

Very beneficial for
instructors whose
main emphasis is
international
business
(especially
accounting).

Very beneficial in
the inter-national
business activities
in the interpretation
of foreign business
reports.



DEVELOPMENT OF ACTIVITY OF MONETARY INTERMEDIATION
INSTITUTIONS IN LITHUANIA

Eugenija Buskeviciute
Vilnius University Kaunas Faculty of Humanities

Ceslovas Christauskas
Kaunas University of Technology

Kristina Sinkiniene
Vytautas Magnus University

There is activity of institutions of Lithuanian monetary intermediation system (MIS)
during 1990-2003 analysed, problematic relations of MIS formation and its losses
interpreted, development perspectives of research object foreseen. Interpreted
development problems of monetary intermediation (MI) can be assumptions seeking
to avoid useless decisions for state economy.

Keywords: system of financial intermediation, monetary intermediation system,
monetary intermediation institution, deposit bank.

Introduction

Experience of countries working under market conditions shows that state economic
situation and citizens” welfare mostly depends on release of financial assets from
savers to debtors, and efficiency of its usage. Experience of foreign countries shows
there are 3 ways (directly from saver to debtor, through financial markets and
through financial intermediators) to distribute funds to the required persons. Theory
and practice shows financial intermediators organize delivery of financial assets the
most efficient.

Relations of financial intermediation analysed scientists such as G.Smith, Mona
J.Garden and Dixie L.Mills; David S.Kidwell, Richard L.Peterson and David
W.Blackwell; A.V.Rutkauskas, L.SadZius and others.

Financial intermediation system (FIS) in Lithuania compare with developed foreign
countries is under formation, both development and intermediation relations are
often a problem. There was noted in the European Commission report of
macroeconomic evaluation of economic and finance sector of European Union
countries candidates, that Lithuanian finance sector (banks are dominant) provide
too less funds for enterprises and the whole economy growth, also insufficient
stimulation for foreign investments and also financial intermediation system should
be developed more intensive (Liukaityte, 2002; Linkaitis, 2002). There is monetary
intermediation dominates in latter system, which will be wide analysed in this work
Besides, due to limited extent of this article, it is difficult fully reveal variation
consistent and research results of such huge system as financial intermediation
Dynamic international processes, as rapid development of technologies faster
globalisation in financial markets affect processes in monetary intermediation
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system of any country and Lithuania also. There are too few surveys on these
processes and there is no systematic approach on them. Thus, periodical evaluation
of variations, their recognition and generalization in MI system of the state are
actual scientific problems. Since nowadays there are only separate fields of Ml and
separate members’ activity during chosen independent years of Lithuania analysed
(A.Maldeikiene, 1998; A.V.Rutkauskas, 1998; V.Terleckas, 1995; T.Staniulyte,
1999; L.SadZius, 2005 and others). Novelty of scientific and practical work
consists of systematic activity evaluation of all institutions of MIS during
independent years according to compulsory EUROSTAT (European Union
Statistical Office) classification in Lithuania.

Purpose of research - evaluate activity development, its problems and perspectives
of institutions of monetary intermediation system in Lithuania.

Object of research - activity of institutions of MIS.

Methods of research - systematic analysis of statistical literature, grouping,
comparison and generalization methods.

Financial intermediation system

Classification of financial intermediation (FI) services provided in Lithuania is
constituted according to EUROSTAT classification and presented in Figure 1. There
are banking services, lease most active developed in Lithuanian FIS, insurance
becomes more active but its speed is not sufficient and activity of NSE is developed
the slowest. The product of FI activity during 2002 in comparable prices of 2000
was only 2% of GDP and almost unchanged from 1996 (Statistical Yearbook of
Lithuania, 2003). There are also positive FIS variations noticed. 2003 compare with
1995 income of FIS increased 61%, and expenses - only 15%, activity became
profitable. Accumulated assets and ownership capital consisted accordingly 39,61
(81% consists Ml share, banks from them - 80,6%) and 3,88 milliard LTL (73%
consists MI share, banks from them - 72%), net profit margin (net profit/ income),
return on capital and assets was accordingly 16,3; 1,2 and 12% (Department of
Statistics of Lithuania, 1995; Statistics of financial enterprises, 2003). Due to
reasons declared earlier and new competition circumstances (Lithuania is a member
of EU) according to classification of FI services presented in Figure 1, further we
will analyse development of MI services under Lithuanian conditions.

Monetary intermediation

MI services in Lithuania provide the Bank of Lithuania, commercial (deposit) banks
and credit unions. Activity rate dynamics of institutions of monetary intermediation
system during 1992-2003 is presented in Table 1. According to Table 1, during
1992-2003 activity of institutions of MIS developed rapidly: income and expenses
increased about 4 times, assets and ownership capital more than eight and about six
times and net profit increased three times. But profitability rates due to rapid
increased income, assets and ownership capital decreased about 7, 13 and 2 cents per
litas.
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1. Monetary intermediation

=% Central banking.

= Deposit bank activity.
Trunions.

E) System of financial
intermediation

3. Insurance
Insurance (without state social
insurance).
Accumulation of nension funds

Figure 1. Lithuanian financial intermediation system (Classification of economic
activities, 1999).

2003 compare with 1996 activity rates of analysed institutions of the system
changed slower and in various directions: income, assets and ownership capital
increased, but expenses decreased, activity became profitable. During 2000-2003
activity of institutions became more efficient, since income decreased about 4%, but
expenses decreased even 18%, and profit increased 2 times. Institutions became
more solid, since their assets and capital increased constantly. Activity result
variations of different institutions, which we will analyse, further had an impact on
changes of MIS activity mentioned earlier.

Table 1. Activity rates dynamics of institutions of monetary intermediation system
during years 1992, 1996, 2000 and 2003 (The Bank of Lithuania, Department of
Statistics of Lithuania, 1994; 1996; Statistics of financial enterprises, 2003)

Rates 1992 1996 2000 2003 2003 compare with
1992, 1996, 2000,
times % %
1. Income, LTL 397,5 1249,6 1595,9 1536,3 3,9 122,9 96,3
million
2. Expenses, LTL 273,3 1576,8 1418,9 1168,7 4,3 74,1 82,4
million
3. Net profit (loss), 124,2 -335,4 178,9 367,7 3,0 - 2,1*
LTL million
4. Assets, LTL million 3703,8 117743 19771,7 319249 8,6 2,7* 161,5
5. Ownership capital, 485,7 2224.,6 1882,1 28243 5,8 126,9 150,0
LTL million
6. Net profit (loss) 31,2 -26,8 11,2 23,9 R R _
margin, %
7. Return on capital, % 25,6 -15,1 9,5 13,0 - _
8. Return on assets, % 3,4 -2,8 0,9 1,2 _ - -

*times

The Bank of Lithuania (BL). Central bank activity sphere, rights, relations with
government differ in different states, however the most important function of all of
them - a broad money and interest rate control - is the same (Mayer T 1995)
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Besides, central banks supervise financial institutions and financial markets,
implement open market operations.

With Lithuania independence in 1990 it was established the national BL, which
continued activity of the BL (established in 1922) under new conditions and it was
started the formation of financial intermediation system in Lithuania.

There is noted in the law on the BL the primary objective of the bank is to maintain
price stability. The latter objective of the BL is maintained using measures of
monetary policy, which contains 4 stages: 1. From temporary money talonas till litas
adoption (October 18, 1992 - June 24lh 1993). 2. From litas adoption till the law of
the credibility of the litas coming into force - currency board model (June 25Ih, 1993
-March 31st, 1994). 3. From the law of the credibility of the litas coming into force
till determination of base currency and litas exchange rate (April 1st, 1994-February
1, 2002). 4. Euro is determined (EUR) as a base currency from February 2nd, 2002,
and its exchange rate with litas was determined according to euro and dollar
exchange rate in currency market on February 1st, 2002 (1LTL=3,4528LTL/UER).
Euro is considering to be adopted in Lithuania in the beginning of 2007, but it is
required to fulfil Mastricht criteria (average annual inflation, public sector deficit,
state debt, long term interest rate and national currency stability regarding euro).

1994 1995 1996 1997 1998 1999
-Required reserves, LTL million
-Required reserves in foreign currency, LTL million
-Loans to commercial banks, LTL million
- International reserves, LTL million*

ASecondary Y -axis (on the right side) is valid only for international reserves

Loans to commercial 270 292 157 168 141 70 52 30 24 15 16 10

banks, LTL million
International reserves, 406 1608 2349 3276 3337 4251 5840 4968 5435 6677 7990 9528

LTL million*
Figure 2. Dynamics of required reserves during the end of 1992-2003 (The Bank of

Lithuania, 2004).

One of the first monetary measures stabilizing liquidity of banking system was
requirement for commercial banks to compose required reserves, which rates in litas
and foreign currency, except long-term time deposits, fluctuated from 6,10 till 12%.
But adjusting requirements to the EU from October 13lh, 2000 it was decreased till
8% (Figure 2) and it is promised to decrease till 4% (there is interest rate of 2%
valid in Euro zone) and even to pay interests.



18 DEVELOPMENT OF ACTIVITY OF MONETARY.

As Figure 2 reports loans delivered to state banking system by the BL decreased 27
times. This reports banks’ strengthening, sufficient liquidity, and security of
Lithuanian banking system. Official reserves of the BL, 2003 compare with 1992
increased more than 23 times due to their management improvement, and successful
investment into securities (10-77%) and interests received. However, it is necessary
for the BL to become more independent (comparison analysis reported, that
independence level is lower than any other Central Europe candidate state (Kelias {

pinign s*jung”, 1999).

World banks and Lithuanian also are concerned for decision of Basel Committee on
Banking Supervision to change structure of capital provisions from 2005. It is
supposed to evaluate not only credit and market price risk, but also operating risk.
Since this new standard is trying to protect banks from adverse markets, other risks
and also problem loans (Cem Karacadag, 2000), introduction of broader and deeper
information will be adverse novelty for Lithuanian enterprises.

Activity of commercial (deposit) banks. Under competition conditions banks

select and navigate state economy resources to efficient and perspective business

field, which assure economy growth. Development of commercial banks in

Lithuania can be divided into three stages:

1. 1990-1993 -period of commercial banks creation. After the Bank of Lithuania
started its activity and the Law on commercial (join stock) banks on July 2nd,
1992 was admitted legal and organizational terms were set to form classical
double level banking system (Central bank and commercial banks). In the end
of 1990 there were 12 commercial banks, in the end of 1991 - 16 banks, in the
end of 1992 and 1993 - 25 commercial banks in Lithuania. Most of them
started their activity with not high-authorised capital, most loans were short
term (consisted 80% of all loans in 1990) and commercial banks were not
effective participators of credit relations. Uprising of commercial banks shifted
economic relations of state banking: there was competition in financial market
developing (especially in short term loans delivery) and banking system
became less monopolized.

2. 1994-1995 - bank crisis period. During this period requirements for banks were
restricted, their control increased, bank activity became not profitable, a lot of
banks bankrupted. According to resolution of the board of the Bank of
Lithuania until the end of 1993 commercial banks had to increase join stock
capita] till 5 million LTL. In the beginning of 1994 only 13 commercial banks
were accumulated required capital amount and obtained the right to perform
international foreign investment operations. There were 30 banks registered,
including BL in Lithuania, in 1994 and in the end of 1995 - only 11 banks
(Lietuvos informacijos institutas, 1996). Therefore there were only larger and
more solid banks remained under competition conditions.

3. 1996- till nowadays - period of bank activity stabilisation, strengthening and
development. There were 10 banks possessing 117 branches, 3 foreign bank
branches and 3 foreign bank representative offices in the beginning of 2004
From 1996 foreign banks became more active. In the beginning of 1996
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foreigners possessed 16% capital of acting banks, then in 2004 01 01 already
89%. It is noted, Scandinavian states capital is dominating in Lithuanian
banking system (Statistics of financial enterprises, 2003; www.lbank.lt).

Main problems of the formation of Lithuanian deposit banking system are as
following: 1. Problem loans portfolio; 2. Insufficient bankers’ qualification,
unhonesty; 3. Distrust in banks; 4. Not profitability of banks activity: decreasing
interest margin, increasing operational expenses, special provisions.

Problem loans portfolio started to form rapidly in 1993 and in the end of the year
contained 15,4% of banking system loans portfolio, i.e. increased 10,7 point. This
shows bankers’ disability sufficiently evaluate debtors’ ability to pay and their
reliability, dishonesty and misuse of status, weakness of legal basis, inefficient
banking activity control. The BL only in the middle of 1994 approved loan grouping
rules and necessary special provisions. There is anticipated to divide loans into 5
groups (standard, possible risk, increased risk, uncertain and not profitable) in the
rules. Provisions are calculated for the last three loan groups (recently there are four
groups). In 1996 problem loans consisted 36,2% of all banking system expenses and
about 15% of all loans provided and was an interruption to form stable and reliable
banking system.

Main reasons of not profitability of deposit banking system (Figure 3) are evaluation
of special provisions, high operation expenses (Table 2) and decreasing interest
margin. As Figure 3 reports there is every litas used in asset operations “earned”
only losses in Lithuanian banking sector during 1994-1997.

600

-400 - -3247-335,4

Figure 3. Net profit (loss) of Lithuanian deposit banking system during 1991-2003
(The Bank of Lithuania, Department of Statistics of Lithuania, 1994-1995,
1997,2004; www.lbank.10, LTL million.

It is noted, despite annually rapidly decreasing interest margin from 1995, increased
competition, increased bank capital and assets, both absolute and comparative
profitability rates are high. Banking system return on assets and capital, also net
profit margin rates were respectively 11; 11,1 and 18,5% in 2004 01 01. This was
influenced by increasing scale economy and increasing share of assets earning
interests in total assets.
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Table 2. Structure of income and expenses of Lithuanian deposit banking system
during 1992-2003 (The Bank of Lithuania, Department of Statistics of Lithuania,
1994-1995,1997,2000; http://www.Ibank.lt), %

\Rates ° 3 2 @ T <
E g8 5 g2 g2
2 4f % . SE g3
- — = w — e @ ™ =
Y ears - - £ o~ rg . N =Y
1992 100 47,6 100 29,9 16.71
1993 100 53,8 100 24.7 75.31
1994 100 79,9 100 448 16,8 27,0
1995 100 75,9 100 354 26,9 28,4
1996 100 64,6 100 19,0 30.5 36,2
1997 100 61,0 100 232 42.2 21,0
1998 100 61,7 100 28.0 44.5 5,6
1999 100 73.6 100 31,1 37,9 121
2000 100 70,2 100 34.8 36,2 9,2
2001 100 66,3 100 30,1 375 9,4
2002 100 58,7 100 23.6 455 73
2003 100 58,7 100 23,2 53,9 6,6

1Administration costs

From 1994 banking system profit also decreased due to special provisions, w'hich
were discarded to not profitable loans (not withdrawing request right) and then
quality of loan portfolio of all system increased. This show's decreasing provision
costs (Table 2) and the fact they consisted only 0.56% in loans portfolio in
2004 0101 and long term loans about 77% (2003). Although recent years
Lithuanian banking activity is profitable, net profit is lower due to decreasing
interest margin with some fluctuations (from 1995 there is a constant decrease).

Improving citizens’ economic status, favourable loan conditions, privileges of the
law of tax on income of individuals from 2003, psychological changes regarding
loans influenced rapid loan growth for citizens (in 2004 77% of all loans were
mortgage loans). However, amount of mortgage loans compare to other countries is
very low (about 6% of GDP), while mortgage loans contain 11% of GDP in Latvia,
15% in Estonia, this relation fluctuate between 10 and 60% in EU (www.lbank.It).

2004 01 01 capital adequacy rate of the whole banking system was 13,25% while
nominal rate is 8% from September 2004. It shows bank solidity and ability to
depreciate losses. Liquidity nominal rate restricting bank risk is 12,4% (min rate is
42,4-30) (www.lbank.It). However, state banking system impact on economic
growth is not sufficient compare with other EU countries, where bank loans consist
about 85% of GDP (32% in Poland, 40% in Estonia), and only 13-14% in Lithuania-
money not in the banks consist respectively 8 and 60% of GDP (Milijardo baubas'
2002). European Commission notices European Union candidate (already member)
banks perform intermediation function not sufficiently in economy and does not
stimulate state development. Not even drawing abroad capital, Lithuanian banks are
relatively small and give a few loans (M. Linkaitis, 2002).
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Various authors note banks provide about 200 sorts of services in foreign developed
countries. According to I. O. Spicin and J. O. Spicin classification (1993) there are
services that are unpopular in Lithuanian banks yet as middle term loans, bills of
exchange, forfeiting and others. This is influenced by economic situation, residents’
treasury status, insufficient legal base, bank inactivity in some cases, and shortage of
initiative. Thus, Lithuanian banks have a wide spread for development.

Credit Unions (CU). There was law on CU admitted on February 21st, 1995, when
Canada International Development Agency both with Canadian Lithuanians
analysed and evaluated positively micro crediting possibilities in Lithuania. When
the law was admitted, there was a fast development of CU activity in small banking.
There were 11 CU and they unified 806 members in 1996, and there were 57 CU,
unifying 32 thousand members on January 1st, 2004. Ownership capital of CU
increased about 26 times, assets - 47 times during 7 years and consisted respectively
20,7 and 154,9 million litas on January 1st, 2004. Increasing amount of members and
capital increased deposits and loans. 2003 compare with 2000 deposits and loans
increased respectively 12 and 11 times (Department of Statistics of Lithuania, 2001,
2003). Loans for business development are about 80% of all CU loans and consist
about 70% of all assets. During the analysed period almost all CU followed risk-
restricting nominal rates of CU activity assigned by the Bank of Lithuania. Still
faster growing income, assets and ownership capital of CU system decreased net
profit margin, return on capital and assets respectively 9,8; 3,8 and 1,3 points 2003
compare with 1997.

Conclusions

1 Lithuanian monetary intermediation (MI) system compare with developed
foreign countries is just under formation and its role in state economy is small
(create about 2% of GDP), however there are also positive changes that mean
activity became profitable. Net profit margin, return on assets and capital was
respectively about 16,3; 1,2 and 12% in 2003.

2. There are services of Ml institutions and especially bank services (consist about
81% and 72% of all assets and ownership capital of MI system) most active
developed in Lithuanian MI system. During 1992-2004 income and expenses
increased 4 times, assets and ownership capital more than 8 and about 6 times,
and net profit increased 3 times. Due to fast growing income, assets and
ownership capital profitability rates decreased respectively about 7, 13 and 2
cents per litas.

3. Lithuanian banks do not carry out FI functions in the economy and does not
support state development (not solid, not sufficiently crediting state subjects,
especially small enterprises, its activity is narrow diversified).

4. MI system institutions searching for activity development and efficiency, and a
higher impact on state economy should do the following:

4.1. The Bank of Lithuania should become more independent and execute
monetary and not fiscal policy, permanently seek for price stability, and
especially after adoption of the euro.
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4.2. Regarding foreign practice and demand develop various bank services
more active (to give more various time and interest rate loans, deve op
bills of exchange, trust and other operations).

4.3. For deposit banks and credit unions to use income earned more
economically and manage costs more effective. To decrease expense rate
until justifiable rate (30%).

4.4. Seeking for activity transparency of MI institutions and society education
to publish audited reports in popular Lithuanian daily newspapers, also
presenting objective analytical comments of independent experts.
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DEVELOPMENT OF ACTIVITY OF MONETARY INTERMEDIATION
INSTITUTIONS IN LITHUANIA
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Kristina Sinkiiniene
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The role of financial intermediation system to Lithuanian economy is not so big - it
creates only 2% of GDP. Bank services are the most developed in the analysed
system (contains up to 80% and 72% asset and ownership capital of all MI system).
Due to a novelty of activity and insufficient practice there are not performed various
operations of financial intermediation (there are credit operations dominating in
income structure) or there is not sufficiently developed technology of different
operations, activity is narrow diversified, institutions compare with appropriate
abroad institutions are not solid, high expenses rate of financial institutions,
insufficient clarity of activity.
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REAL ESTATE VALUATION FOR ACCOUNTING PURPOSES IN
ESTONIA

Veronika llsjan
Tallinn University of Technology

Kaia Kask
University of Tartu

1. Introduction

During the past few years there have been carried out many changes in financial
reporting rules in EU countries. One significant change from the real estate point of
view has taken place in balance sheet, where Investment Property account is
switched to the asset side of the balance sheet, separate from the Property, Plant and
Equipment. Since 2005, all companies in EU countries listed in the stock market
have the obligation to apply International Accounting Standards/International
Financial Reporting Standards (IAS/IFRS) in their everyday practice. In Estonia,
companies not listed in the stock market have the opportunity to choose whether to
apply IAS/IFRS or national accounting standards since 01.01.2003.

As national accounting standards in Estonia (Estonian GAAP) allow companies to
choose between reporting the property either in cost (book) value or in fair (market)
value in their balance sheet, the real estate valuation problem and market value
estimation for financial reporting purposes comes along. Although most of the
companies in Estonia are private entities and do not have the obligation to apply the
IAS/IFRS, they are still connected with these international standards through the
Estonian GAAP, which are based on IAS/IFRS and are compulsory to be applied by
all Estonian companies. Choosing the way to report their property in fair value, they
automatically connect themselves with International Valuation Standards (I1VS),
which are also closely connected with IAS/IFRS. It should be mentioned that in
2005 the first parts of Estonian national property valuation standards (EVS 875)
were issued, which follow rather strictly the rules of international valuation
standards (both IVS and EVS) and links them with national legislation.

The aim of the paper is to explore the practical problems in implementing the
income approach in valuation of commercial real estate for financial reporting
purposes in Estonia. Therefore, our research is narrowed (limited) only to income
approach applied to commercial real estate valuation for accounting purposes.

To achieve the aim of the paper, the authors have set up the following research
tasks:

1) to describe the need for valuation for accounting purposes from companies’
side;
2) to define the investment property;

3) to identify all possible basis of value in valuation for accounting purposes ie
the meaning of fair value;
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4) to conduct a comprehensive questionnaire among certified general appraisers
(GA) to investigate the implementation of income approach in valuation of
commercial real estate for financial reporting purposes in their every-day
practice;

5) to provide a synthesis of research results and draw conclusions from empirical
investigation.

2. Specific valuation issues for accounting purposes
2.1. Need for real estate valuation

The cases, when the company needs real estate valuation for financial reporting
purposes, can be quite different. The real estate asset owned by a company can be
reported either on:

1) property, plant and equipment (in case of owner-occupied real estate),
according to IAS 16 - Property, Plant and Equipment, or

2) investment property (in case of non owner-occupied real estate, held mainly to
earn rental income or for capital appreciation or both) account in the asset side of the
balance sheet, according to IAS 40 - Investment Property.

In some certain cases the real estate assets could be reported according to IAS 2 -
Inventories (properties held for sale) or according to IAS 17 - Leases (leased
properties). Two latter cases are rather rare and therefore excluded from further
discussion. The ways of reporting the property in balance sheet can be described by
the following table 1

Table 1. The ways of reporting property in balance sheet according to IAS/IFRS and
Estonian GAAP.

Asset

IAS/IFRS Estonian GAAP
account

Property, Company chooses to report between two

Plant and methods:

Equipment a) Cost value method - cost (book) value, Cost value method - book
which is depreciated periodically (does not value, which is depreciated
assume revaluation). There is the onetime periodically (does not assume
possibility to revalue asset to fair value, if revaluation).
needed.

b) Fair value method - fair value, regular

revaluations, and depreciation periodically.
Investment Company chooses to report between two Company chooses to report
Property methods: between two methods:

a) Cost value method - cost (book) value,
which is depreciated periodically (does not
assume revaluation). There is the onetime
possibility to revalue asset to fair value, if
needed.

b) Fair value method - continual reporting
at fair value, regular revaluations, no
depreciation.

a) Cost value method - cost
(book) value, which is
depreciated periodically (does
not assume revaluation).

b) Fair value method -
continual reporting at fair
value, regular revaluations, no
depreciation.



26  REAL ESTATE VALUATION FOR ACCOUNTING PURPOSES IN ESTONIA

The rules of national standard are much more important in Estonian local context

because only few entities are following IAS/IFRS (according to an expert opinion of

PriceWaterhouseCoopers auditors only 100 enterprises out of about 20 000, i.e.

0,5%). But as table 1 show', there is only a slight difference in IAS/IFRS and

Estonian GAAP. National standard is a simplified version of international

regulation. Two principal differences from IAS/IFRS are:

. Estonian GAAP allows choosing Fair value method with regular revaluation for
investment properties only.

. Onetime revaluation for properties by cost value method is not allowed as a
rule. But revaluation is possible in transitional period until 2005.

Thus, the classification into investment property and fair value are issues that are
interesting from valuation point of view’.

2.2. Classification into investment property

According to International Accounting Standards, the investment property is
property (land or a building or part of a building or both) held (by the owner or by
the lessee under a finance lease) to earn rentals or for capital appreciation or both.
(IAS 40.5) Investment properties have the distinguishing feature that they earn cash
flows largely independently of an enterprise’s other assets, whereas owner-occupied
properties earn revenues in combination with other assets normally in the production
or supply process.

Examples of investment property (IAS 40.8) are:

. Land held for long-term capital appreciation,

. Land held for undecided future use,

. Building leased out under an operating lease.

¢ Vacant building held to be leased out under an operating lease.

Investment properties do have characteristic features from both owner-occupied
property (IAS 16. Property, Plant and Equipment) and financial investments. If a
property is partly ow'ner-occupied and partly let out as an investment property, the
portions should be treated separately if they can be sold separately, if not it is treated
under IAS 16 rules, unless only an insignificant portion is owner occupied. In some
cases enterprises may have to use judgment to determine whether a property
qualifies as an investment property. (Scott, 2001)

Investment properties that are under construction or development are treated under
IAS 16, Property, Plant and Equipment, until they are completed. IAS 40 permits
enterprises to choose between a fair value model and a cost model. One method
must be applied to all of an entity’s investment property. Change is permitted only if
this results in a more appropriate presentation. IAS 40 notes that this is highly
unlikely for a change from a fair value model to a cost model,
(http: wvvw.iasplus.eom. standard ias40.htm).
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The rules for classification are rather clear for typical cases, but classification of
properties partly used by the owner itself is not so clear: the property should be
classified either into Property, Plant and Equipment, or into Investment Property, or
divided between these two classes. The first question arises, what does ,,can be sold
separately” mean? According to Estonian laws even a single room could be sold in
the market whether as separate unit or as share of the property. Another question is,
how significant is ,,insignificant”? Is it 5, 25, 45 etc per cent?

2.3. Fair value

According to IAS 40 the Fair value is the amount for which an asset could be
exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s
length transaction. The fair value of land and buildings is usually its market value.
This value is determined by appraisal normally undertaken by professionally
qualified valuers.

IVS 1 specifies the term Market value as the estimated amount for which a property
should exchange on the date of valuation between a willing buyer and willing seller
in an arm’s length transaction after proper marketing wherein the parties had each
acted knowledgeably, prudently, and without compulsion.

The Market value will be estimated regarding the “highest and best use” (HABU)
only. Since year 2000 (IVS 2000) the concept of market value for the existing use
(MVEU) as an exception for financial reporting is void.

IAS requires that an investment property’s fair value should reflect the actual market
state and circumstances at the balance sheet date (IAS 40.31). Fair value should be
estimated as the present value of future cash flows to be generated from the
property, where there is no active market. Cash flows should be based on existing
lease and other contracts and by external evidence of market rents for similar
properties (IAS 40.40). Cash flow estimates should consider the property in its
current condition and should not include future expenditure or associated inflows
(1AS 40.45).

Here, the authors consider that the regulation of IAS about using data is not clear
enough and may easily lead to the estimation of Value in Use instead of market
value. Value in Use is the value a specific property has for a specific use to a
specific user and is, therefore, non-market related. This value type focuses on the
value that specific property contributes to the entity of which it is a part, without
regard to the property’s highest and best use or the monetary amount that might be
realized upon its sale. (IVS 2, 3.1).

Thus, for proper valuation result following rules of 1VS is necessary, probably even
more exact regulation is needed in practice. The problem is whether to use in cash
flow calculations contractual data or market data? Using contractual data leads to the
value in use, using market data leads to the market value. However, estimating
market value requires analysing contractual data and comparison to market situation.
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What is the level of difference where appraiser should reject contractual ata.
Further, when appraiser leaves contractual data and will choose market data (in case
on unfavourable contracts) then what is the real meaning of estimated market value
when in a real market the object could be sold only with lease contracts? How
profoundly should an appraiser analyse the possibilities to change or to quit (current)
lease contracts?

When there is no evidence of market value because of the specialized nature of the
fixed assets and because they are rarely sold except as part of continuing business,
they are valued at their depreciated replacement cost (DCR) (IAS 16). Speaking
about investment property, the fair value is simply market value. But, from property,
plant and equipment point of view, it can be different from market value.

3.  Research method

The authors of the paper gathered empirical evidence to investigate how the real
estate appraisers apply the valuation techniques in their everyday valuation process
and what are the main problems in doing it. The survey sample contains the list of
all general appraisers (GA) in Estonia, who owned the valid appraiser certification
within the year 2004. A comprehensive questionnaire with both closed-end and
open-end questions was sent out by e-mail in April 2005 to 40 general appraisers in
Estonia. Before sending out, the authors tested the questionnaire on two valuers
taken out from the survey sample. Also, the valuers had unlimited time for filling the
questionnaire.

The analysis made about the sample (llsjan, 2003) show that the educational
background of the GA valuers is the following - ‘A has the higher degree in
economics, % in construction, Y4 in real estate related areas (like land and forest
surveying, geography, architecture) and KA in other technical professions or in
humanities. Further, about 60% of the GA appraisers have got their higher degree in
1990s, 15% in 1980s, 15% in 2000s and other 10% before 1980s. The gender
analysis shows that only 10% of the GA appraisers in Estonia are women, and 90%
of the representatives of the general appraiser profession are men.

All questions in the questionnaire were divided into three parts. The first part
contained general questions about the background of the appraiser. The questions
like, what was the time of acquiring the general appraiser certificate and how many
valuation reports have you signed during the year 2004 (valuations for accounting
purposes included) where asked in that part of the questionnaire.

The second part of the questionnaire consisted general questions about the valuation
process of commercial property for financial reporting purposes. Here, the valuers
were asked to assess themselves and their competence in various valuation aspects
and knowledge in various documents regulating valuation process, like IAS/IFRS
IVS, EVS and EVS 875. Also, the questions about the relationship between valuer

and the subscriber of the valuation work where asked in that part of the question-
naire.
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The third part of the questionnaire described one hypothetical valuation case about
the appraisal of fair value of the commercial real estate object. The description of the
real estate object in the valuation case was formulated quite shortly to give only the
general picture about the situation. The valuers were asked how they would behave
assuming that they have got the order of the valuation of the similar kind of object
described in the case. All the following questions in this part were set up on this
assumption.

4, Research results

The response rate to the send out questionnaire was 40%. Although the number of
responded appraisers was small (16 out of 40), they represent all major real estate
companies in Estonia, i.e. BalticPropertyExpert, ArcoVara, OberHaus, UusMaa,
Pindi, Eri. Therefore, the authors of the paper regard the feedback sufficient for
making analysis and general conclusions about the data. By means of Estonian
terms, most of the responded appraisers (11 out of 16) have long-term valuation
competence; they have acted in the valuation market from the very beginning.
Majority of the responded valuers (81%) are working in Tallinn (the capital of
Estonia) region, other responded valuers work in Tartu or other regions in Estonia.
But, based on the survey made in 2003 (llsjan, 2003), only 44% of appraisers from
the total sample has Tallinn as the main working region. From here, based on the
background of responded valuers working area, one can conclude that the survey
issue is topical mainly in Tallinn and other bigger cities.

According to empirical evidence, the average number of signed valuation reports
was approximately 900 per general appraiser per year in 2004. From these
valuations, 115 (or 13%) were made for commercial and industrial real estate and
only 12 (10% from latter) were made for financial reporting purposes. Although the
market of valuation for accounting purposes is currently not very big, 2/3 of the
responded valuers have noticed the growth of the relevance in last year (2004) and
2/3 are expecting the growth of the relevance of these valuations in 2005.

The findings concerning the valuers assessment of their own work were rather
remarkable. The valuers regard themselves as quite good specialists in valuation of
market value. On the contrary, the experience with the valuation of non-market
value is almost non-existing (only ca 10% from the total number of valuation cases)
and therefore they have much less competence in it, which was the reason why they
valued their knowledge in this area much lower. In some cases the valuers have
experiences with valuation of depreciated replacement cost and sometimes even
with valuation of market value for the existing use. Valuations of investment value,
value in use and going-concem value in practice are very rare. For example, in case
of the valuation of special purpose property, 50% of the valuers regard their
competence in it as bad, about 40% as satisfactory and only about 10% as good.
According to 31 of the responded valuers, their knowledge in various valuation
standards is good; others regard their knowledge as satisfactory or bad. The
knowledge in regulations of financial reporting and accounting standards is mainly
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(i.e. 80% of the cases) either satisfactory or bad. Still, in general the self-esteem o
the responded valuers is above the average. 3 of the valuers find their use o
methodology and preliminary data as good or even very good, A as satisfactory. 2
of valuers are good in asset classification for financial reporting purposes; the other
\2 find themselves as satisfactory in doing it.

Although valuers seem to be confident in their opinion about their knowledge in
asset classification matter, the empirical evidence shows otherwise. The answers to
the question about the asset classification in the hypothetical valuation case
indicated that ca 2/3 would classify the valuation object as investment property, ca
1/4 classified it as 75% investment property and 25% property, plant and equipment
and ca 1/8 classified the object as property, plant and equipment. The authors of the
paper find the answer 75% investment property and 25% property, plant and
equipment as the right one, but two other answers could not regarded as totally false
according to very general financial reporting rules. The need for more concrete
regulation is obvious as discussed before in the paper.

Assuming that the object in the hypothetical valuation case is classified as property,
plant and equipment, 60% of the appraisers would estimate the market value of the
object, 13% would rely on the subscribers’ opinion and 27% would estimate the
market value for the existing use of the object (not valid since 2000). In case the
object is classified as investment property, 80% of the appraiser would estimate the
market value, 13% would estimate investment value and 7% market value for the
existing use. Quite interesting observation here is that mistaken valuers assessed
their own knowledge as satisfactory or even good.

What concerns the presentation of the final outcome, then 44% of the valuers know
that the land and building value should be separated in the case of valuation of
property, plant and equipment for financial reporting purposes, A knows that the
land and building value should be separated always in the case of valuation for
financial reporting purposes and ‘A will do it only in case the subscriber asks. Here,
the positive finding was that all the responded valuers were familiar with the
methodology, how to separate the land and building value.

Questions concerning the use of methodology in valuation of commercial real estate
market value gave the following results. In case of commercial real estate with
active market, at least 50% of the valuers use two valuation methods, i.e. income
approach and sales comparison approach; less than  of the valuers (6 out of 16) use
only income approach, others vary between one or two methods. The use of cost
approach was very rare and only in combination with other methods. Therefore the

income approach was the main method used in valuation of market value of
commercial real estate.

Most of the valuers (ca 55%) prefer to apply discounted cash flow method in
implementing income approach; others apply only capitalization method (25%) or
both at the same time in one valuation (ca 20%). About 60% of the valuers assessed
the reliability of data gathered for income approach as good, and 70% assessed the
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same way the accuracy of final outcome of income approach. In implementing the
discounted cash flow method, almost all valuers use 5-year long cash flow
projection period, only one appraiser said that there is no point to use over 3-year
long period in projecting cash flows. The major problem emerged with the
estimation of terminal cap rate in discounted cash flow model - 50% of the
appraisers use current market cap rate as the terminal cap rate, the other 50% adjusts
the current market cap rate according to the changes in the cash flow projection. But,
the adjustment is made rather by intuition than using special theoretical methods.

The authors cannot say very convincingly, what is the most proper way to use
methodology in appraising the real estate object described in the hypothetical case
study. The rental market of similar objects is quite active and also some comparable
sales transactions could be found, i.e. probably it is the most active commercial
market segment in Estonia. Despite of that, still rises a question - is it sufficient to
use 5-year discounted cash flow analysis and sales comparison approach? Probably
yes, when regarding objects in similarly active market, but hardly in many other
market segments in Estonia. The question is related to the quality of input data. A
general conclusion concerning the use of input data is that valuers are not very
active and professional in analysing preliminary data and the risk issues, they do not
fully understand the relation between risk and rates of return (discount rate,
capitalization rate).

There is one observation that the authors have got from their practical experience
which coheres with compiling the valuation report. The practical experience has
shown that the weakest parts in many valuation reports is the market analysis, this
raises also the question about adequacy of input data taken from the market. Do the
valuers have enough data about market rents and operating costs to compare
contractual data? How correctly could they derive rates of return from the market?
And further - if the input data are not sufficiently correct then whether the
capitalization method should be more proper to use instead of discounted cash flow
method? In addition, many appraisers are not paying very big attention to describing
clearly and thoroughly the part of description of used valuation method and its
practical implementation, i.e. the actual way of valuation process. These flaws in
valuation reports are well-described also in auditing acts which are direct materials
from periodical audits conducted with valuers.

5. Conclusions

The authors of the paper can draw the following conclusions from the empirical

findings:

e The valuation for accounting purposes is topical mainly in major cities in
Estonia, where the concentration of companies is bigger. Even there only 10%
of all commercial valuations are for financial reporting.

« The majority of the total valuation cases are valuations of market value,
valuations of non-market values is quite unusual.
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The valuers behaviour refer to overconfidence in their actions concerning the
discussion of asset-specific questions with subscribers of valuation report.
Although the self-esteem of the responded valuers is above the average
(concerning the estimation of their own knowledge and competence in
valuation standards, asset classification for financial reporting purposes, using
methodology and preliminary data and in valuation of market value) the survey
findings show otherwise.
The major methodology used in valuation of commercial real estate for
accounting purposes is income approach, where discounted cash flow method
is preferred to capitalization method.
The authors got the confirmation from the empirical research that some
theoretical regulations in standards are too general and need some specification
to harmonise practical behaviour:
The rules for classification of properties, which are partly used by the
owner itself and partly rented out, are confusing. Here, the following
questions arise - what does it mean ,,can be sold separately” and how
significant is ,,insignificant” mentioned in IAS 40?
The rules for using input data in income approach to find market value
could lead to value in use. What is the level of difference where appraiser
should reject contractual data and choose market data? How profoundly
should the appraiser analyse the possibilities to change or to quit
unfavourable lease contracts?

The authors still have suspicions about the adequacy of market data used in the cash
flow projections. Do the valuers have enough market information about rents,
operating costs, rates of return? And further - when the input data are not
sufficiently correct then whether the capitalization method should be more proper to
use instead of discounted cash flow method?
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Summary

REAL ESTATE VALUATION FOR ACCOUNTING PURPOSES IN ESTONIA

Veronika llsjan
Tallinn University of Technology

Kaia Kask
University of Tartu

During the past few years there have been many changes in financial reporting rules
in EU countries. One significant change from the real estate point of view has taken
place in balance sheet, where property investment account is switched to the asset
side of the balance sheet, separate from the property, plant and equipment. Since
2005, all companies listed in the stock market, have the obligation to apply
International Accounting Standards/International Financial Reporting Standards
(IAS/IFRS) in their everyday practice. At the same time, more and more researchers
have pointed to the problem of valuation accuracy and to the uncertainty of the
valuation product. The valuers in Estonia rely on International Valuation Standards
(IVS). In 2005 the first parts of Estonian national property valuation standards (EVS
875) were issued, which follow rather strictly the rules of international valuation
standards (both 1VS and EVS) and links them with national legislation.

The aim of the paper is to explore the practical problems in implementing the
income approach in valuation for financial reporting purposes in Estonia. To achieve
the aim of the paper, the authors conducted a survey, sending out a comprehensive
questionnaire to certified general appraisers (GA) in Estonia.

The survey findings show, that the valuation for accounting purposes is topical
mainly in major cities in Estonia. The valuers behaviour refer to overconfidence in
their actions together with above-average self-esteem, which is not supported by
hypothetical case study results. The authors got the confirmation from the empirical
research that some theoretical regulations in standards are too general and need
some specification to harmonise appraisers’ behaviour in practice. For example, the
rules for classifications of properties, which are partly used by the owner itself and
partly rented out, are confusing. Also, the rules for using input data in income
approach to find market value could lead to value in use.
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THE RELEVANCE OF AUDIT OPINIONS
TO INTEREST GROUPS
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Abstract

The relevance of audit opinions to various interest groups has been the focus of
many studies. However, research has not provided conclusive results and thus the
issue still seems to be unsolved. The objective of this paper is to briefly review the
research done and present new possible explanations for the heterogeneous results
that the studies report. As a result, this paper suggests that firm specific agency
factors; management ownership and free cash flow possibly explain the differences
in the relevance of the audit opinion to interest groups.

1. Introduction

The existing audit opinion literature presents heterogeneous evidence on the
relevance of audit opinions when making investment decisions. The literature has
covered several groups of decision makers (e.g. public company owners, analysts,
loan officers) and the evidence is contradictory in nearly every group. The amount
of research done however indicates that the issue is relevant among accounting and
finance practitioners as well as academics.

The reliability of business reporting is essential for rational decision making.
Companies are obliged to generate and report financial information on their business
activities. Various interest groups e.g. investors, lenders, suppliers, competitors and
employees rely on this information in their decision making process. However,
information generated by companies needs to be protected. Various corporate
governance instruments can be installed to assure the quality and quantity of
financial information. Independent audit of financial statements is such an
instrument.

The relevance of the audit opinion information can derive from two

complementary/alternative arguments.

A. Audit report content: the relevance of the audit opinion derives from the value of
the information contained in an audit opinion. To be relevant the information
needs to be relevant, new and timely.

B. Auditprocess: the relevance of the audit opinion derives from the audit process.
The audit report user is interested only to get a certificate that the company has
been audited. The content of the report is of secondary or no interest.

2. Previous research on owner and user reactions on audit opinions

Over the past three decades several studies have been examining the informational
value of audit opinions. The literature can broadly be divided into two categories' (i)
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studies explaining the importance of audit opinions to investors through the impact
on stock prices and (ii) experimental research focusing on user responses to audit
opinions. The main goal in both categories is to test the information value of an
audit opinion to different interest groups. The mentioned categories differ in the
research approach, data settings and methods.

2.1. Market reactions to audit opinion announcements

The first approach in studying the information content of audit opinions is the
capital market approach. This line of research studies the relevance of information
through the stock market reaction to audit opinion announcement.

Considerable evidence exists supporting the simultaneous or delayed correlation
between earnings information and stock price changes (Ball and Brown 1968,
Bernard and Thomas 1989; Jegadeesh and Livnat 2004). However, as Lev (1989)
reported, earnings explain only a fraction of the change in returns at the earnings
announcement date. Due to this, accounting researchers have explored market
reactions with other financial information (Ou and Penman 1989; Livnat and
Zarowin 1990; Sloan 1996). One such source of information is audit opinions. Audit
opinions have the potential to change the market responsiveness to eamings by
adding (reducing) noise or reducing (adding) the persistency of reported eamings
(Choi and Jeter 1992). The correlation between stock prices and audit opinions has
been extensively studied in the accounting literature.

The studies concerning audit opinions and share prices cover a large number of
different stock markets. However, they report mixed results. Firth (1978), Ball,
Walker and Whittread (1979), Banks and Kinney (1982), Chow and Rice (1982),
Dopuch, Holthausen and Leftwich (1987), Wilkerson (1987), Fields and Wilkins
(1991), Choi and Jeter (1992), Loudder, Khurana, Sawyers, Cordery, Johnson, Lowe
and Wunderle (1992), Frost (1994), Chen and Church (1996), Chen, Su and Zhao
(2000), Citron, Taffler and Uang (2001), Tan (2002), Pei, Opong and Hamill (2004)
report that the audit opinion contains at least some information that significantly
affects the expected returns of stock markets. The opposite conclusion, that the
relevance of information contained in audit opinions is small and insignificant or
none, has been reported by Baskin (1972), Alderman (1977), Davis (1982), Elliot
(1982), Dodd, Dopuch, Holthausen and Leftwich (1984), Ameen, Chan and Guffey
(1994) and Martinez, Martinez and Benau (2004).

Martinez, Martinez and Benau (2004) explain the inconclusive results from previous
literature by two reasons. First, studies suggest that the information of the audit
reports is neither new or timely. Therefore, the market has anticipated the
information disclosed in the audit report and discounted it in the share price before it
is published. Secondly, Martinez, Martinez and Benau (2004) conclude that the early
studies suffered from methodological problems and thus the results should be
interpreted with consideration. Only in the case of going-concem qualifications does
the majority of evidence suggest that audit reports may be relevant (Martinez,
Martinez and Benau 2004).
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2.2. User responses to audit opinions

The professional auditor is assigned by the general meeting. This means that they
are working for and reporting to the shareholders. However, the target group or user
group of audit reports can be seen much broader as that. External investors, bank
loan officers, authorities, financial analysts, i.e. users of financial statements, can all
be considered as users of audit reports.

The impact of audit reports on users has been studied in experimental studies over a
long period by many researchers (e.g. Libby 1979a and 1979b, Bailey 1981, Bailey,
Bylinski and Shields 1983, Houghton 1983, Robertson 1988, Holt and Moizer 1990,
Miller, Reed and Strawser 1993, Bamber and Stratton 1997, LaSalle and
Anandarajan 1997, Lin, Tang and Xiao 2003). This research trend is based on the
following question: how do professionals in different positions perceive the
information contained in the audit opinion to affect the reliability of the financial
statement information and their decision-making?

This line of research has remained interesting since the late 1970’s until today.
Experimental studies have tried to capture the usefulness of audit reports to several
user groups. The most common groups used are bank loan officers and financial
analysts.

Houghton (1983) studied the impact of audit opinions on loan decisions and reported
that the existence of a qualified audit opinion does not have a significant impact on
the loan decision outcome (accept or reject), but still the audit report was found to be
significant in the loan decision process.

Houghton (1983) presented four possible reasons for this outcome: (1) bank lending
staff are not aware of the significance of the audit opinion, (2) the written form of an
audit opinion has become meaningless or ineffectual due to over usage, (3) the
provided information is not considered important or (4) the signals of the audit
opinion used in the experiment was not loud enough. All these explanations arise
from the difference between the auditors’ intended message and the users’
perceptions of the intended messages. Libby (1979a) illustrated this issue as “link 1”
in his auditor-user communication sequence. Houghton (1983) received
confirmation for his fourth explanation when Robertson (1988) concluded his
research on financial analysts’ reactions to auditors’ messages by stating that audit
report messages fail to be received as auditors expect them to be received and he
suggests that more explanatory, straightforward report language ought to be
considered.

LaSalle and Anandarajan (1997) and Bamber and Stratton (1997) examined in
experimental studies whether bank loan officers’ reactions to entities with litigation
or going concern uncertainties. Their results show that litigation uncertainties reduce
the loan officers’ willingness to grant loans, decreases loan officers’ assessment of
the entity’s ability to pay their loan or possibilities to improve its profitability and
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increases the interest rate spread charged if the entity was granted a loan. Going
concern uncertainties reduces the loan officers’ willingness to grant a loan and
decreases the assessment of the ability to service the loans.

Lin, Tang and Xiao (2003) found in their study that qualified audit opinions had a
negative impact on the Chinese credit and loan officers perception on the credibility
of the financial statement, whereas no impact on the perceptions of business
managers as investors was found. However, qualified audit opinions were not found
to have an impact on investment or loan decisions made by investors or creditors.
This result has been explained in three possible forms: by users failing to fully
understand the implications of different audit reports, by users not used to paying
attention to audit reports in making decisions or that the westem-style juridical audit
qualifications are difficult for Chinese users to interpret.

Gomez-Guillamon (2003) studied the importance of the audit report to investment
and lending decisions. The research subjects were Spanish financial analysts and
loan managers. Gomez-Guillamon (2003) came to the conclusion that credit
institutions and dealers/brokering companies consider auditors’ reports relevant and
useful to their investment and lending decisions. Audit opinions were reported to
influence the acceptance/rejection of the loan application and the quantity granted.
The same findings were reported on investment decisions and amount invested.

3. Agency theory; managerial ownership and free cash flow

The accounting literature suggests that the demand for audits stems from the agency
theory i.e. the manager-shareholder conflict and the lender-borrower conflict (Jensen
and Meckling 1976; Watts and Zimmerman 1986). Agency theory implies that there
are several groups that depend on audit services: e.g. managers, owners, external
investors and authorities. These are referred to as interest groups. In general, all
parties who rely on the annual corporate financial information expect the financial
reports to be in accordance with generally accepted accounting standards.

Furthermore, audit and accounting literature strongly suggests that agency factors
have a strong influence on various aspects of accounting and auditing issues.
Agency theory implies that there is a conflict of interest between managers and
shareholders in a firm with low management ownership (Jensen 1986, 1989). This
conflict may arise because ownership is separated from management and the interest
of the managers and the shareholders may not be aligned (Gul and Tsui 2001).
Additionally, Jensen (1986, 1989) argues that conflict of interests is more severe in
companies with a high free cash flow (FCF) and a low growth rate. Particularly
managers of low growth and high free cash flow firms are involved in non value-
maximizing activities. Managers increase perquisite consumption and compensation
as well as manipulation of accounting numbers at the expense of shareholders
(Jensen 1989; Shleifer and Vishny 1989; Lang, Stulz and Walking 1991). For a
company to operate efficiently and maximize shareholder value, free cash flow must
be distributed to shareholders rather than retained (Jensen 1989). Thus, Jensen
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(1986) argues that the agency costs are higher for firms with low growth and high
free cash flow.

The demand for auditing may however vary across companies of different size and
ownership structure. In management-owned companies it could be expected that the
manager-shareholder conflict does not exist, whereas the lender-borrower conflict
may arise as the firm seeks for financing e.g. from a bank. Furthermore, in
companies where management ownership is low, i.e. management and ownership is
separated, both manager-shareholder and lender-borrower conflicts may arise. This
could imply that the demand for auditing varies in companies with different
ownership structure.

4. Discussion

The purpose of this paper is to present one possible explanation for the
heterogeneous results of previous studies. Firm specific attributes, here in
particularly levels of management ownership and free cash flow could be factors
that explain why audit opinions seem to be relevant in some cases and in others they
are not.

First, the relevance of audit opinions can be expected to vary in different
management ownership settings. When, e.g. the level of management ownership is
considerable, then the monitoring role of the audit opinion is less relevant for owner-
manager relationships, because the owners get all relevant information directly from
the company, non-public. Whereas, when the level of management ownership is
small, then the possibility for owners to get private information is smaller and they
depend more on public information assured by the auditor.

Second, the level of free cash flow could be another firm specific factor explaining
the relevance of audit opinions. According to Jensen (1986, 1989) managers of low
growth and high free cash flow firms are involved in non value-maximizing
activities. Thus, the audit opinion could be assumed to be more relevant to interest
groups of high free cash flow firms.

As a conclusion, based on reviewed previous studies, this paper proposes that the
level of management ownership and the level of free cash flow could be important
factors in explaining the relevance of audit opinions and why audit opinions contain
relevant information in some cases and “old news” in other cases.
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Summary
THE RELEVANCE OF AUDIT OPINIONS TO INTEREST GROUPS

Kim Ittonen
University of Vaasa

This theoretical paper focuses on the discussion concerning the relevance of audit
opinions to various interest groups. Auditing is one mean for principals (e.g.
shareholders and external investors) to monitor their resources managed by agents
(management). However, the evidence whether the audit report is relevant for the
principals or not, remains inconclusive. Based on a review of previous studies, this
paper presents two firm specific variables that can possibly help explain the
relevance of audit opinions to the interest groups. The variables presented are level
of management ownership and free cash flow. These two variables can from a
theoretical point of view be expected to affect the content of and need for public
company information, and thus affect the relevance of the audit opinion.
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COCTaBMAKT KOHCONUAMPOBAHHbIE TO0f0Bble (UHAHCOBblIE OTYETbl Ha OCHOBe
pencteytowmnx IFRS/IAS '. Hanbonblunii yaenbHbIi BeC B MX 6GanaHcax UMeOT
(PMHAHCOBbIE WHCTPYMEHTbI, AN KOTOPbIX MPeAyCMOTPeHbl TaKWe OCHOBHble
cTaHAapThl, Kak IAS 39 «®uHaHCOBble MHCTPYMEHTbI: OTPaXXeHWe U U3MEpeHue»,
IAS 32 «®UHAHCOBblE WMHCTPYMEHTbI: packpbiTue W npefctaBneHne» u IAS 30
«MHdopmaums, packpbiBaemas B QMHAHCOBbLIX OTYETaX KPeAUTHbIX YUPEXAEHUA» .

Moutn 70% WMMyLWeCTBA KPEAUTHbIX YUPEXAEHWUA DCTOHWMM MNpefcTaBNeHO
KpeauTamy K/AWeHTam, MO3TOMY OT WMX afjeKBaTHONM W HafeXHoN 6yxranTepckoi
OLUEHKM W OTpaXeHWs B OTYETHOCTM BO MHOFOM 3aBUCUT OOGBLEKTUBHOCTL U
[OCTOBEPHOCTb FOAOBON (PUHAHCOBOW OTYETHOCTU B uenom 3. Mcxops w3 3Toro,
Lenblo CTaTbW SBNAETCA BbISBNEHWE KPUTUYECKUX MOMEHTOB B [eiCTBYIOLLEM
nopagke G6GyxXranTepckoro y4vetra W OTPaXeHUs B rOLOBOA KOHCONUAMPOBAHHOM
OTYETHOCTW MOPT(MeNs BblAaBaeMblX KPeLUTOB B KPEAUTHbIX YUPEXAEHUAX, a Takxke
npu nepexoje B byayliem Ha UCMO/b30BaHWe NPUHLMMNA CNPaBeA/IMBO/A CTOMMOCTM.

1B cooTtBeTcTBMM C § 17 (2) 3akoHa 0 6yxrantepckom ydyeTe OcToHuu (2003) go 1.01.2005
KpeAuTHble YuYpexjeHWs MOFIM  WUCMONb30BaTb Ha BbIGOP WMAM  xopolwwue 06bluam
6yXranTepckoro yyeta 3CTOHUM UAN MeXAYHapOAHble CTaHAapTbl (PUHAHCOBON OTYETHOCTM,
HO 06bIYHO MPakTUMKOBaNM YacTUYHOE WAW MOAHOe umchnonb3oBaTh IFRS. B cBAsW € 3aTum
dunHaHCOBasA WHCMeKUMA JCTOHUM cuMTaeT, 4YTO o06A3aTeNbHbIi MOMHbLIA Mepexof Ha
MeX/AYHapoAHble CTaHAapTbl HE OKaXeT CYL eCTBEHHOI0 KONWYECTBEHHOTO BAWUAHUA Ha
(DUHAHCOBYH OTYETHOCTb KPEAUTHLIX YUPEeXAEHUA B YacTU OTPaXeHUs KPeJUTHbIX
Tpe6oBaHunii (Raamatupidamise...: 17-18).

2 B 3CTOHUM OCHOBHbIE MOMOXEHWUA MepPeYNCNeHHbIX MeXAYHapoAHbIX CTaHAapToOB B
HECKO/NIbKO COKpaleHHOM 1 YNpPOLWEeHHOM BUAe MUCnonb3ytTca npegnpuatuamu ¢ 2003 r. B
COOTBETCTBMM C WHCTPyKuueid Cnyxbbl 6yxrantepckoro yyeta Ne 3 «®PuHaHCOBblE
MHCTPYMeHTbI». C 1.01.2005 3Ta WHCTPYKUMA [eliCTBYeT C W3MEHEHUSMMW, BBEAEHHbIMU B
cBA3N ¢ n3MeHeHnamm 1FRS (Hea...2005: 105-131).

3 MMpob6nembl, paccmaTpuBaeMble B AaHHON CTaTbe, MOTFYT NpeAcTaBnATb WHTepec (HO B
MeHbLUel CTeneHn) v 4N Apyrux npefnpuatuii YMHaHCOBOTO M HEPUHAHCOBOTO CeKTopa.
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2. \amepeHne amMOpPTU3MPOBAHHOW CTOMMOCTN NPUOGPETEHNS KPeauToB C
NPYMeEHEHNEM BHYTPeHHel (3pheKTUBHOWN) MPOLEHTHOM CTaBKMW

CraHpapTamu IFRS BblgaHHbI KpeanT (ccypa) AetmHUpyeTcs, B 06LLEM Cryyae,
KaK (MHAHCOBOE MMYLIECTBO C (PMKCUPOBAHHbLIMW WKW  pacrno3HaBaeMbiMU
nnarexamm, He OTHOCALLEECH K KaTeropuMm [epuBaTUBOB W He KOTUPYEMOe Ha
aKTUBHOM pblHKe. Ero n3amepeHve n oTpaxeHne B PUHAHCOBOW OTYETHOCTM LO/MKHO
OCYLLECTBNATLCA MO aMOPTM3NPOBAHHOW CTOMMOCTM MPUOBPETEeHUs, T. €. B CyMMe
nepBoHayYanbHOro npuobpeTeHus, M3 KoTopoi (1) BbIYTEHbI MAaTeXu B ynnaty
OCHOBHOro fgonra, (2) npubaBneH (MM  BbIYTEH) KYMYNSTMBHbIA  M3HOC,
paccuuTaHHblii C WCMOMb30BaHMEM METOfa BHYTPEHHel MPOLEHTHON CTaBKu
OTHOCUTENIbHO KaX[AO0i pasHWLbl MeXJy MnepBOHayYanbHOW CYMMOI (MHaHCOBOro
MMyLLEeCcTBa M CyMMOI norawieHus, (3) BblYTEHbl BCE YMEHbLUEHUS, BO3HMKalOLWMe
N3-3a CHWXXEHUS CTOMMOCTM MMyLLecTBa Unn Heeo3spata cymm. (IAS 39 §9)

MepeyncneHHble KOPPEKTUPOBKMU [AOMKHbI OCYLLECTBAATLCA C YYETOM NpuHLMna
CYLLeCTBEHHOCTW, MPX 3TOM Ha NpPakTUKe MOryT BO3HWKAaTb BOMPOCHLI, TpebyoLine
[4ONONHUTENbHOW  npopaboTkW.  Hanpumep, BOMNPOC  KOPPEKTHOro  pacyeta
BHYTpPEHHel NPOLEHTHOW CTaBKW, OT BEeIMYMHbLI KOTOPOM 3aBUCUT KakK WM3MeHeHue
6anaHcoBOi CTOMMOCTU KPeAWTHOro TpeGoBaHMS, Tak U CyMMa Ha4yWUCNEHHOro Ha
MOMEHT BO3HWKHOBEHWSA MPOLEHTHOro Aoxoda. BHyTpeHHel (3thheKTUBHOW,
JeiicTBUTENbHON) MpOLEHTHON cTaBkoii (effektive interest rate) HasbiBaeTCA CTaBka
OVCKOHTMPOBaHUSA, YpaBHMBalOLWaA OXuAaemble OyayliMe [eHeXHble NnaTexu
(noctynneHns) OT (MHAHCOBOTO WHCTPYMeHTa (3a WCK/OYeHVWeM  ByayLmnx
KpPeauTHbIX Y6bITKOB) € ero 6anaHcosoit ctommocTtbto (IAS 39 §9). Y KpeanToB OHa
MOXeT OTANYaTbCs OT ro40BOM HOMMWHANbHON CTaBKU KPeAWTHOro AOroBopa, Tak
KaK Mpwn ee pacuyeTe KpejuTop AOMKEH YYeCTb BCe BUAbI CBOUX JOXOA0B (AEHEXHbIX
NMOTOKOB) OT KPeAWTHOW CcpAenku: nnaTy 3a 3akiluveHue, W3MeHeHWe Wau
HEBbINO/NHEHWE YCNOBUI KPeAUTHOro [0rosopa, MeHI, nnaty 3a MpOCPOYKy W
apyrve. ToHATUe 3h(eKTUBHOW NPOLEHTHON CTaBKW, B MPUHLMME, COOTBETCTBYET
BHYTPEHHeN foxogHocTn (mHaHcoBoi caenkn (Internal Rate ofReturn, IRR) n oHa
MOXeT 6bITb BbiBefeHa U3 cnegytoweii opmynbl (Tarbijakrediidi... 2002: 1):

y Ak -1y » e

Mo (1+)™* K (i+*r

Kn K - COOTBETCTBEHHO MOPSAAKOBbIA HOMEp 4aCTu BblAaBaeMOro Kpeauta u NOpPAAKOBbINA
HOMep YacTW norawaemMoro KpeauTa n/unu NPOLEHTHLIX NnaTexen;

Ajnpag' —COOTBETCTBEHHO CyMMa Bbl4aBaeMOro KpeguTa C MNOPSAKOBbIM HOMEPOM K W

CyMMa Mnorawaemoro Kpeguta ¢ nopsAKoBbIM HOMEPOM K'\
T U T - COOTBETCTBEHHO MOPSALKOBLIA HOMEpP MOC/efHEl 4acTu BbIJABAEMOr0 KpPeauTa u
nopsAKOBbI HOMEP NOCMEAHENA YacT norawaemMoro KpeanTa U/Mam NPoOUEHTHBIX NAaTexeil;

/,KVI :’IK - COOTBETCTBEHHO ANUTENbHOCTbL Nepuofa Mexnay Bblgad4aMmu yacTeit KpeanTta o T n

ANNTENbHOCTb MEePUOAA MeXAy BO3BpalleHWem 4vacTeil KpeauTa W/MAW NPOLEHTHLIX NnaTexei
4o T
/ - a(hhekTMBHARA rofoBas nNpoueHTHasa cTaBka (%).
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SdeKkTMBHAA NPOLEHTHAA CTaBKa 3aBUCUT OT CYMMbl M YacTOTbl MPOLEHTHbLIX K
NpoYMX [OrOBOPHBLIX NAaTeXxen; pasHUUbl MexXay (HakTUYeCKW BbIJAHHON 1
BO3BpallaeMoii CYMMON; KO/fM4YecTBA M 4acTOTbl  Bblfjady W MOraweHuii;
ANMTENBHOCTM Nepuofa Bblfaun U noraweHns. OHa TeM Bbllle, YeM BbILIE rofoBas
HOMMWHaNbHaA NPOLIEHTHAA CTaBKa, Yem Yalle B TeYeHMWe rofa norawaeTcs OCHoBHas
CyMMa KpefuTa u/uan ynnauymsaroTCA MPOLEHTHble MaaTeXxu, Yyem 60nblue pasHMULa
MeXAy CyMMaoii Bbifayn n Bo3BpaTa. HemanoBaXHOe 3HaYeHWe UMeeT TaKkxke MeTof
HauncreHna npoLeHToB. Tak, Npu MeTofe CyMMMUPOBAHUA MPOLEHTbI HAYMCIAOTCA
He Ha TeKyLluii 0CTaTOK KPeAMTHOro Tpe6oBaHus, a Ha O6LLYI0 OCHOBHYHO CyMMY
BbIJAHHOrO KpeAMTa, MoralwiaeMoro nepuofuyYecKuMmn naarexxamu, mnosaTomy
apeKkTUBHAA MpPOLEeHTHas CTaBKa NOYTW B [Ba pas3a MpPeBbllaeT HOMUHAbHYIO
(Koch, MacDonald 2000; 725-728). Mpumepbl B Tabnuue 1 packpbiBatoT CYLLHOCTb
1 NOrnKy hopmMnpoBaHus 3 PeKTUBHON NPOLEHTHON CTaBKM.

Tabnuua 1. PacyeTbl 3hheKTUBHON MPOLEHTHOI CTaBKU

dakTop, Cutyauus PacueT adhheKTUBHOW 3h-
BINAKOWNA Ha NPOLEHTHON CTaBKM thek-
3 PeKTUBHYIO TUBHaA
NPOLEHTHYIO npo-
CTaBKy LeHT-
Has
cTaBKa
BennuunHa 1000 eBpO [OMKHBI 6bITb 1000= 12005
NPOLEHTHBIX U BO3BpaLieHbl Yepe3 1,5 roga ¢ 1+0 12,92%
npoymnx npoueHTamu, scero 1200 espo
nnatexe
CpoK 1 yactoTa 1000 eBpO AOMKHbBI GbITb
noracuTeNbHbIX  BO3BpalieHbl B BYX 4acTax no 600 1000= 600, + 60C 13,07%
" I'IpOLle}-iTHbIX €BPO KaXKJas B KOHLe MepBoro un 0+0' (1+02
nnatexei BTOPOro0 rofja CooTBETCTBEHHO
YacTtoTta 1000 eBpO AO/MKHbBI 6bITb
noracuTenbHbIX  BO3BPALYEHbl B TPEX YacTAX: yepes 272 272 544
1 MPOLEHTHBIX 0,25 ropa 272 espo, Yepe3 0,5 roga (1+r)05 " (1+0* +(1+0'  13,19%
nnatexei 272 eBpo, yepe3 1rof 544 espo
PasHuua Mexay 950 eBpO 4OMXHbI 6bITh BO3BpA-
CyMMOUi BbIJaH-  wieHbl Yepe3 1,5 roga ¢ 950= 12005
HOro n norawa-  nmpoueHtamu, Bcero 1200 espo 0+0 16,85%

emMoro Kpeanta

MCTOYHMK: cOCTaBNeHO aBTOPOM MO MEeTOAMKe NocTaHoBAeHWA MUHUCTPaA (DUHAHCOB SCTOHUMU
Ne 98 ot 7.08.2002.

UYem 6onblie YCNOBWUI BKNOYEHO B KPeAUTHbI A0roBop, Tem 6onee Tpy[OeMKUM
CTAHOBWTCA TOYHbIA pacyeT 3PeKTUBHON CTaBKM, 4YTO MOXeT noTpeboBaThb
MCNONb30BaHMS MeToAa WHTepnonAuWM WA KaKoro-TO MTepauMoHHOro MeToga
(Hanpumep, meToda HetoToHa-PadcoHa), nosToMy pacyeTbl ya06Hee BbIMOAHATL NO
crneunanbHoi nporpamme naketa Excel.
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3. MepeoueHKa KayecTBa KpeauTHbIX Tpe6oBaHMi

PerynsipHoii nepeoLeHKM KayecTBa €Lie He MOoraweHHbIX KAWEeHTaMu KpeauToB
TPebYIOT OT KPeAUTHbIX YUpeXxAeHWli He TONMbKO MeXAyHapofHble CTaHAapTbl
(hMHaHCOBOM OTYeTHOCTW, HO W npepnucaHus basensckoro Komwuteta (Basel...
2004), a Takxe COOTBETCTBYlOUlee MocTaHoBneHue [pe3ngeHta baHka 3CTOHMU
(Krediidiasutuste... 2000). HeTTo-CTOMMOCTb KpeAWTHOro nopTgens, KOTOpyt
cTaHgapTbl IFRS paspewaloT oTpaxaTrb B 6anaHce KpegUTHbIX YUpexAaeHui
HanpaMylo Uan Yepes CYET CKUAOK, 3aBUCUT OT CYyMMbl CKMAOK, onpefensieMoi npu
perynspHoii nepeoueHke. CKWAKW 3aBUCAT OT CTENeHW BepPOATHOCTM MorallieHus
KpeguToB. MosBneHne B nopTene HeKayeCTBEHHbIX (COMHWUTENbHbIX) KPeauToB
3aBUCUT He TONbKO OT (PakTopa MNaTeXxecnoco6HOCTU U KOPPEKTHOCTU 3aeMLLmKa,
HO ¥ OT KPeAUTHONM NoAnTuKK 6aHKa. Yem nnbepanbHee KpeguTHas MOAMTUKA U YEM
npoLie MOAyYUTb KPeAUT NpW MOBbLILLIEHHOM MPeA0XKEeHNN B YCNOBUAX BbICOKOW
KOHKYpPeHUUN Mexpay 6aHkamu, TeM HMKe MOXeT OblTb Ka4yecTBO aHaiu3a
KPeauToCcrnoco6HOCTM 3aeMLLMKa W Bbille BEepPOATHOCTb BblayM HeKayeCTBEHHbIX
KpeguToB, NpU MepeoleHKe KOTOPbIX B fanbHeiileM Heo6X04MMO [fenaTb
NOBbILLEHHbIE OTYUCIEHUS B TEKYLLME pacxofbl.

Liefibio  NepeoLeHKN KpeauTHbIX TPeGoBaHWi sBASeTCA CO6MAOAEHME MpUHLMMA
KoHcepBaTh3mMa. Heo6xoaWMo [oKas3aTb, YTO MPU CMMUCAHUW OXMAAEMbIX MOTepb B
onepauyoHHble pacxofbl CO6M04aeTCA MPEeMCTBEHHOCTb U CPaBHUMOCTb U
UCMOMb3YHOWascs AN 3TOF0 WHGOPMauus UM OTYETHOCTb AAeT BO3MOXHOCTb
06bEKTUBHO OLEHUTL CTOMMOCTb KpeauTa. B cBoeli  KpeauTHOM MoNuUTUKe
KPEAMTHOE  yupexfleHMe [O/DKHO  CTapaTbCs  YCTaHOBUTb  GanaHc — Mexay
yBennueHneM o6bema KpeguTHOro MopTdens 3a cueT 6ofiee BbIFOAHbIX YCOBUiA
KPeANTOBaHUS W NpUeMIeMbIM /11 HEFO KPEeAUTHLIM PUCKOM (MpuemnemMoit aoneii
BO3MOXHbIX HEBO3BPaTOB). Kpome TOro, afeKBaTHOE W3MEPEHWEe COMHMUTENbHbIX
KPeLUTOB [aeT BO3MOXHOCTb G0O/ee AOCTOBEPHO OTPa3UTb B 6anaHce peanbHble,
NPUHOCSLLME  [OXOA, KpeawuTHble Tpe6oBaHWs. KOppeKTMpoBKa 6GasaHCOBOA
CTOMMOCTV  KpeAMTHOro nopTdens NBASeTCS OAHOW W3  BaHeilunMx, Ho
60/1e3HEHHbIX KOPPEKTUPOBOK C TOUKM 3peHWst MHAHCOBOrO pesynbTtaTa. MoaTomy
NepeoLieHKO AOMKHO 3aHUMATbCA HE3aBUCUMOE MOApasfenieHne, a CneLnanucTsl,
BbljatoLine KpeanThbl.

C 2000 roga KpeAWTHble YupeXfAeHus OCTOHUU MEepPeoLeHNBAOT  KpeauTbl
CaMOCTOATENbHO, Ha OCHOBE BHYTPEHHEA MOMUTUMKM YNpaBleHWs pucKamu.
KpynHble KpeanTbl NepeoLeHMBaOTCS UHAMBUAYaNbHO, a MacCoBble Menkue obLuei
CYMMOM, Y4NTbIBaA pa3fiMyHble acnekTbl: HaAM4Me NPOCpOYeK B MPOLLIOM K ceivac,
KayecTBO YynpaBleHus, CyLlecTBYlOLlee U Oxuaaemoe B 6OyaywieMm (UHaHCOBOE
COCTOAHME, O6LLE3KOHOMMUYECKNE YCNOBUSA, COCTOSHWE W TEKYL Yl CTOMMOCTb
3anora v fpyrve. B HacTosliee BpeMs aKTyasbHbIM BOMPOCOM ABMSeTCA pa3paboTka
N COBEPLUEHCTBOBAHWE KPEAWUTHLIMU YUPEeXAeHUAMU CBOMX METOAMK OLEeHKU 1
MepeoLeHKN KpeauToB, B OCHOBE KOTOPbIX /eXaT BHYTPEHHWE pelTUHIOBble
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cucTembl 4, 6asupyrowimecs Ha CO6CTBEHHbIX CTAaTUMCTUYECKMX AaHHbIX MO paHee
BblaHHbIM KpeauTaMm. O6pasLom npu pa3paboTke PedTUHIOBbLIX CUCTEM SIBAHOTCS,
KaK MpaBuno, MeTOAMKN MeXAYHApOAHbIX PeATUHrOoBbLIX areHtyp Moody's wu
Standard&Poor's. Mpn 3ToM 60/bWIOE 3HAYEHWE MMEET HaMyue [OCTaTOYHOWA
MH(opMaLmMmn (3a MPOSOMKUTENbHBIA Mepuos BpemeHW) W MeTon ee 06paboTKu
(Hanpumep, [AUCKPUMWHAHTHOTO aHanusa, JWHEeapHoW, MyMbTUAUHEApHON Wn
HennHeapHOW perpeccumn, logit, HEMPOHHbLIX CeTeil, reHeTMYeckoro anroputma wu

Apyrue).

4. OueHKa CnpaBea/iMBoOii CTOMMOCTU KPeAWUTOB

XoTa B HacTosillee BPeMsi KpeauTbl YUMTbIBAlOTCA W OTpaxatoTcs B TFOLOBOM
OTYETHOCTM MO aMOpPTWU3MPOBAHHOW CTOMMOCTM MPUOBPETEHMS, HO YXe ceiiyac
BbI3blBAET MWHTepec npopaboTka mnpobnembl nepexofa B 6yayuiem Ha MeToA
CMpaBef/IMBOI CTOMMOCTM, KOTOPbIA Kak N0 MeXAYHapOAHbIM, TaK U N0 3CTOHCKUM
CTaHAapTaM 6Gyxy4yeTa U OTYETHOCTU YXXe AeliCTBYeT AnS TOPryembiX (PUHAHCOBbIX
WHCTPYMeHTOB. [lepexof Ha y4yeT M0 CNpaBefMBOMA CTOMMOCTUA KPEAUTHbIX
Tpe6oBaHWii npeAcTaBnseTcs [AeNOM BpeMeHW, TaK Kak CUTyauus, Korga 4acTb
(DMHAHCOBbIX WHCTPYMEHTOB YUYMTbIBAETCA OAHUM, a YacTb APYruM MeTOAOM, AaeT
BO3MOXHOCTb NpPY HEOGXOAMMOCTU MaHUMYNMPOBaTh (PUHAHCOBLIMK pe3y/bTaTamu
N NpeacTaBnATb MX B 6onee BbIFOAHOM CBeTe, Y4eM B peanbHocTM. Kpome ToOro,
npesnoXeHune nepeiTW Ha MOMHOE WCMONMb30BaHWE MeTofa CnpaBeAnvBoOi
CTOMMOCTU MpWU y4yeTe BCEX (UHAHCOBLIX WMHCTPYMEHTOB AWCKYTUPOBANOCh Ha
ypoBHe EBponeiickoro Coto3a, HO noj Haxumom 3anafHo-EBponeiickux 6aHKOB,
CCblNaBLWKUXCA Ha TEXHWUYEKNE TPYAHOCTWU C pacyeTamn U yCcuneHue BonatuibHOCTU
cobcTBeHHOro KanuTana, B EBpomeiickom Colo3e noka 4YTO COXpaHseTcs
KOMMPOMUCCHbIA BapuaHT MeXAYyHapOoAHbIX CTaHAapTOB GyXranTepckoro yyerta u
(hMHaAHCOBON OTYETHOCTW, KOTOpbIA TpebyeT MCMNoNb30BaTb METOA CrpaBeA/MBON
CTOMMOCTU TONbKO AN TOPryembIX (YUHAHCOBLIX MHCTPYMEHTOB. 0 HETOPryeMbim
(DMHAHCOBbLIM MHCTPYMEHTaM, B T. 4. Kpeautam, feicTeyrolime crtaHgaptel IFRS
TpebyloT packpbiTUA ChpaBefinBOA CTOMMOCTM B MPWNOXEHUM K [OAOBOMY
KOHCOMIMANPOBAHHOMY GanaHcy.

Cnpasegnusas ctoumocTtb (fair value) - 370 cymma, 3a KOTOpPYH BO3MOXHO
06MeHATb MMYLLECTBO WM MPOWM3BECTM pacyeT no ob6A3aTenbcTBam B CAeNke C
CO3HaTeNbHbIMWN, 3aMHTEPECOBaHHbLIMU U He3aBUCUMbIMKU cTOpoHamu (IAS 39 § 9).
Ee nyywmm MHAMKATOPOM SABASETCA pblHOYHAA cToMmocTb (market value), TouHee
pbiHOYHaA LUeHa (market price), cyulecTBylowWwaa A4 TOPryeMblX Ha aKTUBHOM
pblHKE  (MHAHCOBLIX WHCTPYMEHTOB. [Ipy OTCYTCTBMM  aKTUBHOTO  PbIHKa
CMpaBeA/iMBY0  CTOMMOCTb  [OMYCKaeTCcs  ONpefenaTs ApYruMU  MeTofamu.
TpaguuMOHHbIE KPeauTbl, Kak MpaBu/io, Ha aKTUBHOM pPbIHKE He KOTUPYTCH,

4 MoppobHee 0 PEeWTUHTOBbIX CUCTEMAX WM CUCTEMax MNEPeoLeHKU CTOMMOCTW BblJaHHbIX
KpPeAWTOB B 3aBUCHMOCTM OT KayecTBa, [JelCTBYHOLWUX B KPEAUTHbIX YUPeXAeHUs SCTOHUMU,
CM. B CTaTbe aBTopa [pUHUMNBLI CO3J4aHUA KPEAUTHbIX Pe3epBOB B KOMMEPUYECKUX 6GaHKax
JcToHuMn. - Reserves in Accounting. The 4th International Conference NO-RA, 2003,
Wroclaw, Academia Economiczna im. O. Langego, 2003, c. 141-150.



Nadezda Ivanova 47

MoO3TOMY WX CMpaBeAnuBYI0 CTOMMOCTb MOXHO, B MPUHLKME, paccynTaTb METOA0M
COBpEMeHHOI cTtoumocTn (present value) 5.

C TOYKM 3peHWsi ByxranTepckoro y4erta, WCMOMb30BaHWE METOLA COBPEMEHHO
CTOMMOCTW SIBASIETCA 3HAYMTENbHBIM HOBLUECTBOM, XOTSl (DMHAHCUCTbI UCMONb3YHOT
ero OTHOCUTE/IbHO AaBHO W LUMPOKO. MMOHATUE COBPEMEHHON CTOMMOCTU BbiTeKaeT
M3 KOHLENUMU BPEMEHHOW CTOMMOCTW [eHer, B COOTBETCTBMM C KOTOpPOi Gonee
paHHUii NO BPeMEHMW MnaTeX OLEeHWBAeTCA WHBECTOPOM 60/iee BbICOKOKO, HEeXenu
6onee nosgHwii (Brigham, Gapenski 1993: 3). Mo MeTOAMKe 3TOW KOHLEMNUUM,
COBpeMeHHaa CTOMMOCTb MHCTPYMEHTa pacCYnTbIBaeTCA 6I'IyTEM ANCKOHTUPOBaHUA
oXugaemblx Oyaywmx feHexHbix noTokos (discounted cash flow) no craBke
ANCKOHTUPOBaHUA. |_|pI/I 3TOM npeanonaraeTcs, yTo NOHATUE CTaBKU
[OUCKOHTUPOBAHWS  WCTOMKOBLIBAETCA  BCEMM  3aWHTEPECOBaHHbIMW  AWLaMU
OA4HO3HAYHO W  M3BECTHA ee  afeKBaTHafd BelWYMHa, COOTBETCTBYHOLLAS
CpefHepbIHOYHOW CTaBKe MO aHanorM4yHbIM  (UHAHCOBLIM  WHCTPYMEHTaM ¢
aHanorMyHbIM CPOKOM W aHaNorMyHbIMU crneyuduyeckumy puckamu. OAHAKO Ha
NMpakTUKe WMCNO/Mb30BaHWEe TakKOro MoAX04a BbI3blBAeT OMpejeneHHble TPYAHOCTH,
TaK Kak HecMoTps Ha Ny6auKyemyk BaHKOM 3CTOHWWM CTaTUCTUKY MNPOLEHTHbIX
CTaBOK MO Pas/fIMYyHbIM KaTeropamy 6aHKOBCKUX KPeauToB, MX AnGdepeHLmaLns B
acrnekTe y4yeTa pucka He Bcerfa focTatoyHa. Kpome TOro, B COOTBETCTBMM C
(hMHaAHCOBOW KOHLeNumMeid aHann3a ANCKOHTUPOBAHHOIO AEHEXHOro NoToKa CTaBKa
[OUCKOHTUPOBAHWS, Kak NpaBWo, fO/MKHA NMOMWMO PUCKa KOHKPETHOIO AEHEeXHOro
MOTOKa, OTpaXKaTb TaKXe aNbTepHaTWBHbIe 3aTpaThl. TPYAHOCTU MOTYT BO3HUKHYTb
M C pacyeToM OXMAAeMbIX OYAyLIMX AEHEXHbIX NOTOKOB, 0COGEHHO B YCMOBMSX
LLIMPOKOr0 MCMNO/b30BaHUA MaBatoLleli NPOLEHTHOW CTaBkW, b6asupytoLleinca Ha 6-
Mecs4Hol cTaBke Euribor.

5. 3akntoueHune

Mcnonb3oBaHne B OGyxranTepckoM YyyeTe W NpU  OTPaXeHWW B (UHAHCOBOM
OTYETHOCTWM MO BbIJAHHbLIM KpeauTamM MeToAa amMOpTU3MPOBAHHOW CTOMMOCTU
npuobpeTteHus, NPeAnncbIBaEMOro  AeiCTBYOLWMMU cTaHgapTamm IFRS,
pacnpoctpaHuslwMmnca ¢ 1.01.2005 Ha BCe KpeAWTHble Y4YpexAeHus ISCToHUW,
Bbl3blBAET HEOOXOAMMOCTb, C OAHON CTOPOHbI, KOPPEKTHOrO pacyeta IPMeKTUBHOM
MPOLIEHTHON CTaBKW, a C APYroii - afeKBaTHOro onpefeneHns CyMMbl CKWAOK MO
COMHUTENbHbIM ~ KpeguTam. OT 3TOro 3aBWCUT Kak 6anaHcoBas CTOMMOCTb
KpeAMTHOro noptdens, Tak U npubbiib KpefuTHOro yupexgeHus. Moatomy npu
pacueTe 3(peKTUBHOM NPOLEHTHON CTaBKM (ECNN pacyeT ABASETCA CYLLECTBEHHbLIM)
B&XXHO BHMMATENbHO y4MTbIBaTb BCE YCN0BWUA MO KPeAUTY U ANs MaTemMaTuyeckoi
KOPPEKTHOCTM pacyeToB KCNOMb30BaTL nporpammy Excel.

5 CoOBpeMeHHYto CTOMMOCTb HasblBalOT  elle  TeKyLiel, npuBeAeHHoOM nan
KanuTanu3mpoBaHHOW cTOMMOCTbO (YcTbipkuH 2001: 31).

6 MpuHuMNManbHas cxema pacyeTa COBPEMEHHOW CTOMMOCTM (WMHAHCOBOFO WHCTPyMeHTa
npeAcTaBfeHa NpaBoi 4acTbio YOPMYNbl Ha C. 2, rAe CTaBKa JUCKOHTUPOBAHMA COOTBETCTBYET
BeNNYUHE /.
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C TOYKM 3peHUs afeKBaTHOCTU MW3MEPEHMSt CYMMbl CKUAOK Ha COMHUTENbHblE
KPeAWUTbl BaXHO, YTOGbl KaXAoe KPeAUTHOe YUpPEeXAeHWe WCMO/Mb30Bano CUCTEMY
BHYTPEHHUX KPEAWTHbIX PEeATUHIOB, a TakXe CTAaTUCTUYECKM NpOBepeHHbIe
MeTOAMKN MPOBU3NOHUPOBAHNSA KPEAUTOB.

TeHfeHUUN n3meHeHus ctaHgaptoB IFRS paloT ocHoBaHMe nNpeAmnonoXuTb, YTO B
6yfylleM He TO/NbKO TOpryeMble (MHAHCOBblE WHCTPYMEHTbl, HO W BblAaHHbIE
KpeauTbl HYXHO O6yaeT M3MepATb W OTpaxaTtb B (YMHAHCOBOW OTYETHOCTM MO
cnpaBef/MBOI CTOMMOCTU, KOTOpas B BBUAY OTCYTCTBUA aKTMBHOIFO pbIHKA
KpeauToB MOXeT 6bITb paccyMTaHa MeTO4OM COBPeMEHHOlW (NpuBefLeHHON)
cTOoMmMOCTU. Llenblo pacnpocTpaHEeHWs NpuUHUMNA CNpaBeflMBO/ CTOMMOCTU Ha
HEKOTUPYEMble Ha aKTUBHOM pblHKE KpPeguTbl SBASAETCA MNOBbIWEHWE CTENEeHU
06bEKTUBHOCTM (DMHAHCOBOW OTYETHOCTU KPEAUTHbLIX YUPEXAEHWUA, HO BO3HMKAKOT
onpejeneHHble TPYAHOCTW. [N MCNONb30BaHWA MeTOAa COBPEMEHHON CTOMMOCTU
HeobXxoAMMO Hanuuve MNOAPOOGHON HAAEXHOW WHpopMauum 06 0XKgaembix
OyAyWmnX [AeHEeXHbIX MOoTOoKax, MOofy4YeHWe KOTOPOW, Hanpumep, B criy4ae
[ONTOCPOYHbIX KPeaMToB, OCOGEHHO BblAaHHbIX NOA NnaBaloLWWiAi  MPOLEHT,
npobnematuyHo. Kpome TOro, Ha NpakTWKe He WCK/IHYeHa npobnemMa C BbIGOPOM
noaxoasueil cTaBKM AUCKOHTUPOBAHUA BYAYLIMX AEHEXHbIX NOTOKOB. CTaHAapThl
IFRS, o6s3ytowmne ceiiyac packpbiBaTb MH(OpMaLUi0 O CNpaBeflMBO/ CTOMMOCTU
BblJaHHbIX KpeAWTOB B MPUNOXeHUU K 6anaHcy, WCXOAAT W3 TOro, 4TO BCE
KpeLuUTHble yupexfieHus O6yAyT OAHO3HAYHO TPAKTOBaTb MOHATWE PbIHOYHOWA
MPOLEHTHOW CTaBKM, KOTOPYH mMpefnaraeTcs WCNONMb30BaTb B KayecTBe CTaBKM
OVNCKOHTMPOBAHUS M 4YTO Tpebyemas CTaTUCTMKA PbIHOYHbBIX MPOLEHTHbIX CTaBOK MO
KpeguTam [0cTaTouvyHo anddepeHynposaHa. OaHaKo, MO MHEHUIO aBTOpa, BOMPOC O
CTaBKe [WCKOHTMPOBAHUA B CBA3M C BO3MOXHbLIM MepexoAoM Ha OTpaxeHue
cnpaBef/MBO  CTOMMOCTM KpeauTtoB B OanaHce TpebyeT [OMOAHUTENbHOW
npopaboTKKW, yunTbiBas Bce Tpe6OBaHUA PUHAHCOBON TeopUU.
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Summary

THE ACCOUNTING OF THE CREDIT CLAIMS BY CREDIT INSTITUTIONS:
THE PROBLEMS OF CURRENT PRACTICE AND THE INTRODUCTION OF
THE FAIR VALUE METHOD

Nadezdalvanova
University of Tartu

Currently approximately 70% of Estonian credit institutions’ total assets are held in loans to
customers. Therefore, the objectivity of general annual accounting and reporting of credit
institutions is influenced by adequacy and transparency of the valuation of credit claims. Since
1.01.2005 all IFRS standards are obligatory for consolidated annual financial statements of
Estonian credit institutions. According to the IAS 39 standard the accounting of given credit
has be in amortized cost using the effective interest rate. There are at least two problems
associated with this method - the calculation of the effective interest rate and the proper
estimation of loan loss provisions. The importance of the effective interest rate comes up from
two reasons - firstly, the size of the effective interest rate may affect the book value of the
claim. Secondly, the effective interest rate influences also the accrual interest income.
Therefore it is important to carry out detailed and accurate calculations of the effective interest
rate. The central problem in formulation of loan loss provisions is the possible underestimation
or overestimation that can strongly influence the book value of a loan. To overcome that
problem it is important to develop modem rating systems and provision methods based on
statistical data that is also required by Basel II.

The tendencies in IFRS standards indicate that in the future it is likely that in
addition to the financial assets for sale also credit will be accounted in fair value that
is calculated as the present value of expected future value cash flows. The use of fair
value method enables to increase the objectivity of financial accounting but it there
may raise also additional problems as the estimation of fair value of loans presumes
the existence reliable data about future cash flows and the discount rate used to
capture the market interest rate has to be commonly accepted and available at the
differentiation required by IAS 39.
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THE CONCEPTS OF EXTERNAL AND INTERNAL AUDITOR
INDEPENDENCE AND OBJECTIVITY

Annukka Jokipiil Johanna Miettinen
University of Vaasa

Abstract

The purpose of this theoretical paper is to compare the concepts of external auditor
and internal auditor independence and objectivity. The independence and objectivity
of external auditors and internal auditors are viewed in the literature as attributes of
strong corporate governance. Among others, Porter (1999) has recognised the need
to develop audit function in order to improve the corporate governance mechanism.
As a means to enhance corporate governance, independence and objectivity are
required of both auditors, even though they traditionally provide assurance services
from different starting points. However, the roles of external and internal auditors
have become more aligned due, for example, to internal audit outsourcing to
external audit firms. This creates a need to discuss the differences in the concepts of
independence and objectivity for external and internal auditors, which has not been
addressed in the previous literature. The purpose of this paper is to increase the
understanding of these differences based on the IFAC and the IlA standards.

Keywords: external auditor, internal auditor, independence, objectivity, corporate
governance

Introduction

The objective of this paper is to compare the concepts of external and internal
auditor independence and objectivity. To organise our discussion we adopt the
perspective that corporate governance comprises four cornerstones: 1) the external
auditor, 2) the internal auditor, 3) the audit committee and 4) the management. Each
party has a critical role to play in corporate governance (Gramling, Maletta,
Schneider & Church 2004). Both external and internal auditors must provide
assurance regarding the integrity of financial statements and the adequacy of internal
controls. To perform their work effectively and reliably, both auditors must be
independent and objective (Gallegos 2004). However, there is a risk that the
concepts of independence and objectivity cause confusion, because they are not well
established in the literature. Thus, this article aims to generate discussion of these
key concepts and the differences between them (see also Jokipii & Miettinen 2005).

While several studies have focused on corporate governance and internal and

external audit issues (Baker & Owsen 2002; Haron, Chambers, Ramsi & Ismail

1Contact information: University of Vaasa, Department of Accounting and Finance, P.O.Box
700, Fr\'-65101 Vaasa, Finland; Tel. +358 6 324 8911; Fax +358 6 324 8344
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2004), no earlier paper has compared the concepts of internal and external auditor
independence and objectivity. This study contributes toward understanding the
concepts of independence and objectivity in external and internal auditing. The
paper uses the definitions of independence and objectivity provided by two parallel
organisations, namely the International Federation of Accountants (IFAC) and the
Institute of Internal Auditors (IIA). The IFAC represents the external audit
profession and the IIA the internal audit profession. Their standards are generally
accepted and used by most practitioners in Europe.

The insight into these concepts provided by this article is useful to academics, to
practitioners and to both audit professions. The aim is to simplify and discuss the
differences of the two approaches to independence and objectivity given by the
IFAC (2005) and the IIA (2001a). This paper aims to contribute to the corporate
governance discussion and to motivate academics to generate future research.

The remainder of this article is organised as follows. The second and third sections
review the concepts of external and internal auditor independence and objectivity. In
the final section, the similarities, differences, and future challenges of these concepts
are discussed.

External auditor independence and objectivity

The external auditor’s legally defined role is to express an opinion on whether the
financial statements fairly present the financial position and results of operations of
the auditee (Baker et al. 2002). The external auditor’s opinion provides key
assurance to the shareholders and other parties. Thus, several regulatory bodies have
taken steps to ensure that the information generated by the external auditor is
accurate. Traditionally it has been considered that the ultimate goal of the external
audit is to express an objective opinion (FEE 1998). According to the IFAC (2005)
the principle of objectivity imposes:

“An obligation on all professional accountants not to compromise their professional
or business judgment because of bias, conflict of interest or the undue injluence of
others. ”

However, there is a widespread view in the external audit literature that objectivity,
as an auditor’s state of mind, cannot be directly regulated. Therefore, independence
is considered as a main means by which the external auditor demonstrates that she or
he performed the task in an objective manner (FEE 1998) and therefore, standards
are mainly focused on ensuring external auditor independence. The literature
variously discusses “independence in fact,” “independence of mind,” “mental
attitude” and “independence in appearance”. This paper uses the terms independence
in fact and independence in appearance. IFAC’s (2005) code of ethics defines
independence in fact (i.e. independence of mind or mental attitude), in the following
way:
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“It is the state of mind that permits the provision of an opinion without being
affected by influences that compromise professional judgment, allowing an
individual to act with integrity, and exercise objectivity and professionaljudgment .

Independence in appearance according to IFAC (2005) means:

“The avoidance offacts and circumstances that are so significant a reasonable and
informed third party, having knowledge of all relevant information, including any
safeguards applied, would reasonably conclude a firm's, or a member of the
assurance team 5, integrity, objectivity or professional scepticism had been
compromised.

In brief, independence in fact refers to an individual auditor’s state of mind, which
includes objectivity and other attributes. Independence in appearance represents the
interested parties’ perceptions of the profession’s independence in general and the
individual auditor’s independence in particular. Our literature review revealed that
research on auditor independence in fact is limited. However, a substantial amount
of research has focused upon identifying the factors which potentially influence
perceptions of external auditor independence. Research on the appearance of
independence has primarily focused on identifying situations in which an auditor
might not be perceived to be independent (Firth 1981; Shockley 1981; Knapp 1987;
McKinley, Pany & Reckers 1985; Lindsay 1989; Gul 1991; Gul & Tsui 1992;
Lindsay 1992; Bartlett 1993). Significantly less attention has been paid to the factors
that enhance auditor independence (Gul 1989, Emby & Davidson 1998; Beattie,
Brandt & Feamley 1999; Hussey & Lan 2001).

Figure 1 simplifies the concept of external auditor independence. At the top of
Figure 1 there is the concept of independence, which divides into two dimensions:
independence in fact and independence in appearance. Independence in fact aims to
ensure that an auditor has an appropriate mental attitude of objectivity.
Independence in appearance aims to ensure that an auditor could be perceived as
objective by third parties. Therefore, independence in fact and independence in
appearance constitute objectivity which is placed at the bottom in Figure 1

INDEPENDENCE

INDEPENDENCE IN APPEARANCE INDEPENDENCE IN FACT

OBJECTIVITY

Figure 1. Independence and objectivity of the external auditor.
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Internal auditor independence and objectivity

The importance of internal auditing has been widely recognised during the past two
decades. Recent scandals in the corporate sector have increased the prominence of
internal auditing even more. While external auditors are concerned primarily with
financial reporting, internal auditors often concentrate on the review of controls
(Schneider 2003). The Institute of Internal Auditors (I1A) defines internal auditing in
their standards as:

“Internal auditing is an independent, objective assurance and consulting activity
designed to add value and improve an organization 5 operations. It helps an
organization accomplish its objectives by bringing a systematic, disciplined
approach to evaluate and improve the effectiveness of risk management, control,
and governance processes. ”

As can be seen, the concepts of independence and objectivity are at the heart of the
definition. Overall, the IlA refers to independence and objectivity in the Standards
for the Professional Practices of Internal Auditing (2001a), in the Code of Ethics
(2001b), and in the Practice Advisories (2004). Standard 1100 requires that:

“Internal audit activity should be independent and internal auditors should be
objective in performing their work. ”

The 1IA do not precisely define independence in their standards. However, they
recognise organisational independence as:

“The chief audit executive should report to a level within the organization that
allows the internal audit activity tofulfil its responsibilities.

That is to say that status of the internal audit should enable it to function effectively
and the head of internal audit should have direct access to, and freedom to report to
management, the board of directors and the audit committee (Vinten 1999). There is
a clear trend for internal auditors to report functionally to the audit committee and
administratively to management (Gallegos 2004). In addition, the more recently
published Practice Advisories (2004) gives a broader description of independence. It
states that:

“Internal auditors are independent when they can carry out their work freely and
objectively. Independence permits internal auditors to render the impartial and
unbiased judgments essential to the proper conduct of engagements. It is achieved
through organizational status and objectivity.

However, it should be noted that compliance with Practice Advisories (2004) is
optional and it is not, in our interpretation, completely in compliance with the
standards and code of ethics. In professional standards organisational independence
and objectivity are separate requirements, while Practice Advisories introduces the
concept of independence, which encompasses both objectivity and organisational
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independence. Thus, independence is achieved through the organisational
independence of internal audit function and the objectivity of internal auditors
(Vinten 1999).

As is evident from the definitions of internal auditor independence, objectivity is a
key element in the effectiveness of an internal audit function. Many studies have
emphasised objectivity for internal auditors (e.g. Messier & Schneider 1988; Church
& Schneider 1992; Brody & Kaplan 1996). Objectivity is defined in the Standards
(2001a) as:

1 An unbiased mental attitude that requires internal auditors to perfori
engagements in such a manner that they have an honest beliefin their work product

and that no significant quality compromises are made. Objectivity requires internal
auditors not to subordinate theirjudgments on audit matters to that o fothers.

and the Code of Ethics (2001b) requires that internal auditors maintain objectivity:

“Internal auditors exhibit the highest level ofprofessional objectivity in gathering,
evaluating, and communicating information about the activity or process being
examined. Internal auditors make a balanced assessment of all the relevant
circumstances and are not unduly influenced by their own interests or by others in
formingjudgments.

Figure 2 summarizes and outlines the concepts described by the I1A. The main goal
for the internal auditor, which is presented at the top of the figure, is to be
independent according to Practice Advisories (2004). Independence consists of two
components, which are objectivity of the internal auditor and organisational
independence of the internal audit function. The first component, objectivity, is a
state of mind in which biases do not inappropriately affect judgments and
assessments. The second component, organisational independence, refers to an
independent organisational position in which auditors are able to exercise judgment,
express opinions and present recommendations with impartiality.

INDEPENDENCE

OBJECTIVITY ORGANIZATIONAL INDEPENDENCE

Figure 2. Independence and objectivity of the internal auditor.
Discussion
Figures 1and 2 reveal interesting differences between the concepts of independence

and objectivity within external and internal audit regulation. According to our
interpretation the IFAC seems to regulate objectivity through independence (i.e.
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independence in fact and independence in appearance) whereas the IIA seems to
regulate objectivity and organisational independence directly. In brief, the concept
of independence for external auditors encompasses independence in fact and
independence in appearance, which are expected to ensure objectivity. In contrast,
independence for internal auditors includes only objectivity and organisational
independence. In conclusion we argue that independence has a different meaning in
the two audit groups. The concept of independence is broader in external auditing
than internal auditing. In our opinion there is a risk that this causes
misunderstandings when independence and objectivity are discussed in external and
internal auditing.

Traditionally external and internal audit functions have been positioned differently
in the organisation, which partly explains the differences discussed above. However,
the roles of external and internal auditors have become more aligned due, for
example, to internal audit outsourcing to external audit firms. To be effective, both
internal and external auditors must maintain their independence and objectivity
according to their professional standards. At the moment standards for external and
internal auditor independence and objectivity are difficult to interpret and they are
not in accordance with each other. This could lead to problems in a situation when
an external auditor conducts both external and internal audits. This may create a
need to develop professional standards to ensure more consistent independence and
objectivity.

In addition, the internal audit literature concerning independence and objectivity is
in the early phases of development compared to the external audit literature.
Moreover, some authors have adopted concepts used in the external audit literature
for the internal audit literature (see for example Chang, Mutchler & Prawitt 2001).
This indicates that concepts which are now applied in external auditing are guiding
the development of the internal audit discussion.

When the concepts of independence and objectivity are used inaccurately in the
corporate governance discussion it may cause confusion. If corporate governance
parties do not have in-depth knowledge about these concepts they may not perceive
the differences, i.e. how the IFAC and the IIA emphasise independence and
objectivity. This could result in unrealistic expectations concerning auditor’s
independence and objectivity.
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Summary

THE CONCEPTS OF EXTERNAL AND INTERNAL AUDITOR
INDEPENDENCE AND OBJECTIVITY

Annukka Jokipii, Johanna Miettinen
University of Vaasa

This paper discusses the concepts of independence and objectivity of external and
internal auditor. The independence and objectivity of external and internal auditors
are viewed in the literature as attributes of strong corporate governance. As a means
to enhance corporate governance independence and objectivity are required of both
auditors, even though they provide assurance services from different starting points.
However, in the earlier literature the concepts of independence and objectivity are
often used synonymously and with a lack of clarity. This paper analyses and
discusses the differences between the concepts of independence and objectivity as
defined by the IFAC and the lIA.
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Abstract

This research examines the role of qualitative information in auditors’ decision-
making. More specifically, it attempts to explain how auditors combine qualitative
information with the traditional quantitative information. The task that is studied is
going concern decision. The earlier literature lacks a theoretical framework for
qualitative information in auditor’s going concern assessment. The framework will
be created using earlier audit research and appropriate insolvency and bankruptcy
research. This research moreover investigates more specifically how the seriousness
and the type of financial distress affects the use of qualitative information in
auditor’s going concern task. The results of this research will provide additional
evidence on how auditors weight qualitative information in decision-making.

Keywords: auditor, qualitative information, going concern
1. Introduction

Auditors face numerous decision-making situations every day. Auditing a company
is a challenging task and demands continuous decision-making. The decision-
making situation depends on the auditor’s, the auditee’s characteristics. One of the
controversial decision-making situations is auditors’ going concern assessment. This
research focuses more closely on the qualitative information in this decision-
making.

An auditor normally considers the client as a going concern for the foreseeable
future (not more than 12 months), unless he does finds events or conditions that
would require adjusting this assumption. IFAC’s (2004) ISA-standard 570 includes
examples of events and conditions that may cast significant doubt on the going
concern assumption. In this case the auditor is required to perform additional audit
procedures and assess management plans for future action which may mitigate the
threat. After gathering all relevant audit evidence the auditor decides on the form of
the audit report. If the auditor decides that no material uncertainty exists he does not
qualify the audit report in this respect. Otherwise the auditor gives a qualified,
adverse opinion or report with emphasis on the matter in a paragraph that highlights
the factor causing material uncertainty.

The auditor’s choice of opinion regarding whether the company is a going concern
is important in many ways. Nogler (1995) showed that after receiving a going
concern opinion only one company out of three remained in its present form at the
end of the research period. The rest of the companies suffered bankruptcy,
dissolution, liquidation or merger. Prior studies (e.g. Altman 1982; Chen and Church
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1992) have also indicated that about half of the failed companies had received going
concern reports in the period prior to bankruptcy. Moreover, negative going concern
assessments can cause loss of reputation and increased litigation risk to the auditor
himself (see e.g. Nogler 1995; DeFond, Raghunandan and Subramanyam 2002).
There is also contradictory evidence indicating that a going concern opinion may be
self-fulfilling prophecy, i.e. the opinion contributes to the crisis of an otherwise
viable client (see e.g. Mutchler 1986; Citron and Taffler 2001; Tucker, Matsumura
and Subramanyam, 2003).

Research problem area. The first generation of going concern studies (e.g.
Mutchler 1985; Dopuch, Holthausen and Leftwich 1987; Menon and Schwartz
1987) concentrated on explaining auditors’ going concern decision-making by
comparing it to the bankruptcy prediction models. The models which were used in
these studies used mainly financial ratios and market-based data. These models
outperformed auditors’ ability in bankruptcy prediction. The combined prediction
accuracy for the models was 82-90 % and for the auditors 15-84 % (Asare 1990:
50). However, Mutchler (1985) was the first to test qualitative variables using
discriminant analysis. She categorized variables to the bad (contrary) and the good
(mitigating) news, but did not find increasing predictive ability.

Chen and Church (1992) investigated qualitative variables more closely. They used
debt default status with and without quantitative factors to explain auditors’ going
concern opinions. They found that a firm’s default status alone is almost as effective
a predictor of auditors’ going concern opinion as the models including only
quantitative factors. Later, Goodman and Braunstein (1995) and Behn, Kaplan and
Krumwiede (2001) integrated variables concerning management capability and
plans to the models and found these factors to be statistically significant predictors
of going concern opinions.

However, despite the earlier research investigating the importance of qualitative
factors, the area contains many open research questions. So far, there is no coherent
theoretical framework for the qualitative factors in auditors’ going concern
assessments. In the earlier literature qualitative factors are primarily categorized to
contrary and mitigating information, but not by other characteristics. Also, almost
all the current studies are limited because the factors are derived from public sources
e.g. databases and conversations which may not entirely capture all relevant factors
and may therefore give biased results (see Kleinman and Anandarajan 1999).
Moreover, the interactions between qualitative and quantitative factors have not
been completely empirically tested in these settings.

Purpose of the study. The purpose of this study is to investigate the role of
qualitative information in auditors’ decision making. A good example of typical
decision making situation is auditors’ going concern assessment. The earlier
literature indicates that there is still a lack of evidence on how auditors combine
qualitative information with the traditional quantitative information. Thus, this
research aims at finding new information of auditor’s decision making variables.
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The primary objective is to empirically test the role of qualitative information in
auditors’ decision-making situations. When making a going concern decision the
auditor has two options. Based on the information available he may or may not state
that the firm suffers from going concern problems.. The information behind this
decision may be quantitative or qualitative. This is illustrated in the following Figure
1 In earlier studies the quantitative information has played a major role in this
decision making process.

This study aims at a closer examination of the role of qualitative information in the
auditor’s decision making process. It also tries to explain how the auditor uses and
weights the qualitative information available. It moreover examines the interactions
between qualitative and quantitative information.

Qualitative information can be divided into the following categories as illustrated in
Figure 2.

Positive qualitative Negative qualitative
information information

- internal - internal

- external - external

Going concern decision

Figure 2. Categories of qualitative information.
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Possible examples of the information described in Figure 2 are:
1) Internal, mitigating information (e.g. good relationship to key supplier)
2) Internal, contrdictory information (e.g. poor management)
3) External, mitigating information (e.g. good general economic conditions)
4) External, contradictory information (e.g. new products from competitors)

This study attempts to answer the following research questions:
What kind of role has qualitative information in the auditor’s decision-making?
Is one type of qualitative information more important than another?

Does the importance of qualitative information vary depending on other factors (e.g.
the seriousness and type of financial distress) and information affecting the decision-
making situation?

What is the relative importance of qualitative information compared to that of
quantitative information?

Contribution of the study. Audit firms have recently recognized the increased need
to include non-financial information in the audit process (Cohen, Krishnamoorthy
and Wright 2000). Also several authors (e.g. Graham 1993; Asare and Davidson
1995) have argued that qualitative information research in auditing decision-making
has been insufficient over the years. This research contributes to this gap in several
ways.

While earlier research in going concern decision-making (e.g. Mutchler 1985;
Kleinman et al. 1999) has mainly concentrated on qualitative information available
from public sources, this study extends the existing research by adding other
qualitative information for empirical testing. To date, there is no theoretical
framework for qualitative information in auditors’ going concern assessments. The
framework for this purpose will be created using earlier audit research and
appropriate insolvency and bankruptcy research.

Secondly, this research contributes to the existing literature by examining
interactions between quantitative and qualitative information. Rosman, Seol and
Biggs (1999) studied in experimental settings if auditors’ use of qualitative
information varied between start-up and mature companies when financial health
changed (bankrupt and non-bankrupt). This research investigates more specifically
how the seriousness and the type of financial distress affects the use of qualitative
information in the auditor’s going concern task.

The results of this research will provide additional evidence on how auditors weight
qualitative information in going concern assessment. This information is important
for a firm’s management and internal auditors. This knowledge helps them to affect
the qualitative information considered important by the auditor and possibly avoid
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the going concern opinion. In addition, the results of this study may be useful in
practice when discussing the recommendations and standards concerning auditor s

going concern decision.

2. Data and methodology

Experienced auditors will be represented by 3-5 case studies. Experienced auditors
will be selected because they are used to making such judgments in practice and
their information usage differs from that of less experienced auditors (see Goodman
et al. 1995 and Lundberg and Nagle 2004).

The case studies will include brief background information, e.g. branch and history
and a large amount of quantitative and qualitative information. Quantitative and
background information will be constructed from the real financial statement data,
possibly from firms receiving going concern qualification from the auditor. Selected
firms will then be divided into 3 to 5 groups. The grouping is based on the type and
seriousness of the financial distress. One firm in every group will then be chosen for
the base of each case. The type and the amount of qualitative information will be
determined in the theoretical part of this research. The same set of qualitative
information will be applied to every case. Control variables will be derived carefully
from the earlier literature.

Respondents will be asked to read one case at a time and then decide the form of
audit report (unqualified or going concern qualified). Then respondents will be
asked to complete a questionnaire including questions concerning the information
they used in their decision-making. Respondents will also be asked to weight the
relative importance of the information they used in their judgment process. The
analysis of case data will be performed with statistical methods.
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PAKTUYECKUWE PEANUN NEPEOLEHKWM OCHOBHOTIO
MMYWECTBA HA MPEAMPUATNAX S3CTOHUN

3nHanga KanHuH
TapTycKuii yHusepcutet

BBegeHune

PehopMmMpoOBaHMe 3CTOHCKOrO (MHAHCOBOrO yueTa B COOTBETCBUU C TPpe6oBaHUAMM
MEeXAYHapoAHbIX CTaHAApTOB (MHAHCOBOW OTYETHOCTU MAET MOMHBLIM XOZOM.
O606LLeHNe ONbITa, HAaKOMAEHHOFO 3a MocfefHWe NATHafgUaTb feT, MO3BOMNUIO
onpeaennTb Kak ycnexu, Tak U HefloCTaTKN B ero MeTo40/0rnU.

Jonroe Bpems npeo6nafaloliel OLEHKOM 06bLEKTOB UMYyLLECTBA  ABAANACh
CTOMMOCTb MPUOGPETEHNS, NPENMYLLECTBOM KOTOPOi CUMTAeTCs BO3MOXHOCTb €€
noATBEPXKeAeHUs MepBUYHbIMKU [OKYMeHTaMu. B To e Bpems 3Ta CTOMMOCTb
0TpaxaeT Npownoe, ¥ yeM 6o/blle BPEMEHW MPOLLA0 OT MOMEHTA MPUOBPeTEHNS,
TEM [Jajblue 3Ta OLEHKA 0T peasbHOCTU. MOCKOMbKY' OLEHKa 06LEKTOB MMYLLECTBA
fBNseTcs Haubosee BaXHbIM (HaKTOPOM, O06GecneynBaloL{MM [AOCTOBEPHOCTb
(MHAHCOBOM OTUYETHOCTM [N ee MNo/b3oBaTeneil, Heo6XOAUMO WCXOAUTL W3
peanbHbIX OLEHOK MMYLLeCTBa.

OfHMM 13 BaXXHbIX 3TanoB NpeobpasoBaHNi MOXHO CUMTaTb MOCTENEHHbIA Nepexos
Ha OLEHKY pasinyHbiX OOGBEKTOB MMyLLecTBa MO CNpaBeA/nBoi  (peanbHoit)
cToumoctu. Mpu 3TOM HEO6XOLMMO YUWTbIBaTb, YTO CRpaBej/vMBas CTOMMOCTb -
3TO YCMOBHbIA TepMWUH, OMNpefenstoWwmnii  JOCTOBEPHO PbIHOYHYIO CTOMMOCTb
06beKTOB. B TO Xe BpemMa B 3CTOHCKMX HOPMaTuMBHbIX [AOKYMeHTax Mo
()MHAHCOBOMY Y4eTy MO OLHWM BMAaM OO6BLEKTOB MMYLLECTBA [JOMYCKalOTCA
anTepHaTUBHbIE MeTOAbl, a No APYyrnm Bbl60p orpaHn4ymeaeTca onpeneneHHbIMU
ycnosuamu.  Hanuume  anTepHaTWMBHbIX  METOAOB  OLEHKM  CTaBUT  nepeq
(hMHAHCOBbIMW  pabOTHUKaMWU  MNPEANPUATUIA  CYLLeCTBEHHYH 3ajady Bbl6opa
ONTUManbHOro MeTofda, MO3BONAIOLWEr0 peann3oBaTb KOHKPETHbIE LieNN OLEHKY.
[anee B cTaTbe paccMaTpuBalOTCA BOMPOCHI OLEHKU MaTepuanbHOro OCHOBHOIO
MMylLLlecTBa.

AKTYaNibHOCTb BOMPOCOB OLLEHKM MaTepuasibHOro OCHOBHOIO UMYLLECTBA

[JeicTByOWNi A NOPAJOK OLEHKM OCHOBHOIO WMMYyLLecTBa pernameHtmpyetca ¢ 1
AHBaps 2003 roga WMHCTpyKumein Cnyx6bl 6yXranTepckoro yyeta 9CTOHMM HOMep 5
«MartepunanbHoe 1 HemaTepuanibHOe OCHOBHOE MMYLLECTBO», KOTOPas ONupaeTcs Ha
MexayHapofAHble cTtaHfapTel IAS 16 “MaTtepuanbHoe OCHOBHOe MMyLLecTBO», IAS
38 “HemartepuanbHoe OCHOBHOe wumyuiectBo» u IAS 36 “O6ecueHeHune
umyuiectsa”. lMpy 3TOM HOBbIM MOMEHTOM B (DMHAHCOBbLIM Yy4yeTe ABASETCH
Bbl4e/leHNe M3 MaTepuanbHOro OCHOBHOFO MMyLLecTBa OGBEKTOB HEABMXKUMOCTH,
CTOMMOCTb KOTOPbIX Tenepb OTpaxaeTca B 6anaHce Ha OTAeNbHOW cTaTbe.
AKTYanbHOCTb M BaXHOCTb BbleNEeHUA HELBMKMMOCTU B OTAEMbHbIA Y4YacToK yuyeTa
CBA3aHbl C ObICTPbIM  pa3BUTMEM PblHKA HEABMXUMOCTM B  ICTOHUU MU
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NpWGbLITLHOCTBID  AeATeNbHOCTM — 3TOM  oTpacan.  MHorMe  mpegnpuaTus
3aMHTepPecoBaHbl B TOM, YTO6bl MMETb HEABMXUMOCTb W NPOM3BOANUTL C STUM BUAOM
MMYLLECTBA Pa3/INuHble X03AWCTBEHHbIE CAENKW. STUM U 06YCMOBAsSeTCS BBeAeHUE
0T/AieNIbHON UHCTPYKLMU HOMEP 6 «HBECTULMK B HEABUXUMOCTb». 1

YBenuueHne 06bLEMOB UM MPOMCXOASLLME W3MEHEHWUs B COCTaBe W CTPYKType
MaTepuanbHOro OCHOBHOTO  MMYLLECTBA MOBLILWAKT €r0 pofb B  PasBUTUM
[esTeNbHOCT MpeanpusTWiA. B cBA3M ¢ 9TMM  BO3pacTaeT Heob6XOAMMOCTb
o6ecneyeHnss Kak BHYTPEHHMX, TaK W BHELWHMX MONb30BaTeNeli [OCTOBEPHOIA
WH(opmauveid 06  MMYLLECTBEHHOM  COCTOSHWM — npeanpuatus.  [OCKObKY
OMpefeneHHas 4YacTb MaTepuanbHOr0 OCHOBHOFO MMYLLECTBA UMEET ANNTENbHbIiA
CPOK WCMOMb30BaHUsS U OHO MPUOGPETEHO [OCTATOYHO [ABHO, €ro CTOMMOCTb, C
OfJHOI CTOPOHbI, MOAAAETCA PE3KUM KOMEGAHWUAM MO Pas/IMuHbIM NPUUMHAM, Kak To:
M3MEHEHWS PbIHOYHBIX LiEH, (PU3NYECKUl N MOpanbHbI M3HOC, PeCcTPYKTypu3aums
MPOU3BOACTBA U T. 4. C ApYroii CTOPOHbI, CBOE B/IMSIHME OKa3blBaeT W aMOpPTW3aLus
CTOMMOCTW MPUOBPETEHNS OGBLEKTOB MAaTepUasbHOTO OCHOBHOMO MMYLLECTBa,
LeNbl0 KOTOPOW NBNSETCS OTpaKeHWe WX WMCMONb30BaHUs, a He W3MeHeHuii B
pbIHOYHOW cToMMOCTK. COOTBETCTBEHHO, B TakOM Cly4ae 6GanaHcoBas CTOMMOCTb
(cToMMOCTb  MpUOGPETEHUS MWHYC W3HOC) TMOKa3blBAaeTCs B 3aBbIWEHHbLIX WAW
3aHWKEHHbIX BENIMYMHAX, UCKaXasA 3TUM MMYLLECTBEHHOE COCTOSIHME NMPeANnpUATUS.

B To >e Bpems OTAefbHble BWAbl MaTepuanbHOr0 OCHOBHOFO WMYyLLECTBa
(Hanpumep, 3eMAs, 3[4aHWA, COOPYXKEHWUS) ICTOHCKUX NPEANpPUATUA B OCHOBHOM
npuo6peTeHbl B MPOLWIJIOM CTONETUM W NPW 3TOM WMET M0  PasinuHbIM
06CTOATENLCTBAM 3aHUXEHHYI0 6anaHCOBYH CTOMMOCTb. TO XapaKTepHO Ans
ny6/MYHOTO CEKTOpa: rOCYapCTBEHHbBIX U MYHULMNANbHBIX YUPEXAEHWIA.

Ecnn peanbHas CTOMMOCTb 06bekTa MaTepuanbHOr0 OCHOBHOMO WMYLLeCTBa
3HAYMTENbHO OT/IMYAeTCH OT ero 6anaHcoBO CTOMMOCTW, TO C TOYKU 3PEHMA
afleKBaTHOCTM WH(OpMaLMK, Takyld CTOMMOCTb HeoGXOAMMO MepecMoTpeTb. [ns
TOro 4to6bl  «NpuUbAM3NTL»  6GanaHCoOBYD CTOMMOCTb Takoro o6bekTa K
crpaBegnuBoi, NpeanpuATUAM MpPefOCTaBNsfeTCA MpaBO €e MEepeoLeHKn, T. e.
[OOLEHKN WM YUEHKKW, YTo KacaeTcs 3CTOHCKOM YYeTHON NpaKTWKW, TO N0 cTapomy
3akoHy 0 ByxranTepckoM yuyeTe AOOLEHKA B XOfe WCMO/b30BaHWUA MaTepuasbHOro
OCHOBHOr0 MMyllecTBa Oblna 3anpeleHa, MOCKOMbKY OHa MpoTuBOpeuyunna
JeiCTBYIOWEMY NPUHLMIY CTOMMOCTU npuobpeTeHns. OHa paspellanacb TOAbKO B
0CO6bIX CAlydasx MO paspeleHni0o MUHWUCTPa (MHAHCOB. B HacTosiee Bpems Mo
MHCTPYKUMM HOMep 5 npefnpuaTWiO KOCBEHHO MpeoCTaBneHO NpPaBoO MPOBeAEHWs
[OOLEHKMN.

C nepeoueHKol OGBEKTOB MaTepuanbHOr0 OCHOBHOFO WMYLLECTBA BO3HMKAOT

cnegytouive, Tpebytolme 0TBeTa, BONPOCHI:
e 10 KakuM 06beKTaM MPOBOAUTL MEPEOLIEHKY,

1B ,anHOVI cTaTtbe I'IpOﬁl'IeMbI, CBA3aHHbIE C OLl'eHKOI‘/II HEABWMXXUMOCTW, HE n3nararmTcH.
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e Kakue npoueaypbl MPUMEHATb  ANd  TOro, uToGbl C  MaKCMManbHO¥A
OCMOTPUTENbHOCTLIO OLEHWUTb MOAMEXaLL e NepeoLleHKe 06bEeKTI,
*  KaK 0TpasuTb pe3ynbTaTbl MEPEOLEHKM B yueTe.

OT nNpaBULHOTO peLleHMs BbllEHa3BaHHbIX B3aWMOCBS3aHHbIX BOMPOCOB B
CYLLECTBEHHON Mepe 3aBUCUT OGBEKTMBHOCTb WH(OPMauUM 06 WMYLLECTBEHHOM
COCTOSIHUM NPEANPUATHS.

HoBble acnekTbl B OLEHKE MaTepuasbHOro 0OCHOBHOIMO MMYLLecTBa

MepeoligHKa KakK WMHCTPYMEHT KOPPEKTUPOBKW, C OfHOA CTOPOHbI, SBAseTCS

MOMOXMUTENbHO 1 MO3BONSET OMNPeaenuTb CrpaBeAnvBY0 CTOMMOCTb O06bEKTOB

MaTepuaibHOro OCHOBHOrO WMyllecTsa. C Apyroil e CTOPOHbI, NPeAnpuUaTULO

npesocTaBAseTCs CULWKOM 60/blwas cBo60Aa B OLEHOUHbIX AeCTBUAX, UTO MOXET

NPUBECTU K 3710yNOTPe6ieHnaM, MOCKONbKY MpaBUALHOCTL ONpeaeneHus 3Toi

CTOMMOCTU  fBASIETCA  BeCbMa  JUCKYCCMOHHOW. OTpuuaTeNbHble  MOMEHTSI,

HacTopaXuBaloLe PyKoBOANTEN, BbIpaXaloTCs B CeAyIoLLeM:

e HECMOTPA Ha TO, 4YTO MepeoleHKa AO/MKHA MPOBOAMTLCS MO CNpaBeAMBOiA
CTOMMOCTM, B YCNOBMSX DCTOHWUU €e BECbMa CMOXHO OMNPeAeNuTh, MOCKONbKY
Mo MHOTMM 06bEKTaM MaTepuasbHOr0 OCHOBHOTO UMYLLECTBA OTCYTCTBYET Kak
aKTUBHbIFi PbIHOK, TaK W KBaU(ULMPOBAHHbIE 3KCMEPTbI-CNeLNanmncTbl,
VIMEIOLLMEe COOTBETCTBYIOLLME 3HAHWSA 1 HABLIKW MO NPOBEAEHUIO OLEHKMU;

*  MpOLEecC NepeoLeHKn SBASETCS CAULLIKOM AOPOTrOCTOALLUM;

e pe3ynbTaTbl [OOLEHKM, B TMEPBYID OYepedb, OTPaXKalTCA Ha CBOGOLHOM
Kanutane, a B flaNbHellleM MPOUCXOAMT YBENMYEHWe amMopTU3aLUM,
0KasblBatoLL,ee 0TPULATeNbHOE BAUSIHIUE Ha MPUBLIb.

B 3CTOHCKOW Y4YeTHO npakTWKe BOMPOCHI MEPEOLEHKN PeLIalTCcs CReayrowum
06pa3oM. B COOTBETCTBUM MHCTPYKUUM HOMep 5, npesnpustMe MOXeT 3aMeHUTb
6anaHCcoBYld CTOMMOCTb MEpPeoLEHEHHOW CTOMMOCTbIO, €cnu  CcrnpaBej/vBas
CTOMMOCTb 06BbEKTA CYLLECTBEHHO OTNMYAETCS OT ero 6anaHcoBOi CTOMMOCTM. Ecnn
6anaHcoBasi CTOMMOCTb 3aHWXXEHA, M3 TOMIKOBAHWUW WMHCTPYKTUBHbLIX MOM0XKEHWNI
BbITEKAET, YTO A0OLEHKY MOXHO MpOM3BOAUTL TOMBLKO B Te€X CAy4Yasx, Korga aTo
06YC/OB/IEHO OAHUM U3 HUXKECNEAYHOLMUX 0BCTOATENLCTB:

e 06beKT npuobpeTeH He nosgHee 1995 roga mam

e OTCYTCTBYHT AOCTOBEPHbIE AaHHbIE O (PAKTUYECKOIN CTOMMOCTU MPUOBpPeTEHUs

o6beKTa.

CnegnoBate/lbHO, Takas OfHOKpaTHas [ooLeHKa 6anaHCoBOW CTOMMOCTU 06BLEKTOB
MaTepnasbHOr0 OCHOBHOFO MMYLLECTBA CBfi3aHa C KOPPEKTWPOBKON MpeablayLimx
OLWNBOK B BYXTanTepckoM y4yeTe W € yY4eTOM TUNepuHGAALMK, MMEBLUEA MecTo B
Hauane 90-x rogoB. B xofe nepeoLeHKM 06LEKTOB MaTepuanbHOro OCHOBHOIO
MMYLLECTBA, MO KOTOPbIM paspellaeTcs [JOOLEHKA, Npeblaylias CTOMMOCTb
3aMEHsIeTCS  CMpaBefANBOM CTOMMOCTbIO Ha [JeHb MEepPeoLeHKWM, TNpu  3TOM
aKKyMY/MPOBaHHbI M3HOC 3NMMUHUPYETCA. B TakoM c/yyae Ha [ieHb MepeoLeHKM
cnpaBefnnBasi CTOMMOCTb CYMTAeTCsl HOBO CTOMMOCTbIO  NPUOGPETEHUs W
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amopTu3auus  3TOM CTOMMOCTM HauMHaeTcs C Hyns. B To e Bpems
nepecMaTpuBaeTCs MO/E3HbIi CPOK WCMO/b30BaHWA 06bEKTA W, COOTBETCTBEHHO,
KOPPEKTUPYeTCA HopMa aMmopTH3aLum.

B MHCTPYKUMW HOMEp 5 YeTKO YKasblBaeTCs, YTO HauNyuyllUM MHAUKATOPOM
CrpaBef/IMBOA CTOMMOCTU SIBNSETCSA PbiHOYHAS CTOUMOCTb, T. €. CYMMa, 3a KOTOPYHO
06BEKT MOXHO MPoAaTh UKW KOTOPYH HYXKHO 3aniaTUTb B XOAe CAENKU, UMetoLLeld
MECTO Ha aKTWBHOM pblHKe. MMpu onpeaeneHnn pbIHOYHOW CTOMMOCTU MOTYT 6biTb
MCMONb30BaHbl KaK AaHHble O LieHaX Ha aHanoruMuHble O0GbEKTbl, MOMYYeHHble OT
NpeAnpuATUIA-NPON3BOANUTENEA WN TOProOBbIX NPEANpPUATWIA, TaK W 3KCMepTHble
3aK/oYeHNs cneuuanucTo. OUYEBUAHO, YTO MPOM3BOAMTENSMU WAM TOPTOBbIMM
npeanpuaTMAMKU NpefoCcTaBNAeTcs MH(OpMauus 06 YPOBHE PbIHOYHLIX LEH Ha
0GHOB/NEHHbIE 06BLEKTbLI, KOTOPbIE MOTYT B ONpeAeneHHOW CTeneHW oTaMYaTbCs OT
nepeoLieHMBaemMblX. [109TOMYy B  6O/bIIMHCTBE CAy4aeB MNpu  onpeaeneHuu
cnpaseAnnBoii CTOMMOCTM 06beKTa MPUXOAMTCS OMUPaThCs TOMbKO Ha OAuH
WCTOYHUK, T. €. HA IKCMEPTHbIE 3aK/THOUYEHNUS CMELUanncToB U3BHE.

HoBLIECTBO 3aKMOYaeTCs U B MOPALKE OTPAXEHWUS Pe3y/NbTaTOB MEPEeoLEeHKU B
OTYETHOCTU. Ecnn BcrefcTBME MepeoLieHKM GanaHcoBas CTOMMOCTb OGBLEKTOB
MaTepraibHOr0 OCHOBHOIO MMYLLECTBA YBEMUMBAETCS, TO PasHULy MexXay HOBOVA
M CTapoil CTOMMOCTbIO OTpaXalT Ha 6anaHCoBOW cTaTbe «HepacnpegeneHHas
NpWBbLINL/YGLITOK NPOLWALIX NepruogoB». Mpu 3TOM M3MEHeHMe HepacnpeaeneHHoi
npubbLINM  NPOLLAbLIX MNEepuoaoB BCNEACTBME [OOLEHKN OTPaXaeTcs O0TAeNbHOM
cTaTbeil B oTUeTe 06 M3MEHeHMsAX COB6CTBEHHOro KanuTana. B Tex cnydasx, Korga
NPOUCXOAMUT YLEHKa, pa3HMLa MeXay HOBOI 1 CTapoii CTOMMOCTbIO OTpaXKaeTcs Kak
y6bITOK OT YLLEHKN OCHOBHOTO MMYLLECTBA B OTYETE O NPUGLINHN.

3aKoHoAaTeNlbCTBOM YLUEHKa 0ObEKTOB MaTepuasbHOro OCHOBHOrO MMYLLECTBA He
3anpellanach, 0OfjHaKO OHa MMena BecbMa CyObeKTUBHbI XapakTep W onupanach, B
OCHOBHOM, Ha FHOCEO/IOrMYecKyto OCHOBY. Mpeaenom npu yueHke 6biia pblHOUYHAsA
CTOMMOCTb, KOTOPYIO /IEFKO OMNpefenTb Ha 06beKTbl, UMEIOLMe CpoC Ha PbIHKE.
MpobnemMbl BO3HWKAKOT TOrfAa, KOrja He BO3MOXHO OMpefenuTb PbIHOYHYIO
CTOMMOCTb WM KOTfa OHa He COOTBETCTBYET CrpasefMBOI CTOMMOCTM 06bekTa. B
TO >Xe BpemMs MHOrvMe npeanpuATUA  UCMONb3YIOT O6BEKTbI MaTepuanbHOro
OCHOBHOFO MMyLLeCTBa, He WMElOWMe Cnpoca Ha PblHKe, HO UWMetowue
CYLLLECTBEHHOE 3HayYeHue AN caMoro NpPeanpuAaTUs, NopoXxaas AeHeXHble NOTOKN U
y4yacTBys B CO3[4aHUW ero A0X040B. BO3HMKLWWIA BakyymM He Crnoco6CTBOBan
BCECTOPOHHEMY MPUMEHEHWUIO YLUEHKW [1A OnpefeneHWUs peanbHOl CTOMMOCTM
00bEKTOB MaTepnasibHOro OCHOBHOMO UMYyLLeCTBa. JTa Npobnema Haluna peleHune B
IAS 36 «Ob6ecueHeHMe MMYLLeCTBa», AelCTBYIOLWEM AN (DMHAHCOBOW OTYETHOCTU
3a nepvoAbl, HaunHarowwmecs ¢ uav nocne 1 unwona 1999 roga v yctaHaBNMBalOLWEM:
*  MNOPAAOK [eiCTBWIA, NpeAnpuHUMaEMbIX NpefnpuAaTUEM BO  W3bexaHue
3aBbILLEHNA CTOMMOCTM CBOEr0 UMYLLECTBA, T. €. BO M36exxaHWe MNpeBsbllLeHNs
ero 6anaHcoBO CTOMMOCTbK) CYMMbl, BO3MELLAEMO OT MCMNONb30BAHUS WU
npojaxw;
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e TpeGOBaHWS OTHOCWUTENbHO TOrO, KOrAa MpPeAnpusiTUE [O/KHO Y4YMTbIBaTb
UAEHTU(ULMPOBAHHBIA YOLITOK OT 0GECLEHEHWs, a TakXe BOCCTAHOBMEHUE
TaKoBOrO;

e Tpe6oBaHUs K PacKpbITUIO MHDOPMALMM MO 06bEKTAM MMYLLECTBA, CTOMMOCTb
KOTOPbIX CHWU3UNACh.

Takum 06pasom, YyleHKa 6bl1a BO3POXAEHa Ha HOBOW OCHOBe: MOABUANCH
[OMOJIHUTENIbHbIE BUAbl CTOMMOCTK, T. €. «MOKPbIBAEMAA CTOMMOCTb» U «CTOMMOCTb
MCMoJb30BaHMA». MOM0XEHNA BbllleHa3BaHHOroO CTaHapTa HallW CBOE OTpaXeHue
N B UHCTPYKL MM HOMep 5.

B HacTosiee Bpems 06beKTbl MaTepuasbHOr0 OCHOBHOTO UMYLLECTBA YLeHNBaloTCs

[0 WX MOKPbIBa€MOIl CTOMMOCTU B C/yyae, ec/im NoKpbiBaemMasi CTOMMOCTb 00beKTa

MeHblle ero 6anaHcoBoii cToMmocTu. Mpyu onpeaeneHUM NoKpPbIBAEMOI CTOMMOCTH

UCXOAAT M3 06CTOATENbCTBA, YTO OHAa paBHAa HaMGONbLUEMY M3 ABYX CNeayHoLiux

rnokasaTeneii:

*  PbIHOYHOI CTOMMOCTU - CyMMe, 38 KOTOPYH 06HEKT MOXHO MPOoAaTh B CAENKe
MeXAy KOMMETeHTHbIMU, 3aMHTEPeCOBaHHbIMIW U He3aBUCUMbIMM CTOPOHaMK,
32 MMHYCOM PacxXofoB, CBA3aHHbIX C €r0 NMPoAaXei unm

. CTOMMOCTU WCMONMb30BaHWUS - TEKyLleidi CTOMMOCTM [EeHEXHbIX MOTOKOB,
reHepupyembiX 0T MCMO/Mb30BAHMA W MOCNeyIOLe NpogaXM 06beKTa.

Takoe paclivpeHue MOAXOAA K OMpPeLeNeHut0 MOKPbIBAeMOW CTOMMOCTM BecbMa
onpaBAaHo, MOCKO/bKY T03BOMsieT G0/ee TOYHO OMpPEefenuTb  ChpaBeaanByio
CTOMMOCTb 06bekTa. ECAM MOKpbiBaeMas CTOMMOCTb OMpPefensieTcsi TONMbKO Ha
OCHOBE OJHOFO ToKasaTens, TO MOXEeT BO3HWKHYTb CUTyalUusi, NpU KOTOPO¥i
LEHEXHble MOTOKM OT MCMONb30BAHWUS MW NPOAAXM Bbilie YLEHEHHOW CTOMMOCTM
06beKkTa. 3TO YKas3blBaeT Ha HenpaBWbHOE OTPaxeHWe 6anaHCcoBON CTOUMOCTU
06bEKTOB MaTepManbHOr0 OCHOBHOMO UMYLLECTBA.

M3 OyKBasbHOTr0 TOMKOBaHUS MpaBU WHCTPYKUWM HOMep 5 MOXHO cfAenatb

cneaytoline BbiBOAbI:

. PYKOBOACTBY MpPeAnpuATMS Heo6X0AMMO Ha KaxAayr 6GanaHCcoByk faty
KPUTUYECKM OLEHUTb COCTOSIHWE MaTepuanbHOr0 OCHOBHOIO MMYyLLECTBa W
BbISIBUTb MPU3HAKW, YKa3blBalOL|ME Ha CHUXEHWE CTOMMOCTU onpeaeneHHbIX
06bEKTOB MaTepnanbHOr0 OCHOBHOIO MMYLLECTBA;

. €CNN BO3HWKAET ONaceHne B OTHOLIEHUW CHMXEHWUSi CTOMMOCTU KaKoro-nnéo
06beKTa HmXKe ero 6anaHcoBOl CTOMMOCTM, TO HEOOXOAMMO NpPOBECTW
TEeCTUpPOBaHMWE CTOMMOCTW, OMpefenss NpuM 3TOM COOTBETCTBYHOLIME BW/bl
CTOMMOCTW U OLieHMBas HEOBXOAUMOCTb YLEHKM 3TOr0 06beKTa.

Ha Heo6X0AMMOCTb YLEHKM MOTYT YKasbiBaTb CHeAyloLLMe KaK BHELIHWE, TaK W

BHYTPEHHWE MPU3HAKU:

e B TeueHMe MNepuoda PblHOYHAs CTOMMOCTb 06bEKTA  YMEHbLUMMACh
CYLIECTBEHHO 60/blle, 4YeM MOXHO 6bIN10 6bl 0XWAAaTb B pe3ynbTate
HOPManbHOTrO UCMO/b30BaHNUSA,
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e yXyjlieHune obuieli 3KOHOMMYECKOI Cpeabl U CUTYaLMn Ha pbiHKe, BCIeACTBME
KOTOPbIX MPOUCXOAUT BEPOATHOE YMEHbLUEHWE TEHEPUPYEMbIX AOXOAOB OT
3TUX 0OBEKTOB,

e [OKa3aTeNbCTBa, YyKa3blBalOlWMe Ha ycTapeBaHWe WM (HM3MYecKoe
noBpex[eHne 06beKTa,

. npekpawieHne UnM pecTpykTypu3aums LesTeIbHOCTU NpesnpusaTus, ¢ KOTOpoW
CBSI3aH COOTBETCTBYHOLW M OOBEKT,

e GanaHcoBasi CTOMMOCTb HeTTO-MMYLLECTBa MNpeanpusaTus 6ONblue, YeM €ro
pbIHOYHAs KanuTanusayus.

anBEAEHHbIVI nepeyeHb He ABNAETCA OKOHYaTe/NlbHbIM, MOCKO/IbKY PYKOBOACTBO
NPesnpuaTMA  MOXET BbISBUTb W [pyrMe CyLecTBeHHble W  Creyupuyeckme
NpU3HaKKW, ykasblBatolwme Ha 06BLEKTbI MaTepUanbHOro OCHOBHOFO MMYLLeCTBA C
BO3MOXXHbIM 00eCLeHeHNEM.

OnpefeneHne CTOMMOCTU WCMONb30BAHUA MpPEANOaraeT NpoxXoXaeHne  ABYX

3Tanos:

e B MEPBYK 0Yepefb, PacCUMTLIBAKOTCSA W OLEHMBAKTCH GyAylive NPUTOKU U
OTTOKM [JEHEXHbIX CPEACTB, CBA3aHHbIX C WCMOMb30BaHMEM OGbEKTA W €ro
OKOHYaTeNbHON NMKBUAALMEN,

e [anee OCYLIECTB/SETCS [AWCKOHTMPOBaHWE GYyAyWMX MNOTOKOB [AEHEXHbIX
CPeACTB C NPUMEHEHMEM COOTBETCTBYIOLLE/ CTaBKM AUCKOHTUPOBAHWS.

[ns oueHKM 06bEKTa MO CTOMMOCTM UCMO/b30BaHWS COCTaBNAETCA peanucTuyeckas
NPOoeKLMs [eHEeXHbIX NOTOKOB 3a onpefeneHHbIn nepunog (06bI4HO He 6onee 5 ner).
MporHo3bl  MOTOKAa  [AEHEeXHbIX  CPeACTB  [JO/KHbI  ObiTb  MOAKPENeHbI
fjokasatenbctBaMu. lMpu  3TOM  6GOMbLUIOE  3HAYEHWE MPUAAETCA  BHELLUHWUM
cBMAeTeNbCTBaM. [MPOrHO3bl CTPOATCA Ha CYOBLEKTMBHbLIX OLIEHKAX, KOTOpble AaeTt
PYKOBOACTBO  MpPeAnpuATAS  3KOHOMWYECKUM  YCI0BMAM,  KOTOpble  6yayT
CylecTBOBaTb Ha MPOTSXXEHUW OCTaBLUErocs CpokKa MO/Me3HOro MCMo/b30BaHUA
nepeoLeHMBaeMoro o06bekTa. 3a OCHOBY MpPOEKLMM  [EeHeXHbIX MOTOKOB
NPUHMMAIOTCH, MO BO3MOXHOCTW, CaMmble NOCAefHNE (UHAHCOBbIE CMETbI-
NporHo3bl. B pacyeT CTOMMOCTM WCNOMb30BaHWS MNPUHMMAOTCS BCE [AEHEXHble
MOTOKM KakK OT MCMONb30BaHWS, TaKk U OT KOHEYHOW npojaxu 06bekTa, BKOYas
Heo6X0AMMble  [eHeXHble MOTOKM MO €ero 06CAYXWBAHUKD U PEMOHTY.
JlononHuTenbHble MHBECTMLMM MO MOAEPHM3aLMM 06beKTa He yuuTbiBardTcA. Ha
NPaKTUKe 3a4acTyl AOCTATOYHO CHAOXHO WAEHTUPULMPOBATL MOTOKU W OTTOKU
[EHEeXHbIX CPeAcTB, CBfi3aHHble C KOHKPETHbIM O06bEKTOM. B 3Tux cnydasx
BbIXOLOM fBNAETCHA BblAefeHMe MpesnpusTMeM MUHMMANbLHOW MO 06bemy rpynmbl
06bEKTOB, BKAKOYaKLLeli paccMaTpuBaeMblli 06bekT. [MpusHakoM 060c06/eHNs
rpynnbl BbICTYNaeT CMOCOGHOCTb FEHepMpPOBaTb AEHEXHble CPeACcTBa HEe3aBUMCUMO
OT fipyrnx 06bEKTOB.

Lienblo ANCKOHTUPOBAaHUS SIBASETCS BbIPaXEHUE BYAYLINX AEHEXHbIX MOTOKOB MO
COBpeMeHHOi cToumocTn. CTaBKa [UCKOHTUPOBAHWS OMUPAeTCs Ha  OLEHKMU,
KOTOpble MO BO3MOXHOCTW, AO/MKHbI GbiTb  MPABAMMbIMU, YYUTbIBAIOLLUMY
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CYWHOCTb OGBLEKTOB  MaTepuanbHOr0  OCHOBHOTO  MMYLLECTBA W PUCKH,
cneunduyeckn  npucywime  3ToMy  06bekTy. [N onpejeneHus  CTakw
AVCKOHTUPOBAHWS MOXHO WCMOMb30BaTh ChAeAylolne O0O6LeNPUHATbIE CTaBKM:
CpefHeB3BelleHHas CTOMMOCTb KanuTana npeanpusTus, npejrnonaraemas CTaBka
KpeauToBaHWs npeanpuatTas n np. CornacHoO WHCTPYKUUW Homep 5, ans
BbIUMC/IEHUS COBPEMEHHOW CTOMMOCTM [JEHEXHbIX MOTOKOB B KayecTBe CTaBKM
OVCKOHTMPOBaHUS MpeAnaraeTcs WCMonb30BaHME TaKoW MNPOLEHTHON CTaBKY,
KOTOPYH Npeanoynu 6bl MHBECTOPbLI NPU WHBECTUPOBAHUM B NOAOGHbIV MPOEKT.

3aknyeHune

O6HOBNEHHbIE MpaBuia MNPOBEAEHUS MEPeoLeHKN, OCOGEHHO B YacTU YLEHKM,
06bEKTOB MaTepMaibHOr0 OCHOBHOFO WMYLLECTBA CMOCOGCTBYIOT MOBbILIEHUIO
KayecTBa W [OCTOBEPHOCTM YYeTHOW WH(OpMaLUM MO OTPaKEHUID pPeanbHoro
MMYLLECTBEHHOTO COCTOSHWUS MpPeAnpusTvsS. HecMoTps Ha TO, YTO NpuU3HaKU A/1s
MepeoLeHKNn O6GBEKTOB MaTEpUaslbHOFO OCHOBHOIO  MMYLLECTBA  OYEBW/HbI,
PYKOBOLMTENIM He TOPOMSATCA C ee MPOBELEHMEM, TMOCKO/bKY OCBOEHUE U
npuMeHeHWe Gyxrantepamu HOBbIX CMOCOGOB OLEHKM MO CRpaBeAanBOi CTOMMOCTU
TOMbKO HAYMHAETCs, a 3TO He MOXEeT Mpou3oliTM B ofHoyacbe. OYEBUAHO, 4TO
npoueaypbl, Heo6XoAuMble ANsS ONpefeNieHUs peanbHONW CTOMMOCTV 06bekTa W
y6biTKa OT 06ecLeHeHUs, SBAAOTCA AOCTAaTOYHO CMOXHbIMW. Kpome Toro,
onpefeneHne CTOMMOCTM UWCMOMb30BaHWS  NpejgnonaraetT Haauyve 6GonbLIOro
06bema OLEeHOYHOW MH(opMaLnK.

B cBSi3W C MepexofoM Ha OLEHKY MO CrpaBef/inBoii CTOMMOCTV MOXHO BbIAENUTb

TPU CYLLECTBEHHbIX Kpyra npo6em:

B MHOTUX ClyyasX pblHOYHAs CTOMMOCTb HEOMpeAensieMa WAM OHa He
OTPaXaeT peasibHyld CTOMMOCTb OGBLEKTOB MaTepuanbHOr0  OCHOBHOFO
MMYLLECTBA,

e MpoBedeHMe MepeoLeHKW TpeGyeT 9KCMepPTOB, OAHAKO 3TO TOPMO3UTCH
HEAO0CTaTOUHOCTLI0 NMPOPECCUOHANbHBIX CNeLUanncTos,

e MpW pacyeTe CTOMMOCTM MCMOMb30BAHWS MpPeAMnonaraeTcs AUCKOHTUPOBaHWE
OEHEXHbIX MOTOKOB, OfHAaKO KOHKPETHbIX NPeAsoXeHUld Ans onpefeneHus
CTaBKM AWNCKOHTUPOBAHMS UHCTPYLMS HE COAEPXMT.

HeonpeaeneHHOCTb B pacyeTe CnpaBefnnBO/i CTOMMOCTM, C OAHO CTOPOHbI, He
cnoco6cTByeT (DOPMUPOBAHWIO €AMHOrO MoAXoAa, a C [Apyrold, npegocTasnser
npesnpuaTUiO OnpefeNneHHy0 cBo6oay B oOueHkax. CrefoBaTefibHO, BOMPOCHI
NMPUMEHEHUs ChpaBefAnvBO/ CTOMMOCTM B OLiEHKE O6BLEKTOB MaTepuanbHOro
OCHOBHOrO uMyllecTBa TPe6ylT AanbHeiweid npopaboTKM ANs yCTpaHeHus
BbILLEONUCAHHbIX  Mpo6ieM. BO3MOXHOCTW, 3anOXeHHble B [AelCTBYHOLLEl
WHCTPYKLUM HOMEp 5, NO3BONSAIOT MPeanpusaTaM LOCTOBEpPHEe OTpaXaTb B 6anaHce
CTOMMOCTb CBOr0 MaTepuanbHOro OCHOBHOFO MMYLIECTBA, MOBbIWAS 3TUM
[OCTOBEPHOCTb OTYETHOCTH.
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Summary

PROBLEMS OF REVALUATION OF TANGIBLE ASSETS IN ESTONIAN
COMPANIES

Sinaida Kalnin
University of Tartu

The new Estonian Accounting Law and the accompanying Accounting Standards
that entered into force in January 2003 changed the accounting principles of tangible
assets considerably:

first of all, investment properties should be separated from the property, plant

and equipment;

attention should be paid to the value of the tangible assets in the balance sheet.

The most important change is the stepwise fading of the cost method that is replaced
by the fair value method i.e the value by which the assets is exchangeable in a
transaction of informed, interested and independent parties.

Whereas tangible assets are used for a long time and obtained decades ago, their
value has tendency to change. In order to present the used tangible asset in the
balance sheet at the fair value, revaluation is necessary. Therefore tangible assets are
accounted in the balance sheet in their fair value, from which the accumulated
depreciation and the write-downs from the impairment of the asset are deducted. The
goal of the revaluation is to account for the tangible assets used in the production
and administrative purposes in the value, which is the closest possible to their true
value.

Estonian companies face problems due to the fair value requirement if the market
price of the tangible asset is not determinable. Especially many production
enterprises are affected because there is no demand for their assets in the market.



THE ANALYSIS OF THE SARBANES-OXLEY ACT

livi Maspanov, Riin Valdur
Tallinn University of Technology

The article focuses on the Sarbanes-Oxley Act (SOX) which is a US law introduced
in 2002 in response to many accounting and auditing scandals including Enron,
Arthur Andersen and WorldCom. The law applies to US public companies and
certain subsidiaries of US public companies outside the US, and also to their
auditors.

The aim of the article is to explain the nature and influence of SOX, and discover the
reasons for establishing SOX.

US public companies make a great part of the international economy therefore it can
be said that SOX affects the entire international economy. On the other hand, the US
government has established the law also to subsidiaries outside the US which has
raised many questions and discussions.

The most important provisions of Sarbanes-Oxley include:

. accelerated reporting of trades by insiders

. public reporting of Chief Executive Officer (CEO) and Chief Financial Officer
(CFO) compensation and profits

. auditor independence and a prohibition on audit firms offering value-added
services s

. companies are required to have an internal audit function, which must be
certified by external auditors

»  certification of financial reports by CEOs and CFOs.

SOX established a Public Company Accounting Oversight Board (PCAOB) under

the Security and Exchange Commission (SEC) to oversee public accounting firms

and issue accounting standards. This means that if a public accounting company

wishes to audit a public company, it will have to register with PCAOB and pay the

fee for registering and being a member. After registering, the accounting companies

with more than 100 clients are subject to annual revisions and smaller accounting

companies are subject to revisions once in 3 years. The fees are also set according to

the size of an accounting firm. The other duties of PCAOB are:

e establish, or adopt, by rule, auditing, quality control, ethics, independence, and
other standards relating to the preparation of audit reports for issuers;

e conduct inspections of accounting firms;

e conduct investigations and disciplinary proceedings, and impose appropriate
sanctions;

« perform such other duties or functions as necessary or appropriate;

e enforce compliance with SOX, the rules of PCAOB, professional standards, and
the securities laws relating to the preparation and issuance of audit reports and
the obligations and liabilities of accountants with respect thereto;
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e set the budget and manage the operations of the Board and the staff of the Board.

One of the most controversial standard is set by section 404 which requires an
internal audit function in a public company and a management report that confirms
the existence of internal control and the assessment by management regarding the
effectiveness of internal control. The main problem with section 404 is that the
compliance is very costly - average compliance cost is between 3 and 8 million US
dollars. The cost falls disproportionately hard on small companies (those with less
than $2 billion in sales) because there is less revenue across which to spread the
costs.

There are not many requirements concerning internal control in Estonia. The author
believes that many frauds could be prevented if Estonian laws were supplemented
with stricter requirements.

According to section 201, a public accounting firm is not permitted to provide any

non-audit service to an public company contemporaneously with the audit,

including:

*  bookkeeping or other services related to the accounting records or financial
statements of the audit client;

e financial information systems design and implementation;

e appraisal or valuation services, fairness opinions, or contribution-in-kind
reports;

e actuarial services;

¢ internal audit outsourcing services;

« management functions or human resources;

«  broker or dealer, investment adviser, or investment banking services;

« legal services and expert services unrelated to the audit;

e any other service that the Board determines, by regulation, is impermissible.

There are some similar requirements in Estonia but as these are quite general and not
specific enough then these are often not followed.

If a European public accounting company audits a subsidiary of a US public
company and the subsidiary’s audit hours or fee, or assets or revenue is more than
20% of the consolidated figure and European audit is necessary for the principal
accountant (in USA) to issue an audit report on the issuer, the European public
accounting company is required to register with PCAOB and these subsidiaries need
to comply with SOX. If the European company is not confident whether it should
register then it should contact the principal accountant of the group for clarification.
This requirement has become difficult to follow as some Europeans laws restrict to
disclose as much information as SOX requires. The problems also arise as some
people view the requirements of SOX as a US attempt to interfere in European
economy.
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There are no companies large enough in Estonia that would have to comply with
SOX.

The reason for establishing SOX was in many large accounting frauds that occurred
in the USA. One of the ways to reduce the possibility for frauds is to set up a
whistleblower program. That is a program which sets rules for receiving and
processing complaints regarding accounting and auditing matters and encourages
employees to come forward when they have become aware of frauds in the
company. The whistleblower program helps to collect worries of employees,
improve the communication in the company and collect information before the crisis
emerges, and to enhance the internal control system in the company.

Four steps of an effective whistleblower program are:

e assessment

e establishment

e disclosure

. monitoring

According to the survey carried out in the USA, one third of employees have
witnessed unethical behavior. More that half of them did not report it. 71% of the
respondents thought that people who report the corruption will sooner or later have
to suffer from it. Employees usually do not know what to do with the information
concerning fraud in the company.

The author finds it quite obvious that internal controls can be more effective if there
were certain rules and standards regarding the reporting the fraud and that the SOX
can improve that. Whistleblower programs could be also established in Estonia but it
might prove difficult due to very small companies compared to the USA as many
companies consist of only few employees. In this case there could be a mailbox to
collect anonymous complaints but there has to be a trustworthy person processing
these complaints.
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Summary
THE ANALYSIS OF THE SARBANES-OXLEY ACT

livi Maspanov, Riin Valdur
Tallinn University ofTechnology

Sarbanes-Oxley Act was introduced in the USA in 2002 in response to large
accounting and auditing frauds including Enron, WorldCom and Arthur Andersen.
The main aim of the law is to restore the public confidence in accounting and
reporting practices.

Sarbanes-Oxley Act with its extensive standards applies to the US public companies
as well as their relatively large subsidiaries outside the US, and their auditors. This
includes Europe and also Estonia which means that Europe needs to acknowledge
the requirements of SOX .
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VARIABLES THREATENING AND ENHANCING AUDITOR
INDEPENDENCE:
Research Proposal

Johanna Miettinenl
University of Vaasa

Abstract

The purpose of this study is to examine variables affecting perceived auditor
independence and the factor structure of an auditor independence framework. The
objective of the research is twofold. Firstly, a framework is developed to measure
variables affecting perceptions of auditor independence. The preliminary scale of 55
variables, which are hypothesized to either threaten or enhance perceived auditor
independence, was formulated based on earlier literature. The framework suggests
that 55 variables form 14 first-order factors and four second-order factors. Secondly,
the framework is assessed empirically. The empirical data will be collected with a
questionnaire developed to measure perceptions of auditor independence. Three
groups of professional financial statement users are included in the study, namely
creditors, shareholders and tax authorities. The empirical part of the study includes
an analysis of individual variables as well as the examination of the reliability of the
framework. The individual analysis of the variables aims at determining whether
they affect perceptions of auditor independence. In addition, confirmatory factor
analysis is used to assess the reliability and validity of the factors and variables in
the framework.

Keywords: auditor independence, perceptions, confirmatoryfactor analysis
Introduction

This research investigates perceptions of auditor independence. Auditor
independence is one of the most important issues in audit practice today. Auditor
independence is considered to be an essential feature of efficient capital markets and
a cornerstone of the accounting profession. The reliability and credibility of the
financial information is dependent, among other things, on auditor independence.
Independence increases the effectiveness of the audit by providing assurance that the
auditor will plan and execute the audit objectively (ISB 2000; Myring & Bloom
2003: 31).

Audit research has proposed varying definitions of auditor’s independence over the
years. The following definition of auditor independence encompasses key aspects
which appear in the audit research: acting with integrity and objectivity, being able

1 Contact information: Johanna Miettinen, University of Vaasa, Department of Accounting and
Finance, P.O.Box 700, FIN-65101 Vaasa, Finland; Tel. +358 6 324 8547; Fax +358 6 324
8344



Johanna Miettinen 77

to withstand pressure from management and to follow professional standards
(Beattie, Brandt & Feamley 1999).

Several individuals and groups have an interest in audited financial statements.
External financial statement users including current and potential investors,
creditors, and others need reliable financial statements on which to base their
resource allocation decisions. Auditees including management, audit committees,
and boards of directors have an interest in quality audits, for example, to help to
lower auditees’ cost of capital. In addition, regulators and standard setters can
increase the effectiveness of capital markets by promulgating rules and regulations
that help ensure that audits improve financial statement reliability (ISB 2000).

However, there have been concerns about auditor independence in the present audit
environment where severe audit failures have emerged. It has been found that
perceived auditor independence and the perceived reliability of audited financial
information have declined. In contrast, the perceived relevance of audited financial
information has increased (Hodge 2003).

It is evident that there is a need for additional research on auditor independence.
This research presents a framework of the perceived auditor independence. The
framework includes variables which are hypothesized to either threaten or enhance
perceptions of auditor independence. The variables are suggested to form 14 first-
order factors and four second-order factors. The reliability of the framework is also
assessed empirically. The empirical data will be collected with a questionnaire
directed to external financial statement users.

The framework serves the needs of several interest groups of auditing and auditor
independence. The framework helps researchers to organize their examination of
independence related issues and can be useful in guiding future research. The
academic contributions of the research are discussed in a later section of this paper.
Practitioners can use the framework in developing policies to protect auditor
independence and audit quality. The knowledge of variables influencing the
perceptions of independence will help regulators and standard setters to decide what
kind of rules are needed to enhance appearance of independence. Financial
statement users and other interest groups in auditing can use the enhanced
knowledge of the variables affecting auditor independence in evaluating the quality
of financial information they use in their resource allocation decisions.

The rest of this paper is organised as follows. The second section will present the
research problem in more detail. This is followed by a discussion of the academic
contributions of this research. Finally, the methodology including subjects and the
questionnaire are introduced.

Research problem

This research presents a framework which aims to encompass variables affecting
perceptions of auditor independence discussed in earlier audit literature. The
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framework contributes to the knowledge of auditor independence by including both
independence threatening and enhancing variables in a single framework. In addition
to the variables that have been empirically found to affect auditor independence in
appearance, the framework attempts to identify variables that have not so far been
addressed by empirical research.

The framework is based on the earlier audit literature. The review resulted in a scale
of 55 variables which are hypothesized to affect perceptions of auditor independence
either negatively or positively. These variables are suggested to form 14 first-order
factors and four second-order factors. First-order factors synthesize individual
variables into more general categories such as financial dependence. Second-order
factors represent parties which are present at the audits and thus can influence
auditor independence (i.e. audit firm, auditor, auditee and audit environment).
Summarization of the framework (i.e. second-order factors, first-order factors,
variables and their hypothesized effect on perceived auditor independence: PAI) can
be seen in Appendix 1

The framework is assessed empirically to investigate financial statement users’
perceptions of auditor independence related variables. Empirical assessment of the
individual variables aims to shed light on the two following research questions. The
first research question is whether the hypothesized threat factors have a negative
impact on perceptions of auditor independence. The second research question is
whether the hypothesized enhancement factors have a positive impact on
perceptions of auditor independence. These questions can be answered by using, for
example, ANOVA (Analysis of Variance) or t-test. In addition, confirmatory factor
analysis is used to test the hypothesized factor structure and to suggest refinements
to the framework.

Contribution

This research contributes to the literature on auditor independence in the following
ways. Firstly, the research is one of the first attempts to develop a framework for
understanding dimension categorization of variables affecting perceptions of auditor
independence. So far factor analytic research has been limited to the study by
Beattie et al. (1999), which used exploratory factor analysis to reduce 45 auditor
independence related variables to a smaller number of uncorrelated underlying
dimensions. The four most important dimensions were: recent regulatory
enforcement mechanisms, regulatory rights and requirements surrounding auditor
chance, importance of NAS (non-audit services), and economic significance of
client. This research attempts to refine and develop further the framework of
perceived auditor independence by using confirmatory factor analysis. Moreover,
the framework extends previous theoretical frameworks of Goldman and Bariev
(1974), Nichols and Brice (1976), Shockley (1982) and Johnstone, Sutton and
Warfield (2001) by presenting a more comprehensive conception of the variables
affecting perceptions of auditor independence.
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Second, the empirical assessment of the framework enables an extensive analysis of
the effects of individual variables on perceived auditor independence. Traditional
empirical research on perceptions of auditor independence has focused almost solely
on independence threatening variables. While Shockley (1981), Knapp (1985),
McKinley, Pany and Reckers (1985), Lindsay (1989), Gul (1991), Gul and Tsui
(1992), Lindsay (1992) Bartlett (1993) and Geiger and Rama (2003) focus on
independence threatening variables this research expands the approach by also
examining independence enhancing variables that are hypothesized to affect
financial statement users’ perceptions of auditor independence positively. So far the
empirical evidence of enhancement variables is very limited (Gul 1989; Emby &
Davidson 1998; Beattie et al. 1999; Hussey & Lan 2001). Moreover, the framework
enables testing of new threat and enhancement variables that have not previously
been addressed in empirical research.

Methodology and results

Subjects. The empirical data will be collected with a questionnaire directed to a
sample of subject groups associated with the use of audited financial statements. The
aim is to select professional financial statement users as subjects for this research
because participating in the questionnaire requires an understanding of the relevance
of independent audit and the ability to make judgments concerning the effects of
variables on auditor independence.

Thus, creditors, shareholders and tax authorities are selected to represent
sophisticated users of audited financial statements for this research. To ensure that
subjects are professional financial statement users, financial analysts represent
shareholders and bank managers represent creditors in the sample. Tax authorities’
perceptions have not been previously studied in the context of auditor independence.

The data collection will be conducted using an Internet survey because this has
important advantages relevant for this research. Firstly, sample size has almost no
effect on the cost of an Internet survey. This is important because the sample size
required for this research is decidedly large. In addition, data collection is fast using
an Internet survey, which is an advantage when the sample is large (Czaja & Blair
2005).

Questionnaire. The questionnaire has been developed to measure perceptions of
auditor independence. The questionnaire contains two sections. The first section
contains questions on socioeconomic factors. The second section investigates the
effects of the auditor independence related variables, which are listed in Appendix 1
In this section closed-form questions are used. Respondents are asked to indicate
their opinion concerning the extent to which each listed variable has an impact on
the independence of auditors. The response scale with neutral mid-point is used so
that subjects’ perceptions on the direction of variables’ impact on independence is
not restricted. The response scale will be:

1- seriously threatens independence

2 - slightly threatens independence



80

VARIABLES THREATENING AND ENHANCING AUDITOR INDEPENDENCE

3 - no effect on independence
4 - slightly enhances independence
5 - strongly enhances independence

For example t-test or ANOVA will be used to analyse the effects of individual
variables on perceived independence from the data derived from section two.
Furthermore, confirmatory factor analysis will be used to investigate whether the
suggested factor structure of the auditor independence framework is confirmed.

An alternative approach to studying dimension categorization of variables affecting
perceptions of auditor independence is to do exploratory factor analysis in one
sample. The extent to which the solution reached with exploratory factor analysis
describes the data in the other sample can be tested using confirmatory factor
analysis.
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Summary

VARIABLES THREATENING AND ENHANCING AUDITOR
INDEPENDENCE: Research Proposal

Johanna Miettinen
University of Vaasa

This research aims at presenting and testing empirically the framework on perceived
auditor independence. The framework is founded on the earlier audit literature and
encompasses 55 individual variables which are hypothesized to have either negative

or

positive effects on perceived independence. These variables are further

hypothesized to form 14 first-order factors and four second-order factors. The
empirical part of this research includes the analysis of individual variables as well as
an attempt to confirm the factor structure of the independence framework. The
results of this research are important for several interest groups of auditing such as
researchers, practitioners, regulators and financial statement users.



Second-Order
Factors

Audit firm

Auditee

First-Order Factors

Financial dependence

Types of services provided

Audit firm characteristics

Audit firm policies

Auditee’s characteristics

Auditee’s management control of
audit mandate

Variables

- Audit firm receives significant audit fees from a single
auditee

- Audit firm receives significant non-audit service fees
from asingle auditee

- Audit firm has unpaid audit fees from the

auditee

- Audit firm provides MAS (Management Advisory
Services) to the auditee

- Audit firm provides internal audit services to the
auditee

- Audit firm provides specialized non-audit services to
the auditee

- Non-audit services are provided by separate division
within audit firm to the auditee

- Audit firm initiates long term mandates with client

- Audit firm owes primary duty to capital seekers
(auditee)

- Audit firm is neutral and not obligated to capital
providers or capital seekers

- Audit firm owes primary duty to capilal providers

- A non-Big Four international or national audit firm

- Big Four audit firm

- Audit firm practices concurring partner reviews*

- Audit firm practices peer reviews*

- Audit firm practices within-firm consultations*

- Audit firm practices auditor competence programs*
- Audit firm practices compensation plans*

- Auditee has high status

- Auditee is large listed company

- Auditee is in strong financial condition

- Existence of audit committee

- Management control of auditors’ appointment

- Management control of auditors’ fees

- Management ability to determine audit engagement
working conditions

- Management ability to “opinion shop™

- Management ability to terminate audit relationship

Hypothesized
Effects on PAI

Threatening
Threatening
Threatening
Threatening
Threatening
Enhancing

Enhancing

Threatening
Threatening

Enhancing

Enhancing
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Enhancing
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Second-Order
Factors

Auditor

Audit
environment

First-Order Factors

Auditor’s financial dependence

Auditor’s indirect incentives with
the auditee

Auditor’s competence and
expertise

Aggressive competition within audit
firms

Flexibility of accounting standards
Rights and prohibitions obligating

auditor

Sanctions for independence
violations

Requirements obligating auditee

Variables

- Auditor has direct investments in the auditee

- Auditor’s fees are contingent upon specific opinions

- Auditor’s income depends on the retention of a specific
auditee

- Auditor assumes potential employment with the
auditee*

- Auditor’s desire not to lose status by losing key auditee
- Auditor possesses a personal, family, or professional
relationships with the auditee*

- Auditor evaluates his/her own work

- Auditor is not a CPA

- Auditor is a CPA

- Auditor does not posses auditee industry specific
expertise

- Auditor possesses auditee industry-specific expertise

- Competition among audit firms is aggressive

- Audit fee discounting and low-balling

- Budget pressures imposed by audit firm on staff

- Accounting standards are ambiguous

- Accounting standards are unambiguous

- Right to communicate with predecessor auditor

- Auditor’s direct investments in the client are prohibited
- Auditor’s interpersonal relationships with the client are
prohibited*

- Risk of audit firm of loss of registered auditor status

- Risk of audit firm of disciplinary action by professional
body

- Risk of damage to auditors’ reputation from public
scandals

- Risk of litigation against audit firm

- Requirement to disclose auditor change

- Requirement for mandatory auditor rotation

- Requirement for auditors to be reappointed annually

- Requirement to disclose audit fees

- Requirement to disclose non-audit fees

Hypothesized
Effects on PAI

Threatening
Threatening
Threatening

Threatening

Threatening
Threatening

Threatening
Threatening
Enhancing

Threatening

Enhancing

Threatening
Threatening
Threatening
Threatening
Enhancing
Enhancing
Enhancing
Enhancing

Enhancing
Enhancing

Enhancing
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Enhancing
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STANDARDIZATION OF ACCOUNTING IN LATVIA -
DEVELOPMENT, PROBLEMS AND SOLUTIONS

Vilma Paupa, Arturs Praulin§
University of Latvia

The principal normative acts, which regulate accounting and preparation of reporting

in the Republic of Latvia after returning of Independence, namely, the laws “On

Accounting” {«Par gramatvedTbu») and “On the Annual Accounts of Enterprises”

{«Par uznemumu gada parskatiem») were adopted in October 14, 1992 and came in

force in January 1, 1992. Part 2 of Article 15 of the law “On Accounting” compelled

the government to form the Council of Accounting Methodology {Gramatvedibas

metodiskd padome), but Part 3 determined the main tasks of the Council:

1 to work out the draft laws on the questions of preparation and keeping of
reporting, to estimate their suitability to the requirements of accounting;

2. to work out recommendations on the questions of teaching accountants and to
issue licenses for activity of the sworn auditors;

3. to appraise the accounting computer programs and to recommend them for
working.

The Solution “On Order for Inuring of the Laws “On Accounting” and “On the
Annual Accounts of Enterprises” of the Supreme Soviet of the Republic of Latvia
was adopted and came in force simultaneously with the mentioned laws in October
14, 1992. Article 1of Section 3 compelled the Cabinet of Ministers to form Council
of Accounting Methodology, and to confirm its regulation in December 1, 1992. The
Cabinet of Ministers, the successor of the rights and responsibilities, adopted the
Regulation No. 34 “On Council of Accounting Methodology” in December 21,
1992.

The Council consisted of 14 members. This was the biggest authority of this sort
with the biggest quantity of the represented organizations (12). These organizations
can be conditionally divided into 5 groups: ministries (the Ministry of Finance, the
Ministry of Agriculture, the Ministry of Transportation), state institutions (the
State Revenue Service), higher institutions (Latvian Agricultural College, Latvian
State Institute of National Economy of Supervisors and Specialists, the University of
Latvia); research organizations (the Institute of Agricultural Economics) and the
representatives of private business (audit company «Arthur Andersen» and the Baltic
Transit Bank). Article 3 of Regulation stated that the Council was under supervision
of the Ministry of Finance, which was occupied with the technical aspect of the
activity of the Council. The main functions of the Council (in accordance with the
Laws «On Accounting» and «On the Annual Accounts of Enterprises») were listed
in Article 8 of the Regulations:
1 to control and to work out the draft laws, projects and other normative
acts, regulations, instructions and recommendations, which are necessary
for organizing and keeping accounting;
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2. to estimate the suitability of the draft laws, draft decisions and instructions
of Cabinet of Ministers, regulations and recommendations of the other
state agencies to the requirements of accounting and auditing;

3. to estimate the blanks of the accounting documents and to recommend
them for working;

4. to work out recommendations for teaching of the accountants and auditors;
to determine the requirements of the professional qualifications of these
specialists; to take qualification exams of sworn auditors and to issue
licenses for their activity; to determine the order of passing exams, issuing
and abolition of licenses.

The successor of the Council of Accounting Methodology - the Consultative
Council of Accounting Standards (Grdrnatvedibas standartu konsultatlva padome)
was the result of adding of the concept “Latvian Accounting Standards” to the
legislation of the Republic of Latvia. The idea of forming of the new Council and
development of the standards was first mentioned in the Regulations No. 270
«Changes in the Law «On Accounting»» dated July 23, 1996, which were adopted
by the Cabinet of Ministers in the procedure, set in Article 81 of the Constitution of
the Republic of Latvia (Latvijas Republikas Satversme). The sworn auditors were
the initiators of the amendments. They considered the variant of standardization of
accounting to be used, because it is the most abundant in the world and strictly
delimits the competence of the legislative department and originators of standards.
The Parliament adopts the normative acts, which contain only general requirements
concerning accounting and preparation of reporting. At the same time the special
organization develops and affirms the standards, «thus separating the function of
legislation from the procedure of adoption of the standards». This method was based
on the assertion that the legislation cannot quickly respond to inter-temporal changes
of the national economy that prevents the further development (Danevica, 1998,

p.3).

Yet, the authors of the amendments disregarded the cognitions of G. Hofstede’s and
S. J. Gray’s theory of cultural values, according to which accountancy to a large
extent depends on national history and local practices. While in Anglo-Saxon
countries the accountancy establishment prefers professional self-regulation
[whereby standards are regulated by an independent institution, which in Latvia
would be Latvian Association of Sworn Auditors (Latvijas zvirinatu revidentu
asocidcija, further- LASA) or the Accounting Association of the Republic of Latvia
(Latvijas Republikas Gramatvezu asocidcija, further- AARL)], in continental Europe
accountancy regulation by legislation is the norm. In Latvia the relevant normative
documents would be laws and Cabinet of Ministers regulations, the latter also being
used as a tool for adopting any national standards deliberately drafted as such.

Article 15 was amended and some questions were specified in the result of the
changes. If the Cabinet of Ministers reserved the right to issue regulations on
especial questions of accounting, then the transferring of the following rights by the
Cabinet of Ministers to LASA was a significant innovation: «(1) to develop and to
amend the accounting standards of the Republic of Latvia, in accordance with the



86  STANDARDIZATION OF ACCOUNTING IN LATVIA.

international standards of accounting and regulations of the European Union, which
regulate accounting, as well as to issue them; (2) to give official explanations of
accounting standards of the Republic of Latvia». The amendments had the edition of
Part 2 of Article 15, which obliged the Cabinet of Ministers to form the new
organization - the Consultative Council of Accounting Standards, consisting of 11
members, including 3 representatives of the Ministry of Finance and Accounting
Association of the Republic of Latvia (Lah’ijas Republikas gramatveZu asociécija,
further- AARL) and 5 representatives of LASA.

In Parts 3 and 4 of Article 15 the main tasks of the Council were listed, but, namely,

these were estimating and giving recommendations to the Minister of Finance and

LASA concerning:

. developed draft laws or adopted laws in the sphere of accounting;

. draft regulations of the Cabinet Council or ordained regulations in the sphere of
accounting;

. developed draft accounting standards developed by LASA or ordained
accounting standards and their alterations.

In distinction from the Council of Accounting Methodology, the competence of the
Consultative Council was significantly limited - estimation and recommendations
concerning the mentioned documents. The following conclusion can be done - the
aim of the Regulations of the Cabinet of Ministers dated July 23, 1996 was to
change completely the existing system of methodological accounting in Latvia. The
amendments supposed to divide the tasks and functions of the Council of
Methodology into two parts. The consultative functions in a very limited volume
had to be transferred to the recreated Consultative Council (this is confirmed also by
its name), but, the constitutive functions (development, adoptions, issuance and
displacing of the accounting standards) - to LASA.

It is difficult enough to give the definite answer to the question - what was the
reason, which made the Cabinet of Ministers change the system of Methodological
Accounting by establishing the Consultative Council of Accounting Standards and
forming the mechanism of standardization of accounting. However, it is clear - the
problems, connecting with the development of accounting and reporting after the
retrieval of Independence of the Latvian Republic, cannot escape observation. The
excessively long period of time between the adoption of the law “On Accounting” in
1992 and the above-mentioned amendments in 1996 clearly suggested lack of
activity in developing accountancy on the part of competent government institutions.
It cannot be denied that in other aspects this period was also marked by active
work - since one of the ain tasks was to devise a new system of taxation, fit for
market economy, considerable attention was paid to the accountancy treatment of
taxes. Hence, this process took the form of the competent fiscal institutions - the
Ministry of Finance and the State Revenue Service - issuing instructions, decisions
and interpretative letters to try and fill “gaps” in tax legislation. Occasionally these
documents were not published, or contradicted laws or Cabinet regulations on
accounting, not to mention the International Accounting Standards. Thus, the whole
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process of development was expressly unilateral - all accounting was gradually and
by stealth subordinated to the requirements of tax accountancy. Meanwhile,
financial accountancy remained without sufficiently detailed regulation, thus
trashing the primary aim of financial statements to disclose “true and fair view” of
an enterprise’s economic situation. This state of affairs perplexed and disappointed
many accountancy researchers and practitioners. For example, head of the LASA
Methodology Committee (Udre, 1998, p.l) stated with regret that “after the adoption
of laws “On Accounting” and “On the Annual Accounts of Enterprises” it would
have been reasonable to develop Latvian accounting standards. For three years [...]
almost nothing has been done in this respect”. The adoption of the accounting
standards had to solve this problem.

The appointed date - January 1, 1997 was indicated in the Regulations No. 270 of
the Cabinet of Ministers «Alterations in the Law «On Accounting». However, in
accordance with Article 81 of the Constitution of the Republic of Latvia, these
normative acts had to be submitted not later than three days after the next session of
the Parliament (Saeima) has been convened. Otherwise they lost force automatically.
In November 6, 1996 the Parliament enacted the Law «Alterations in the Law «On
Accounting» and adopted 6 amendments without basic alterations from 11
amendments offered by the Cabinet of Ministers. Unfortunately, the editions to
Article 15 did not rank among them. The Parliament considered the right of
developing, adopting and issuing of the accounting standards of the LASA to be
infringement of the principle of division of powers, that is why in redraft of the
alterations the Parliament authorized the Association to develop draft standards and
to give recommendations concerning using of the standards, but the Cabinet of
Ministers was authorized to adopt regulations on accounting standards (thus the last
obtained the binding status). The Regulation of the membership and activity of the
Consultative Council of Latvian Accounting Standards was not altered. LASA has an
opinion that limitation of the activity in the sphere of standardization of accounting
made it more difficult to rise funding from the international aid program, but the
state budget provided under funding for development of draft standards.

In February 4, 1997 the Cabinet of Ministers adopted Regulations No. 61 «On
Abolition of Regulations No. 34 dated December 21, 1993 «On the Council of
Accounting Methodology», one day after, in February 5 formed the new
organization of Systematic Supervision of Accounting in Latvia by instruction No.
49 «On the Consultative Council of Latvian Accounting Standards». Article 2 of the
instruction authorized the Ministry of Finance to provide technical working of the
Council using the budget finance. This form was identical to the second (2) sentence
of Article 3 of Regulations of the Cabinet of Ministers «On Council of Accounting
Methodology» dated December 21, 1992.

In spring of 1997 the Board of LASA decided to commence work on drafts of
Latvian accounting standards. In late 1997 the work of the Methodology Committee
of LASA eventuated in completion of the first two drafts of Latvian accounting
standards - No 7 “Cash flow statements” and No 1 “Presentation of accounting
policy in financial statements”. Yet, the law “On Accounting” did not specify the
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way in which drafts were to be embodied in Cabinet of Ministers regulations. This
turned out to be a severe and lasting obstacle to the creation of standards.

In an attempt to accelerate the “legalization” of standards, in September 1998 the
Board of LASA invited all the institutions concerned (for example, the Department
of Coordination and Analysis of Accounting Methods of the Ministry of Finance,
Accounting Association of the Republic of Latvia, the Bank of Latvia, the Treasury
of the Republic of Latvia) to discuss this problem and try to find an appropriate
solution. To effectuate prompt implementation of the standards, a work group was
established, consisting of representatives of all the institutions taking part in the
meeting. The main task of the work group was to formulate suggestions for the
acceleration of adoption of national accounting standards. (Udre, 1998, p.2)

Regardless of the obstacles and the inability to increase the efficiency of
standardization, the process continued and drafts were approved in meetings of the
Methodology Committee and the Board meetings of LASA as well as in the
Advisory Council on Accounting Standards. In 1998 work on 4 more drafts of
Latvian accounting standards (Latvijas gramatvedibas standcirts, further- LAS) was
completed:

# LAS No 2 “Valuation and presentation of inventories”;

# LAS No 8 “Unusual and prior period items and changes in accounting policies”;

# LAS No 10 “Contingencies and events occurring after balance sheet date”;

# LAS No 23 “Capitalization of borrowing costs”.

In 9 months, efforts of the work group to elaborate the procedure of preparing and
adopting national accounting standards resulted in success. On 14 May 1999, using a
standard statute, the Latvian Technical Committee for Standardization of Financial
Accounting (Latvijas FinanSu gramatvedibas standartizacijas tehniskda komiteja,
further- LTCSFA) was established, and on 21 May 1999 it was registered and its
statute approved by the state limited liability company “Latvijas standarts™. Initially
the membership-holding organizations of the Committee were the Bank of Latvia,
the Latvian Association of Commercial Banks, the Insurance Supervision
Inspectorate and the Securities Market Commission (on 1 July 2001 the latter two
being merged into the Financial and Capital Market Commission), the Riga Stock
Exchange, the Latvian Central Depository, the Institute of Accountancy of the
University of Latvia and LASA. Later these organizations were joined by the State
Revenue Service and the professional services firm “PricewaterhouseCoopers”.

The basic task of LTCSFA was defined as preparing and adopting Latvian financial
accountancy standards (Latvijas FinanSu gramatvedibas standarts, further- LFAS) in
line with the International Accounting Standards, as well as inclusion of
amendments of the latter in the LFAS. The structure of LTCSFA consisted of the
Committee itself, several sub-committees and work groups, and activities were
managed and coordinated by the chairman and his deputy. It might be noted that
LTCSFA was established not only as a successor to the Advisory Council on
Accounting Standards, since the competence and duties of the new institution were
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considerably broader (e.g. developing a unified terminology of financial accounting,
provision of resources for preparing and publishing LFAS).

On 8 July 1999 the law “On Accounting” was amended once more. An essential
novelty was the newly introduces second sentence of Article 15, which provided that
“the preparation and adoption of the accounting standards of the Republic of Latvia,
and adaptation and registration of the International Accounting Standards shall be
regulated by the Standardization Law”. Although these amendments and the changes
thus brought about should be seen as a considerable progress and perhaps even
escape from cul-de-sac, where the Latvian standardization process was trapped for a
period longer than one should like, publicists did express doubts as to the future
perspectives of this solution, i.e. “standards adopted under this law [Standardization
Law] are not obligatory, which, of course, gives rise to concerns about their
application”. (Danevica, 2000, p. 11) As evidenced by further developments, these
concerns were well founded.

In its first year of operation LTCSFA adopted two drafts of financial accounting
standards - No. 2 “Inventories” and No. 7 “Cash flow statements”. Pursuant to the
requirements of the Standardization Law and the statute of LTCSFA information
about these standards was published in the official publication “The Latvian Herald”
(Latvijas Vestnesis) at least 30 days prior to their adoption to afford any interested
party time to become acquainted with the contents thereof and within 3 weeks
submit to LTCSFA written proposals, which were aggregated and considered upon
the adoption. The fact of adoption was entered in minutes, signed by all the
representatives of the participatory organizations of the Committee; afterwards an
announcement was published in “Latvijas Vistnesis”. The adopted version of a
standard was deposited with the state limited liability company “Latvijas standarts”
for registration and publication.

As of the end of 2000, LTCSFA had adopted the following documents:
# Objectives and Procedures of Preparing Financial Statements;
# 1 LVS 264-1: 2000 Presentation of Financial Statements;
# 2. LVS 264-2: 2000 Inventories;
# 7. LVS 264-7: 2000 Cash flow statements;
# 8. LVS 264-8: 2000 Net Profit or Loss for the Period, Fundamental Errors and
Changes in Accounting Policies.

Analysis of failure of LTCSFA in preparing and implementing standards can reveal
several causes, however, the two most notable among them are the lack of
government finance and the unavailability of the adopted LFAS to the great many of
accountants - as provided by the Standardization Law, “Latvijas standarts” enjoyed
exclusive publishing and distribution rights of the standards. This greatly hindered
the spreading of these documents, because they were not available in shops but
could only be obtained by placing an order with the above-mentioned enterprise.
Another obstacle to the implementation of national accounting standards was
identified in the year 2000 Regular Report from the European Commission on
Latvia’s Progress towards Accession, i.e. *“taking into account the shared
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responsibility between the Ministry of Finance and the Ministry of the Economy
concerning accounting issues close co-operation needs to be ensured. [...] Latvia’s
administrative capacity needs to be improved particularly concerning enforcement of
auditing and accounting standards as well as its supervision”. (quoted in Lasis et al.,
2002, p.9) Article 5 of the Standardization Law (which regulated the preparation and
adoption of accounting standards) stipulates that “the state policy in the sphere of
standardization is operated by the Ministry of Economy”. The Ministry of Finance,
for its part, developed the state policy of accounting methodology. Thus the
preparation and adoption of LFAS was on the margins of both Ministry’s
competence and required seamless coordination between the two, and,
unfortunately, it never came to exist.

Eventually the inability to surmount the obstacles effectively became stark, and on
15 May 2003 the legislator once more amended the law “On Accounting”. Articles
151 and 15" introduced a new accounting standardization system in Latvia. The
Cabinet of Ministers was entrusted with a task to establish a new institution -
Accounting Council, which is to operate under a statute adopted by the Cabinet. A
more detailed list of the Council’s functions can be fount in Article 152 (1)
organizing and managing the process of preparing, discussing and coordinating
drafts of Latvian accounting standards and amendments thereof; (2) publishing and
updating Latvian accounting standards; (3) submission of proposals to the Minister
of Finance on elaboration of the normative acts regulating accountancy. A
comparison of the Accounting Council and its predecessors reveals that the new
institution enjoys considerably more competence: not only passive tasks (e.g.,
evaluation of prepared drafts of accountancy regulation and submission of proposals
to the Minister of Finance), but also an active promotion of the standardization
process, and most importantly - guidance of the process and its reasonably specific
regulation in the “Statute of the Accounting Council”. The next important novelty
is the financing of the Accounting Council from state budget and the duty of the
Ministry of Finance to ensure its operation. Thus, the two most acute problems of
LTCSFA were resolved - non-existence of a mechanism for assigning financial
resources and imprecise definition of the competence of the Ministry of Finance.

Certain changes, as compared to the Consultative Council of Accounting Standards
of the Republic of Latvia and LTCSFA, have taken place in relation to composition
of the Accounting Council. The Council consists of 12 members, appointed by the
Minister of Finance. With the number of the members remaining almost identical to
that in the Consultative Council (11), a positive development is the extension of
institutional participation and the more egalitarian representation, which in theory
should ensure greater democracy in decision-making. Pursuant to parts Ill and 1V of
the “Statute of the Accounting Council” the institution is presided over by a
Chairperson, who is appointed by the Minister of Finance from among the
representatives of the Ministry. Deputy Chairperson is elected from among the
members of the Council by simple majority, and his / her duties are to substitute the
chairperson in his / her absence.
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The fact that the law does not authorize the new institution to extend its membership
clearly indicates that a retreat to the model of 1996 is under way, whereby the state
is increasing its role in the standardization process. In other words, influence of the
Anglo-Saxon model is dwindling as Latvia once again emphasizes the continental
European model of standardization.

The Ministry of Finance supposed that, the first Latvian accounting standards had to
be adopted already at the end of the year 2003, but this task turned to be impossible.
Only on 5 February 2004 the Accounting Council adopted the decision about
approval of standards No.l “Presentation of Financial Statements” and No.2 “Cash
Flow Statement”. There were 8 planned standards (including “Income Taxes”,
“Leases”, “Revenues”, “Long-term Contracts”, “Fixed Assets”) for the year 2004
(Malejs, 2004, p.9), but only the standard No.3 “Events after Balance Sheet Date”
was adopted. Standard No.4 “Accounting Policies, Changes in Accounting
Estimates and Errors” was adopted already next year - on 9 February 2005.
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Summary

STANDARDIZATION OF ACCOUNTING IN LATVIA - DEVELOPMENT,
PROBLEMS AND SOLUTIONS

Vilma Paupa, Artirs Prauling
University of Latvia

At a time of raid development of accounting standards on an international scale and
in a number of countries, it is appropriate to observe recent trends in Latvian
accountancy. The study overviews the problems of implementation of national
accounting standards in Latvia, its’ general outlines and peculiarities. The article
attempts to clarify a mission and purposes, a structure, a competence and
achievements of accounting standardization institutions. Taking into account
G.Hofstede and S.J.Gray theory of cultural influence the conception of accountancy
standardization model propounded by Latvian Association of Sworn Auditors in
1996 is analyzed and criticized as well as its expediency is appreciated.



IMPACT OF COMPANY'’S LEVERAGE AND SIZE ON FINANCIAL
ACCOUNTING METHOD CHOICE: LITHUANIAN CASE

Kristina Rudzioniene, Deimante Vasiliauskaite
Vilnius University

Introduction

Financial accounting methods have a great impact on Financial results and
performance, however, accounting methods choice is very restricted by requirements
of laws. Therefore it is very useful for the users of accounting information to know
which factors determine company’s accounting method choice. A big number of
foreign authors investigated theoretically and empirically social, ethical and
economic determinants of accounting method choice: R. L. Watts, J. L. Zimmerman,
R. L. Hagerman, M. E. Zmijewski, R. Bowen, D.S. Dhaliwal, E. Press, J. Weintrop,
D. Skinner, A. A. Christie, G. L. A. Daley, R. L. Vigeland, G.L. Salomon, ED. Smith,
V. Gopalakrishnan, C. W. Tan et al., etc. Whereas, accounting methods have been
investigated by J. Mackevicius, D. Macerniene, G. Kalcinskas, G. Deveikis.
However, there are no theoretical and empirical investigations on the influence of
economic determinants (e.g., company’s size, leverage, etc.) on accounting method
choice in Lithuanian companies.

Research objective: to analyse impact of company’s leverage and size on financial
accounting method choice by testing the Leverage and Size hypotheses.

Research object: financial accounting method choice.

Research method: the research was performed with reference to publications. The
main research method - logical analysis of scientific literature including comparison
and synthesis. In order to investigate impact of company’s leverage and size on
accounting method choice questionnaire and statistical analysis of empirical
evidence were used.

Research findings are offered in the conclusions.

Assumptions of Company’s Leverage and Size Impact on Financial Accounting
Method Choice

Determinants of company’s rational accounting method choice are the main object
of research in Positive Accounting Theory (further - PAT). In fact, the main purpose
of the positive approach is to develop hypotheses about factors that influence
accounting method choice in different companies and to test the validity of these
hypotheses empirically.
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PAT is based on these underlying assumptions, which form the hard core of the

neoclassical economic theory:

(i) All decision-makers are motivated only by their narrowly defined self-interest
and not by the public interest.

(i) The firm is considered to be a nexus of contracts among self-interested parties.

The manager of the company who confirms accounting policy is motivated by
selfish interests, therefore according to Agency Theory he chooses the most
beneficial to him accounting methods. Determinants influencing this choice are
generalised in PAT hypotheses.

One of the three main hypotheses of PAT - Leverage hypothesis, which explains the
impact of company’s leverage ratio on accounting policy, - argues that “Ceteris
paribus, the higher a firm’s debt/equity ratio, the more likely the firm’s
manager is to choose accounting procedures that shift reported earnings from
future periods to the current period” (Watts and Zimmerman, 1986, 1990).

The reasoning is that increasing reported net income will reduce the probability of
technical default. Most debt agreements contain covenants that the borrower must
meet during the term of the agreement (L. A. Daley, R. L. Vigeland, 1983), for
example, a borrowing firm may covenant to maintain specified levels of debt-to-
equity, interest coverage, working capital, and/or shareholders’ equity. If such
covenants are violated, the debt agreement may impose penalties, such as constraints
on dividends or additional borrowing. This suggests that management could
manipulate accounting results through selective choice of accounting methods, and
thus possessed the ability to relax constrictive debt covenants.

Other of the three main hypotheses of PAT - Political costs (or Size) hypothesis,
which explains the impact of company’s size on accounting policy, - argues that
“Ceteris paribus, the larger the firm, the more likely the manager is to choose
accounting procedures that defer reported earnings from current to future
periods™ (Watts and Zimmerman, 1986, 1990).

This hypothesis is based on the political process assumption that larger companies
rather than small firms are more politically visible and therefore more likely to be
subject to public attention, therefore, large companies incur more political costs
(Watts, Zimmerman, 1978). As recognised by Holthausen, Leftwich (1983), a “firm's
reported accounting numbers indirectly affect the extent to which the firm is either
criticised or supported by consumers, employees, unions, politicians, and
bureaucrats”, e.g., political costs can be imposed by company’s size or/and high
profitability, which may attract media and consumer attention. Such attention can
quickly translate into political “heat” on the company and politicians may respond
with new taxes or other regulations. Very large corporations may be held to
additional requirements: higher performance standards, for example with respect to
environmental responsibility, simply because they are felt to be large and powerful.
Thus, managers of large companies are more likely to prefer stable income
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decreasing accounting methods than managers of small firms, in order to reduce
possible negative political situations (Tan et al., 2002).

Profitability is also important variable for the users of accounting information
(Wallace, Naser, Mora, 1994). PAT argues that companies with high profit, i.e.,
more politically visible, may attract attention of regulators, therefore they seek to
choose income decreasing accounting policy (Hagerman, Zmijewski, 1979;
Holthausen, Leftwich, 1983).

There are a lot of empirical research testing Leverage and Size hypotheses.
Considerably fewer scientists after conducting their empirical research received
contradictory results or rejected these hypotheses.

In a review of the prior ten years of accounting policy choice studies, Watts,
Zimmerman (1990) conclude that the development of Size hypothesis is driven by
sensitive industries (e.g., the oil and gas industry, etc.) company’s accounting
method choice. Most researchers (Watts, Zimmertnan, 1978;Zimmerman, 1983, etc.)
provide supporting empirical evidence for oil and gas companies’ accounting policy
choices. Likewise, the Political costs hypothesis does not seem to apply (Zmijewski,
Hagerman, 1981; V. Gopalakrishnan, 1994, etc.) to smaller firms.

Lithuanian and Russian authors analysing accounting policy and determinants of its
choice limit themselves to enumeration of these factors making logical assumptions
that they should influence company’s choice of accounting method. Macerniene D.
(2002), Pietrova V.l, Barsukova I.V. (1997), Bakaiev A.S., Sneidman L.Z. (1995),
Nikolaieva S.A. (2003), etc., indicate company’s size as an important determinant to
accounting policy choice, but their propositions are not based on empirical results.
But nobody indicate company’s financial leverage as an important determinant to
accounting policy choice.

The results of foreign research and no empirical investigations in Lithuania suggests
the theory be developed further to increase its predictive and explanatory power.

Empirical Test of the Leverage and Size Hypotheses in Lithuania

Leverage has been used as a proxy for proximity to and/or cost of violation of debt
covenants. The analysis of financial leverage’s estimations in empirical research
shows that common ratio of liabilities (total liabilities/total assets) frequently is used
testing the second hypothesis of PAT. Company’s size may be measured in various
ways including sales, total assets, profitability, market value of equity (Hagerman,
Zmijevski, 1979; Tan et al., 2002), number of employees, etc.

Depreciation of fixed assets, valuation of inventory methods choice is investigated
most frequently. It is widely accepted that straight-line depreciation and FIFO
inventory methods are income increasing, accelerated depreciation and LIFO
inventory methods - income decreasing methods. This relationship is shown in
Figure.
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Figure. The Impact of Company’s Financial Leverage and Size on Accounting
Results.

The authors of this article investigate depreciation and inventory methods choice
dependence on company’s financial leverage, assets in balance sheet, total sales,
profitability (profit after taxes divided by total assets), number of employees and
aggregate company’s size variable, which was identified by determinants from The
Law on Small and Medium Business (2002) in Lithuania. Company’s size is an
aggregate variable which was the compound of all these determinants: number of
employees, total sales or total assets and autonomy of a company.

It may be logically hypothesized:

If: the higher the Lithuanianfirm % leverage ratio, the more likely the company}’
manager is to choose straight-line depreciation and FIFO inventory methods;

H2: that the larger the Lithuanian firm, the lesser the likelihood, that it will choose
straight-line depreciation and FIFO inventory methods.

Having examined the questionnaires about 2002 financial accounting data of 162
profit seeking limited and unlimited responsibility legal entities, the following
correlation coefficients between depreciation of fixed assets, inventory methods and
determinants of company’s financial leverage and size were received (1 table).

Table 1. Correlation between Accounting Methods Choice and Determinants
of Company’s Leverage and Size

Determinant Depreciation Inventory
method method
Leverage -0.04 0.14
Log of total assets -0,11 -0,03
Log of total sales -0,02 -0,03
Profitability 0,21* 0,01
Number of employees -0.07 -0,05
Company’s size (aggregate variable - number of -0,08 -0,09

employees, total assets or total sales, autonomy)

* - level of significance less than 5 %
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It appeared that there was a weak correlation (0.14 and -0.04) between income-
increasing inventory evaluation and depreciation methods and leverage in
Lithuanian companies, but correlation is statistically insignificant, so it showed no
support for the Leverage hypothesis.

There was a weak negative logarithmic correlation between total sales, total assets
and depreciation and inventory method’s choice. Likewise, number of employees
and aggregate company’s size variable seemed to be associated with the choice of
depreciation and inventory methods. Only profitability was significantly correlated
with income-decreasing depreciation method choice. All correlation coefficients
(except profitability) were not statistically significant, therefore, it showed a weak
support for the Size hypothesis.

Even 91 % of sample companies choose straight-line depreciation method. This is
consistent with the evidence reported in Hagerman, Zmijewski (1979) and Press,
Weintrop (1990). The percentage of sample companies choosing FIFO was 78%. It
is considerably more (about 30-40 points) than in foreign large corporations, but it is
similar to the results of Gopalakrishnans (1994) empirical research of small
unlevered firms. Independently from company’s financial leverage and size, the
most of Lithuanian companies choose income-increasing methods (2 table).

Table 2. Accounting Methods in Lithuanian Companies

Depreciation Inventory
Number Percent Number Percent
Income increasing methods 147 91 125 78
Income decreasing methods 1 0 0 0
Other methods or/and combinations 9 6 36 22
N.a. 5 3 1 0

n.a. - not available.

The findings above do not support the Leverage and Size hypotheses. This result is

not surprising for the following reasons:

1 Lithuanian tax system is not favourable to apply income decreasing
accounting methods, i.e., The Law on Income Tax (2001) states that
“calculating profit tax inventories are deducted using “first to - first from
(FIFO)” method”, and a big number of fixed assets’ groups are allowed to use
straight-line and only some of them - straight-line or declining balance
depreciation methods. Additionally, up to the end of 2001 it was allowed in
calculation of Income tax to use only straight-line or units of production
depreciation methods. Therefore, a big number of companies choosing financial
accounting method follow the requirements set up in the tax law. It is not likely
that such situation will change from 2002 when in exceptional cases for tax
administration purposes companies by the Order of the Head of State Tax
Inspectorate (2003) were allowed to apply LIFO, weighted average, concrete
prices or other inventory method, because they would need permission from
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State Tax Inspectorate and indicate reasons why they want to apply this
method.

Inexpensive methods. As Ball and Foster (1982) point out political sensitivity
is not the only factor for which size could proxy. The information production
costs are likely to be important, particularly for smaller firms and therefore they
may be motivated to choose accounting methods that are inexpensive (such as
straight-line depreciation and FIFO inventory method) to implement.
Therefore, to the extent that size variable captures the information production
costs, the size variable is likely to be positively related to an inexpensive
accounting method. Whereas, LIFO inventory and other depreciation methods
are considered complex and expensive, consequently, adoption of these
methods increases information production costs.

Small companies. PAT argues that minimising political visibility is not likely
to be a major concern for smaller firms compared to larger companies, that is
why Size hypothesis has been confirmed only in very large companies. Many
large Lithuanian companies from sensitive industries (e.g., oil and gas industry,
etc.) were not examined in this study. Additionally, the biggest Lithuanian
companies are not so large as foreign large corporations.

Conclusions

This article examined company’s financial leverage ratio and size impact on
accounting method choice and the research conducted allows formulating the
following conclusions:

1

Two of the three main hypotheses of Positive Accounting Theory argues that
“Ceteris paribus, the higher a firm 's debt/equity ratio, the more likely the
manager is to choose accounting procedures that shift reported earnings from
future periods to the currentperiod”and “Ceteris paribus, the larger thefirm,
the more likely the manager is to choose accounting procedures that defer
reported earningsfrom current tofuture periods ".

Most of empirical research confirmed Leverage and Size hypothesis, but these
results are driven by the data of companies from sensitive industries (at least in
the oil and gas industry). Considerably fewer scientists received contradictory
results or rejected the hypotheses. The Size hypothesis does not seem to apply
to smaller firms. Lithuanian and Russian authors have not investigated
empirically the Leverage and Size hypothesis. They limit themselves to argue
that company’s size is an important determinant of accounting method choice.
Nobody indicate company’s financial leverage as an important determinant of
accounting method choice.

Correlation analysis showed weak statistically insignificant relationship
between company’s leverage and size variables with accounting method choice
in all Lithuanian companies. It showed no support for the Leverage hypothesis
and very weak support of the Size hypothesis because of only profitability was
found weakly correlated with accounting method choices.

Independently from company’s leverage, most Lithuanian companies choose
income increasing depreciation and inventory methods: 91 % of sample
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companies choose straight-line depreciation and 78 % - FIFO inventory
method.

Such accounting method choice of Lithuanian companies may be explained by
several reasons: unfavourable tax system for income decreasing methods,
companies’ efforts to minimise information production costs, i.e., by choosing
inexpensive (straight-line depreciation and FIFO inventory) methods. While
changing tax laws, increasing availability of companies financial accounting
data (coming more objective data gathering ways than questionnaires), further
research is needed determining influence of company’s financial leverage, size
and other economic determinants on the accounting method choice.
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Summary

IMPACT OF COMPANY'’S LEVERAGE AND SIZE ON FINANCIAL
ACCOUNTING METHOD CHOICE: LITHUANIAN CASE

Kristina Rudzioniene, Deimante Vasiliauskaite
Vilnius University

Two of the three main hypotheses of Positive Accounting Theory states:

1

“Ceteris paribus, the higher a firm’s debt/equity ratio, the more likely the firm’s
manager is to choose accounting procedures that shift reported earnings from
future periods to the current period”. This proposition is based on the statement,
that a default on a debt contract is costly, so contracts that define a breach in
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terms of accounting numbers provide managers with incentives to choose
accounting procedures that reduce the probability of a breach.

2. “Ceteris paribus, the larger the firm, the more likely the manager is to choose
accounting procedures that defer reported eamings from current to future
periods”. This proposition is based on the assumption, that large companies
seek to decrease political costs, public attention, political visibility, which can
be imposed by a company’s size or/and high profitability.

These hypotheses are being confirmed by empirical research conducted elsewhere,
how ever, influence of leverage and size on accounting method choice has not been
investigated in Lithuania.

Correlation analysis indicated, that Leverage and Size hypotheses were not
supported in Lithuanian companies, because majority of firms independently from
their debt equity ratio and size choose income increasing accounting (depreciation of
fixed assets and valuation of inventory) methods. Such a choice could be explained
by unfavourable tax system for income decreasing accounting methods, also by
companies’ attempts to minimise information production costs and by the fact that
comparably small firms were analysed in this research.

Keywords: accounting method choice, company’ she, leverage, accountingpolicy’
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Ice Hockey Contracts Specifics

The National Hockey League (the NHL) consists of 30 clubs divided into two
conferences (The Western Conference and The Eastern Conference) and into six
divisions (three for both conferences). Before the strike the NHL was regarded as
the most attractive ice-hockey competition round the world. The season 2004/2005
was influenced of the players’ strike and it was the first season in the NHL history
which was cancelled. Nowadays the representatives of the NHL and the NHLPA
(the players’ association) negotiate about the season 2005/2006. Historically the
NHL is the first professional competition in the Northern America territory which
was cancelled.

The National Hockey League Players' Association

The National Hockey League Players’ Association (the NHLPA) is a labour union
whose members are the players of the NHL and whose mandate is to represent their
interests. Headquartered in Toronto, the NHLPA has a staff of approximately 50
employees who work in such varied disciplines as labour law, product licensing and
community relations.

A principal responsibility of the NHLPA is to negotiate, on behalf of the players, the
terms of the Collective Bargaining Agreement (“CBA”) with the NHL. The most
recent CBA, which was signed on January 13, 1995, following a three-month
lockout by the owners, expired September 15, 2004.

The CBA is a document that governs all aspects of a player’s rights and
responsibilities relative to his employment with an NHL club. It covers such matters
as entry-level compensation, free agency, waivers and grievances.

On an on-going basis, the NHLPA provides assistance to players in filing disability,
medical and dental claims, as well as in obtaining personal disability-insurance
coverage. One important provision of the CBA covers the NHLPA’s power to
administer the insurance and pension entitlements of players.

Eligibility for Play in the NHL

No player shall be eligible for play in the NHL unless he:

a) had been claimed in the 1994 Supplemental draft or in the last Entry draft, or
was ineligible for claim in the 1994 Supplemental draft; or

a) had been eligible for claim in the last Entry draft but was unclaimed, and:
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(i) had played hockey in North America the prior season and was age 20 or older
at the time of the last Entry draft, and signed a player contract which was signed
and registered with the NHL between the conclusion of the Entry draft and
commencement of the next NHL season.

(ii) had played hockey in North America the prior season and was under age 20 at
the time of the last Entry draft, and signed a player contract which was signed
and registered with the NHL between the conclusion of the Entry draft and
commencement of the Canadian Major Junior Hockey League season.

Draft Choice Compensation for Restricted Free Agents

Any club that is entitled to but does not exercise its right of first refusal shall be
entitled to obtain draft choice compensation from the new club. The number and
quality of draft choices due to the prior club shall be based on the average annual
value of the compensation contained in the principal terms of the new club’s offer
sheet, based on the following scale.

Table 1. Draft Choice Compensation

OFFER DRAFT CHOICE(S)
S400,000 or below none
over S400,000 to and including S550,000 3rdround
over $550,000 to and including S650,000 2rdround

over $650,000 to and including S800,000 1 round

over S800,000 to and including SI .0 Isdand 3rdround

million

over S1.0 million to and including S1.2 19and 2rd round

million

over S1.2 million to and including $1.4 two I rounds

million

over S1.4 million to and including $1.7 two Islrounds and one 2rd round
million

over $1.7 million three Isrounds

each additional million additional Isround, up to max. of five

19 round picks
Source: the C.B.A.

Players’ Contracts

The standard form Player Contract is the sole form of employment contract used
for all player signings after the date of CBA. Contracts entered into on or after a
player’s 32nd birthday may contain a no-trade clause. Contracts containing a “no-
trade” clause may be entered into prior to the player’s 32rd birthday, so long as the
fixed term of the contract containing the no-trade clause extends through the
player’s 32nd birthday and the no-trade clause does not become effective until the
player reaches his 32rd birthday. If the player is traded prior to the no-trade clause
taking effect, the clause does not bind the acquiring club. The acquiring club may
separately agree to a no-trade clause.
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Bonuses earned by a player pursuant to a player contract shall be paid within the
period set forth in the player contract, provided if no period is set forth, then within
10 days of the club’s last game. Players shall receive awards earned as soon as
practicable after entitlement. In cases where the club is to receive monies from the
NHL to pay for such awards, the club shall disburse such monies to the entitled
players as soon as practicable after receiving such monies from the NHL.

Player contracts shall not contain any option clause in favour of the club or the

player except an option clause that:

(@) is specifically negotiated between a player and a club;

(b)  authorizes the extension of such contract beyond its stated term; and

(c) states the compensation to be paid to the player during that option year or
years.

Any option clause must be exercised by the later of June 30 or the day following the
last day of that club’s season immediately prior to the season covered by the option
clause. Salary arbitration shall not be available to the player for any option year,
except as expressly set forth in the transition rules. Option clauses in standard player
contracts in effect as of the date hereof are hereby abolished, subject to the transition
rules.

All-Star Game payments shall be paid only to the players who participate in the
game, or who were chosen to participate but are unable to do so as a result of injury
or illness shall receive an equal share payment from the existing payment pool.

Salary Arbitration

A player is eligible to elect salary arbitration if the player meets the qualifications
set forth in the following chart:

Table 2. Level of Experience to be Eligible for Salary Arbitration

First Contract Signing Age Minimum Level of Professional Experience Required
to be Eligible for Salary Arbitration
18-20 5 years professional experience
21 4 years professional experience
22-23 3 years professional experience
24 2 years professional experience
25 and older lyear professional experience

Source: the C.B.A.
A player entitled to elect salary arbitration must make a written request to the parties
(NHLPA, NHL) not later than July 15 in the league year in which such player is
eligible for salary arbitration.

Player’s Transfer

A player whose contract is assigned from one club to another shall be reimbursed
from the assignee-club a sum equal to 6 months’ rent or mortgage, as the case may
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be, on his living quarters in the city from which he is assigned; provided, however,
that such reimbursement shall be made only if and to the extent that the player is
legally obligated to make and does make such payment and. provided, further, that
the club’s obligation shall in no event exceed for the season, S2900 per month. Any
such payments shall be made on a pro rata basis if a full month is not involved.

The reasonable moving expenses incurred by a player who is assigned during the
playing season by one club to another club and moves to the area where it is located
shall be paid by the club to which the player was assigned. If for family reasons the
player delays moving his family to the area to which he is assigned, no moving
expenses incurred at the time of assignment by the player shall be paid by the club
but the reasonable moving expenses incurred by the player in connection with the
move of his family to the area to which he is assigned shall be paid by the club to
which he was assigned. Reasonable moving expenses shall include the costs of
moving player’s automobile (two automobiles if player is married). A player will
have the right to relocate within 12 months after the date of assignment.

The club acquiring a player through a trade shall provide the player a single room
hotel accommodation at the Club’s expense for a period up to 21 days in the city to
which he has been traded.

A player's spouse and children will be entitled to one round-trip economy class
airfare between the City from which the player was assigned and the city to which
he was assigned.

Upon the occurrence of a player assignment in which an assigned player goes from
one country to another, the assigned player shall have the following options in
regards to currency:

#  the assigned player can elect to convert his entire contract to the currency of the
club he is assigned to at the effective currency exchange ratio on the day of the
player assignment;

® the assigned player can elect to continue to be paid the actual currency of his
contract; or

#  the assigned player can elect from time to time to be paid the actual currency of
his contract or to convert his contract to the currency of the club he is assigned
to on a bi-monthly basis at the currency exchange ratio in effect on the last
business day of the month immediately preceding the applicable election.

The per diem meal allowance for each player accompanying his team while it is
away from its home city for the purpose of playing NHL games during the regular
season and play offs shall be 85 USD.

Each player entitled to a full credited year of service shall have allocated and

credited to an account established in his name, for his sole benefit, the following:

(i) for players who have received credit for less than 400 games played, the
amount of S10,000 CDN per year.
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(if) for players who have received credit for 400 games played or more, the amount
of $15,250 CDN per year.

A player who played 84 games in the season shall be entitled to a full credited year
of service and full allocation of contributions for the applicable playing season. A
player who played less than 84 games in the season shall have credited to his
account a proportionately reduced amount for the applicable playing season
determined by the ratio that the number of games credited bears to 84 for the season.

Insurance Coverage

The clubs shall maintain in effect a group life insurance policy providing a face
policy amount of $245,000 US per player, for all players who play in at least one
NHL game during the year. An accidental death and dismemberment policy shall
also be maintained by the clubs in a face amount of $245,000 US. Coverage shall
continue until October 14 the following season. Claims are to be paid in U.S.
Currency.

The clubs shall also maintain in effect a group life insurance policy providing for a
death benefit in a face policy amount of $125,000 US per spouse, for the spouse of
each player who plays in at least one NHL game during the year. Coverage shall
continue until October 1¢ the following season. Claims are to be paid in U.S.
Currency.

The NHLPA shall maintain in effect a group life insurance policy providing a face
policy of $125,000 US per spouse. An accidental death and dismemberment policy
shall also be maintained by the NHLPA in a face amount of $125,000 US per
spouse. Claims are to be paid in U.S. Currency.

The clubs and the NHLPA shall also maintain in effect a career ending disability
policy providing for a one-time benefit in the event a player who is on a club playing
roster suffers a career ending disability. Disability must be due to an injury or illness
which results solely and independently of any other cause. Disability shall be
considered career-ending if the player is continuously disabled for a period of 12
months and permanently prevented from playing professional hockey.

Benefit coverage is dependent upon age at date of disability, as outlined below, for
the following periods:

Table 3. Insurance Coverage

Players Age NHL Benefit NHLPA Benefit
under 21 USD 120,000 USD 60,000
21 to 26 USD 245,000 USD 125,000

27 USD 200,000 USD 100,000
28 USD 145,000 USD 75,000
29 USD 100,000 UsSD 50,000
30 and over UsSD 50,000 UsSD 25,000

Source: the C.B.A.
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A player under contract who is disabled and unable to perform his duties as a
hockey player by reason of an injury sustained during the course of his employment
as a hockey player, including travel with his team or on business requested by his
club, shall be entitled to receive his remaining salary due in accordance with the
terms of his contract for the remaining stated term of his contract as long as the said
disability and inability to perform continue but in no event beyond the expiration
date of the fixed term of his contract, which fixed term shall in no event be deemed
to include any option period related to a playing season after the league year in
which the injury occurred.

Czech Conditions

The Czech lIce Hockey Federation (Cesky svaz ledm'ho hokeje) is the founding
member of the IIHF. The Czech Republic organised in 2004 the IIHF World
Championship in Prague. The highest league in the Czech Republic is called
Tipsport Extra-League. In the following text we deal with the measurement of the
player’s value using Tipsport Extra-League rules.

Measurement of the Player’s Value in Tipsport Extra-League

Table 4. Basic Value of the Player

Age of the player Basic value

(in CZKY)
under 20 yrs. 743,000
21 yrs. 798,000
22 yrs. 869,000
23 yrs. - 27 yrs. 942,000
28 yrs. 869,000
29 yrs. 798,000
30 yrs. 753,000
31 yrs. - 33 yrs. 668,000
34 yrs. and more 291,000

Source: www.cslh.cz

Basic value of the player is adapted for each new Tipsport Extra-League season by
inflation coefficient given by Czech Statistical Organisation (CSU).

Increasing Coefficients for Measurement of Player’s Value
a) number <
Seasons Coefficient
0
4
8
10
15
5 and more 20

AW N RO

11 EUR = 30 CZK (approximately)
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b) number ofstarts in Tipsport Extra-League

Starts in Coefficient
Tipsport Extra-League
0 0
1-20 4
21-40 8
41-70 10
71 - 100 15
101 and more 20
c) position of the player in club’ standings at last season (goals, assists,
+/-points)
Goaltender Coefficient
No. 1 20
No. 2 10
No.3 5
Defenseman Coefficient
1¢ or 2rdplace 20
3ror 4lhplace 15
5lhor 6lhplace 10
7lhplace and worse 5
Forward Coefficient
r ‘-4 hplace 20
5kh- 8hplace 15
9,h- 12 hplace 10
13,h place and worse 5
d) y of the player in Tipsport Extra-League’
(goals, assists, +/- points)
Goaltender Coefficient
1st- 3rdplace 30
4lh- 6hplace 25
7th- 10hplace 20
11 'hplace and worse 2
Defenseman Coefficient
Is,-5 hplace 30
6lh- 10hplace 25
11th- 15hplace 16
16,h- 20thplace 14
21¢—30lhplace 12
318- 40lhplace 8
41s1-5 0 hplace 4
Forward Coefficient
Is,-9 "hplace 30
10th- 19hplace 25
20,h- 29Ihplace H

30lh- 39lhplace 10
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40"’ - 49lhplace 8
50th- 75thplace 4
76thplace and worse 0
e) nhumber ofrepresentation startsfor senior A-team ofthe Czech Republic
Representation Coefficient
Starts
0 0
1-5 1-5
6-10 6-10
11-15 11-15
16 and more 20

f) foreign contract in the highest competition in the country of the
participant ofthe IlTHF World Championship - group A
) health status (chronic and long-term injuries)

For players who represented the Czech Republic at last IIHF World Championship
and played there 5 and more games (goalies 3 and more), it is necessary to increase
their total value for 10%.

Illustrative Case: Valuation ofthe Czech Ice-Hockey Player Petr Priicha

Name: Petr Prucha

Born: 14th September, 1982

Position: forward

Team: HC Moeller Pardubice (since the season 2001/2002)

Table 5. Player’s Statistics in the Season 2003/2004

Competition Games Goals Assists Pts +/- Rank
Tipsport Extra-League 48 11 13 24 5
Extra-League - 7 4 3 7 0
playoff
Extra-League total 55 15 16 31 5 it
(2rdiin Pardubice)
Czech Representation 20 12 4 16 0 1st

Source: www.hokei.cz

Table 6. Counting of the Coefficient

Component Coefficient
Seasons played in Tipsport Extra-League 3 10
Starts in Tipsport Extra-League 146 20
Position in Pardubice’ standings 2. 20
Position in Tipsport Extra-League’ standings 18. 25
Representation starts 20 20
Starts at WC 2004 6
Coefficient - total 95

Source: www.hokei.cz. own counts
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Table 7. Valuation of the Player

Components Value
(in CZK)
Basic value as at " July 2004 798 000
Coefficient (95 %) 758 100
Subtotal 1556 100
WC 2004 participation 155 610
,»Table value” of the player 1711 710

Source: own counts

In case that both parties didn’t agree the transfer price for Petr Prucha, the
Arbitration defines value of his contract as 1,711,710 CZK.

The Option Clauses in Players’ Contracts

The special theme is the option clause in the sport branch. The option clause is the
option of the player or the club to prolong the contract. So the player has the option
to sell his services to the club for next seasons. For this option clause the value of
the contract is higher.

So how to account the option clause? | impose on the fact | work for several seasons
a few years ago for the Czech ice-hockey club HC Sparta Prague, so | was given
the information how the option clauses are accounted in one of the most successful
Czech ice-hockey club. As it’s not possible to measure the value of the option
clause, therefore the whole contract sum is regarded as deferred costs. This sum is
divided for the whole length of the contract. Each month the proportional part is
disbanded to expenses.

Valuation of the Option - ROA Approach

I would like to stress the attention to the problem how to measure the value of option
condensed in the contract. Is possible to use the experiences of valuation of financial
options not only to ROA (Real Options Analysis) but also for valuation of players’
contracts with option?

We can say that in measurement of the financial options is generally used the Black-
Scholes Formula, but in the Real Options Analysis approach is used the binomial
model.

@ binomial model

C =S* B[n,a,b]~ K*V-n*B[n,a,p]
P = K*v~" *~g[n,a,p]-6*18[n,a,b\ where
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B[n,a,b]=T-——bJ(I-b),J

Binap\=X M. PP

B[n,a,b}= X Vil-br*
% (n-jv.fi
BInap\=, . w='(1p)

* Black-Scholes Formula
C=S N(d})-K e-n N(d2)

In—+ (r+—)r

asT
d2=J,-a4T

Modification of the Black-Scholes Formula for Option Clauses

Strouhal (2005) modified the standard Black-Scholes Formula for the valuation of
the option clauses:

Table 8. Financial Option versus Options Clause

Symbol Financial Option Options Clause

(1973 - Black. Scholes) (2005 - modification for the sport)
S strike price “table value” of the player
K realisation price contract sum
T time to expiration time to expiration of the option clause
a volatility of underlying asset risk of injury
r interest rate risk of ase

©JS

Because the club will have the right of buying his services, we should count the
premium of call option. The main problems are how to measure the risk of injury

and the risk of age.

Risk of Age

The basic value of the player depending on the age. The “better' the age, the higher
the basic value. Let’s assume the risk of age as an inverse function of the function
of the basic value. As we have nine age categories, we should assume the basic “risk
of age"” value as 11.11 %. This basis is corrected by the age category. The correction
is eiven in the column “Average versus share".
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Table 9. Risk of Age

Age Basic value Share Avg vs. Share Risk of age
under 20 743,000 11.04% +0.07 % 11.18%
21 798,000 11.86 % -0.74 % 10.37%
22 869,000 12.91 % -1.80% 9.31 %
23-27 942,000 13.99% -2.88% 823 %
28 869,000 1291 % -1.80 % 9.31 %
29 798,000 11.86% -0.74 % 10.37 %
30 753,000 11.19% -0.08 % 11.04 %
31-33 668,000 9.92 % + 1.19% 12.30%
34 and more 291,000 4.32 % +6.79 % 17.90%
TOTAL 6,731,000 100.00 % X 100.00 %
AVERAGE 747,889 1111 % X 1111 %
©JS

The risk of age table of coefficient depends on each competition. This table was
constructed under conditions in Czech ice-hockey Tipsport Extra-League.

Risk of Injury

Measuring the risk of injury is much more difficult than determination of the risk of
age coefficient, because the risk of injury is definitely the random variable. Here we
can see the similarity with the volatility of underlying assets measuring the value of
financial options.

Illustrative Case

Let try this theoretical model on the case of Petr Prucha. As we know, his “table
value” is 1,711,710 CZK. Pardubice offers him new contract for 2 years with 1year
option for 2,000,000 CZK. Petr Prucha is young player, so we assume that his risk
of injury is 15 %.

1,711,710 CZK

2,000,000 CZK

2 years

15%

22 years  9.31 %

"q—{xw

I,A  P+(0.0931-)2
d. = 200007 -eeees oo Je--= 0.25006

d2=d, - 0.15V2 = 0.25006-0.15V2 = 0.03793
C = 1,711,710+ N(0.25006) - 2,000,000 = °08L2 «N(0.03793)
C = 1,024,851 - 0.830108 * 1,030,255 = 169,629

Under this model we calculate the value of the options clause for 169,629 CZK.
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Table 10. Final Decomposition of the Contract Value

Item Value Reporting
Contract value 2,000,000 CZK  Current Liabilities (C)
“Table value" of the player 1,711,710 CZK  Deferred Expenses (D)
Difference | 288,290 CZK

Value of the options clause 169,629 CZK  Option (D)

Difference Il = “goodwill of the player” 118.661 CZK Retained Earnings (D)

Source: own counts

Finally, in case the contract will be. due to the option clause, prolonged, then the
value of the option clause will be covered into deferred expenses.

Let’s imagine the situation, that the “table value” of this player wouldn’t be
1,711,710 CZK, but 2,000,000 CZK. Then the value of the option clause will be
380.077 CZK. How to report this fact?

Table 11. Final Decomposition of the Contract Value

Item Value Reporting
Contract value 2,000.000 CZK  Current Liabilities (C)
“Table value” of the player 2,000,000 CZK  Deferred Expenses (D)
Difference | 0CZK

Value of the options clause 380.077 CZK  Option (D)

Difference Il = "goodwill of the player” 380,077 CZK  Retained Earnings (C)

Source: own counts
As we can see here, there is a negative value of the “goodwill of the player”. It’s
caused by the fact that the club offers to the player only the sum due to his table
value. But, as we assume that the option clause has some value, therefore we should
account this negative amount.

“Risk of Age* coefficients for NHL purposes

For the NHL purposes is possible to count this coefficient as an inverse function to
the insurance benefits given to players by NHL and NHLPA:

Table 12. Risk of Age - NHL

Age NHL NHLPA Basic Share Avg vs. Risk of
Benefit Benefit value Share age

under 21 120 60 180 13,90% +2,77% 19,43%
21-26 245 125 370 28,57 % - 11,90% 4,76 %
27 200 100 300 23,17% - 6,50 % 10.17%
28 145 75 220 16,99% -0,32 % 16.34%
29 100 50 150 11,58% +5,08 % 21,75%
30 and more 50 25 75 5.79 % + 10,88% 27,54 %
TOTAL 860 435 1295 100,00 % X 100.00 %
AVERAGE 143 73 216 16,67 % X 16,67 %

©JS
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Summary

OPTION CLAUSES’ VALUE IN SPORT: RECOGNITION AND
MEASUREMENT

Jiri Strouhal
University of Economics in Prague

Year 2004 was influenced by the strike in the National Hockey League. The reason
of this strike was the option of adoption of the wage ceiling for the NHL players.
This analytical study focuses on the differences in accounting of players' contracts
(NHL) and the contracts when the players are employees of the team (Czech Ice
Hockey Tipsport-Extra League). The study also stress on the accounting of the
contracts with the option in ice hockey.

Second part of this study deals with accounting of the contracts in the soccer.
Current situation in the Czech Republic, when the players are not employees of the
team terminates. Study compares the current situation (players as service providers)
with the new obligation that the player should be the employee of this team. The
study stresses the attention to the problem how to account and measure the
possibility of the players' contracts with options in the new model.

The study deals with the following hypothesis: "Ispossible to use the experiences of
valuation offinancial options not only to ROA (Real Options Analysis) but also for
valuation ofplayers' contracts with option?"

We can say that the valuation of the option clause given in this paper couldn’t be
perceived as the only possible approach. The modified Black-Scholes Formula is
one of the possible solutions how to measure the value of the option clause. Current
situation, when the value of the option clause is similar to the contract value, is bad
solution. We can hope that in the near future this problem will be solved and will be
generally accepted in the common practice.
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ESTONIA’S HIGH CURRENT ACCOUNT DEFICIT REASONS: SMALL
DOMESTIC MARKET AND ACCOUNTING RULES

Mart Sdrg
University ofTartu

Introduction

Soon twenty years have passed in Estonia since the beginning of the transition
towards the market economy. In a few years’ Estonia has achieved considerable
results in reforms and in stabilizing its economy. Unfortunately Estonia has not
resolved the current account deficit problem.

However, the unfortunate truth is that Estonia’s current account deficit is one of the
largest among transition countries, making up 13.2% and 12.7% of GDP in 2003 and
2004, respectively. We can compare the average 8-9% deficits in the Baltic States in
1997-2001 with the figure of 5% or less in other EU candidate countries, the level
which wouldn’t scare foreign investors (Dabrowski, 2003).

Our hypothesis is that the high ratio of current account deficit to GDP is not merely
an indicator of Estonia’s low competitiveness level. The balance of payments
reserves are increasing. One reason for the high current account deficit is the higher
degree of internationalization of Estonian economy compared to our neighbours.
The second reason of the high ratio of current account deficit in Estonia is double
registration in the balance of payments of reinvested earnings.

For testing these hypotheses we analyse the data of Estonian balance of payments
during the period from 1998 to 2004 and compare the evolution of money inflows
and outflows with other indicators of economic development to find the causalities.

1. Estonian current account balance evolution

The current account of the Estonian balance of payments has been negative each
year since 1994. From Table 1 we see that two subaccounts have positive balance
(services and transfers) but the deficit of goods and income subaccounts is much

bigger.

Table 1. Estonia’s balance of payments current account evolution (EEK m)

1998 1999 2000 2001 2002 2003 2004
Current
account -6.760.2 -3,607.7 -5,093.4 -5889.5 -11,882.9 -15,401.9 -17,963.0
Goods and
services -7,676.2 -3, 755.4 -3,569.0 -3,623.7 -8,318.2 -9,700.5 -11,064.7
Goods -15,725.5 -12,096.9 -13,143.6 -13,783.9 -17,995.6 -21,483.1 -24,803.2

credit (f.0.b.) 37.786.3 36.955.2 56,345.9 58,667.1 58,333.6 63,599.8 75,061.0
debit (f.o.b.) -53,511.8 ~9,092.1 -69,489.5 -72,451.0 -76,329.2 -85,082.8 -99,864.2
Services 8.049.3 8,341.5 9,574.6 10,160.2 9,677.4 11,782.6 13,738.5



Mart Sorg 115

1998 1999 2000 2001 2002 2003 2004
credit 20,804.0 21,951.9 25,485.8 28,866.5 28,279.7 30,819.9 35,591.3
debit -12,754.7 -13,610.4 -15,911.2 -18,706.3 -18,602.3 -19,037.3 -21,852.8
Income -1,164.0 -1,505.8 -3,483.4 -4,926.1 -5423.1 -7,411.2 -8,979.6
credit 1,871.8 1,964.3 2,008.0 2,994.7 3,339.3 3,422.1 5,453.6
debit -3,035.8 -3,470.1 -5,491.4 -7,920.8 -8,762.4 -10,833.3 -14,433.2
Transfers 2,080.0 1,653.5 1,959.0 2,660.3 1,858.4 1,709.7  2,081.2
credit 2,424.2 2,257.5 2,454.8 3,174.1 2,876.3 3,221.4  5734.7
debit -344.2 -604.0 ~195.8 -513.8 -1,017.9 -1,511.7 -3,653.4

Source: Estonia’s Balance of Payments yearbook, 2004, 2005:4.

However, the high ratio of current account deficit to GDP is not merely an indicator
of our low competitiveness, but partly and perhaps even more importantly, the result
of massive inflow of money into Estonia. One can see from Table 2 that the overall
balance of payments has always been positive during this millennium. Thus, the
financial resources of the country are increasing. In addition, the share of foreign
trade in GDP is in Estonia higher than in Latvia and Lithuania and our ratio of
exports to imports of goods is also better. Therefore, another reason for the high
current account deficit is the higher degree of internationalization compared to our
neighbours due to our small domestic market. Nevertheless, comparing the year
2000, in 2004 gross domestic product has grown faster than foreign trade and
imports have also grown faster than exports.

Table 2. Internationally comparable indicators of the Estonian balance of payments

Estonia Latvia Lithuania
2000 2001 2002 2003 2004 2002 2002
Foreign trade turnover (% of GDP) 135.4 1255 115.2 116.8 1236 84.5 106.3
Exports and imports ratio (%) 81.4 80.8 76.4 747 754 56.4 71.8
Ratio of external reserves change to
GDP (%) 24  -0.7 0.8 1.8 2.4 na na
Current account balance (% of GDP) -5,5 -5,6 -10,2 -13,2 -12.7 -7.8 -5.3

Source: Estonia’s Balance of Payments Yearbook 2004, 2005:5.

From Table 2 we see that Estonia’s exports and imports ratio is better than in Latvia
and Lithuania. But balance is yet negative and Estonia should to improve the export
in future to balance current account. Table 3 shows that Estonia has the biggest
deficit in trade with CIS and euro-zone countries.

By foreign trade balance by countries is not good to compare the competitiveness of
Estonia with different countries for capacities of trade are small and in some cases
our businessmen for price differences prefare to by from one country and to sell to
the other. But in statistics of Eesti Pank where are data of trade with 40 countries,
Estonia has positive balance with 15 of them.
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Table 3. Estonia’s foreign trade balance in 2004 by groups of countries (EEK m)

Group or country Exports Imports Balance Exports and imports
ratio (%)
EU-25 59815 78089 -18274 76,6
Finland 17271 22402 -5131 77,1
Germany 6225 12956 -6731 48,0
Sweden 11414 9856 1558 115,8
Lithuania 3319 5352 -2033 62,0
Latvia 5895 4833 1062 122,0
Euro-zone 29903 47287 -17384 63,2
CIs 5850 11828 -5978 49,5
Russia 4221 8932 -4711 473
Ukraine 1268 1374 -106 92,3
Belarus 172 1208 -1036 14,2
Other countries 9396 9947 -551 94,5
China 594 1771 -1177 335
Japan 223 1346 -1123 16,6
USA 2405 1162 1243 207,0
Total 75061 99864 -24803 75,2

Source: Eesti Pank, Balance of Payments and Economic Statistics Department,
2005.

2. Accounting rules influence

Estonia started compiling national balance of payments in 1992. It is the
responsibility of Eesti Pank. Due to the weakness of the banking system at that time,
the survey system was introduced. However, as this system is not sufficiently
flexible in the changing economic environment, the possibilities to apply the
settlements system upon compiling the balance of payments were studied. The
settlements system was launched in parallel to the survey system in 1994. Arising
from the compilation of international investment position as of 1996, surveys have
become more significant. Above all, surveys facilitate collecting information on an
accrual basis and other indicators not reflected in money flows (e.g. trade credit,
reinvested earnings).

Three very different systems and their combinations are used in the world for the
compilation of balance of payments:

e survey system;

» settlements system, cash-based system;

e administrative system.

The survey system draws upon information from various statistical surveys and
studies. Both sampling and census are used, depending on the requirements, field of
study and peculiarities of a specific country. The structure of the questionnaire
follows either the balance of payments structure or the structure of financial
statements and accounting principles. The advantage of the survey system lies in its
flexibility but, on the other hand, statistical surveys are expensive to conduct, they
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have a low response rate and are not very operational. Anglo-American countries
Australia, New Zealand, the United Kingdom, Ireland, The USA, and Canada are
among successful users of the survey system (Balance of Payments Yearbook 2004,
2005:47).

The settlements system is based on collection, coding and processing of international
payments through resident banks. Based on the description of the transaction,
clients, commercial institutions or the central bank attribute a transaction code to
each incoming or outgoing payment in compliance with the balance of payments
structure. The settlements system allows to collect detailed and operational
information but is still limited. Money flows do not reflect accrual approach, the
description of a transaction or balance of payments code is often missing, netting
appears, and money flows do not allow to estimate positions. Pure settlements
system is being pushed out by the mixed system in most countries of continental
Europe.

The administrative system draws information from the data collected beforehand by
various agencies. The use of this system requires full control over external
transactions by the public sector. There are few countries using solely administrative
information for balance of payments purposes but almost all countries apply it to a
larger or smaller extent. The major shortcoming of the administrative system lies in
weak data quality control.

This methods combination is not guaranteeing avoiding mistakes. For example, in
Estonia’s balance of payments of year 2004 errors and omissions sum is 1058,9 min.
EEK or 30,9% comparing with growth of reserve assets. This sum increased twice
comparing with year 2003. This problem requires Eesti Pank every year correct
previous years data.

But accounting rules show in current account deficit also sums what were not leaved
Estonia and namely on the subaccount of income.

Income account reflects income related to the use and render for use of production

factors (capital and labour). Income falls into two categories:

(&) compensation ofemployees - gross wages together with social transfers earned
abroad under a labour contract with a duration of up to a year and paid to
foreigners in Estonia;

(b) investment income - generally reflecting income on foreign (direct, portfolio
and other) investment claims and payable from foreign investment liabilities
(interests, dividends and other proprietary income). Investment income also
includes reinvested earnings reflected as direct investments, being a
proportional change equal to investment in the undistributed profit of the
investment company.

Accounting income on realised and unrealised exchange rates and spreads are not
records as income, because the balance of payments records movement of financial



118  ESTONIA'S HIGH CURRENT ACCOUNT DEFICIT REASONS.

instruments at market prices. For accounting purposes the latter comprises
acquisition cost and realised exchange rate and/or price profit/loss.

So income account includes among income outflows earnings reinvested into
Estonia. These sums are big for very high foreign direct investment (FDI) inflows
into Estonia. The research of Ké&lman Kalotay brought detailed information of
invarded FDI stock of selected economies as a percentage of GDP on 2002, where
Estonia took the second position after Argentina (75.3%) with its percentage (58.6)
on 2002 (Kalotay, 2004:121).

Table 4 shows that share of reinvested earnings into Estonia is forming already two
thirds of FDI inflows. From Table 2 we saw that in 2004 current account deficit was
12,7%, comparing with GDP. When we take off reinvested earnings deficit will be
only 6,3% what is quite acceptable level for quickly growing transition economy.

Table 4. Reinvested earnings in GDP and FDI in Estonia

Year GDP in FDI total Reinvested earnings

current prices volume volume share in FDI per GDP (%)

(EEK m) (EEK m) (EEK m) (%)

1998 73538 8071,4 389,4 4,8 0,5
1999 81640 4448,0 721,9 16,2 0,9
2000 92717 6644,5 1815,2 27,3 2,0
2001 104338 9429,6 3878,9 41,1 3,7
2002 116869 4800,2 3370,3 70,2 2,9
2003 125832 12865,9 6407,3 49,8 51
2004 139150 13111,3 8965,1 68,4 6,4

Source: Estonia’s Balance of Payment Yearbook 2004, 2005; Eesti Pank Annual
Report 2004, 2005.

From the oposit side, Estonia has invested lot of money ahead to the Latvia and
Lithuania. Several studies have shown that, foreign investors who are oriented to
developing markets are interested to maximize the proprietary income
(Nunnenkamp, 2000). According to the literature, 43% of German investors in
Central and Eastern European countries are aiming for efficiency and 40% orienting
towards new markets (especially in car, cement and chemical industries)
(Zschiedrich, 2003:79). Lankes and Venables (1996) and Lankes and Stem (1998)
find that the motive of entering new markets dominates in investments into Central
and Eastern European (CEE) countries. Naturally, the motive of spreading risks
plays role due to higher economic and financial risks due to higher in transition
countries compared with developed market economies.

Investments from Estonia abroad already started to produce incomes to investors.
But part of these earnings did not reUim to Estonia but were reinvested abroad.
These sums we should to add to the income account real deficit to find real income
money outflow from Estonia. So, we may conclude that by accounting rules in
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income subaccount are registrated some sums which did not leave Estonia and some
sums what did not come into Estonia.

From Table 5 we may see that FDI income inflows grew during last 4 years 2,7
times, but FDI income outflow grew even 3,4 times.

Table 5. Inflows and outflows of income in Estonia (mill. EEK)

2000 2001 2002 2003 2004

Income inflow, total 2008 2995 3293 3422 5454
of which: income on direct investment 224 456 841 1275 1919
income on portfolio investment 1028 1621 1435 802 868
income on other investment 717 808 812 792 749
other income 39 110 191 553 1918
Income outflow, total 5491 7920 8764 10833 14433
of which: income on direct investment 3502 5421 6555 8656 11757
income on portfolio investment 711 1163 950 808 1072
income on other investment 1252 1321 1231 1142 1291
other income 26 15 27 227 313
Income inflow to outflow ratio, % 36.6 37.8 37.6 31.6 37.8

Source: Estonia’s Balance of Payments Yearbook 2004, 2005; completed by
authors.

We also see that the outflow of income has grown especially quickly. As
investments outflow started later than investments inflow and are lower in amount,
income inflows on direct investments are much more modest than outflows, but are
nevertheless growing fast as is demonstrated by Table 5 For example, in first
quarter 2005 the income deficit in Estonia decreased 15% year-on-year. This arose
from faster growth in income earned by Estonian investors abroad compared with
the growth in income earned by foreign investors in Estonia - 2,4 and 1,2 times
respectively (Comments on Estonia’s preliminary balance of payments for the first
quarter of 2005).

The conclusion from the above mentioned analysis is that in the medium term, large
inflows of direct investments into Estonia are unable to balance the current account
of the balance of payments, since the part of earned income is taken out from
Estonia, while another part is reinvested in to markets with better profit outlooks.
Thus, if one wants to balance Estonian income money inflows and outflows, it is
necessary to develop in further measures to avoid outflows of income earned in
Estonia.

Conclusions

For years Estonia has been an attractive transition country for foreign investors, but
due to continuously high current account deficit the increase outflow of money will
causes for Estonia problems and gives very negative signal to new potential foreign
investors.
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In the short run FI inflows increase the current account deficit of a transition country
for their strongly positive influence to the import: import of technological
reconstruction and increased purchasing power of the domestic market. But even
now Estonia’s current account deficit is one of the largest among transition
countries.

Our research showed that this high current account deficit has two untraditional
reasons. One reason for the high current account deficit is the higher degree of
internationalization of Estonian economy compared to our neighbours. The second
reason of the high ratio of current account deficit is double registrating reinvested
eamings in the balance of payments. On income subaccount are registrated
reinvested eamings which did not leave Estonia and they are at the same time
included to the FDI inflows data.

Our position is that these economic policy measures enabling significantly reduce
the Estonian current account deficit should be applied immediately and we should to
explain the accounting influence to the current account balance to our investors and
inside of Estonia also.
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Summary

ESTONIA’S HIGH CURRENT ACCOUNT DEFICIT REASONS: SMALL
DOMESTIC MARKET AND ACCOUNTING RULES

Mart Sérg
University of Tartu

During the transition period Estonia has been very successful in reforming its
economy. But Estonia’s current account deficit is one of the largest among transition
countries, making up 13.2% and 12.7% in 2003 and 2004 respectively.

However, the high ratio of current account deficit to GDP is not merely an indicator
of our low competitiveness. The balance of payments reserves are increasing. One
reason for the high current account deficit is the higher degree of internationalization
of Estonian economy compared to our neighbours.

The second reason of the high ratio of current account deficit in Estonia is reinvested
eamings. They are double registered in the balance of payments: firstly, as the
income outflow and secondly, as foreign direct investments inflow. In 2004 the
current account deficit without reinvested eamings constituted in Estonia 6.3% of
the GDP.

Our paper analysed Estonia’s balance of payments current account deficit reasons
and compared them with other Baltic countries data. We should to explain these
reasons in Estonia and to our partners to decrease the groundless worries of about
our economic policy realibility.
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Introduction

During the last years Latvia is characterised by a rapid development of immovable
property market. The beginning of 2004 has distinguished through a certain stability
of the immovable property market, when, after a sharp fall in 2003, the exchange
rate of the US dollar settled and also the credit interest rates of the banks became
stable. The most important political event, having left a considerable impact on the
immovable property market, was the joining of Latvia to the European Union.

The accounting of long term tangible assets in Latvia is regulated by the laws “On
Yearly Account of Enterprise” and “On Accounting”, defining that, according to
these laws and the general accounting principles, every enterprise determines the
accounting order of its assets [4].

Long Term Tangible Assets Valuation

The accounting of the assets is carried out solely on the basis of source documents
that have to contain a fair image about the value, the proprietor, address and the
person responsible for every object of the asset. Source documents become prepared
in a certain number of copies, directed, controlled, processed and hold in accordance
with a circulation scheme approved of the director of the enterprise [3].

Initially, the long term tangible assets are to be evaluated in accordance with the
initial accounting value, i.e. - the acquisition or production costs.

Table 1. Calculation of Initial Value of the Long Term Tangible Assets

Expense Acquisitio Constructi Investment Donation Exchange
n in cash on in fixed
assets
1 Evaluation
forms
Actual X X
acquisition
expenses.
Contract price x
Market price x
Received X
property
exchange price.



Acquisition
expenses.
Contract price
of purchase
Contract price
of construction
Price of
information and
consultation
services
Registration
payments, state
tax
Intermediaries
compensation
Customs duties
Irretrievable
taxes

Loan interest
Other
acquisition
expenses
Delivery
expenses to the
address of long
term tangible
assets

Necessity of revaluation of the long-term tangible assets

Vita Zarina, Anna Medne

X X
X
X X
X
X
X X

The causes, usually creating a revaluation of long-term tangible assets, are:
transactions with long term tangible assets;

attraction of investors for development of the enterprise;
calculation of the potential value of long term tangible assets;
investing of long term tangible assets in stock capital;

reorganisation of the enterprise;
insurance of long term tangible assets;
preparation of enterprise finance statements [6].

123

Accounting evaluation is a process, in result of which the objects or elements of the
enterprise are expressed in cash.

Very often there may emerge situations, when in the process of using of long-term
tangible assets their book value is no more adequate to their fair value or market
value. Such inadequacy may create a wrong image about the asset fair value to the
users of finance statements. In such case, it becomes necessary to revaluate the
assets.
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The revaluation is carried out according to the valid evaluation principles, taking
into consideration the specific circumstances, having caused the revaluation.

Evaluation is a process used for calculation in cash the sum, at which the elements
of finance statements are to be recognised and entered in the balance sheet and profit
and loss account. It makes necessary to choose a concrete evaluation principle. In
finance statements, more or less and in different combinations, several evaluation
principles may be used [2]:
initial expenses. Assets are entered in terms of value adequate to the sum of
cash or the amount of its equivalent paid at the moment of acquisition of the
asset. Liabilities are entered in terms of a sum adequate to the amount of
receivable cash in exchange against liability.
current expenses. Assets are entered at the sum adequate to the cash or its
equivalent that should be paid at the moment to acquire an equal or similar
asset. Liabilities become accounted at an undiscounted sum adequate to the
sum of cash or its equivalent, necessary to pay off the debt during the
accounting period,;
realization value. Assets get entered at a sum, being adequate to the cash or its
equivalent, possibly to be obtained during the accounting period, if the assets
were sold in the course of an alienation process carried out in planned
procedures;
current value. Assets are entered at the sum adequate to the current discounted
value of the future cash flow the enterprise plans to receive from the asset by
continuation of its business activities. In their turn, the liabilities become
accounted at a sum, corresponding to discounted future payments planned to
pay off obligations, continuing business activities of the enterprise [8 ].

With the market value of an asset usually a sum of cash is to be understand, which
might possibly to be received for the property at the evaluation date between a free-
will seller and a free-will purchaser.

It is common in accounting that assets are accounted at the purchase price, but
written off at the liquidation price. Disagreements in connection with evaluation of
the assets may appear during the intermediate. Some consider that the right approach
is not to revaluate the assets up to their realization, others insist upon their
revaluation, taking into consideration different factors, for example, such as
inflation. The opinion of the thirds is that the value of assets is to be reflected in
their selling price before the cash is received.

The choice of evaluation method is determined by evaluation objectives of
accounting. There exists a point of view that logically substantiated are the values
based on production costs, but there are also followers of other points of view. In
any case, the value of assets must be adequate to the requirements of accounting.

The value of long-term tangible assets may be increased, if their fair value exceeds
essentially their initial value or their previous year book value of evaluation. The
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asset may be revaluated according to its highest value only then, if such increase of
value turns out as constant, continuous and essential.

The frequency of revaluation depends on the amount and the frequency of changes
of the fair value of the objects of the long-term tangible assets. If the fair value of an
asset changes little, the revaluation may be carried out once in three or five years. If
the changes of the fair value are considerable, then it is necessary to revaluate the
asset every year [5].

In the case of revaluation, the whole group of accounted assets must be included.
The revaluation of long-term tangible assets means that the accounted value
becomes increased or decreased. The revaluation is carried out in the following
cases:

According to the regulations passed by the Cabinet of Republic of Latvia,

In the case of privatisation of the enterprise,

If the market value of the asset declines from the book value,

The depreciation period of the asset is calculated incorrectly,

The asset is already once depreciated, but continues to take part in business

activities and, therefore, is evaluated anew and accounted [7].

The majority of enterprises in Latvia do not carry out the revaluation, and in their
accounting there are long term tangible assets without a residual value (0 value),
and, therefore, the balance sheet assets do not reflect the actual value of the
respective period, and production costs and services do not reflect the actual
expenses.

The main causes, why enterprises carry out the revaluation of assets rarely, are:
Avoidance of additional accounting, being to be carried out regarding the
revaluated assets to account the corporate income tax;

The enterprise management do not evaluate the impact of losses, made by a
loose cost calculation on evaluation of assets and production and service costs
and acquisition of new equipment;

Insufficient evaluation of the impact of market value.

According the Latvian legislation, the revaluation of long-term tangible assets is
regulated by the Commercial Code (item 154), defining the evaluation of property
investment. Namely, the property investment is to be evaluated on the basis of the
conclusion of an expert, included in the list approved by the institution of
Commercial Register. In the case of foundation of a Ltd., the shareholders
themselves may evaluate the property investment, if the total of the property
investments value do not exceed 4000 LVL and the total of property investments
make less than a half of the equity (share capital).

The revaluation reserve of long-term investment may not be paid out in dividends,
used for compensation of losses, included in the equity or other reserves, used for
beneficiation in social area or some other aims. Therefore, the increase of the item
“Revaluation reserve of long-term investments” of the equity is created by
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revaluation of the assets and long-term investments during the accounting period,
but decrease is caused by decrease of the value of revaluated object or alienation
(liquidation) of the revaluated object [5].

Often there may appear situations, when depreciation norms of assets are defined
unsubstantiated and incorrectly, without proper calculations and substantiation,
using generally accepted depreciation norms, being not always adequate to the
enterprise. For example, presently, the period of using of computers usually is
planned for three years, without taking in account the information technology
requirements of concrete enterprise, as well as without evaluation of possibilities of
acquisition of a new asset. Regarding other long-term tangible assets, the situation is
similar. Therefore, an inadequacy becomes created. The assets become amortised
untimely, in accounting they are reflected without a residual value, but it does not
satisfy the production requirements of the enterprise, and, as a result, the using of
them becomes continued.

Sometimes in accounting, there are also buildings and constructions of 0 value,
being used in production process. In most cases is occurs, when in the process of
privatisation or purchase the object (the plant or its part) is acquired as a whole
without evaluation of it parts. As a result, the balance sheet assets do not reflect the
actual value, having taken place during the respective period and the production
costs and services do not reflect the actual expenses. There may be also situations,
when the motor transport of the 0 value is accounted by the Road traffic security
serv ice, and for its use the fuel is written off by the enterprise. The situation with the
computers of 0 value is similar. They are functioning, using licensed computer
programmes, and machines make production. It causes losses in the budget, because
currently the enterprises pay the immovable property tax on buildings and
constructions, adapting the tax rate to the yearly average book value. But. if there is
not value, there are also no tax payments.

\\by cannot we revaluate the asset in its market value and plan the possible time of
its exploitation and, consequently, its depreciation normative?

The decision on revaluation of an asset is to be made by the enterprise director.

In practice, the calculation of depreciation norm of long-term tangible assets is
carried out rarely, by keeping the non-depreciable part, i.e. the value that might be
their market (realization) value after the planned use of the assets. However, every
object has such value, if not otherwise, then at least on the level of the value of
scraps or retrievable spare parts.

By calculation of the market value, the information about the prices of similar
products is to be used, being obtained on the basis of information about other
enterprises, media publications, of special literature, conclusions prepared by
experts.
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The market value is usually calculated in transactions with immovable property, as
well as for calculation of future value of the property and attraction of investors.

Reflection of revaluation of long-term investments in tax legislation of Latvia

The revaluation of long-term investments is related to corporate income tax and
immovable property tax.

By definition of the taxable income for every accounting period, the pre-taxation
calculated profit of finance accounting, being affected by the reflected in yearly
report of the enterprise fixed assets depreciation, calculated taking in account its
revaluation, i.e. its new value, is taken as basis. The taxable income, included in
yearly taxation declaration of the corporate income tax, becomes increased by
depreciation of fixed assets, but decreased by depreciation, calculated according to
the item 13 of the law “On Corporate Income Tax”. By calculation of that
depreciation, the value of fixed assets before revaluation is taken into consideration,
therefore, in this case the taxable income increases and, consequently, affects
essentially the amount of corporate tax. Practically, it means that the taxable income
becomes increased through the difference of these both depreciations, because the
depreciation sum of the fixed assets, indicated in the yearly report of the enterprise,
will be considerably larger than the depreciation calculated for the needs of taxation,
as the revaluation has been taken in account.

If the revaluated long-term investment, for example, the fixed asset becomes
liquidated, the reserve is to be closed by debuting of the account “Revaluation
reserve of long-term investment” and by crediting of the account “Other incomes of
business activities”.

At the end of the accounting period, the calculated finance accounting profit
becomes increased by this amount. As the revaluation reserve of the fixed asset
becomes written off to the income and included in the profit and loss account, the
taxable income of the enterprise is to be decreased by the income from exclusion of
the revaluation reserve [2]. Therefore, it may said that the evaluation reserve of
long-term investments do not increase the income, taxable by corporate tax, during
the accounting period in the case, when the fixed asset becomes excluded from the
amount of long-term investments.

Regarding the legal persons, in property of which such fixed assets as buildings and
constructions are to be found, the objects, being taxable by immovable property tax,
is the book value of these buildings and constructions. In result of the revaluation,
the book value of these objects increases and, therefore, the calculated and payable
sum of the immovable property tax increases too.

The immovable property tax on the land, belonging to the enterprise, is calculated
according to the cadastre value by the self-government, in which territory the land is
placed. In result of evaluation of the land, its cadastre value changes. The cadastre
value of the land may differ from the land value, which is included in the enterprise
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book value, therefore, there do not exist a close relation between the market value of
the land and the amount of the payable immovable property tax. According to
accounting methods of fixed assets, the depreciation of the land is not calculated for
the needs of enterprise yearly account, and also, according to the item 13 of the law
“On corporate income tax”, the paid off immovable property tax during the
accounting period decreases the taxable income, being taxed by corporate income
tax, because it becomes entered in the profit before taxation.

Conclusions

10.

11

The law “On vyearly accounts of enterprises” defines that the long-term

investments are to be evaluated according to their initial value, i.e. their

acquisition or production costs.

During the business activities, the value of long-term assets may change, i.e. it

may decrease or increase.

The value of long-term tangible assets may be increased on the basis of:

3.1. investments, in result of which the life of the asset increases or the amount
and quality of production improves essentially,

3.2. market situation.

The causes of decrease of long-term assets value may be the damages or

changes in their market value.

In the case of revaluation, the whole group of accounted assets is to be taken

into consideration:

5.1. in transactions with long-term tangible assets;

5.2. by attraction of investors for development of the enterprise;

5.3. in the case on investing long-term tangible assets into the equity;

5.4. in the case of reorganisation of the enterprise;

5.5. by insurance of long-term tangible assets;

5.6. by preparation of finance statements of the enterprise.

The revaluation should be carried out regularly and the frequency should be

defined by every enterprise individually, once in 3-5 years.

The revaluation of long-term investments is related to the corporate income tax

and to the immovable property tax.

By liquidation of a revaluated long-term asset, the revaluation reserve does not

increase the income, being taxable by corporate income tax.

The amount of the payable corporate income tax is essentially increased by the

circumstance, that in the case of calculation of the depreciation for the needs of

corporate income tax, the increase of the value of long-term tangible asset is

not taken in account.

In the result of revaluation, the book value of the assets increases and,

therefore, the calculated and payable sum of immovable property tax increases

too.

The cadastre value of the land may differ from the book value, therefore, there

do not exist a close relation between the market value of the land and the

payable amount of the immovable property tax.
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Laws and regulations define that every enterprise determines the accounting order of
its assets. Initially, the long term tangible assets are to be evaluated in accordance
with the initial accounting value. Very often there may emerge situations, when in
the process of using of long-term tangible assets their book value is no more
adequate to their fair value or market value. Such inadequacy may create a wrong
image about the asset fair value to the users of finance statements. In such case, it
becomes necessary to revaluate the assets. The majority of enterprises in Latvia do
not carry out the revaluation, and in their accounting there are long term tangible
assets without a residual value, and, therefore, the balance sheet assets do not reflect
the actual value of the respective period, and production costs and services do not
reflect the actual expenses. The revaluation of long-term investments is related to
corporate income tax and immovable property tax. Practically, it means that the
taxable income becomes increased through the difference of these both
depreciations, because the depreciation sum of the fixed assets, indicated in the
yearly report of the enterprise, will be considerably larger than the depreciation
calculated for the needs of taxation, as the revaluation has been taken in account.
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Introduction

Nowdays, models from the GARCH class are the most popular volatility models
among practitioners. Estimates of asset return volatility are used to assess the risk of
many financial products. Accurate measures and reliable forecasts of volatility are
crucial for derivative pricing techniques as well as trading and hedging strategies
that arise in portfolio allocation problems.

Financial return volatility data is influenced by time dependent information flows
which result in pronounced temporal volatility clustering. These time series can be
parameterised using Generalised Autoregressive Conditional Heteroskedastic
(GARCH) models. It has been found that GARCH models can provide good in-
sample parameter estimates and, when the appropriate volatility measure is used,
reliable out-of-sample volatility forecasts (Alexander, 2005).

Many financial systems in a corporate as well as an individual context are
underpinned by a cashflow-balancing (also called matching) activity. At a corporate
level, many institutions take contributions from the working employees of a
corporation and invest these contributions by acquiring assets. These assets are,
however, pledged to meet the pension payments of the individuals at future dates of
their retirement (Mitra, 2003).

These pension payments are again the liabilities for the financial institution. A basic
aspect of financial planning encompasses such matching activities of cashflows and
is given the generic label of asset and liability management - ALM. From a
mathematical perspective these models can be set up in an equational form involving
non-negative variables that represent in- and outflow of funds and carry over
retained assets and funds from one planning period to the next (Mitra, 2003)

Management of interest rate risk and other risks impacting both assets and liabilities
is referred to as ‘Asset Liability Management’ (ALM).

The main purpose of this article is to illustrate GARCH model and its appliance to
asset-liability management. The object of this research is companies assets and
liabilities.

The main methods used in this article is the analysis and synthesis of scientific
literature, mathematical and graphic methods for better displaying data.
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Asset liability management

Asset liability management (ALM) is a term whose meaning has evolved. It is used
in slightly different ways in different contexts. ALM was pioneered by financial
institutions, but corporations now also apply ALM techniques. (Connor, 2003)

Traditionally, banks and insurance companies used accrual accounting for
essentially all their assets and liabilities. They would take on liabilities, such as
deposits, life insurance policies or annuities. They would invest the proceeds from
these liabilities in assets such as loans, bonds or real estate. All assets and liabilities
were held at book value. Doing so disguised possible risks arising from how the
assets and liabilities were structured.

Immunization method is an earlier ALM method that is still very popular today.
Bond immunization attempts to match the interest rate sensitivity of a bond portfolio
with the interest rate sensitivity of a liability stream. The resulting allocation only
hedges against a small shift in the term structure of interest rates and is a single
stage model with no transaction costs. Therefore, immunization is inadequate for the
multistage and stochastic problems of ALM (Valente, 2001).

Analysing the fundamental aspect that any company has both assets and liabilities, it
is clear that in the course of business the company will benefit from cash inflows
and also have to meet liabilities. When asset streams are greater than liability
streams there is a surplus, and vice-versa; when liability streams are greater than
asset streams, there is a deficit (see figure 1).

2.T 1 t=T

Figure 1. lllustration of an ALM stochastic programming model (Pirbhai, 2003).

By fully integrating assets and liabilities, it is possible to evaluate the impact of asset
experience upon key metrics that are relevant to the plan. In addition, asset/liability
integration is also an important element for developing a comprehensive investment
policy. It provides a sound economic foundation for the plan’s objectives, and
structures the asset allocation to meet those objectives.

Asset liability management process is gaining an understanding of how the company
operates, how the company intends to operate in the future and the steps the
company will take to achieve its overall goals.
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Such a process allows companies to:

1 Identify key financial risks

. assets (interest rates, inflation, defaults and liquidity)
liabilities (mortality, lapses and expenses)

. GDP, adverse loss development, adverse timing of payouts, catastrophic risk,
etc.

2. Quantify key financial risks and interactions between risks

e probabilistic and prospective

»  stochastic scenarios

. projected financial statements

3. Compare alternative financial solutions

. investment strategy, crediting strategy, business plan, etc. (Grebeck, 2005)

Increasingly, managers of financial firms focused on asset-liability risk. The
problem was not that the value of assets might fall or that the value of liabilities
might rise. It was that capital might be depleted by narrowing of the difference
between assets and liabilities—that the values of assets and liabilities might fail to
move in tandem. Asset-liability risk is a leveraged form of risk. The capital of most
financial institutions is small relative to the firm's assets or liabilities, so small
percentage changes in assets or liabilities can translate into large percentage changes
in capital.

Figure 2 illustrates the evolution over time of a hypothetical company's assets and
liabilities. Over the period shown, the assets and liabilities change only slightly, but

those slight changes dramatically reduce the company's capital (which, for the
purpose of this example, is defined as the difference between assets and liabilities).

time
Figure 2. Asset liability risk.

In figure 2, the capital falls by over 50%, a development that would threaten almost
any institution.
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Asset-liability risk is leveraged by the fact that the values of assets and liabilities
each tend to be greater than the value of capital. In this example, modest fluctuations
in values of assets and liabilities result in a 50% reduction in capital.

Accrual accounting could disguise the problem by deferring losses into the future,
but it could not solve the problem. Firms responded by forming asset-liability
management (ALM) departments to assess asset-liability risk. They established
ALM committees comprised of senior managers to address the risk (Kreuser, 2002).

Generalized autoregressive conditional heteroscedasticity

In a generalized autoregressive conditional heteroscedasticity (GARCH) model,
returns are assumed to be generated by a stochastic process with time-varying
volatility. Instead of modeling the data after they have been collapsed into a single
unconditional distribution, a GARCH model introduces more detailed assumptions
about the conditional distributions of returns. These conditional distributions change
over time in an autocorrelated way - in fact the conditional variance is an
autoregressive process (Alexander, 2005).

Using the standard notation for the GARCH constant co, the GARCH error
coefficient a and the GARCH lag coefficient /?, the symmetric GARCH (1,1)
model is:

2 2
<7€ =mo+aet x+RBot X, o=Aw0, «,8 >0

Many financial time series display volatility clustering that is autoregressive
conditional heteroscedasticity. Equity, commodity and foreign exchange markets
often exhibit volatility clustering at the daily, even the weekly, frequency, and
volatility clustering becomes very pronounced in intra-day data. (Alexander, 2005)

Volatility clustering implies a strong autocorrelation in squared returns, so a simple
method for detecting volatility clustering is to calculate the first-order
autocorrelation coefficient in squared returns:

y 4

In equity markets it is commonly observed that volatility is higher in a falling
market than it is in a rising market. The volatility response to a large negative return
is often far greater than it is to a large positive return of the same magnitude. The
reason for this may be that when the equity price falls the debt remains constant in
the short term, so the debt /equity ratio increases. The firm becomes more highly
leveraged and so the future of the firm becomes more uncertain. The equity price
therefore becomes more volatile (Franses, 1998).
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The ,leverage effect” also implies an asymmetry in volatility clustering in equity
markets: if volatility is higher following a negative return than it is following a
positive return then the autocorrelation between yesterday‘s return and today's
squared return will be large and negative (Alexander, 2005).

The classical linear regression model assumes that the unexpected return et that is,
the error process in the model, is homoscedastic. The error process has a constant
variance Vv(Kt~=a2 whatever the value of the dependent variable. The

fundamental idea in GARCH is to add a second equation to the standard regression
model: the conditional variance equation. This equation will describe the evolution

of the conditional variance of the unexpected return process, Myst) = crj
(Alexander, 2005).

Using GARCH model in asset liability management a very important rocess is
scenario generation. A major focus of scenario generation is to create a tree-structure
of scenarios that ,,best* approximates a given underlying distribution of the random
parameters. The criterion for choosing the ,,best“ approximation is usually based on
some measure which quantifies the distance of the generated scenario tree from the
underlying distribution (Domenica, 2004).

In general, a scenario generation procedure (for multistage problems) involves some

or all the following steps:

e Assumption of a model which explains the behaviour of the random
parameters.

. Estimation/Calibration of parameters for the chosen model which uses
historical data.

. Generation of data trajectories paths according to the chosen model or
discretisation of the distributions using approximation of statistical properties.

. Conditional sampling of the trajectories so that a scenario tree with the desired
properties can be constructed. (Mitra, 2002)

A novel scenario generation system, developed by Kyriakis (2002) is ScenGen
(figure 3).

MACROECONOMIC ENVIRONMENT LEVEL GARCH (11>

ASSET CLASSES PUCES LEVEL

Figure 3. Levels and influences in the ScenGen.
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In particular, it combines the GARCH(1,1) and AR(p) processes in such a way that
it makes use of factors that influence the asset classes. The system is composed over
three levels (macroeconomic, dividend yields and asset classes prices), and is used
to generate scenarios for stocks, financial indices, industry sectors, Treasury bills,
bonds and interest rate-linked liabilities.

Figure 3 illustrates the three levels of ScenGen, their interdependencies and the
methodologies employed in the different levels to generate the data parameters.

The macroeconomic level lies at the top of the hierarchy and constitutes the core of
the system. The rationale behind this is the observation that, in complete and
integrated financial markets, the actions of the whole market and the prices of
securities reflect all the available information. Furthermore, financial markets relate,
to a great extent, to the economic situation not only in the country under
consideration but also to the economies of other countries. (Mitra, 2003)

Therefore, explaining and replicating the economy of a country is the first step in
obtaining valid information about the possible movement of the financial markets.
However this information may not be sufficient to explain in full the movement of
the financial market(s).

Consumer price index, long-run and short-run interest rates represent the
macroeconomic environment, which translates into a closed-form economy, since an
open economy requires the inclusion of the exchange rates dynamics. Despite this
restrictive assumption, for the purpose of this study where we only concentrate on
portfolios with domestic stocks, considering a closed economy does not negatively
affect the quality of the generated scenarios. That is because extending the system to
an open economy becomes crucial when considering internationally diversified
portfolios. The three macroeconomic variables are only influenced by each other.
Their outcome, however, affects the dividend yields on the second level and the
variables on the third level.

The dividend yields level is second in the hierarchy. Thus, when moving from the
macroeconomic to the microeconomic point of view, an investigation into the
dividend policy of a company becomes essential. There are three reasons that make
dividend policy interesting. First, dividend payout is one of the major financial
decisions of a company. Further, announcements of dividends can influence the
market sentiment positively, and vice versa. Finally, understanding the dividend
policy helps decision makers in gaining a better insight of additional financial
conditions and corporate policies of the company, such as asset price, capital
structure, merger and acquisitions. (Mitra, 2003)

In the third level of the system, asset classes prices, there are two categories of
variables:

1 those that are influenced directly only by interest rates; and

2. those that are influenced by both dividend yields and interest rates together.
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The first set of variables consists of interest rate-linked liabilities, bonds, Treasury
bills and cash, while the second consists of financial indexes, industry sectors and
individual stocks.

Figure 4 shows how each of these stages inter-relate.

HISTORICAL DATA

Figure 4. Inter-relation of levels in the ScenGen (Mitra, 2003).

Conclusions

Asset and liability models are widely used by financial institutions to manage their
assets and liabilities in order to achieve their business objectives.

Asset liability management attempts to find the optimal investment strategy under
uncertainty in both the asset and liability streams. In the past, the two sides of the
balance sheet have usually been separated, but simultaneous consideration of assets
and liabilities can be very advantegous when they have common risk factors. By
allocating assets such that they are highly correlated with the liabilities, one can
increase returns and reduce risk.

The generalized autoregressive conditional heteroscedastic (GARCH) model is used
to capture the conditional heteroscedasticity, or clustered volatilities, in time series
with constant unconditional variance.

GARCH models enjoy such popularity because they are capable of describing not
only the feature of volatility clustering, but also certain other characteristics of
financial time series, such as their pronounced excess kurtosis or fat-tailedness.

GARCH and other time series methods create scenarios that severely overforecast
the unconditional volatility at distant time periods. This creates a problem because
ALM models should include scenarios far into the future. At longer horizons, it
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appears more appropriate to generate scenarios that match the future volatilities
implied by the market data.
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Summary
ASSET - LIABILITY MANAGEMENT USING GARCH (1,1)

Deimante Vasiliauskaite, Kristina Rudzioniene
Vilnius University

Asset liability management is very important process in every company. More
popular it is in banks and insurance companies because they take on liabilities and
invest the proceeds from these liabilities in assets. Every business company seeks to
get any cash inflows but of course on this way it meets laibilities.

Asset liability management helps to identify companie’s financial risks, to quantify
financial risks and iteractions between risks and compare alternative financial
solutions.

Managers of financial firms more and more focus on assset liability risk. It is so not
because the value of assets might fall or the value of liabilities might rise. It is
because of the capital depletion. Such a process can be succeed by narrowing of the
difference between assets and liabilities.

Heteroskedasticity is an important concept in finance because asset returns in the
capital and commodity markets often exhibit heteroskedasticity. The prices exhibit
non-constant volatility, but periods of low or high volatility are generally not known
in advance. But when we are able to predict a price volatility in any period then
prices exhibit unconditional heteroskedasticity.

Estimates of asset return volatility are used to assess the risk of many financial
products. Accurate measures and reliable forecasts of volatility are crucial for
derivative pricing techniques as well as trading and hedging strategies that arise in
portfolio allocation problems.

Financial return volatility data is influenced by time dependent information flows
which result in pronounced temporal volatility clustering. These time series can be
parametensed using Generalised Autoregressive Conditional Heteroskedastic
(GARCH) models. It has been found that GARCH models can provide good in-
sample parameter estimates and. when the appropriate volatility measure is used,
reliable out-of-sample volatility forecasts.
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PERFORMANCE IMPLICATIONS OF STRATEGIC PERFORMANCE
MEASURMENT AT THE TOP MANAGEMENT LEVEL
-EMPIRICAL EVIDENCE FROM A GERMAN STUDY WITHIN THE
ELECTRICAL AND ELECTRONICS INDUSTRY -

Michael Burkert, Utz Schaeffer
European Business School

Motivation and Research Questions

The perceived inadequacies in traditional accounting-based performance measures have
caused a still on-going discussion on performance measurement issues.

Whereas most of the existing empirical work examined performance consequences of
modem performance measurement only at the organizational level, there has been little
empirical work investigating possible outcomes at the individual level of top managers.
To address this shortcoming this study focuses on the following two research questions:
(1) What factors explain top manager’s satisfaction with their available performance
measures?
(2) Do managers that are more satisfied with their available performance measures
achieve higher levels of individual performance?

Hypotheses

The use of information is widely recognised as being one of the most important
managers’ tasks. With regard to quantitative information performance measurement
literature suggests that managers should be supplied with a balance of financial and non-
financial performance measures from all important functional areas of the company.

Linkage between the performance measures supplied is supposed to increase managers’
satisfaction with their available performance measures as this contributes to the
understanding of the company and its environment.

For decision and control purposes the performance measures have to be delivered timely
and calculated in an accurate way. Additionally proponents of the balanced scorecard
approach argue that managers should have some key performance measures derived out
of the firm’s strategy at their disposal in order to control the success of strategy chosen.

The reasoning above leads us to the following five hypotheses:

H1: Measurement diversity of the performance measures positively influences managers'
satisfaction with their available performance measures.

H2: Linkage between the supplied performance measures positively influences managers'
satisfaction with their available performance measures.

H3: Timeliness of the performance measures positively influences managers' satisfaction
with their available performance measures.

H4: Accuracy of the supplied performance measures positively influences managers'
satisfaction with their available performance measures.
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H5: The availability of key performance measures that are derived out of the
company’s strategy positively influences managers' satisfaction with their
available performance measures.

Managerial satisfaction with their quantitative information available can be

considered being an appropriate proxy for the overall quality of the supply with

performances measures to top management, which in turn is expected to enhance

managerial performance. Therefore we can formulate the following hypothesis:

H6: Managers that are more satisfied with their available performance measures
yield higher levels of individual performance.

Research Method

The data for this study is derived from a large scale empirical, questionnaire-based
survey of top managers of manufacturing companies in the German electrical and
electronics industry. This study focuses on a single industry as we can thereby
control for the myriad of possible confounding variables that disturb cross industry
studies. The German electrical and electronics industry was chosen due to its intense
competitive environment in comparison to other industry sectors.

The high response rate of more than 30% allows representative conclusions for the
German electrical and electronics industry.

As most of the constructs have characteristics of latent variables we operationalized
them by measuring multiple indicators at 7-point Likert scales. Furthermore, we
used LISREL 8.57 for hypotheses testing.

Results

The results indicate that managers’ satisfaction with their available quantitative
information can almost entirely be explained by the five performance measurement
characteristics investigated.

We find strong support for the hypothesis that managers with higher degrees of
satisfaction with their quantitative information yield higher levels of individual
performance.

Contrary to expectations, from the five factors investigated it is the accuracy of
performance measures that has the strongest influence on managers’ satisfaction and
performance and not measurement diversity though being important for managerial
satisfaction.The availability of performance measures derived from the company’s
strategy does not have any significant influence on the dependent variables
examined in this study.

Note
This is an extended abstract of a draft version of an unpublished working paper.
Please do not quote or distribute without the permission of the authors.



PERFORMANCE MEASUREMENT IN THE CONTEXT OF KNOWLEDGE
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Introduction

The preconditions of knowledge economy have influenced global changes, which,
consequently, had an impact on the nature of organizational equity. In the industrial
century, the basic equity consisted of material resourcesl namely factories and
equipment, which were of value, as they were traded on the market. The value of
equity, to a great extent, coincided with organisation’s value in capital markets.
Therefore, the management of organisation’s value could be identified as the
management of material equity and employees, i.e. human resources, who utilized
this equity in the process of creating value. In the new knowledge economy,
knowledge becomes the most important equity, which, usually, is not reflected in the
organization’s balance sheet. Hence, the measurement issues are determined by one
essential attribute, namely, the variance in critical value-creating factors, which
distinguish the old industrial economy from the new knowledge economy.

Thus, new' measurement tools are in demand, which should assist in measuring,
planning, evaluating and managing the value-creating process inside the
organization. Furthermore, a dynamic and competitive climate urges managers to
perfect their skills in global orientation, strategic flexibility and quick response to
changes as a prerequisite of working under ever-transforming conditions, where an
organization should be in the state of continuous development, responding to new
technologies, new markets, new businesses, and new people (employees and
consumers). The above-mentioned business environment and information access
alternates the nature of market competition as well as determines particular
information demand. Quick response and flexibility could be achieved, only if
decisions are based on timely and adequate information, knowledge and experience
in managing the external business environment and internal capacities of an
organization.

Performance measurement, as management accounting function, with the help of IT
is more accurate, detailed and systematic. Now organizations are able to accumulate
measures and analyse lots of data, useful in different management areas. On the
other hand, there is a threat to have too much information, which puzzles the
decision makers.

1 According to the studies performed in the USA in 1982, the material equity of organizations
comprised 62% of net equity, while in 1998 - only 15%.
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The scientific problem of this paper is formulated as following:
To what extent the information, generated in the process of performance
measurement is applicable in Lithuanian organizations?

The paper’s aim is to discuss the functions of the process of organizational
performance measurement under the conditions of knowledge economy and to
disclose the peculiarities of it in Lithuania’s organizations.

The role of modern management accounting methods in the performance
measurement process of knowledge economy organization

Knowledge economy had formed new economic relations and global changes,
namely (1) the changing nature of organization’s equity and value-creating factors,
(2) dynamic business conditions dictating its rules in the competitive market. In this
context, performance measurement is of paramount importance in dealing with
economic and managerial issues.

Traditionally performance measurement is defined as the process of data
identification, accumulation, measurement, interpretation and dissemination, the
main aim of which is to provide information about value creation and ongoing
improvement processes in the organization.

The main difference is that in knowledge economy conditions the information in
performance measurement process should be generalized in the way, which could
transform it into valuable knowledge about the internal opportunities of an
organization. These opportunities alongside perceived knowledge about external
environment conditions could serve as a beneficial background for further
development of an organization. Organizational measurement process, which
functions in dynamic business conditions, (a) is oriented towards the assessment of

intellectual resources from the economic and sometimes specific perspectives, and (b)

should ensure the following functions:

e The function of data integration. Performance measurement should ensure the
integrated process of accumulating and further transforming data from all levels
of an organization. This function could be performed in an organization when it
has in its possession an appropriate selection of tools for measuring and
monitoring performance results on all organizational levels.

 The function of creating and upgrading adequate information and
knowledge. Performance measurement should ensure the creation and on-going
upgrading of adequate bases (data, information and knowledge), which will be
essential in further planning organizational performance and substantiating
decision-making. This function will be performed when the generated
information and knowledge in measurement process are adequate to the needs of
management information.

* The function of ensuring adaptation. Performance measurement should assist
an organization in adapting in the dynamic business environment. Information
and knowledge about internal opportunities for an organization and changes in
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the external environment through appropriate managerial decisions guarantee the
organization’s adaptation. The organization adapts because it is capable of
improving its performance and its measurement process via the learning process.

These functions are realized with the help of three components namely 1)
measurement, 2) control /analysis and 3) planning /decision making. As we argue
that measurement as itself, it is meaningless if the information isn’t analyzed and
applied for decision making and planning.

According to scientific studies and research findings, performed in the fields of
knowledge, management and organizational learning by I Nonaka (1991),
G. P. Huber (1991), P.E. Bierly, E. H. Keser, E.W.Christensen (2000), performance
measurement process incorporates processes, during which the transformation of
organizational performance data into information and knowledge takes place, which,
consequently, properly adapted, become organizational wisdom. Data is converted
into information in measurement process. Subsequently, in the control process,
appropriately measured information becomes knowledge. If a manager is capable of
adapting the available knowledge in organizational performance planning,
knowledge in an organization could become wisdom. That means that the
performance measurement process is data transformation process into information,
knowledge and wisdom.

The permanent accumulation of date, transformation of it to information and
knowledge and dissemination of it in an organization is performed by management
accounting, therefore, on a permanent basis, an appropriate management accounting
system ensures a steady operation of the performance measurement process and the
maintenance of its functions in an organization.

Management accounting studies disclosed the significance of management
accounting as a stimulus for organizational change and progress and substantiated
the benefit of performance measurement process not only for financial results
(improving financial indicators, increasing market value) but also for ongoing
performance improvement, communication and control processes. This scientific
field was researched from various angles by J. S. Demsi, S. Bainen (1987),
R. Balakrishan, T. Linsmeier, M. Venkatachalan (1996), T. Kennedy, J. A. Graves
(2001), M. A. Malina, F. H. Selto (2001). Studies on organizational change, as a
stimulus for management accounting changes, were aimed at determining volatile
economic principles, which challenge changes in organizations and information
demand, simultaneously considering its nature. Extensive research and comparative
studies on these related issues has been performed world-wide, including pots-
communist countries2. These studies were based on conceptual contributions by

2 Studies on management accounting changes were conducted by Z. Hoque and T. Hopper
(Bangladesh, 1994), T. Libby and J. H. Waterhouse (Canada, 1996), Alam (Bangladesh, 1997)
Dent (World-wide, 1996), M. Granlund and K. Lukka (Finland, 1998), E. K. Laitinen (1999),
S. W. Anderson and W. N. Lannen (India, 1999), J. E. Bailey (Hungary, 1995), T. Wnuk and
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J. Innes, F. Mitchell (1990), B. Keilet, R. C. Sweeting (1991), J. B. Coates,
E. W. Davis, C. R. Emmanuel, R.J. Stacey (1992), I. Cobb, C. Helliar (1995),
J. Burns and R. W. Scapens (2000).

The research findings indicate that analogous ideas and methods on management
accounting are used world-wide. Models of performance measurement systems,
proposed by R. S. Kaplan, D. P. Norton (1996-2000), have broadened the spectrum
of financial indicators by non-financial quantitative and qualitative measurements.

However, findings from national studies demonstrate that the changing environment
of organizational performance has a direct impact on changes in management
accounting, which, in due turn, are realized in close connection with projects on re-
organizing internal management systems. Research has proved that new
management accounting methods are promptly adapted by the business
organizations in speedily developing countries (Lithuania could be allotted to this
group as well; though, special in-depth research was not carried out in this country).
Therefore, the greater is the demand for management change, the faster is the change
in a measurement process. The adaptation of management accounting methods for a
performance measurement in an organization directly depends on specific needs for
information in an individual organization. It presumes that the adaptation issue of
management accounting methods should be analyzed in relation to political, cultural
and economic factors, which influence the managerial needs of an organization.
Hence, the implementation of a theoretically descriptive method of management
accounting into practice does not automatically imply its outright functionality in
an organization.

Furthermore the full system implementation of the most popular management
accounting methods applied in performance measurement (ABCM, BSC) is
typically an expensive investment. Thus, according to some critics it is not usually
an economically beneficial process. On the other hand, economic criteria are fairly
important in the process of selecting management instrumentation (E. Palmer,
D. Parker, 2001; R. B. Troxel, M. G. Weber, 1990).

There are cases when organizations, which have implemented such techniques, do
not manage to fully resource all their capacities or these methods malfunction due to
their incompatibility with the specifics of organizational performance, culture and
values. Thus, there are authors, who propose not to implement concrete theoretically
based systems, but to research criteria, which could assist in creating specific
performance measurement systems in individual organizations (S. Globerson, 1985;
B. Maskell, 1989; J. D. Wisner, S. E. Fawcett, 1991). This does not automatically
imply that creation of specific systems would disclaim models, proposed on the
theoretical level as well as applied in practice. Such an approach implies that every
organization should individually deploy and implement principles of theoretical
models in accordance with management needs for information.

I. Sobanska (Poland, 2000), T.Haldma and K. Laats (Estonia, 2000), G. Luther and
S. Longden (South Africa, 2001).
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From one point of view we claim, that modem management accounting methods are
useful instruments for data accumulation and transformation into valuable
knowledge. On the other hand we argue over that because of economic criteria and
specific informational needs, organizations can create their own performance
measurement process. The question is whether this process is functional while
creating useful information and knowledge for decisions in different management
areas. Summarising this theoretical review we hypothesize that the functionality of
performance measurement doesn’t always depend on the techniques used in this
process.

Method and results of empirical research

Application of modem management accounting conceptions in organizational
performance measurement process and it’s functionality will be discussed analysing
data that were collected with the help of empirical research. The research of
performance measurement systems mode in Lithuania’s organizations was
performed in 2003-2004. The main aim of the research was to disclose peculiarities
of performance measurement process and it’s functionality in Lithuania’s
organizations.

Postal questioner was undertaken to collect primary data in this survey. The research
population is confined to Lithuania’s organizations. The research elements were
performance measurement concepts, methods, instruments, means and procedures
used in the organizations.

We formulated research question:
What management areas performance measurement process is functional in
Lithuania 5 organizations?

Two independent variables were measured with the help of questioner namely 1)
functionality’ of performance measurement system, presuming that wider range of
application areas of information that is generated in performance measurement
process means greater functionality of performance measurement process. These
data will be used for future analysis in this paper and 2) level of implementation of
modem management accounting conceptions (ABCM, BSC).

Level of modem management accounting methods implementation was estimated by
making presumption that it depends on knowledge of the conception and
implementation experience (see table 1). Respondents marked the most suitable
situation for their organization.

In order to evaluate functionality of performance measurement system respondents
were asked to mark the areas where they usually use information of performance
measurement. We have listed 16 possible areas, which cover main management
functions planning, control/process improvement, communication/ motivation and
relations with environment.
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The survey covers a total sample of over 200 organizations. 90 filled questioners
were suitable for future analysis (feedback 45%).

35% of respondents are organizations that employ from 50 till 300 employees;
accordingly 6%- form 300 till 500; 18% - 500 and more. 48% of the respondents,
that took part in the research, are active in the market for ten and more years, 35% -
form five to ten years. This parameter shows that practise of performance
measurement is steady enough. Furthermore 52% of the respondents indicated that
their turnover in the last year had grown for 50% and more. Fast growth reflects
changes in structures and processes of an organization.

68 % of the respondents have heard or use ABCM; 37% of the respondents know or
use BSC. ABCM conception is more popular than BSC. That means that problems
of costing are more important than problems of strategy implementation in
Lithuania’s organizations. On the other hand 63% respondents don’t know BSC.

Table 1. Evaluation of management accounting conception implementation level

Level of implementation Points ABC BSC
Full system 5 21% 6%
Partly implemented system 4 17% 9%
Implemented but not used system 3 0% 0%
Failed to implement 2 0% 0%
Known but not implemented 1 30% 22%
Unknown system 0 32% 63%

Table 2. Evaluation of performance measurement functionality

Possible areas Result
Harmonization of mission, values vision and strategy 31%
Adjustment of strategy and opportunities 32%
Adjustment strategy and long term objectives 31%
Tactical tasks formulation and adjustment with objectives 37%
Ongoing information about strategic achievements 27%
Ongoing information about tactical results 34%
Ongoing performance improvement 31%
Problems identification and solution 43%
Communication with shareholders 42%
Quality reward 9%
Background for incentive and motivation system 23%
Motivation of employees for better results 23%
Communication between managers and employees 26%
Incentive for collaboration and team work 23%
Mean to help employees better realize themselves 16%

Communication with government institutions and controllers 4%
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Table 3. Evaluation of performance measurement functionality in different levels of
management accounting conception implementation

Level of implementation Functionality of ABC Functionality of BSC
Average Standard Average Standard
deviation deviation
Full system 4,40 2,97 7,25 4,23
Partly implemented system 6,06 3,64 4,80 2,68
Implemented but not used system 0 0 0 0
Failed to implement 0 0 0 0
Known but not implemented 2,89 1,85 3,97 2,72
Unknown system 4.52 4,05 4,03 3,62

Low average of the whole sample functionality (4, 33) shows that managers are
unaccustomed to use performance measurement information in their activities.
According to the results it could be maintained that performance measurement
process in Lithuania’s organizations assists traditional management areas: problems
identification solution (43%) and communication with shareholders (42%). It is
logical that respondents don’t see performance measurement system as a mean for
communication with government institutions and controllers (4%). (They have
financial accounting for this purpose). Though performance measurement process
doesn’t serve as a background for incentive and motivation system; communication
between managers and employees (about 24%). Situation of strategic planning is
better, because about 35% of respondents accept the role of performance
measurement process for strategy creation, harmonization with mission, vision,
values and adjustment with long and short term task.

Average of performance measurement process functionality is similar in
organizations that use modem management accounting conceptions and in those that
don’t use them. (ABC case 4, 40 - full system; 6, 06 partly implemented system and
4, 52 - doesn’t know about the system; BSC case 7, 25 - full system; 4, 80- partly
implemented system and 4, 03 - doesn’t know about the system). This result let us
come to conclusion that these two variables are independent. It means that wide
range of application areas of information generated in performance measurement
process (functionality) does not mean that organization uses modem managements
accounting techniques. Functional performance measurement process can be created
by organization’s members itself on specific needs ofthe managers.

Conclusions

1. Performance measurement process is functional if it assists organization in
adapting to dynamic business conditions, stipulated by knowledge
economy.

e The function of the performance measurement process in the organization,
which operates under the preconditions of knowledge economy, is to ensure
the integrated accumulation of data on performance results on all
organizational levels. It also secures their on-going transformation into
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information and knowledge, which, consequently, should foster the
development of organizational activities in the future.

» Changing environment of organizational performance has a direct impact on
changes in management accounting. Performance measurement is one of
management accounting functions. Therefore, the greater is demand for
management change, the faster is the change in a performance measurement
process.

According to the results of empirical research it could be maintained that

implementation of a theoretically descriptive method of management

accounting into practice does not automatically imply its outright
functionality in organization.

e Performance measurement process in Lithuania’s organizations assists
traditional management areas: problems identification solution and
communication with shareholders. Though performance measurement
process does not serve as a background for incentive and motivation system;
communication between managers and employees.

* Functionality of performance measurement process is similar in those
Lithuania’s organizations that implements modern management accounting
conceptions (ABC, BSC) and in those that does not know about them.

The main limitation of the research is high level of respondent’s passivity, because
of great amount of surveys, preconceived negative position and absence of direct
benefit; reluctance to answer some questions, because of intrusion to confidential
information about organizations. Another limitation is that questioner was of high
volume and it took a lot of time to fill it. Accuracy of the analysis and conclusions
was depended on the correctness of the respondent’s answers. Declaration that
organization has implemented ABCM or BSC doesn’t mean perfect interpretation of
the conception. Implications for future are to disclose to what extent implemented
model fit theoretical background of the conception, what is its content.
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Summary

PERFORMANCE MEASUREMENT IN THE CONTEXT OF KNOWLEDGE
ECONOMY

Edita Gimzauskiene, Loreta Valanciene
Kaunas University of Technology

Knowledge economy had formed new economic relations and global changes. In
this context, performance measurement is of paramount importance in dealing with
economic and managerial issues. Performance measurement, as management
accounting function, with the help of IT is more accurate, detailed and systematic.
Now organizations are able to accumulate measure and analyse lots of data, useful in
different management areas. On the other hand, there is a threat to have too much
information, which puzzles the decision makers.

The scientific problem of this paper is formulated as following:

To what extent the information, generated in the process of performance
measurement is applicable in Lithuanian organizations?

The paper’s aim is to discuss the functions of the process of organizational
performance measurement under the conditions of knowledge economy and to
disclose the peculiarities of it in Lithuanian organizations.

The first part of this paper defines organizational performance measurement process,
discusses the functions of it under the conditions of knowledge economy; the impact
of this process on organizational learning and knowledge creation; short review of
management accounting studies and implications of their result for performance
measurement is as well presented.

The second part reviews the results of empirical research which was performed in
2003-2004 year. The main aim of the research was to disclose the peculiarities of
performance measurement process and it’s functionality in Lithuanian organizations.
Postal questioner was undertaken to collect primary data in this survey. The research
population is confined to Lithuanian organizations. The survey covers a total sample
of over 200 organizations.

The results of the research highlight the peculiarities of management accounting
methods applications for performance measurement in Lithuanian organizations.
Finally, limitations of the study and implications for future research are discussed.

Keywords: knowledge economy, performance measurement, management
accounting, activity based costing, balanced scorecard.



ARCTIC PERFORMANCE MANAGEMENT
A case analysis on management and performance measurement practices in North-
Russian SME’s
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1. Introduction

Barents Euro-Arctic Region has recently been an interesting area for many kinds of
topics. The transformation process in Russia has brought about a new dimension to
the scientific, cultural, political and business relations between the four countries in
the Northern Europe. The inhabitants in the North have understood the importance
of horizontal contacts between Norwegian, Swedish, Finnish and Russian people
and organizations. In recent years many people have moved to the Southern parts of
their countries, but Barents region has huge resources, and by joining the forces the
people, and business and other organizations can forward the positive development
of the Arctic periphery.

My first contacts with Russian businesses started in December 1992, and since that |
have been following the development of Barents region businesses with great
interest. In Western parts of Europe the importance of small and medium sized
enterprises (SME’s) has increased and today SME’s are also an interesting topic for
research. The Russian parts of Barents region have been characterized by big
industries, but since the collapse of Soviet Union, the role of SME’s has increased
also in North of Russia.

The main perspective of this qualitative study is that of accounting, but | have
studied the seven case firms with multiple lenses. My view is holistic and | am
studying accounting and performance measurement as a social practice, not as an
isolated structure. Accounting is not seen as a method but rather as a philosophy, as
an integrated part of the business, as the language of business. The theoretical
background lies in the structuration theory, the stakeholder theory, and the
contingency theory. In addition | have studied the entrepreneurial orientation of the
case firms using a configurational approach.

The four theories have many similarities and differences. What is common for the
four theories is that with their help it is possible to study the interplay between the
firms, and the external (legal, social, political and cultural, creditors, suppliers,
customers etc.) and internal (HRM, customer orientation, structures, processes, etc)
factors. It is not only the context that influences the businesses but it is also the
businesses that influence the context. Both the external and internal factors then
influence entrepreneurial orientation, the strategic planning, and the implementation
and monitoring of the strategies. This process in the end becomes a (double) loop
because the results of the monitoring then influence the strategic and operative
planning.
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2. Goals and research method

The aim of this interpretative case study was to find out what are the special
characteristics of the business milieu in the Euro-Artic regions of Russia, what are
the external and internal elements that influence the businesses, and how and why do
these elements influence the entrepreneurial orientation, the strategic planning and
the performance measurement in the seven case firms.

The interviews took place between November 2002 and February 2005. The main
case company was visited three times, the other six once or twice. In the main case
company, a retail and wholesale group, | had access to confidential material and had
the possibility to interview managers on different levels. In three other companies,
the management team was interviewed. The main focus was still on the
entrepreneur/managing director interviews.

3. Theoretical background
3.1. Performance measurement

Earlier most management accounting information system research focused on
financial performance measurement systems. Nixon, Laitinen and Wingren say in
their article “Control and the Twenty-First-Century Firm” (2002) that in the new
economy not only has uncertainty increased but power shifted from shareholders to
knowledge workers and customers. Therefore, knowledge management and control
of intellectual capital are very different from financial management and control of
tangible assets.

Based on the Balanced Scorecard, Kaplan and Norton (1992) have suggested that the
linkage between financial and non-financial measures is extremely important. The
essence of their approach is that the drivers of financial performance are the
relationships a company develops with its customers and that the internal processes
that it designs and manages to achieve customer satisfaction define and shape
customer relationships. Kaplan and Norton develop a model of how process results
create customer satisfaction that, in turn, creates owner results (Kaplan and Norton
1996,2001,2003).

Customers, employees, suppliers and the community are important because they
help the company achieve its primary objectives by giving it what it needs to pursue
the strategy designed to achieve its primary objectives. If increasing shareholder
wealth is the organization’s primary objective, meeting requirements of the other
stakeholders are secondary objectives. Failure to achieve secondary objectives will
cause the stakeholder group to withdraw its contribution from the organization,
thereby impairing its ability to achieve its primary objectives.

A performance measurement system helps members understand and evaluate the
critical factors for success. According to Atkinson etal (1997, 36) primary
performance measures are the shareholders objectives, which are related to
increasing owners’ wealth. The secondary objectives are those performance
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elements that explain or drive performance on primary objectives. Therefore, the
measurement of secondary (often non-financial) and primary (financial) must Dei n
balance.

In addition to the Balanced Scorecard, other multidimensional performance
measurement frameworks have been developed. Tableau de Bord has been in use in
France in more than 50 years (see e.g. Bessire and Baker 2004). The idea is that it
represents the minimum set of indicators that allow the manager to successfully
operate the physical and human assets that are under his or her responsibility. The
Determinants and Results matrix was originally introduced to service businesses.
The matrix is divided into six performance dimensions; competitiveness, financial
performance, quality of service, flexibility, resource utilization, and innovation
(Fitzgerald et.al. 1991). The matrix emphasizes the notion that improvements in
quality, for example, may not affect the financial results in the current period but if
these quality improvements are valued by customers the financial results should
improve in the future (see Kasurinen 1998, 38). The Performance Pyramid is
divided into three levels; business unit, core business process, and department,
groups and work team level. Lynch and Cross (1991) argue that measures should be
developed into all levels of the company hierarchy and that there should be a
distinction external and internal effectiveness. The Performance Prism (Neely etal.,
2002, Marr et.al. 2004) is based on the belief that those organizations aspiring to be
successful in the long-term within today’s business environment have an
exceptionally clear picture of who their key stakeholders are and what they want.

Nixon et.al. (2002) conclude that despite the lively discussion during the last 15 to
20 years in strategic management accounting and performance measurement
literature, there seems to be a broad consensus that an effective measurement system
. is driven by customer needs,
. has a strategic orientation,
. reflects critical success factors,
. is balance between financial and non-financial, quantitative and qualitative,
objective and subjective measures,
. is comprehensive yet simple and transparent,
. measures should relate to variables that can be influences by those whose
performance is measured.

There is also a general consensus that there is no universal solution and that a
performance measurement system must be customizes and used appropriately for
each situation (Lynch and Gross 1991, Kaplan and Norton 1992, Nanni et.al. 1992).

3.2. Stakeholder theory

The basic assumption of stakeholder theory is that values are necessarily and
explicitly a part of doing business. In their paper Freeman et.al (2004) conclude that
truth and freedom are best served by seeing business and ethics connected. The
focus of stakeholder theory is articulated in two questions:
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1 What is the purpose of the firm? What are the shared values that bring the
stakeholders together?

2. What responsibility does management have to stakeholders? How management
wants to do business and what kinds of relationships they want and need?

Based on these questions Freeman et.al. (2004, 365) suggest that the core of
stakeholder theory is: “Economic value is created by people who voluntarily come
together and cooperate to improve everyone’s circumstance. Managers must develop
relationships, inspire their stakeholders, and create communities where everyone
strives to give their best to deliver the value the firm promises. Certainly
shareholders are an important constituent and profits are a critical feature of this
activity, but concern for profits is the result rather than the driver in the process of
value creation.”

In the process of implementation of strategies, performance measurement has a
coordinating role (focuses attention on main objectives), a monitoring role
(measurement and reporting), and a diagnostic role (for example employee and
customer satisfaction) (Atkinson et. al. (1997, 30). Stakeholders help the company to
achieve its primary objectives by giving it what it needs to pursue the strategy
designed to achieve its primary objectives. The aim of performance measurement
Ost o monitor, how well the business has succeeded in this, and what should be
done to improve the situation.

3.3. Contingency theory

Contingency theory assumes that the design and use of management control systems
is dependent upon the context of the organizational setting. A better match between
the control system to the contingency variable is hypothesized to result in increased
organizational performance (Fisher 1998, 47 -48). Contingency theory assumes that
there is no universal control system which is optimal in all settings and firm, the
appropriateness of different control systems depends on settings of business. The
extreme situation-specific approach argues that the factors affecting each control
system are unique so that general rules and models cannot be applied. The
researcher is forced to study each firm and control system individually, and
supporters of this rationale tend to do case research. (Fisher 1998, Anthony end
Govindarajan 2001, Drury 2004, Hofer 1975, Chenhall 2003, Chapman 1997,
Khandwalla 1977, Merchant 1990, Hartman 2000, Gupta and Govindarajan 1984,
Simons 1987).
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- Technology

- Strategy

Figure 1. Theoretical framework of the contingency approach (adapted from
Haldma and Lé&ats, 2002, 384).

The strength of the relationship between entrepreneurial orientation and performance
depends on the characteristics of the external environment as well as internal
characteristics. The logic of the configurational approach rests on the premise that
firms that are able to align certain firm attributes such as strategy and organizational
characteristics (structure, processes, capital) with the characteristics of the
environment outperform other firms. In their research Wiklund etal. (2004) are
interested in the three-way interaction between entrepreneurial orientation, the
elements of resources and the environment. They found that access to capital and the
dynamism of the environment are important Cos mall businesses, and when
combined with entrepreneurial orientation the configurational approach explains
variance in performance.

3.4. Structuration theory'

Anthony Giddens is a sociologist and an active writer, and Gsa n famous for
instance for his theory of structuration (1984, 1989), which has been used as basic
theory and framework as well in management (see Whittington 1992), management
accounting (see Scapens et.al. 1996, Ahrens 2002) Dsa n entrepreneurship research
(see Jack et.al. 2002).

To study social practices, it is necessary to look to the relationship between day-to-
day social action and various dimensions of social structure (Ahrens et.al. 2002, 5
6). Giddens calls the totality of practices to which systems give a form, “structure”.
The key of his structuration theory lies in the characterization of structure and



Esa Jauhola 157

particularly its relationship to practices. Structures should be located in their wider
social context and examined how they evolved through time. This means for
example, that | am trying to find out how performance management is conditioned
by the socio-economic system in the North of Russia, if there are rules which
structure certain types of behavior in the businesses. Performance management as
such Dsa n outcome of organizational activities. As much in times of planned
economy, it is also in modem businesses used to legitimize particular forms of
organizational activities and as a source of power for particular groups within the
organization.

Referring to Giddens, Ahrens et.al. (2002, 6) point out that it is necessary to locate
current practices in their historical, economic, and organizational contexts. In this
way also | adopt a holistic view in which performance measurement is a part of a
unified social system and a build up a picture of, how the various elements
contribute to the design of a particular system.

Jack et al. (2002, 470) argue that to understand entrepreneurship, we must take
account of both structure and agency; we can then appreciate how societal
influences shape entrepreneurial agency and how agency redefines or develops
structure. In their paper they narrow the concept of structuration to the notion of
embeddedness to explore how entrepreneurs use structure in the creation and
operation of their businesses.

Embeddedness is a process of becoming a part of the structure. It means more than
developing social networks, although it is through these that social endorsement and
acceptance occurs. The level of embeddedness in the local environment is
determined by the networks, ties and relationships of the entrepreneur. Thus, social
networks provide the mechanism for becoming embedded. The process of
embedding is about establishing those social relationships which enable the
entrepreneur to become a part of the local structure. Being embedded creates
opportunities. The opportunities exist within the structure and only become manifest
by the action of entrepreneurial agency. Through embeddedness, conclude Jack et.al
(2002, 479), entrepreneurial action converts “limited” resources into a “rich
environment”. “Being embedded in the social structure creates opportunity and
improves performance.”

4. Preliminary results
4.1. Changes in the business context

In Murmansk and Archangelsk oblasts the number of inhabitants has decreased
dramatically since the collapse of USSR, but the situation has stagnated in the
beginning of the new millennium. The enormous resources and the interest of
foreign and domestic investors, the increasing contacts with enterprises in other
parts of Barents region and with other international partners, give a new look for the
rise of the economy. Alongside the traditional big industries, the entrepreneurship is
seeking forms which differ from many other geographical areas because of location,
climate, infrastructure and other factors. The role of big industry and specially the



158 ARCTIC PERFORMANCE MANAGEMENT

military sector will get smaller. The big industries cannot employ as many people as
they still do. Therefore, the importance of SME sector will increase in near future.

In transitional economies, the external environment was considered unstable and
often hostile by SME’s during the 1990’s, and some certain key resources,
particularly capital, were missing (Smallbone el.al., 2001, 260). The entrepreneurial
climate in Archangelsk and Murmansk has changed to a positive direction during the
last years. The interviewed managers of this study consider the relations with local
and regional administrations today much more flexible, and the cooperation with the
banks easier than before.

4.2. Changes in the entrepreneurship and management style

According to Wiklund (2005, 72) the relationship between entrepreneurial strategic
orientation and performance depends on the characteristics of the external as well as
the internal environment. In Russia the future entrepreneurial environment may be
uncertain but businesses cannot ignore it. Planning of future takes the business from
the short-term thinking, and helps it think about long-term trends and changes in its
environment. The Russian entrepreneurs sometimes prefer to learn by doing and
take short-term approach to decision-making, reacting to events as they occur.
However, in an uncertain environment, planning by having a look in the future
changes in the business context is a lot cheaper than making mistakes. “We have to
change even more quickly than the external situation.”

“The biggest differences between the Russian and Western business are distances,

management culture and Russian mentality” . The traditional Russian leadership
style still partly seems to exist in Murmansk and Archangelsk (see also Puffer 1996).
The managers and employees discuss issues in an open forum. In one case firm, the
work procedures and the relationships between individuals were not formally
established, and the managing director considered himself as a team member, and
coach of the “football team”.

In most case companies it would be important that the managers learned to delegate
some tasks so that they could concentrate on strategic decision making. Personal
relationships can help individual companies to solve several problems. First of all,
relationships are more important than capital. Secondly, relationships can be used to
increase inter-firm security and thus predict risks.

In an uncertain business context, it is difficult to realize strategic thinking. “It is
impossible O omake strategies in the uncertain environment, it doesn’t work in
Russia at the moment.”

All the managers of the case companies are also entrepreneurs, i.e. founders and
owners of their businesses. As the business grows, the manager/owner has a multiple
role as creator, leader, entrepreneur, navigator and coach. One manager said she is
like a partisan, who knows the right path but who goes around and around. She



Esa Jauhola 159

doesn’t go far from the right path, but stays quite near. She doesn’t take the direct
path because of the uncertain and changing conditions.

In all case companies, the entrepreneurs themselves have lot of energy and
enthusiasm, but the difficult task they have is, how to inspire the employees, how to
motivate them to reach the commitment to objectives and strategies. When the
business grows, more empowerment is also needed and some managers give more
responsibility. Russians like to work in teams, and two case companies use team-
work in an efficient way.

The performance is linked to the strength of a company’s corporate culture. Two of

the case companies

stress the importance of skilled employees and unifying organizational culture. The

human capital is seen as the company’s most valuable resource which can be seen

for example in the list of values of a case company:

1 O omake the culture in every division the same, so that all employees can feel
in another division like in their own.

2. Effective interaction between divisions and between people in divisions.

3. Profitability, and the social safety of the personnel and personal development of
every employee.

4. To be the leader in quality in the sector

5 Rising of intellectual capital of the company.

4.3. Strategic thinking and performance measurement

The stakeholder theory, the contingency theory and the configurational approach all
stress the importance of environmental and organizational factors in strategic
planning and performance measurement processes in SME’s. This case study has
focused on the special characteristics of the Russian part of Barents region. In the
economy of transition the firms have been living in an uncertain entrepreneurial
milieu, and also internally the firms have met many challenges. The practices have
evolved in a continuous interplay with the external and internal elements. The
entrepreneurs have used their tactical nose when navigating the firm towards the
goals. One entrepreneur said she is like a partisan, who cannot take the shortest way
to the goal.

The main case company of this study is an example of a firm which has succeeded
in this navigation. The owner/manager of the company started by selling lemons in
the streets of Archangelsk, but has with determination managed to create a well
performing retail and wholesale trade group. Today the company is in the stage
where more formalized systems are needed and the company has a new
organizational structure. To be able to increase the accountability and
empowerment, the owner/manager has also started a process of designing a
performance measurement system. Many of the factors such as marketing, customer
service, brand building and staff training are already well organized. The
owner/manager has also created an exemplary network of external stakeholders for
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instance by giving “golden cards” to the important people in regional and local
administration and by taking actively part in local politics. The participation in
charity is a part of the strategy. These actions the company have increased the
embeddedness with the local business environment.

In regions of transformation the socio-cultural factors, such as the big differences in
purchasing power between people (some rich, most poor, the middle-class growing),
and declining population, must be taken into account in business planning.

One of the case company owner said it is impossible to make strategies in the
uncertain environment. During the transition the mam external challenges have been
the legislation, taxation, and attitudes and actions of the regional and local officials.
Since the year 2000 there has been a positive change in all of these and future
perspectives of entrepreneurship locally look brighter but federally the business
climate is still quite uncertain. The competition is getting tougher, but the local
companies have, after years of mutual fighting, joint there forces against new-
comers from the South and abroad.

The case companies have been among the first ones to set up a business on their
fields; bier brewing, retail and wholesale, ICT services, tourism and window
manufacturing. Two case companies, an airport service company and a hotel,
already existed in Soviet time. All seven companies have managed to consolidate
their positions in the regions and have also managed to grow. Internally the biggest
challenges have been:
*  human resources management; Russian mentality, shortage and competition
about skilled labor, how to work in teams, continuous training,
. logistics; long distances, bad roads, harsh climate,
e customer orientation; customer service, how to find the different target
groups,
e accounting; because of the tax link two sets of accounts are still in use, does
not serve needs of decision making; education and training based on big
industries.

The communication systems in all case companies are still quite informal. When the
companies grow, more formalized structures are needed, which means that also
more structured accounting are needed. From the interviews and the discussion
above the conclusion can be drawn that many elements of an effective performance
system already exist in the case companies. For instance in the main case company
the new management structure was set up recently and the company is starting to
design and implement an information system which helps the management to
monitor how well they have succeeded in the implementation of the new structure. It
should just be noted that this kind of work cannot only be done by one person. It
should be a process where managers and other employees of all departments can
participate to ascertain the accountability and commitment.
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The main case company, a retail and wholesale business, is in an interesting face.
They have started to diversify and have started a completely new type of business,
fish processing. The managing directors said they are good in management,
marketing and brand building but have much to learn about the processes, and
therefore would like to get help from similar businesses in the Nordic countries.

Some case companies are in close cooperation with local vocational schools and
universities. Even if the contacts (staff and management training) work relatively
well, the owners of the SME’s said that the education and literature, especially in
accounting, is too much focusing, for instance in cost management, and on big
manufacturing corporations. Therefore a suggestion was made that a network of
Barents region SME’s, universities and different organizations should be knit. In this
network all member organizations would learn from each others.
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Summary

ARCTIC PERFORMANCE MANAGEMENT
A case analysis on management and performance measurement practices in North-
Russian SME’s

Esa Jauhola
Kemi-Tomio Polytechnic

Structuration theory, stakeholder theory, contingency theory and the approach of
entrepreneurial orientation all claim that what ever the ultimate aim of the business
activity, managers and entrepreneurs must take into account the legitimate interests
of those groups and individuals who can affect (or be affected by) their activities.
Business is about putting together a deal so that communities, shareholders,
suppliers, customers, and employees all win continuously over time. All
stakeholders must be traveling to the same direction.

In Russia the regional cultures differ substantially from each others and therefore |
have studied the characteristics of the Murmansk and Archangelsk region. The
political changes are often very hard to separate from economic conditions and
therefore their contribution to the total effect is hard to determine. In Russia the,
however, the political decisions on federal, regional and local level have influenced
the development of entrepreneurship, as can be seen in one of the case businesses. In
early years of transition, entrepreneurial behaviour was viewed with considerable
suspicion, entrepreneurs were seen as antisocial, self-seeking and acting unethically,
if not illegally. During the last 14 years the entrepreneurial environment has changed
to a more positive direction, and private businesses are seen as an important part of
the society. All parties should benefit from a fruitful cooperation.
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From performance management point of view it is important that the environmental
and organizational characteristics are taken into account when planning,
implementing and monitoring strategies in an uncertain business milieu.

The interviews of seven SME’s in Murmansk and Archangelsk indicate that factors
such as enthusiasm, team-work, envisioning, entrepreneurial touch, informal
communication, customer orientation, and networking are characteristic for most
case company managers. The owner-managers also follow closely the changes in the
environment.

Factors that most, if not all managers, could put more emphasis on, are training of
young managers and other employees to motivate them and to leam to understand
the business in general, long-term planning, internationalization, and use of
accounting information, financial and non-financial, in decision making. In other
words, all case companies are in such a stage, that they should move towards a more
formalized approach of process development. It seems that all interviewed company
owners are good practical strategists, and also that they have understood the role of
team-work to achieve better performance. The role of the entrepreneur in this phase
is multiple; he or she should be a creator, a leader, an architect and a coach.

To conclude, accounting is the language of business and accounting systems are
structures in practices of social interaction over time. In this development process of
social interplay many external and internal elements need to be taken into
consideration. This qualitative research has tried to highlight the special factors that
the SME’s in the Russian part of Barents region have to take into account when
developing their business processes, strategic planning and performance
measurement.
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QUESTIONING ITS APPLICABILITY TO THE FIRM LEVEL
MANAGEMENT

Sirle Kasendi
University of Tartu/University of Vaasa

Abstract

The purpose of the paper is to study the applicability of intellectual capital
performance measurement (ICPM) system to firm level or lower level management.
The empirical evidence is given by case study in high-technology company. Present
paper argues that no unique and definitive set of measures can exist at the firm level
management - different business units have different strategies and develop their
own competences, capabilities and skills. It is difficult to develop ICPM system that
can be applied to the firm level management consisting common IC measures for all
business units. The paper argues that intellectual capital measurement should be
adopted at business unit, department or project level management in order to reach
common language and understanding of performance measures.

1 Introduction

The literature of IC comprises variety of terms and interpretations, which makes the
concept too complex, dynamic and very fuzzy (O'Donnell 2004), discussing the
issues of IC on a very abstract level (Kaufmann and Schneider 2004). The
abstractness and fuzziness can be also found in practice, where the common
language of IC is difficult to reach. One reason for difficulties is that existing
approaches try to measure 1C performance of the organization as a whole and do not
account for individual departments or knowledge workers (Bontis 2001). The IC has
been regarded as belonging to the domain of top management, but it has to be
considered that strategy formulation and implementation take also place at the level
of the strategic business units (Govindarajan 1988, Govindarajan and Gupta 1985,
Gupta and Govindarajan 1984, Hambrick 1980) considering also operational
strategies (Langfield-Smith 1997).

The purpose of the paper is to analyze the applicability of IC performance
measurement at the firm level and business unit level of management. The paper
suggests that IC measurement should be implemented at business unit level or
department level management in order to reach common language and
understanding of ICPM. The empirical evidence is given focusing on the
biotechnology company. The remainder of the paper is organized into a three
section. The next section reviews the IC concept and its relations to the strategy. It
presents arguments, why is it complicated to apply ICPM at the firm level
management. The overview of the case study gives practical implications and the
last section reaches the conclusions.
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2. Theoretical background
2.1. Intellectual capital concept

As the management control has nowadays focused more on the control of strategy
through comprehensive performance measurement systems, the implementation of
ICPM has become more attractive topic of discussions and research. Several
authors have encouraged measurement and reporting of IC to improve IC
management and gain better performance (Andriessen 2004, Bontis, et al. 2000,
Edvinsson and Malone 1997, Edvinsson and Sullivan 1996, Hudson 1993, Lev
2001, Roos and Roos 1997, Roos, et al. 1997, Sullivan 1998, Sveiby 1997).

Many authors agree that management control systems (MCS) should be tailored
explicitly to support firm’s strategy that lead to competitive advantage and higher-
level performance (de Haas and Algera 2002, de Haas and Kleingeld 1999, Dent
1990, Langfield-Smith 1997, Simons 1987, Simons 1990). The ICPM systems
should follow this notion. Despite of the active discussions, there has still been little
research about the linkage between intellectual capital concept and firm’s strategy
(Nilsson and Ford 2004).

There are two theories of strategy that are closely connected to the concept of
intellectual capital: the resource-based view on strategy (Barney 1991) and the
network theory of competitive advantage (Dyer and Singh 1998). Both of these
theories agree that firm’s resources are the main sources of competitive advantage.
According to the Nilsson and Ford (2004): “Within the resource-based view on
strategy the analytical object is the resource configuration of the firm; not just the
resource configuration, but also the activation of this resource configuration.
Resources need to be activated to generate value and become the basis for
competitive advantage”. In addition to theories of strategy, knowledge-based theory
suggests that knowledge and capability to create and utilize such a knowledge are
the most important sources of competitive advantage (Henderson and Cockburn
1994, Prahalad and Hamel 1990). Therefore, the emphasis is mainly on non-
financial resources and capabilities that are needed to control and develop.

In speaking of firms non-financial resources that are in the hart of IC concept, one
can ask what is different in IC approach and Kaplan’s and Norton’s (1992, 2000,
2001) balanced scorecard (BSC), where non-financial measures comprise essential
part of the system. There are considerable differences between scorecard type of
measurement systems and intellectual capital concept. Mouritsen et al. (2005)
suggest that BSC and the intellectual capital approach as comprehensive
performance management systems behave differently due to the very different
notions of strategy. The BSC is based on competitive strategy (Porter 1996) but
intellectual capital focuses on competency-based strategy. According to the concept
of IC, gaining better performance and competitive advantage is based on
development of firm’s competencies. Competencies are seen as the main sources of
competitive advantage. Second difference between IC and MSC is that BSC takes
indicators as causally related, whereas IC concept takes resources as bundled and
complementary (Mouritsen, et al. 2005).
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2.2. Hindrances in developing the system of ICPM

The existing literature seems to suffer from a lack of common language and
understandability due to the heterogeneousness and ambiguity of the IC concept.
Therefore, the literature gives no clear reference, how ICPM system should be
developed in practice. Many authors refer to the lack of proper definition (Bukh, et
al. 2001, Grasenick and Low 2004, Kaufmann and Schneider 2004). Bukh et al.
2001) claims that no unique definition for intellectual capital exists. The
boundaries, constituents and definitions of IC vary according to the perspectives of
the different interest groups considering them (Grasenick and Low 2004). O’Donell
(2004) has even claimed that “we have no consensus yet on what intellectual capital
is...”. Therefore, IC comprises different meaning for the different authors.

The plurality of interpretations has created the situation, where the numbers of
theoretical 1IC measurement frameworks have been developed but no widely
accepted measurement and reporting model exists. Kaufmann and Schneider (2004)
have studied existing literature in the field during the period 1997- 2003 and found
that 60 percent of the literature includes theoretical explanations. The existing
models have at least 18 different purpose that they are proposed for (Andriessen
2004), being with unclear structure, lack of widespread acceptance and limited
dissemination (Kaufmann and Schneider 2004). In addition, the emphasis of several
models proves to be merely on a theoretical categorization of IC components. These
categories are quite board and stay on a very abstract level with no direct guidance
which goods and resources belong to each category (Kaufmann and Schneider
2004).

In the middle of the confusion about IC terms and frameworks, the categorization of
human, structural and relational capital (referred also as a customer capital) has
emerged and gained wider acceptance. The approach has been favored in theoretical
discussions by many authors (M'Person and Pike 2001, Sveiby 1997, Viedma 2001),
but its applicability in practice should be questioned. The notion of Carson et al.
(2005) should be considered, according to which “...intellectual capital is not just
the sum of human, structural and relational capitals, but rather, is that sum plus the
interaction of human and structural, structural and relational, and human and
relational capitals, respectively”. Additionally, considering the number of different
resources and employees, as well as processes and activities in the company, the
Mouritsen and Larsen (2005) have stated: “The person is always entangled and
bound up in relations, and therefore it is not possible for the firms to separate
between the functions of human, organizational and customer capital”. As resources
exist in bundles (Dierickx and Cool 1989, Lippman and Rumelt 1982), it is
impossible to implement any theoretical categorization, but follow the firm’s own
notion of intellectual capital. Therefore, the existing categorizations should be taken
only as metaphors, as stated by Mouritsen and Larsen (2005): “The boundaries
between human, organizational and customer capital blur and it is difficult to uphold
them as more than metaphors”.
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As resources are in bundles and IC has different meaning for different persons, it is
questionable, if any general categorization and measurement model can be produced
to develop a general system of ICPM. As no unique and definitive model of IC
reporting can be identified, ICPM needs to be adapted to the specification of each
firm (Bukh, et al. 2001). The question remains, how can the common understanding
of IC be achieved inside the firm with different managers, processes and activities?
As for authors of intellectual capital field, the intellectual capital can also comprise
different meaning for different organizational members. In order to measure IC,
specific context needs to be identified, because “...the boundaries, constituents and
definitions of intangibles vary according to the perspectives of the different interest
groups considering them” (Grasenick and Low 2004). Therefore, it is more likely
that common understanding and goals of IC can originate at lower level
management, for example business unit level or level of department.

3. Case study
3.1. Research method

Much of the research reported in the field of intellectual capital is based on case
studies. Single case study method has been also used to achieve the research
objectives in present paper. The case company is an innovative biotech company
focusing its activities on molecular diagnostics and pharmaceutical research,
providing high quality molecular diagnostics services in the field of sexually
transmitted diseases. With the team of 25 persons, it provides medical diagnostics
services, runs the technology development programs and performs as a technology
and service partner for biopharmaceutical industry.

Multiple sources of evidence were used during the period of January - May 2005.
These include: artifacts, interviews, observations and meetings. Interviews, both
structured and unstructured, and meetings are tape-recorded. Two persons were
interviewed: Chief Executive Officer and Director of R & D, comprising 6 hours of
interviews. The role of the researcher has been considered as facilitator (Ryan, et al.
2002).

3.2. Description of the case study

The general consensus in management team was that financial measures of
performance do not give enough information for decision-making in strategic
management. Managers expressed the additional need for systematic way of
handling and measuring intellectual capital performance to control operations and
activities to manage firm’s strategic goals. The main purpose of IC performance
measurement was agreed to be as a planning and control tool, which enables to
evaluate achievement of company’s objectives.

Before designing IC performance measurement framework, the key areas of IC had
to be identified. The managers identified main competencies that needed special
attention to achieve company’s objectives. The main competences were specified as
technical competence, management competence, marketing competence, production
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competence, and network competence. Managers also addressed most important
skills and capabilities that were of main importance to achieve these competencies.

In context of most popular classification of IC dimensions (as human, structural and
relational capital), technical and management competencies refer to the human
capital dimension. Marketing and network competencies can be considered as the
relational capital but it might also be interpreted as the human capital, because these
factors refer to the knowledge and skills of employees. The technical capacity refers
to the structural capital and also to the human capital because it includes several
aspects from both dimensions of intellectual capital. The categorization also
depended on the level of management. For example, some skills and capabilities of
network competence were more reasonable to classify into the human capital
category at the project level of analysis, but into the relational capital at the firm
level management. Therefore, no complete categorization was implemented.

Despite of open-mindedness and enthusiasm that managers had during the
identification of the main competencies, it was still difficult to find a consensus on
substance of those competencies because they tended to speak about different
knowledge, skills and capabilities. In addition, both managers tended to change the
content of listed competencies and speak about slightly different skills and
capabilities after some time. For example, there were several occasions during the
interviews, when managers were slightly confused about some capabilities that were
discussed in previous interview. Sometimes they did not understand their own
thoughts and logic that they developed in previous meetings. After reminding them
previous discussions, they understood and agreed but occasionally they even
changed their view and logic - the explanation and logic of IC had changed in their
minds. These situations leaded to the notion that understanding of IC was changing
continuously during the case study.

During the discussion about the competencies, it came more and more clear that they
are not actually dealing with the firm level competencies, but these were more like
set of different unit and project level competencies that were aggregated together.
The capabilities and skills, that were listed, were merely words, i.e. the “signs” that
were carrying different meaning to the different persons at different time. The main
reason of emerging such a situations was that, speaking about some capability or
skill, managers always approached to the issue thinking in the context of concrete
business unit or even concrete project. As business units had different strategies, the
competencies, capabilities and skills were also differently managed. Therefore, there
were very difficult, or even impossible, to find a consensus about the firm level
capabilities and skills. These were identifiable only at the unit level management. In
addition, in order to reach the common understanding during one discussion of IC,
many capabilities and skills needed a specification of concrete project. The common
understanding was not reachable at the firm level.

As every firm level measure needed additional explanations and specifications, these
additional specifications always leaded the discussion to the unit level or project
level of business. The difficulties at the firm level IC measurement were also caused
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by the issue that competencies, capabilities and skills were very closely connected.
The managers referred to the notion that there was no capability, which was useful
without other capabilities and skills. Therefore the existence of several
interdependencies between intangible resources made firm level identification and
measurement of main competencies and capabilities very difficult. The consensus
was reached that 1C does not have a value per se. It has only value and usage in
concrete context. This context can be found usually at lower level of management,
where common language and understanding is more easily achievable and measures
are not so ambiguous.

In addition to the shift of lower level management, the discussions and meetings
were needed in order to guarantee the common interpretation of measures and
evaluation against business unit objectives. It become clear that discussion meetings
were necessary in evaluating the reports to make sure that the results had common
meaning to all related parties. The other purpose of discussion sessions was the
consideration of firm level objectives in designing business unit measures to ensure
that development of business units’ strategies and competencies are consistent to
firm level objectives.

4, Discussion and conclusions

The present paper refers to the notion, according to which IC performance
measurement is preferred to apply at the business, department or even project level
of management. The first reason is, that strategic business units and departments
have different core competencies. In designing ICPM system, one must consider that
as a strategic business unit evolves, it develops unique competencies (Prahalad and
Hamel 1990). Govindarajan (1988) argues that different business units often pursue
different strategies and the administrative mechanism for those businesses should
differ.

Secondly, performance measurement systems may also hold different meanings for
different organizational members. There may exist different understandings and
concerns of performance measurement at operational and firm level management
(Ahrens and Chapman 2002). To diminish these differences in comprehension of
performance measurement, discussion sessions are necessary. It helps to reach the
situation where measures have common meaning to different level managers and
supports the development and improvement of existing IC measures to better face
environmental uncertainties. Simons (1995) has conceptualized these kinds of
discussion sessions as interactive control where a multitude or visions, opinions,
knowledge regarding strategic issues are exchanged among the organization’s
members through strategic dialogue. Effective information sharing is comprised of
translating events, developing shared meanings and conceptual schemes (Daft and
Weick 1984).

The evidence of present study goes also align with de Haas and Kleingelt (1999),
who emphasize strategic dialogue throughout the organization, where each
constituency, at the company or business unit level, should engage in the strategic
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dialogue doing it in its own “language”. Therefore de Haas and Kleingelt (1999)
suggest different dimensions of performance to be controllable at different
organizational levels. “Strategic dialogue ought to be consistent, causing the same
strategic issues to be discussed at multiple organizational levels, albeit in terms
appropriate for each level.” In studies of Roberts (1990) management meetings were
also viewed as an important integrating mechanism, facilitating the relationship
between MCS and strategy.

The present paper claims that IC performance measurement is preferred at the
business unit or department level management due to several reasons. Firstly,
strategic business units have different core competencies that are difficult to
aggregate into a common firm level measures. Secondly, IC measures often held
different meaning to different level managers and employees, which raises
difficulties in designing clear and commonly understandable ICPM system at the
firm level management. Thirdly, because resources exist in bundles and have several
interdependencies, unit level measurement and management of IC gives better
results in reaching understandable measurement reports.
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INTELLECTUAL CAPITAL PERFORMANCE MEASUREMENT:
QUESTIONING ITS APPLICABILITY TO THE FIRM LEVEL MANAGEMENT

Sirle Kasendi
University of Tartu/University of Vaasa

Rising attention on technological and competitive advantage is causing managers to
seek more suitable management control systems. In nowadays’ competitive
environment traditional financial accounting measures can give misleading
information for strategic control. Measuring and reviewing the progress towards
strategic objectives requires systematic focus on the resources and capabilities of the
company. In recent decade the intellectual capital (IC) concept has become popular
and both academics and practitioners have designed various intellectual capital
measurement and reporting systems. Theoretical and empirical evidence, however,
includes variety of interpretations and approaches with no common understanding of
IC.

Variety of interpretations and approaches in the field reflects also the situation in the
case study of present paper, where the common language and understanding was
difficult to achieve at the firm level management. As existing literature suffers from
lack of common language and understandability, the intellectual capital also
comprises different meaning for different organizational members. The common
meaning of IC is more easily achievable in concrete context, which is usually a
lower level of management, where measures tend not to be so ambiguous. Because
resources exist in bundles and have several interdependencies, unit level
measurement and management of IC gives better results in reaching
understandability and common language.
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Abstract

Understanding Company as a system means that successful firms are able to
describe and to use the interactions between all stakeholders for satisfying the wants
and needs. Main daily tasks of the of the managers in firms are measuring, analysing
and communicating the degree of stakeholder satisfaction as well as planning
actions to achieve the satisfaction. Additionally to this diagnostic task the managers
should develop improvement strategies to reach a higher lever of stakeholder
satisfaction, which changing in behaviour of the stakeholders, the environmental
level, the interaction issues and the orientation framework could do. Based on the
non-linear systems theory model the degree of satisfaction could be defined as a
certain condition specific to a certain firm, manifested by bunch of reactions on the
different levels of a firm exhibited by he stakeholder. The accounting should support
the management in giving all relevant information and present them in the way the
stakeholders want, which means, that the diagnostic and the development tasks
should be supported.

The author will give an overview about the non-linear systems theory model to
explain the degree of satisfaction including the development strategies and the
impact of this theoretical approach on the accounting.

Keywords: Systems theory, Complex theory, Entanglement Theory, Accounting
Science

1. The Firm as a self-organising system
1.1. “What is a firm?”

“A firm conducts its business not as an end in itself, but serving a societal purpose
and operating through an active, constant dialogue with a wide range of
stakeholders.” (Riiegg-Sturm 2001). This dialogue with the stakeholders takes place
on the level of environmental spheres (society, technology, nature and economy) and
on the level of issues of interactions (Resources, norms and values, concern and
interests) in a way of contribution and satisfaction. Implementing of the dialogue
will be in a frame (strategy, structure and culture) in certain processes (management,
business and support processes) and in a certain direction (modes of development).
Based on this definition the company could be understood therefore as a unified,
dynamical, nonlinear, complex living system.
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1.2. Development in system theory

In the last 50 years since it’s inventing by L. Bertalanffy the systems theory
continuously develops. Latest developments could be mentioned as the complexity
(Boulton 2004), chaos, catastrophe theory and theory of self-organizing systemsl
Especially the theory of self-organizing systems fined high acceptance in different
science (Fuchs 2003, Freund/Hutt/Vec 2004, Klimecki 1995). Main principle of
self-organisation is that dynamical system always tends to evolve towards a state of
equilibrium without influence from outside.

2. The challenge for a New Accounting
2.1. Purpose of the Accounting

The purpose of accounting is to give an overview about the economic situation of
the firm or organisation to support the stakeholder in decision making. To give the
overview the accounting needs to be built up in suitable way concerning the
purpose, the decision targets, the mapping objects, the measures, the time frame and
time scope (Kipper 2001).

Characteristic Attributes
Purpose Documentation Planning-info Control-info Checking-info
Decision target Financial Success Product Potential Social  Environment
Mapping object Money Liabilities and assets Real good
Measures Financial Non-financial Intangibles
Time frame Past Future
Time scope One period Multi period

Short-t .
(Short-term) Medium-term Long-term

Figure 1. Characteristics of accounting (based on Kiipper 2001).

Traditional accounting is focusing on the information to describe the situation and to
check the fulfilment of targets. Modem accounting is taking over information for
planning and managing the firm and presenting the results for each stakeholder
separately depending on their special needs (Stdslein/Mertens 2004). Measures in
the traditional accounting are mostly financial measures (Kipper 1998). In the new
Accounting there are also relevant non-financial information and intangibles in the
same way as advanced information like methods, the results of information
processing (Meier 2002, Kellen 2003) and uncertain opportunities (Park/Herath
2000).

1See wikipedia encyclopedia
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2.2. Performance Measurement System as an important part of the Accounting

Different stakeholders evaluate doings in firms and the firm as a whole according to
their success, the degree of achieving goals (Ruegg-Stiirm 2003). This measuring
could be done in different ways:
Evaluation with Excellence-Models (EFQM 1999)
Evaluation in a Success-contribution context (Neely, 2002)
Evaluation with value approaches (EVA approach, Mékeldinen 1998)
Evaluation in the context on sustainability (GRI Reporting, GRI 2002)
Evaluation in the context of Business-failure analysis2

Especially in the context of starting firms with these approaches the future success
of the firm could hardly be evaluated and the factors which are the success driver are
hardly to define. Entrepreneur-success models - try to find answer of these
questions, but even these models give not satisfied answers (See e.g. the Black-Box
in the Jacobsen-Model; Jacobsen 2003). In this context could and should be asked:
do performance measurement systems have an impact on business performance
(March/Sutton (1997), Martinez, Kennerly, Neely 2004). A similarly discussion had
been held in 1935/36 in quantum physics, which is the basic of the understanding in
(quantum) physics (Einstein/Podolksy/Rosen 1935, Schrédinger 1935).

Based on this discussion there is a need to redefine the understanding of the doings
in companies and in the same way also the value of measurements and PMS
(Performance Measurement Systems).

3. Complementary understanding of the firm

Using different approach in explaining economical effect is not new in management
science. E.g. in the theory of optimal organisation complexity Schwaninger uses
theory of living systems to explain the optimal equilibrium of an organisation
(Schwaninger 2000). But the way to get it is not clearly shown. Symptom-
diagnostic-therapy approaches find direct correspondence between symptoms (value
of measures) and therapies (actions) (Zeller 2004). In medical science there are
beside the traditional approaches other alternative and complementary approaches
that support the understanding of therapeutic mechanisms (Hyland 2003 p. 927). In
the following the author will transfer these approaches into the understanding of
behaviour in companies.

3.1. “Health” and “Disease” of a company
As mentioned before self-organising systems always tends towards a state of
equilibrium. This means that the “health” (equilibrium) of a company could be

defined as a situation of stability in static and dynamical view on the stakeholder
level (their contribution and satisfaction), the environmental level, the level of

' Like the Basel Il approach in the bank sector
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interaction issues and the level of orientation framework3. The “disease” of the
company could in this way defined as certain condition specific to a certain
company, manifested by the sum of reactions on the different levels of a company
exhibited by the stakeholders4. This means that the stakeholders’ evaluation of the
equilibrium is giving reasons for developments.

3.2. Consequences
3.2.1. Consequences for the Accounting

The complementary understanding of the company has directly impacts on the
understanding of the accounting. The author’s point of view is that the task of the
accounting is only to satisfy the information needs of the stakeholders and present
this information in the way they want. This means the accounting is a stakeholder
information system; not more and not less. In this regard regular checking of
measures - like PMS suggests - is in the self-organizing system Company a work
with very questionable impact on the company’s development and performance. But
PMS have benefits as a diagnostically instrument, which gives the management and
the stakeholder an overview of the achievement of objectives and support the
management in  daily  controlling the enterprise using  statistical,
logical/mathematical, or independent rules to link success indicators to self-
regulating cycles (Weber/Schéffer 1999). Solution could be developing interactive
PMS models, which should allow more space for control of the doings in the
company like. The developing of these models requires a deeper understanding of
the behavioural aspects of the doings in the company especially the impact of
decisions.

3.2.2. Others consequences

The traditional “optimizing” approaches should turn into an approach of “dynamical
stability”. E.g. the understanding about “happiness in business” (Vos et alt. 2004)
replaces the traditional understanding that companies want to maximize their
success and growing.

4, Further researches

Besides proofing the theoretical statement request for further research are in the
identification and classification of different equilibrium-situation types including the
characterizing of the different measures and their values. Also there is a need for
identifying different levels of stability and development strategies to reach another
level. Using different approaches (like CAM3) and theories (e.g. quantum

a similar definition could be find in the constitution of the WHO in the context of human
health “Health is a state of complete physical, mental and social well-being and not merely
the absence of disease or infirmity” WHO (1948)

4 Oberbaum, Vithoulkas, van Haselen (2003) give a smiliar definition of disease in medical
science
5CAM= Complementary and Alternative Medecine
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entanglement theory, extended network theory) should support in giving an answer
to these questions. Measuring performance has a questionable but limited impact on
business performance. Researches should find out under which circumstances
PMMS (Performance Measurement and Management Systems) has an impact.
Additional should be identified and classified the different effects e.g.

internal and external effects

direct and indirect effects

robust or subtle

negative and positive effects

These outcomes could help understanding the development mechanisms and the
impact of decisions on the equilibrium levels, which are the basis for creating
interactive models of PMMS.
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Introduction

The focal point of numerous books on contemporary management are projects
which are undertakings of single, unique and unrepeated nature. Current research on
project management concerns not only the traditional area of investment projects,
but also more often undertakings connected with products prepared with
consideration of individual requirements of customer (contracts and orders),
particular and single activities such as an advertisement campaign, research and
development (designing of a new product), implementation of organizational
changes (for instance reengineering), obtaining new source of financing (emission of
bonds) etc. The wider scope of project activities within the whole range of activities
of a company requires the proper management instruments - and management
accounting instruments within - adjusted to the peculiarity and uniqueness of such
activities.

Nowadays the interests of many researchers and practitioners are focused on IT
sector which - due to the way of preparing IT products - is regarded as one of the
typical project-oriented sectors. The increasing role of the products of IT projects
affect the fact that they are widely analyzed. More often the IT projects are analyzed
from the perspective of the final user and the main point of such analyses are the
issues connected with the assessment of project effectiveness and of its influence on
the whole activity of a company. Another important but less often discussed issue of
effectiveness assessment is the analysis from the perspective of the company
providing software products and services. It is worth to analyze the methods which
assure the effectiveness of such activity, especially the methods and techniques used
within management accounting system.

The main aim of this paper is to present the results of research on the scope of
project management accounting. The conclusions presented were prepared mostly
on the basis of literature review, however the results of empirical research (pilot
studies) conducted in chosen companies of IT sector were also demonstrated and
analyzed. The research was focused on such crucial issues as definition of project
management accounting, the difference between traditional and project management
accounting, the characteristics of the instruments of project management accounting
and the area of their application in the practice of enterprises.

Projects and management accounting

According to Project Management Institute project is a unique set of co-ordinates
activities, with defined starting and finishing points, undertaken by an individual or
organization to meet specific objectives within a defined schedule, cost and
performance parameters (Duncan 1996). The main attributes of a project are
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uniqueness, novelty, complexity, and differentiation to other endeavours
(Brandenburg 2002, Trocki et al. 2003). Projects have been playing more and more
important role in companies, and their part in the whole activity of a company has
been increasing.

One of the main reasons of the increase of project activities seems to be growing
dynamics on markets resulting in requirements on flexibility and customer
orientation. Flexibility depicts the speed of adaptation of a company to the new
conditions of its functioning. Contemporary companies consider flexibility as the
key factor shaping their success or survival (KoZmiriski 2004). Owing to this fact
projects are also one of the important issues of world-wide research in the area of
management accounting.

Such tendencies observed in world literature are to be discovered also in Polish
publications (for instance Kontraktv dhigoterminowe... 2004). The number of books
and other publications on project management is increasing steadily. In particular,
numerous publications are focused on such issues as evaluation, selection, planning,
controlling, and termination of a project. And these issues are the basic issues of
project management accounting system.

Project management accounting can be understood as this part of management
accounting system of a company which encompass only this part of activities which
has project-oriented character.

The necessity to distinguish ‘project management accounting’ results from specific
work tasks, novelty and uniqueness of condition of project realization. In result, the
major part of instruments used for permanent and repeated activities cannot play
their role in unique project activities properly. It means that the adaptation of
methods used is required, and sometimes even the completely new, different
methods have to be introduced and developed.

Table 1 provides the overview of the main differences between project management
accounting and traditional management accounting (used when activities are
permanent). The differences listed result primarily from the unique and novel
character of a project.

Table 1. Traditional management accounting and project management accounting -
main differences

Criteria Traditional Project
management accounting management accounting
Application of instruments Periodical and repeated Single or repeated
systematically periodically, but only in the
cycle of project realization
Structure of responsibility Permanent Fluent
centres
Assessment of effectiveness Periodically At the moment of decision

making
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Measures of effectiveness Standard, usually the Specific, adjusted to the
influence of activity on results project

Information basis for Historical data - quantities Data prepared in relation to

budgeting from previous periods or the schedule or on the basis
standards of previous projects

Basic measures of activity Sale or production Time and progress in project

size (extent of schedule

realization)
Control of realization Periodical analysis of results Analysis of progress and post

project analysis

The single nature of a project affects the fact that almost all instruments of
management accounting have to be introduced at particular moments of the project
life cycle and are useless in other phases. For example the assessment of the project
effectiveness has to be done at the moment of making decision, the budget has to be
prepared before the realization starts up and the control has to be taken during the
realization and just after the end of a project. The single character of a project causes
the variability of scope and terms of application of different instruments of
management accounting. For instance the structure of responsibility centres alters in
project oriented companies, the projects finished are replaced by new appearing
undertakings.

As it was mentioned before, another significant characteristics of a project is its
unique character. This factor causes the necessity of the proper choice of instruments
for the certain project. In particular, it concerns planning methods, effectiveness
measures and terms of control. It should be also underlined that the uniqueness of a
project affects the limited possibilities as to the usage of historical data for planning
purposes as well as it influences the risk of a project significantly.

Project management accounting in the practice

The broadest scope of the application of project management accounting exists in
project-oriented companies, i.e. in companies which realize projects as unique
products offered to particular customers (such project are called often contracts)
(Kontrakty dlugoterminowe... 2004). Nearby the traditional sectors such as for
instance construction sector, the new dynamic service sectors such as information
technology, advertisement, media etc. are good examples of project-oriented
activities.

In the project-oriented companies the variety of instruments could be used. Their
aims cover the following:

forecasting of income,

preparing financial plans (budgets) in relation to schedules,

effective allocation of limited resources among different projects,

assessment of project effectiveness considering its peculiarity (for example

information technology or ecological projects),

appraisal of risk in project assessment process,
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making decision which compromise cost and scope of a project,
credible assessment of the total cost of project,
cost control considering the real progress in project realization.

It is worth to be underlined that most often in project-oriented companies each
contract (instead of department or another organizational unit) is a separated
responsibility centre, which is under planning, control and assessment. The whole
system of management accounting is oriented at responsibility centres which usually
are projects.

Indisputably, quite similar problems have these companies which realize projects
nearby their main permanent activities. In such companies the instruments used for
project management accounting have to be integrated with the whole management
accounting system oriented at predominant permanent activity. Due to this fact the
scope of project management accounting has to be limited. It happens very often that
projects, and cost projects in particular, are integrated part of the activity of an
internal unit supervising their realization, in such case the methods of planning,
assessment and control have to be similar to the methods used to permanent
activities.

The most common area of project activities are investments which in Polish
companies are very often identified with tangible investments. The methods and
procedures of the assessment of long-term investment project, called also capital
budgeting, have been applied commonly. It could be pointed at the fact that very
rarely in terms of investment are treated project aimed at creating intangible values,
such as designing new products, creating value through reputation, creating good
relations with local society through social responsible attitude, environment
protection etc. It seems that this new but wide area of the activities of contemporary
companies gives the new perspectives for the application of the methods of project
management accounting.

Pilot studies

The subject of the pilot studies was the specific group of projects connected with the
development of information systems - and software development especially -
responding to the requirements and expectations of an individual customer. The
literature of the subject describes IT projects as a particular class of projects of
complexity and extended influence on their environment (Szyjewski 2001). In result,
the review of the literature reveals the publications dedicated particularly to IT
projects, but mainly analyzing them from the viewpoint of project management
(Szyjewski 2001, Polak 2003, Phillips 2005). It is not so easy to find the books on
IT projects’ controlling or management accounting - the majority describes
performance measurement systems (Milis, Mercken 2004, Sureshchandar, Leisten
2005) or presents case studies (Cases in...2000, Michalak 2001).

The main aim of the pilot studies was the verification of the scope of application of
main instruments of project management accounting in IT companies. The focus
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was put on these instruments which are presented in the literature on management
accounting as recommended for IT projects. The survey contained 23 questions
gathered in 6 major clusters concerning the following issues:

the characteristics of the enterprise analyzed,

peculiarity of projects and customers,

project planning,

project effectiveness assessment,

realization and control of projects,

application of modem instruments of management accounting.

The pilot studies were conducted in the sample of 12 IT firms which prepare
software adjusted to the individual needs of customers. The questionnaires were
filled in by financial directors or any other persons responsible for management
accounting system in the enterprise.

Results of research

Among the firms being analyzed there were small, medium and large companies
(number of employees from 11 to 1200, turnover from 2 to 582 min PLN). Seven
firm belong to holdings, but only one of them works mostly for the needs of
holding’s members, the others work for independent customers.

In each firm the realization of a project happens in result of the negotiations of
contract conditions, and project price primarily. In case of 7 larger firms the
realization results from tenders, the smaller firms find customers through direct
contacts. As declared by 6 firms, the basis for pricing are market prices. In 5 firms
project price is based on project cost and in such cases cost calculation is presented
to a customer.

Project planning

As the research displayed, project planning and cost planning occur on regular basis
in all firms (12), and in 10 firms the detailed project schedule is prepared. The data
for project planning is zero-based (8), is based on historical data of similar,
previously conducted projects (5) or is based on technological standards (4). These
methods are used mostly to estimate project direct cost (12), and 4 firms limits
themselves to these positions. Eight firms take into account indirect cost through
standards (5) or plan these positions individually (3). Quite similar attitude is
observed as to planning of financial cost and revenue.

Only the half of firms analyzed prepare cash flows of projects (6). In most cases
such plans are prepared on the basis of revenue and cost plans (4) or direct on the
basis of project schedule (2).

In all firms of the sample computerized tools such as spreadsheets or project
management software are used to assist the process of project planning. The most
popular is application of Excel spreadsheet (10), but only one firm uses Excel
exclusively, as one and only. It is common among the firms queried to use special
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software for project management (9 firms), cost calculation systems (2 firms) or
special modules within computer integrated company management systems (3
firms). Among the special software of project management Microsoft Project seems
to by the most popular (7).

Seven firms combine project plans with other financial plans prepared for the rest of
the activities of the enterprise. Budgeting seems to be the most popular instrument of
project planning and controlling - budgeting is used in 11 firms. In 6 firms
operational budgets in master budget are prepared for projects, in 4 firms project
cost are taken into account of the cost of the department which realizes the project,
and in one firm budgeting is applied only for projects.

Effectiveness assessment

According to the results of pilot research the assessment of project effectiveness is
conducted mainly after the accomplishment of a project (9). In all firms from the
sample in the assessment of project effectiveness the measures based on relation
between revenue and cost of project are used. The most popular is project profit (7)
computed as the difference between revenue and total cost with overheads. Six of
the firms use project margin computed as the difference between revenue and cost of
project and five firms use profitability (relation of margin to revenue). Only one firm
declares using the measure based on cash flow, i.e. net present value NPV.

In the process of project planning and effectiveness assessment only 8 firms analyze
risk of a project. The methods of risk assessment used commonly by these firms are:
scenario planning (5), descriptive analysis (3), sensibility analysis (1) and critical
path method (1).

Project realization and control

In all firms queried in research cost are recorded for each project separately and
almost all firms (11) analyze cost during the realization of a project or after its
completion. Five firms compare actual and planned data adjusted to the level of
project progress (such method is called earned value analysis), 3 firms compare
actual data with planned data, and 3 limit the analysis to actual data.

As to the modem methods of management accounting, most often the firms declare
the usage of target costing (10), next - activity based costing (7), and then project
life-cycle costing (4). The least popular appeared to be the balanced scorecard (1).

Research conclusions

On the basis of the answers given by the firms chosen for the pilot study some

interesting conclusions can be formulated. The most important seem to be the

following:

1 It is quite common for IT firms to plan direct cost of project, most often in
connection to project schedule. Rarely and less detailed indirect cost and
financial cost are planned and taken into consideration.
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2. Cash flow planning seems to play secondary role comparing to planning of
revenue and cost of project. The uncommon usage of NPV measure can reveal
that cash flow - even if planned - is not used for effectiveness assessment.

3. Effectiveness assessment is based mostly on traditional measures of
profitability, i.e. on the relation between revenue and cost of projects. Similarly
in the assessment of project risk main role play traditional methods such as
scenario planning.

4. It is common among the firms that they use the software supporting project
planning, however in the sample analyzed it is difficult to prove any relation
between the software and the scope of methods being used.

5. The most popular instrument of project management accounting is operational
budgeting, used both in planning and controlling of project realization.

6. It is worth to point at the fact that majority of firms declares usage of target
costing. In contrary, in the literature it is often underlined that the scope of
application of target costing in Polish enterprises is very limited.

7. Quite similar conclusion can be withdrawn as to the usage of activity based
costing.

Summing up, the scope of application of the methods of project planning and
controlling declared by the firms queried in pilot studies seems to be very traditional
and similar to the scope of basic methods presented in the literature on project
management. It can be assumed that one of the reasons is the common usage of
software offering the standard package of methods. It could be also underlined that
the majority of firms regards the methods applied as the integral part of the
management accounting system of the enterprise.

Directions of further research

The results of pilot research can give a perspective on the scope of the application of

management accounting methods in IT projects, as well as can display the directions

of further research in this area. Among various research issues which can be

formulated after the analysis of the survey, the following questions should be

pointed at:

1 To what extent are the solutions common for IT firms and other firms
functioning in one holding?

2. To what extent is the application of the methods chosen determined by the
software being used?

3. What are the reasons of such little interests in the application of project cash
flows?

4. Why are target costing and activity based costing more often used by IT firms
in comparison with Polish companies on average?

The answers to such set of question requires further, more complex research in the
form of survey conducted in the larger group of the firms of IT sector. Next, it is
also worth to organize and carry out the interviews with the management of the
firms. The interviews can explain the fact as well as the main reasons of the
applications of certain instruments of project management accounting. Finally, it
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seems to be interesting to perform comparison among various sectors to display and
analyze the specific attributes of the solutions of project management accounting
system in IT sector.
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Introduction

Already centuries economic environment and development have influenced among
other fields also accounting considerably. Although, industrialisation and economic
growth have favoured the progress of the accounting methodology and calculation
practices, there are variations in the development of accounting practices between
regions and countries. The countries differ in their potential and forces of economic
arrangements, and also in the handling of the economic information. The accounting
system reflects the general priorities and content of the information in the particular
economic system. This paper has been concentrated on the role of accounting
information for management in the market and planning economies. Central
planning economy was applied in the Eastern Europe until 1990s. Afterwards the
drastic political and economical changes have been taking place, when number of
the Eastern European countries made turnaround towards market economy. It is
important to understand the structure and objectives of accounting information for
management before and after these changes. While these objectives and functions
may prevail for some time while the transformation process takes place.

1. Accounting function in the market and planning economy

The price mechanism for resource allocation is the major distinction between market
and planning economy. The prices for labour, goods and other services will be
formed in the competitive marketplace. The success and survival of a business will
depend on the economic transactions. In the planning economy the government
commands and regulations formed the base of economic transactions and their
prices. Competitive forces have been excluded from the market. Among enterprise
managers existed certain competition concerning the more suitable planned targets,
but not the competition about the market.

In the both economies the enterprises represent the so called economic units putting
into practice the various economic transactions. From pragmatic approach their
performance should be measured and evaluated in order to guaranty the effective
management regardless the economic system. In the market economy the primary
aim of the profit-oriented organisations (manufacturing and service companies) is to
earn profit for their owners. The profit reflecting the simple computation by
subtracting costs from revenues needs to be measured and calculated. At the same
time, to succeed on the market managers need to use economic information
comprising not only monetary (financial), but also non financial information. In the
conditions of planning economy the term profit has been rather the subject of
propaganda from the side of the monopolistic owner - state - than the subject of
economic rationality. The economic connections and profit measurement were
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formed primarily on the bases of the subjectively planned targets (Kytep 2004, p.
84). Thus, in the planning economy the actual and rational economic behaviour had
been largely ignored. The major task of the enterprises in the planning economy was
to carry out planned targets and profit earning was not their first priority.

Regarding the common definition accounting in the market economy, the role of
accounting has been seen as follows: “Accounting is the process of identifying,
measuring and communicating economic information to permit informed
judgements and decisions by user of the information” (American Accounting
Association 1966, pi). The cited accounting definition views accounting as a
process collecting economic information that will help to make good decisions. In
general, the main aim of accounting is to systematise the economic information by
identifying the information users and their information needs.

The role of accounting in the market economy differs from its role in the conditions
of planning economy. The main role of accounting in the planning economy appears
first of all in the accounting definition from this period. Accounting in planning
economy was defined: “As the quantitative expression and the qualitative
characterisation of the economic resources and processes with the aim to control and
advance them” (Mihhejev 1979, p3). From the definition we can see that the priority
of control has been clearly emphasized. The control was applied by means of plans
and budgets, which where compiled at the macro level by government institutions
(Planning Committee, Ministries) outside of the accounting domain. Accounting
systems of the enterprises collected detailed data at the brigade, department and
organisational level, which were aggregated and reported back to the state
institutions. (Linnaks 1983, p5-6) Data for planning derived from enterprises’
accounting systems were transmitted to the Planning Committee and accounting was
subordinated to the central planning and its tasks (Mihhejev 1979, p8). Therefore,
planning as function was not a part or a component of accounting system within the
enterprises.

In the centrally planning economy the predominant purposes of accounting were

following (Linnaks et al 1984, p5):

- Centralized control over the achievement of planned targets by way of economic
use of resources, and

- Protection of socialist property.

These objectives were realised by strict control and monitoring of the financial
results of business activities by and for the corresponding higher management
bodies and the central government agencies (Enthoven 1999, p32). In the planning
economy the rigid state regulations were assumed to maintain the macro-economic
balance of economic systems. Also we cannot underestimate the importance of one
party political power and the economic tools were used to enforce this power.

In the planning economy different management levels coordinated the enterprises
economic processes similarly to the Western market economies. The highest
management (supervision) level was situated outside the enterprise at ministry or
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national economy (Planning Committee) level (Linnaks et al 1984, p5). The
managers of enterprises had not much responsibility about products quality and
profit generation, since their main target was to fulfil the planed targets. Therefore
we have to consider the possible influence of restricted responsibility and decision
rights of enterprise managers.

In the planning economy accounting information was a tool adjusting timely the
production process to meet planned targets. (bloBuueHko et al 1983, plO) In general,
accounting did not serve the interests of enterprises, but the interests of state and its
ministries at national economy level. Therefore, accounting comprised methods and
techniques developed out for central planning and control for every industry type
respectively. These centrally focused accounting methods and techniques had been
applied to all enterprises within the industry without sufficient customisation to the
particular circumstances. (Mihhejev 1979, pi4) Enterprises were using standard
chart of accounts, by which various pieces of accounting information are
accumulated and systemized. Detailed overview of Soviet accounting system and its
methodology has been described by Enthoven et al (1993). The main feature of
planning economy accounting system was the high level of unification so that all
enterprises provided comparable information to the central planners. This approach
is different from market economy practice where only one part of accounting
information, namely information that will be delivered to the outside interest groups,
has been unified to the certain extend. While accounting information for
management is not an object of unification, rather it has to be customised according
to the needs of the organisations managers.

Concerning the accounting methodology, as pointed out by Mihhejev (1979, p6-7),
accounting in Western economy is a private matter of a company, but in planning
economy accounting is first of all a major tool for national economy management.
Managers in the market economy conditions have more freedom to advance the
management accounting systems that would increase the usefulness of these
systems. In the planning economy enterprise managers could hardly use the
accounting methods and techniques different from central authority regulations.
Therefore, they had practically no intention to develop their accounting systems
separately from the general state instructions.

It is also important that in the planning economy government fixed prices and the
inflation did not exist within this rather closed economic system. This has enabled to
reduce uncertainty and use budgets for control without additional adjustments.
Ignorance of the inflation effects has created an artificially “safe” situation for the
enterprises, where special adjustment procedures of financial information were not
needed. Normally, in the open market economy conditions, inflation will increase
uncertainty about future profits and assets values. Changing value of money should
be reflected showing the economic reality providing information to the managers.
There are areas where effects of inflation may be rather significant, e.g. pricing
decisions, investment appraisal. In reality, the inflation might also influence the
nature and use of accounting information.
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2. Management accounting concept in the market economy

In the market economy the common branches of accounting have been identified
according to the users of accounting information. These various users of accounting
information can be divided into two categories: internal and external users. The
objective of an organisation’s accounting system is to provide sufficient information
to these users. Respectively, it is possible to distinguish between two branches of
accounting: management accounting (or managerial accounting) and financial
accounting. Management accounting is concerned with the preparation and use of
accounting information to people within the organisation assisting them to make
better decisions. Whereas financial accounting is mainly concentrated on the
provision of information to external interest groups, such as investors, creditors, tax
authorities and other institutions.

In the accounting literature we can find variety of management accounting
definitions. The most comprehensive definitions have been developed by the
professional societies. The global organization for the accountancy profession
International  Federation of Accountants (IFAC) including 163 member
organisations from 119 countries has defined management accounting as: “The
process of identification, measurement, accumulation, analysis, preparation, and
communication of information (both financial and operating) used by management
to plan, evaluate, and control within an organization and to assure use of and
accountability for its resources” (IFAC 1998, p 99). This definition is the
combination from the related activities of information processing and different
management functions.

During the decades, the content and meaning of management accounting has been
extended accordingly to developments in the business philosophy and changes in the
economic environment. As pointed out by several authors, e.g. Atkinson and Kaplan
(1989), Homgren (1995), Kaplan (1995) and Hilton (2002,) the role of managerial
accounting is very different now than it was in the 1960-s and 1970-s. Previously
management accounting was seen rather as a method to calculate accurate costs for
inventory and sales pricing. Therefore, in the earlier accounting literature we can
find rather narrow terms of management accounting. The management accounting
techniques and costing principles from this period are often called as traditional
once.

Management accounting has been seen first of all as an integral part of the
management process and its main objectives are to provide information essential for
(IFAC 1998, p 99):

Planning its future strategies, tactics and operations;

Controlling the current activities of an organisation;

Measuring and evaluating performance;

Optimising the use of its resources;

Reducing subjectivity in the decision making process; and

Improving internal and external communication.
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Since management accounting has been recognised as an integral part of management
process, which comprises several tasks, the following discussion follows the general
functions of this management process. According to the scientific management theorist
Henry Fayol the management process comprises several management tasks. But four
of these - planning, organising, leading, and controlling - are known as classical
management functions (see e.g. Boone 1992, Robbins and DeCenzo 2004). These
basic functions are manager’s tools to achieve the organisation’s stated objectives.
Decision making has been seen as a comprising component of every managerial
function. Detailed observation of the beforehand listed objectives of management
accounting information indicates that majority of these objectives are directly or
indirectly connected with these classical management functions. Three of these
objectives - planning strategies, tactics and operations, controlling the current
activities of an organisation, and reducing subjectivity - are closely associated with
the planning, controlling and decision-making. Optimising the use of its resources,
performance measurement and evaluation can be mainly related to the organising
and leading function. The last objective, to improve organisations’ communication
demonstrates the common purpose of the management and accounting fields.

To understand the concept of management accounting we must to identify its
components enabling the supplementation of the relevant information for the
managers. The basic management accounting information is to a great extend related
with different cost information. In general, cost information is essential to several
management activities, especially for planning and controlling purposes. Other two
fundamental functions, organising and leading, have less connection with the
accounting information. Organising includes the organisational design and human
resource management issues. Leading function encompasses motivating employees and
directing the activities within the organisation. Nevertheless, one common theme here is
the performance measurement and evaluation, where accounting information is needed.
Summarising the discussion between management process and management
accounting, we can argue that management accounting incorporates different parts of
diverse management information systems, such as: planning, control and performance
measurement systems. Accordingly, management accounting consists from four with
each other connected components:

Cost accounting (as base information for other components),

Planning (including budgeting),

Control (including reporting), and

Performance measurement.

Accounting theorists have described various functions of management accounting.
Hilton (2002, pi4) underlines the need for information as the driving force behind
management accounting. Therefore, management accounting information often
serves two general functions: a decisions-facilitation function and a decision-
influencing function. Information usually is supplied to a decision-maker to assist
that manager in choosing an alternative. Often, that information is also intended to
influence the manger’s decisions. Generally organisations have various managers -
operative managers, middle managers, and senior executives. Making distinction
between different management levels and their information needs Atkinson et al
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(2001, p11) describe different functions of management accounting information
including operational control, product and customer costing, management control,
and strategic control. These examples of management accounting functions describe
the management accounting area from the decision making and management levels
perspectives.

3. Accounting information for management in the planning economy

In the planning economy there was no practice to classify accounting into financial
and managerial part (Manuin 2004, p6). Generally, accounting in the planning
economy was classified into three fields (Mihhejev 1979, p 11) (Raamatupidamise
teooria, Kiijastus Valgus, Tallinn, 1979): statistical financial and operational-
technical accounting. Instead of the term “accounting” Enthoven et al (1993)
suggest to use here the term “record keeping” which describes better the essence of
the planning economy accounting system. Therefore, according to Enthoven et al
accounting system was classified as follows (Enthoven et al, 1993, p3): statistical
record keeping, financial record keeping and operational-technical record keeping.

Statistical record keeping included various economic data about production volume,
cost of production, productivity, productive capacity, and resources. These statistical
data from the enterprises were aggregated at the national economy level. Statistical
information was needed for management of general economic structures, such as
enterprises, programmes, industries, regions and state economy (KyTep 2004, p80).
Financial record keeping having a centralised nature dealt with assets, liabilities,
revenues, and expenses in financial terms. The main information contained financial
data about already occurred events. Financial record keeping has been concentrated
on the information collection about the enterprise as whole (Banyes 1984, p54-55).
Therefore, financial record keeping had rather historic than future orientation and
almost no connection with the operative decision making. Operational-technical
record keeping monitored the materials provision, products physical movement
within plan, working efficiency, labour productivity, fulfilment of production and
realisation plans. The operational-technical record keeping contained information for
the operative management area.

Accounting departments within the enterprises focused mostly on the data collection
about inputs and outputs and preparation of statistical and external reports.
Operational-technical record keeping was handled usually by separate organisational
unit, often called as planning department. (Linnaks 1983, p9) Therefore, we can see
the interesting role of accounting department, where there is no scope for planning.

Although, there was no common practice to use accounting for enterprise
management, we can still identify the tasks or functions of accounting information
with the internal and external use. Statistical and financial record keeping can be
clearly associated with the financial accounting purposes preparing information for
external use. According to KyTtep (2004, p78) the financial record keeping can be
separated into internal and external part. Internal part serves the interests of
managers and external part the interest of parities outside the organisation. The
internal part included mainly cost information in order to calculate production cost,
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but it did not contain other necessary information for managerial planning and
controlling needs. Operational-technical record keeping was a part of accounting
which altogether served financial accounting area, but additionally supported also
the operational management and therefore, has also some connections with
management accounting area. Operational-technical record keeping contained
information for example about how many goods and machines were needed on a
daily basis, so the daily volume of production was known. The items were typically
calculated in quantity, not in money terms. (Enthoven et al, 1993, p4) The managers
were concerned mainly about production volume and not significantly about how
many financial resources are spent, because the main task was to control the
fulfilment of the plans.

Conclusions

We agree with the argument by Enthoven et al (1999, p34) that the concept of
management accounting, as it is called in the Western market economies, did not
exist as a clear discipline in the planning economy, although cost accounting and
cost analysis have been practiced extensively. Accounting systems included cost
accounting and analyses which have been concentrated mainly on the statistics
enabling to compare the actual results with planned targets. The closer examination
of accounting concept in the planning economy indicated that the roots of
management accounting still existed in the enterprises. Nevertheless, management
accounting information and detailed cost and profitability data were of limited use to
the management of enterprises in the planned economy as they had few discretional
decision-making responsibilities. In summary, accounting has different role and
tasks depending on the economic context.
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Summary
MANAGEMENT ACCOUNTING IN MARKET AND PLANNING ECONOMY

Kertu Laats
University of Tartu

The aim of the paper was to underline the differences of accounting information for
management in the two different economic systems - market and planning economy.
The accounting objectives and functions of planning economic structure have been
different from those of market economy because of distinct socioeconomic
conditions and objectives. In the market economy the primary aim of accounting is
to give information for decision-making and it has been classified into financial and
management part. In the planning economy there was no tradition to use the similar
classification. Accounting system in the planning economy was classified into:
financial, statistical and operative-technical parts. Management accounting
information and detailed cost and profitability data were of limited use to the
management of enterprises in the planned economy as they had few discretional
decision-making responsibilities.
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Introduction

The business environment can be characterized by permanent and quick changes.
These changes are caused by increased global competition, increased intensity of
changes in technology and better communication networks using the Internet. The
critical role of managers consists in continuous assessment of the firms
performance aimed at seeking steady improvement - potential development.
Standard procedures of performance assessment, which have been used in the past,
do not reflect new' entrepreneurship approaches. The most frequent questions that
address the evaluation of company’s performance of contemporary management are
the following: [1].

How well is the main company’s process organized?

How well is the innovation process managed and what is the position of the

company’s product, compared to the product trend? Does the company

set the trend? Or is it falling behind?

How good is the company's financial performance? Can it stand to the

benchmarked values? Is the shareholders value increasing?

How well does it stand in the eye of the customer? Does it satisfy the

customer’s needs?

How intensive and well defined is its corporate social responsibility?

The traditional methods of rating the company’s performance have concentrated on
measuring the benefits of cash inflows rather than providing an answer to the above
mentioned questions. The professionals have reacted with the development and
proposal of new models such as the Balanced Scorecard [2], and also proposing the
European model of EFQM - European Foundation for Quality Management [3]
and have therefore created a new paradigm for the measurement of performance. See
- Figure 1[4].
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Figure 1. The Change in Paradigm in Evaluating the Company’s Performance.

Can the Managerial Accounting Contribute to Identification of Processes
Which Create the Added Value?

Managerial accounting includes the organization of accounting process in the
company and the implementation of produced accounting information for
improvement of decision-making process. Managerial accounting does not
represent a firm set of regulations. The organizations differ in their goals and are
composed of different entities and parts so they cannot make use of the universal
system of methods and rules for performing managerial accounting. Managerial
accounting has to be adapted for the needs of optimal decisions. But organizations
are dynamic entities they develop in the time. Changing business environment,
global competition, and the personality of the leading manager causes the different
intensity of the change. CEOQO’s bring different leadership style, stress different
values and prefer specific approaches. Three most invasive changes influencing day-
to-day decisions of organizations are:

New information technologies

Global competition -forcing companies to relentless lowering of costs

Corporate social responsibility

Managerial accounting has to provide relevant information for all three of them. It
has to cope with processes and not with set of the rules. New information
technologies have brought incredible amount of information for decision-making
process. Net creates efficiencies through the economy, intensifying rivalry between
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competitors and lowering barriers to market entry. It can arm consumers and
suppliers with greater power because of their increased access to information,
enhanced ability to communicate with each other, and greater freedom of choice.
Net dramatically reduces search, coordination contracting, and other transaction
costs between firms.  Through Internet can companies communicate in real time
with the whole network included in business model. Companies that have slogged
through the tough work of building e-commerce systems - from ALCATEL to
BASF to NESTLE -have lowered their transactions cost and boosted efficiency.
Alcatel takes now 90% of its orders over the Net. saving hundreds of thousands of
dollars a year vs. manually entering sales. Another example is Pan-European Fish
Auctions, or PEFA.com, in Zeebrugge. Belgium. The privately held exchange sold S
200 million worth of fish over the Net in 2002, nearly double over the previous
year’s figure. Before PEFA was launched in 1998, distributors had to dispatch live
representatives to daily auctions held at various European ports. Through
PEFA.com, fish sellers in 18 ports auction their catch online to more than 200 large
buyers from all over Europe. (See. Business Week, May 12th, 2003, page 46). The
success of DELL Computer Corp. stipulated creation of internet business model in
service industry companies like health care giant Eli Lilly & Co., which had been
employing 7 500 workers in R&D. Their number has tripled since without keeping
them physically located in the buildings of the company. How was it possible? Eli
Lilly created on-line scientific body, called InnoCentive Inc., which organizes
contests for the participants regardless of nationalities or countries on solving
research tasks and the winners are being paid in cash.

But investment in the new technology will in the contrary substantially influence the
cost of the company. To compete in the global world means changing the company
philosophy- orientation on creating value for the consumers. This means that
companies must operate at lower cost and/or command a premium price, either
through operational effectiveness or by creating unique value for customers. To
increase operational effectiveness would require the identification of the processes,
which are critical for satisfying the consumers. These processes create value added
chain, which could be described as follows:

RESEARCH

&DEVELOPMENT-»DESIGN&TEST-*PRODLCTION*MARKETING->D
ISTRIBLTION» CONSUMER SERVICE «*RELATIONSHIP.

Whichever processes are not included in the chain be considered as the processes
which do not create added value for customers, shareholders and community. The
elimination of these processes lowers the costs and allows selling products by
lowering prices. So we have arrived to the role of managerial accounting. The core
contribution of managerial accounting consists in permanent analysis of cost -
benefit relationship. But in many situations to identify relevant costs and relevant
benefits (revenues) won’t be an easy task. There are basically problems of two arts:
a) Problems in identifying and measuring benefits

b) Problems in identifying and measuring costs
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a) The benefits of making a particular decision depend on the goals of the
organization. The achievement of some goals is not easily identified and measured
especially those connected with difficult quantifiable characteristics as for example
customer satisfaction. Traditionally have been the benefits measured of cash
inflows. The change in paradigm in measuring the company’s performance shows
Figure Nr. 1. But the cash inflow from a decision is not always known and most be
often estimated. For example, the benefit of introducing a new product would be
measured based on marketing estimates of future sales. Because these cash inflows
occur in the future, there will be some uncertainty in measurement. Also, cash flows
from different time periods should be adjusted for the time value of the money
before they are accumulated. Not all the benefits of a decision have immediate
monetary implications. Benefits such learning and training, improved working
environment, greater worker satisfaction and evaluation in the eyes of customers are
difficult to identify and measure in terms of money. These benefits have monetary
consequences in later years.

b) Problems in identifying and measuring costs. Cost represents the wuse of
organizational resources. Costs are easy to identify and measure when cash is the
resource being used. But, measuring the cost of using non cash resources is also a
problem. For example, what is the cost of using row materials in inventory? The
possible answers include purchase price, the current market price, or the future
replacement costs. Using the company resources whether in cash, inventory,
buildings or employees time, leads to forgone opportunities. If cost is used to buy a
machine, it can’t be used to hire a new employee. If a building is used to house the
office it can’t be used for assembly line or sold to another party. The size of the
forgone opportunity of using resources is the opportunity cost. The concept of
opportunity cost is consistent with cost/benefit analysis. Opportunity costs provide a
means of measuring the cost of a particular decision. The costs of each alternative
decision should be identified and measured in terms of forgone opportunity in using
the resources for other purposes. The identification and measurement of opportunity
costs may appear cumbersome and difficult, but they are appropriate costs for
evaluating organizations performance. Another problem creates sunk costs. Sunk
costs are costs that have already been incurred and can not be changed no matter
what action is taken. Because they have already been incurred and are, therefore, the
same for all possible alternative decisions in the present and in the future, and we
consider them as irrelevant. But the process of seeking the best alternative how to
allocate company resources should cover the whole value chain, which is shown
above. Managerial accounting should provide decision support in each of these
business functions. Customers are pivotal to the success of an organization. The
challenge facing managers is to continue investing sufficient resources in customer
satisfaction. Customers are demanding ever-improving level of performance
regarding: price, innovation, quality and time. These searches for higher level of
performance have been called continuous improvement. Continuous improvement
is fundamental to success in the global marketplace. Companies that are just
maintaining the status quo on the value chain are like a runner who is standing still
in an Olympics race. Last year’s records are sure to be broken this year. Athletes
who don’t improve continually are not likely to remain long in the winner’s circle.
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The same is true for companies. The Japanese used the term kaizen for continuous
improvement. Kaizen covers all aspects of organization activities: Total Productive
Maintenance, Labour Management, Cooperation, and Automation, Quality Circles,
Just in Time, Teamwork, and Customer Focus. Kaizen is not based only on the
traditional WHO, WHAT, WHERE, WHEN and WHY but much more stress is
being put on HOW? One of very often cited example * is the practice of the
Citizen Watch. Citizen Watch is the world’s largest manufacturer of watches.
Component part costs for each watch are a sizable percentage of the unit cost of each
watch. A central part of Citizen’s cost management system is kaizen budgeting. All
parts of its entire supply chain, including component suppliers, are required to
continually seek out cost - reduction opportunities. At its Tokyo plant, Citizens
budgets steady cost reduction of 3 % per year per purchased materials. Suppliers
who exceed this 3 % target retain for at least one year any cost reduction above the 3
% level. Suppliers who do not attain the 3 % target receive the “assistance “of
Citizen Engineers in the following year. But there is even more impressive example
on cost cutting war in the car industry - Toyota versus Nissan (see. Business Week,
April 9lh, 2001, page 22, 23.). For years Toyota Motor Corp. has steadily made use
of kaizen techniques to lower its production costs and get record profits. Nissan
reaction with his merging partner Renault has been approval of a highly ambitious
competitive plan for cost-cutting by 10 % in 2001, by dropping out its most
inefficient suppliers. Toyota has responded in completely changing its philosophy -
from the slow and steady approach to diminishing expenses to jump up decrease in
the cost of almost every type of auto part sourced from outside, by about 30 %. The
sweeping undertaking was the cornerstone of a plan dubbed CCC21, or Construction
of Cost Competitiveness for 21 century. The goal of the drive was to chop costs by S
8 billion by the end of the fiscal year of 2005. It is tremendous change. To get this
savings, using traditional kaizen approach would have asked for at least one decade.
How could they manage it? A key part of procedure -figuring out the lowest prices
paid by carmakers for 173 commodity type components, from rear view mirrors to
the bearings inside shock absorbers. Once Toyota has learned these benchmark
prices, it asks suppliers to match them as closely as possible without sacrificing
quality. The broader message for its long time suppliers has been clear - you had
better to follow. But to be “the lowest - cost producer of the highest- quality
automobiles “you need more than lower the costs of component parts. You have to
look for improvement in supply -chain, and human factors in order to produce one
care in around 24 hours. General Motors Corp. has taken this challenge seriously
and through pain staking rationalization of processes has come- to beat Toyota in
comparable category car product to 18-19 hrs. ! (BW -Feb 10th, 2003, page 42.).
The cost cutting war goes still on. In its new plant in the Czech Republic,
consortium of TPC proclaimed to build a new car in 14-15 hrs.

The Role of Small and Medium Firms

There are over 15 millions unemployed people within the EU and tens of millions
worldwide. Many scientific papers presented at the ICSB World Conference 2005 in
Washington concluded in their findings that there is overall world tendency for
decrease in the new start- ups. This tendency has been confirmed in the research
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studies performed at the European Universities as well as at the USA Universities.
To cope with these two problems would ask for more international cooperation and
more research in finding effective solutions. The SMEs perform in the same global
environment as big MNC but there are specific problems that affect SMEs more
than larger businesses:
they have more difficult access to capital and conclusively they can’t invest in
technological advancement
they have weaker position in acquiring state contracts
they don’t have enough financial means to have top experts on their payrolls
the system approach to a product development is not generally practiced
they have to compete very often with dumping prices of multinational
corporations
they do not possess enough expertise to follow and interpret the impact of a
steady inflow of new laws, regulations and prescriptions which create a
difficult business environment in the Czech Republic. (They often have to hire
a specialized consulting agency in order to obtain funding from the EU,
because of complexities of the application procedure).

Regardless of these barriers, SMEs represent a formidable economic force, creating
37 % GDP of the CR and providing employment for 60% of the labor force. Some
selected indicators can be seen from the (Table 1.)

Table 1. Number of Employees of SMEs in the Czech Republic. (The data put
together from the statistics of the Czech Ministry of Industry and Trade.),
WWW.mpo.cz

Year 2003 Number of Self- Total The Share of
Employees employment SME +Self Employees of
0-249 SME +Self-
employment
on the Total
Employed
Workers
Number of Number Total %
Businesses
Manufacturing 25 641 131 608 157 249 49,70
Construction 6517 88 756 95 273 80,18
Wholesale & Retail 55 250 194 857 250 107 80,40
Groceries/Restaurants 4 689 47 639 52 328 89,34
Transportation 5 173 40 531 45 704 29,93
Financial 901 28 998 29 899 21,74
Services 46 691 268 791 315 482 81,45
Agriculture 3578 39 167 42 745 85,00

Total 148 440 840 347 988 787 62,21


http://www.mpo.cz
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Some research has been undertaken at the University of Economics, aimed at
problems of entrepreneurial activities of SME. The first question being asked by
money providers deals with efficiency of small businesses. Logically the effort has
been directed on finding some general performance criteria which would include
traditional money values and the new ones, such as Balance Scorecard or EFQM.
Figure Nr. 1. shows the overall tendency to models which are more complex and
cover not only monetary criteria but the overall activity of the firms.

The First Experimental Research [5], Using EFQM - Small Sample

For the first pilot study project the EFQM model was used and a sample of two

companies was acquired for implementation. The short description of the EFQM:

1 Leadership (100 points) - mission, ethical code of behavior, delegation of
authority, structure, relationship with customers, performance appraisal.

2. Policies & Strategy (90 points) - how the strategy was implemented. The
overall work for supporting the information system. Effectiveness of market
research and its use for market prognosis and consumer behavior. Internal
reporting system and its organization.

3. Human Resources (90 points) - planning, recruiting and skills development of
employees.

4. Partnership & Resources (90 points) - partnership with suppliers and
community. Effective use of financial resources, financial strategy, investment
in technology, R&D.

5. Processes (140 points) - how well are the main processes organized? The
detailed description of processes, parameterization of processes and its outputs.
ISO 9001. Services and customers.

6. Customer Satisfaction (200 points) - quality, safety and reliability of a firm’s
product, customer loyalty, CRM.

7. Results Concerning Employees (90 points) - motivation and transparent
options for promotion. Performance appraisal of individual’s effort. Working
environment

8. Results Concerning Social Responsibility’ (60 points) - image in the public,
corporate social responsibility, environmental protection.

9. Performance and Results ( 150 points ) - summarization of key results
covering:

Financial performance i.e., cash flow, liquidity, EPS, sales, revenues, net
profit,
Intangibles, expertise, knowledge - based progress etc.

TARGET COMPANY: AXIS Ltd.

Axis Ltd. is a company well established on the Czech market, belonging to the SME
group, producing a broad spectrum of steel products - production of steel
constructions, technological facilities, high pressure pots, reconstruction of
machinery equipment, assembly of gas equipment, machine tool shaping etc.

The company was subject to a certification process in 1999 according to 1SO 9001
norm, and gained the corresponding certificate. This research study has made use of
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a standardized questionnaire of EFQM, recommended by National Centre for
Quality. The questionnaire consisted of fifty questions which were to be answered
using a self assessment procedure. The answers had to follow four grade

evaluations:

A. Fully accomplished - excellent process or result, fully implemented.

B. Considerable progress- giving enough space for improvement.

C. Moderate progress - needs further research. Bringing good results if
implemented.

D. There are no measurable results. There are some good ideas which were not

seriously reviewed or practiced.

The self assessment process has been implemented at the top and middle
management levels of the company. The results of the overall evaluation can be
seen on figure 2.

0O Scored Points m Maximum points

Figure 2. AXIS - Assessment According 9 Criteria of EFQM.

Conclusions

Managers of AXIS have to direct their attention to the improvement of customer
satisfaction or to implement a system of CRM. The next recommendation would be
to pay more attention to create a clear and effective strategy concerning main firm
processes.
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Development Potential of a Company, an Alternative Approach to
Measurement of Successful Performance.

The authors [6],[9], define development potential as a set of tangible and intangible
factors directly influencing contemporary and the future success of a company.
Development potential in this interpretation is a vector of six components describing
basic areas of a company’s activities. Within each component, six characteristics
follow. The model had been originally developed at the University of West
Bohemia in the U-SME innovation project, supported by the Leonardo da Vinci
programme of the EU [7]. The definition of development potential and its
components was followed by field research using the structured questionnaire. A
sample used in the research consisted of fifty companies active in different
industries in North Moravia and five companies from the Pilsen region. Field
research in North Moravia was performed by the Faculty of Management of Tomas
Bat’a University in Zlin in the second quarter of 2002 [7] and it was continued by the
collection of data from more companies in both regions. Conclusions presented in
this study are based on data acquired from fifty companies from the following
industries: 13- rubber and plastics, 20- machinery, 12- steel and steel products, 5-
mechanical engineering. For the description of DP have been used the following
components:

e Strategy and Planning: strategic control system, mission and vision of a
company. Awareness and sharing a vision by employees.

¢ Marketing: marketing costs can be today as high as 50% of total expenses. It is
traditionally the weakest point of many Czech companies. The following factors
were subject to analysis: market research, market positioning, competitor’s
analysis, and advertising.

e Production Processes and Technology: does the company follow its
competitors or does it set up a trend? Is there an internal innovation centre, or
does the firm make use of licenses? How is the innovation process organized?
How is the technological development and its applications in products and
production processes implemented? Although innovation is a central issue
discussed in connection with the development potential, innovation itself is not a
goal, but only a tool in achieving company goals.

e Quality and Environment: these are assessed in relation to EN I1SO standards.
Quality goals are measurable and consistent with the quality strategy. From a
microeconomic point of view, the environment is treated as a public good or
negative externality.

e Logistics: (Supply Chain Management) - complete system of planning,
organizing, realizing and controlling the flow of goods. The role of outsourcing
and its impact on lowering (increasing) costs.

 Managing Human Resources. Support of MIS for Integration of All
Informational Activities i.e. approaches to information processing and use of
internet technologies. Motivational systems, learning processes, company
culture and knowledgeable management.
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The development potential assessment was performed in three steps. In the first step,
the development potential of individual components was evaluated. In the second
step, the overall assessment was determined and in the third step the classification of
the company was done according to its overall assessment and put into one of the
four categories (C, AB, B, A). The classification of companies into the
corresponding categories was done according to a set of European Standards - EN
ISO 9000:2000, which specifies the rules and system terminologies and on the
British norm BS 7000-1:1999, providing a manual for management of development
processes and innovations in long time periods. The classifications of companies
according to their development potential are shown in the following (Table 2.)

Table 2. The Classification of Companies According to their Development Potential

Evaluation of Development Type of Company according to its
Potential Development Potential
1.00-1.49 C
1.50-2.49 AB
2.50-3.49 B
3.50-4.00 A

Companies classified as C are not ready to implement development activities, to
improve their performance and to better satisfy their customers. If they want to
develop, they should first implement fundamental changes in their organization and
other basic company processes. Companies classified as AB are prepared to
complete changes necessary for improving their performance, but must consistently
improve their basic processes. Management training can help to achieve long-term
goals. Companies classified as B can employ and further develop their potential and
they are prepared to undergo a certification process according to corresponding 1SO
standards. Class A includes companies with the highest development potential,
highly competitive, high performers successful in mid- and long-term horizon. Nine
of these companies were classified as AB, twenty seven as B, fourteen as A. There
was no company classified as C. The total average achieved in the four-point scale
was 3.06. The results were processed using one- and multi-dimensional statistical
analysis.
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Multidimensional Regression Analysis

In multidimensional regression analysis, the development potential was treated as a
dependent variable, while its components were treated as independent variables. The
resulting regression model had the following form:
DP = -0.0037 + 0.1809 * Quality and environment

+ 0.1683 * Logistics

+ 0.1938 * Marketing

+ 0.1488 * Information systems and human resources

+ 0.1775 * Strategy and planning

+ 0.1305 * Production processes and technology

Conclusions

The development potential includes factors which can be influenced by the company
owners and managers. They had a considerable effect on the financial performance
and correlate with value creation. Although marketing is the most sensitive factor,
its values in the sample were the lowest. It confirms the general experience, that
Czech companies generally have a lack of marketing expertise and do not
collect information about customer’s behavior. (Confirmed also by conclusions
of the AXIS case). Production processes and the technologies components
achieve the highest values. For firms in the sample this component is of the highest
importance. It was demonstrated that this component provides the best one-
component estimate of the total development potential and its correlation with ROE
is the strongest. Companies having leading positions in technology and having
high quality products attract employees and satisfy their customer’s needs.
Strategy and planning component significantly influences classification of the
companies according to their development potential, but its explaining power is low.
It confirms that the dependence between the performance measurement and the
strategy is rather weak. Correlation analysis has proven to be a both-sided
statistical dependence between the development potential and ROE. It indicates
that, when DP is growing, the value of the invested capital by company owners is
also growing. The results had demonstrated that the company with a higher DP has
the potential to satisfy its customers, owners and other stakeholders. Finally, an
important precondition for implementation of the DP assessment procedure is the
understanding, learning and willingness of companies’ management to practice it.

The Development Potential of Czech SME - Enlarged Sample

Enlarged Sample of SMEs and their characteristics: The sample consisted of 95
SMEs [8], which were described by following characteristics:

Number of Employees:

a) 1-9(32 % ofthe sample)

b) 10- 49 (32 % of the sample)

c) 50-250 (31 %)

d) N/A (5 %)



Anna Stankova

Sales in 2002:

a) < 250 mil. Czech crowns (69 %)
b) 250- 1.450 mil (14%)

c) more ( 16 %)

d) N/A (1 %)

SME by Industry:

a)
b)
0
d)
€)
f)
9)
h)
i)
)
K)
i}
m)
n)
0)
p)

Retailing

Services

Building

Machinery

Electronics

Metal industry

Chemical and pharmaceutical
Food and beverages
Agriculture

Power engineering

Wood processing

Textile and clothing industry
Transportation

Insurance

Other

N/A- not filled in ( or performing more different activities)

Figure 3. SME by Industry.
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Production Is Aimed at:

a) Domestic market (56 %)
b) International market (0 %)
c) Both (43 %)

d) N/A (1 %)

The Evaluation of Development Potential of Czech SME - Enlarged Sample

In the third stage the same questionnaire was used to examine 95 SMEs
(heterogeneous group). The same six characteristics correspond with categories used
in the second research study were chosen.

Conclusions

The last phase of research is still taking place, so we can make some preliminary
conclusions. The same questionnaire has been used as in the previous stages as well
as the same self assessment technique, so the conclusions are fully comparable. It
gives us a sample of 145 SMEs covering a broad spectrum of companies. The latest
evaluation has brought evidence that more than 50% of the companies do not create
any vision and corresponding strategy (though we have proven that the dependence
between performance measurement and the strategy is rather weak). More than
30% do not perform marketing activities and do not practice CRM. Almost 50% of
sample companies produce using licenses or copying products. Only 50% of
companies make use of their own R&D for the products innovations. Just 28%
underwent certification processes, 70% do not create integrated supply chains and
logistic processes and almost 50% of the companies do not have MIS integrated.
The motivational systems are not satisfactorily composed. This set of preliminary
conclusions gives us a clear direction of how can we proceed with further research
in order to help SME in the Czech Republic to increase its competitiveness within
the EU.

CHALLENGES FOR FUTURE RESEARCH:

. HOW TO IMPROVE PRODUCT DEVELOPMENT?
The interviews and research conclusions have proven that the majority of
SMEs need to learn a new method for efficient product development.

e« THE PSYCHOLOGIAL FACTORS AND PERSONAL ATTRIBUTES
NECESSARY FOR SUCCESSFUL MANAGEMENT OF SME.
The Czech Business Schools will have to focus on the development of more
courses, focused on entrepreneurship.
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Summary

THE NEW APPROACHES TO THE PERFORMANCE ANALYSIS OF SMEs
(IN THE CZECH REPUBLIC)

Anna Stankova
University of Economics, Prague

This paper discusses the conclusions of some research projects undertaken at the
University of Economics in Prague, aimed at the measurement of performance of
SME. The aim of the initial project was to test some recommended methods and
models and its practicality for SME. For this purpose, a small sample of just two
companies was chosen. It has revealed that even companies certified according to
ISO EN have the weakest point in marketing expertise and strategy creation.

The next stage started with the formulation of a new hypothesis. Which factors
should be included in the evaluation of the future successfulness of a firm? How to
define the development potential? To answer these questions, a much larger sample
has been analyzed. Fifty companies were analyzed according to six components-
strategy and planning, marketing, production processes and technology, quality and
environment, logistics and human resource management. Several statistical methods
were used to analyze the interdependencies between the main group factors and the
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six remaining determinants. The conclusions of the self assessment approach were

used by placing the companies into four groups A, B, AB, and C, which express the
development potential.

In the third stage the same questionnaire was used to examine 95 SMEs
(heterogeneous group). The conclusions have proven that more than 50 % of
companies do not have any mission and corresponding strategy. More than 30% do
not perform marketing activities and do not practice CRM. Almost 50% of the
sample companies’ produce using licenses or by copying products. Only 50% of
companies make use of their own R&D for the product innovations. Just 28 %
underwent certification processes, 70% do not create integrated supply chains and
logistic and almost 50% of companies do not have their MIS integrated.
Motivational systems are not innovatively created.
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THE REASONS FOR CHANGES IN THE CONTROL OF DUTCH LOCAL
GOVERNMENT

Henk ter Bogt
University of Groningen

Introduction

The last fifteen years have seen a succession of changes in different aspects of the
management control of Dutch municipalities and provinces. Many municipalities
and provinces, further denoted here as local government, decentralized their
organizational structures, adopted new management methods like integral
management, and introduced contract management, customer-orientedness, output
and outcome budgets, and quality models. Moreover, they often implemented
human resource management instruments, such as job appraisal interviews and
knowledge and competence management, or they enhanced the role of these
instruments.

Some of the reforms that were introduced probably were a success, but others were
dropped after a while. It is interesting to find out more about the reasons why local
government organizations in the Netherlands have introduced so many reforms in
their financial management and other control aspects. Besides, it is interesting to
find out more about the effects of the reforms on the organizations and citizens.

The literature discusses different reasons for the introduction of changes in
accounting systems and, more generally, the financial management and other aspects
of the control of organizations. Sometimes, a striving for more economic efficiency
and effectiveness is supposed to be the main reason for changes in the control. In
other cases, social (institutional) pressures and the wish ‘to look modem’ are
regarded as important reasons for organizational change. This paper considers the
reasons for the various changes in management control that were introduced in
Dutch local government and to some of the effects of the changes. Mainly based on
interviews, the paper pays specific attention to reforms in the area of financial
management, but its focus is more broadly on the various control instruments that
are used.

The paper is structured as follows. The next section briefly explores the literature in
the field of contingency and institutional theory and develops the research questions.
Section 3 summarizes the changes introduced and some findings from previous
research on financial management changes in Dutch government organizations.
Section 4 presents the research method for the empirical research and some of the
findings from the interviews in government organizations. The final section briefly
discusses the findings and also includes some conclusions of the paper.
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Factors that may induce changes in the control of organizations

Researchers have used contingency theory as well as (sociological) institutional
theory to explain changes in organizational control. Below, contingency and
institutional theory will be briefly explored to develop some general research
questions, which gave guidance to the empirical research.

Contingency theory

The management control system of an organization includes all the resources that
the management has at its disposal in order to control and manage the organization
while striving to ensure its continuity. The accounting system and financial
management system are part of an organization’s overall management control
system which, besides other internal and external factors, may influence its
performance and effectiveness (Otley, 1980, p. 421; Bimberg, 1998; Donaldson,
2001, pp. 7-11).

Contingency theory is mainly interested in the influence that factors (‘variables’)
may have on the control forms an organization chooses. These control forms, in
turn, are supposed to influence the economic efficiency and effectiveness of the
organization. According to contingency theory, the set-up of an organization’s
accounting and financial management system depends on one or more specific
contingent variables, such as the uncertainty and dynamism in the organization’s
external environment, its size, or its strategy (Thompson, 1967; Chenhall, 2003, p.
157; Tillema, 2005). It is interesting to research whether this is also true for Dutch
local government organizations. Contingency theory is a functionalist approach. One
of its basic assumptions is the idea that organizations ‘rationally’ choose the means
of achieving their objectives, where rationally means that they base their choices on
considerations of economic efficiency and effectiveness, in order to ‘survive’ in the
long run.

Institutional theory

Institutional theory emphasises the influence that structures in society and the social
and cultural aspects of an organization’s environment - such as the rules, knowledge,
standards and habits (‘routines’) in a particular group or society - and their
development have on that organization and its efficiency - and vice versa.

Old institutional theory discussed organizational forms, and their efficiency, as well
as other institutions (Commons, 1931, pp. 649-650, 654-657; Covaleski et al., 1995,
pp. 26-30). However, most authors in the field of sociological institutional theory,
were this paper focuses on, are the opinion that economic considerations do not
adequately explain why many organizations are so alike and tend to introduce
similar innovations (DiMaggio and Powell, 1983, pp. 149-157; Meyer and Rowan,
1977, pp. 353-355). Sociological institutional literature focuses on the influence of
institutional factors - such as rules, values, habits, power, and internal and external
pressure - on change processes in organizations. It is concerned, for example, with
the question of mimicry (i.e., why do organizations in a certain sector often mimic
changes in organizations around them?), and of why fixed templates for
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organizational change and thus ‘isomorphic’ organizations come into being
(DiMaggio and Powell, 1983). From a sociological institutional perspective, the
introduction of ‘businesslike’ management styles in government and the increased
focus on outputs, could possibly be regarded as an answer of government
organizations to external changes in expectations and rules (i.e. in the institutions).
However, probably sometimes formal changes are introduced only for reasons of
‘external legitimation’, whilst the information provided by a new system is hardly
used for internal decision-making and control (Ansari and Euske, 1987, pp. 557-
564). In such a case, internal control and decision-making are probably only ‘loosely
coupled’ to a formal information system which is based on external rules and
expectations (Meyer and Rowan, 1977, pp. 352, 356-359).

By conforming to much-used organizational forms and working methods ('myths’),
an organization may seek to avoid critical questions from its social environment and
try to achieve external legitimacy. In other words, an organization may consider it
socially advisable to imitate other organizations; i.e. to adopt ‘socially rational’ and
‘socially efficient’ behaviour (cf. ter Bogt, 2003a. pp. 160-163)." Probably, socially
rational behaviour exists alongside economically rational behaviour. Both kinds of
rationality might play a role in organizations striving for continuity.

Based on this brief exploration of contingency and institutional theory, the following

research questions have been formulated:

1 To what extent do local government organizations alter their management
control system in order to increase their economic efficiency?

2. To what extent are the changes local government organizations made to their
management control based on mimicry and are they 'ritual’ changes, which are
implemented primarily for reasons of external legitimacy and social rationality?

3. To what extent is there a measurement of the effects on economic efficiency
and effectiveness of the changes in the control of local government
organizations?

Recent changes in the planning and control of Dutch local government

A sketch ofNPM-like changes in local government since about 1985

As in several other countries, organizational structures and performances of central
and local government organizations in the Netherlands were criticised in the 1980s.
The critiques resulted in many changes, ranging from deregulation to
decentralization and privatization, the use of private sector management techniques,
the introduction of output budgeting, performance indicators, quality management
and job appraisal interviews, and other elements of New Public Management (NPM;
Hood. 1995). Traditionally, as is other countries, the financial management of the
Dutch local government was highly input-oriented, i.e. organizations were
controlled by means of financial budgets. The adoption of output- and performance-

: Social efficiency might be defined as the amount of resources, including time and energy,
which an organization needs to invest in contacts with persons and groups within and outside
the organization in order to achieve its ow n plans and aims.
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oriented planning and control and management approaches in the 1980s and 1990s
was at the core of the innovations in Dutch local government organizations. Accrual

accounting was introduced in provinces already in 1979 and in municipalities in
1985.

In the 1990s, many local government organisations in the Netherlands introduced
output-oriented planning and control documents, such as budgets, interim reports
and annual reports. These documents include information about the performances of
the government organization.2Especially the Public Management Initiative (PMI; in
Dutch: project Beieids- en Beheers Instrumentarium - BBI), which was started in
1988 and set up high ambitions, became very popular among Dutch municipalities
and provinces (van Helden, 1998). With PMI, which was an NPM-like project, most
municipalities and provinces introduced decentralized organizational structures and
such instruments as job appraisal interviews, which is an element of human resource
management. Further, they introduced private sector management techniques and
sought to improve their insight into the performance and outputs of their
organizations and to increase efficiency, transparency and public accountability (ter
Bogt, 2004, p.221). Initially, municipalities and provinces mostly organized their
decentralized units by policy field. However, since the mid 1990s many
organizations introduced new changes and nowadays decentralized units are often
formed around certain types of processes. Moreover, recently several organizations
re-centralized their staff activities, for example in the field of IT, finance and human
resources management.

Since 2004, the new Governments Accounts Act obliges provinces and
municipalities to make a distinction between policy-based outcome budgets and the
output budgets.3 In municipalities, the municipal council decides the outcome
budget, which is a broad outline of future activities, the resources involved and the
outcomes to be achieved. The municipal executive exercises control by means of the
more detailed output budgets, stating products to be delivered and resources that can
be used. In provinces, similar changes took place. Municipalities and provinces are
free to decide about the information included in the output and outcome budgets and
their layout. As the outcome budgets were introduced recently, they have not been
really researched yet.

: In the Dutch government the term performance is primarily reserved for activities, outputs
and outcomes. In this paper, too, the concept of performance does not focus on inputs, but on
activities, outputs (goods or services) and outcomes, and related aspects, such as data on
processes, quality and service and unit costs of outputs.

1 This change is a consequence of the introduction of the so-called dual system of government,
which was introduced for municipalities in 2002, and which means that the responsibilities and
powers of the municipal council are now more clearly separate from those of the municipal
executive, i.e. the mayor and the aldermen. In the new system, the municipal council is
supposed to outline policies in a more explicit fashion than in the past in the outcome budget,
with the municipal executive being clearly responsible for policy execution. The introduction
of the dual system has also resulted in various changes to the municipal planning and control
process. For provinces, a similar dual system was introduced in 2003.
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Somefindingsfrom previous research into the effects of NPM-like changes

Previous research shows that a large majority of the municipalities and provinces in
the Netherlands have introduced decentralized organizational structures and
performance-based financial management systems, mostly as part of a broader set of
NPM-like initiatives. In 1997, a survey showed that already approximately 75% of
the municipalities in the Netherlands had applied output-oriented planning and
control instruments. This survey also indicated that the smaller the municipality, the
lower the average use of these instruments (Moret, 1997). In an examination of the
12 Dutch provinces, van Helden (1999, p. 248) also found that medium and large-
sized provinces used performance budgeting more intensively than small-size
provinces.

However, the research findings also show that generally the information in the
output budgets and related documents was incomplete and that its quality was
insufficient. It seems doubtful whether the claims made for these innovations, such
as contributing to efficiency and effectiveness, have been realized. Often, several
indicators in the budgets do not refer to outputs and outcomes, but to inputs and
activities. The budgets include almost no ‘textbook format’ output information, i.e.
not such information as the number of units supplied multiplied by the unit costs.
Van Helden and Johnsen (2002) found that information about, for example, quality
standards and costs per unit, which could be relevant for assessing effectiveness and
efficiency, played an insignificant role. They indicate that such information as the
number of products or service units available or delivered could be interesting to
obtain a general picture of the activities of a municipality. However, it is
questionable whether such information is very relevant for decision-making.
Further, the controllability of the performance indicators seemed to be disputable
(van Helden and Johnsen, 2002).

Bordewijk and Klaassen (2000, p. 94) concluded that the real planning and control
in local government still is mostly based on financial budgets. Such stakeholders as
politicians and consultants generally emphasize that the development of
performance indicators is crucial to public sector reforms. However, the Dutch case
seems to reveal that in practice many indicators are limitedly used for decision-
making and evaluating performances (ter Bogt, 2001, 2003b, 2004).

Reasons for the succession of management changes in Dutch local government

The previously sketched research findings suggest that the success of the NPM-like
changes introduced in the Netherlands is doubtful - and that it is probably (much)
lower than expected at the start of the PMI-initiative. This raises the question why
many organizations continued to frequently introduce major management changes.
This question seems to be even more relevant as the literature on change processes
sometimes suggests that it may take several years, probably even five, to really
implement major changes in the financial management and other control aspects of
organizations (see e.g. Shields and Young, 1989). Are these local government
organizations just interested in every new management fad, or are they introducing
the changes because they are striving for an increase in efficiency and effectiveness?
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Research method

To find some tentative answers to this question, 23 politicians and professional
managers in twelve municipalities and two provinces were interviewed in 2004-
2005. The interviews took place in such municipalities as Assen, Eindhoven,
Hengelo, Hoogezand-Sappemeer, Nijmegen, Rotterdam, Smallingerland and The
Hague (with between 35,000 and 600,000 inhabitants) and the provinces of
Groningen and Fryslan (575,000 and 640,000 inhabitants, respectively). Twelve
interviewees performed activities in the field of financial management, whilst eleven
were working in various other policy areas, such as spatial planning, public works,
social security and welfare.

The previously developed research questions served as a guideline for the interviews
(cf. Eisenhardt, 1989, p. 536). The interviews and the additional written information in
reports that was obtained from some of the organizations do not allow for in-depth case
research. However, the descriptive and exploratory research that was conducted can
probably help to gain more insight into the opinions of the interviewees and into the
actual state of affairs, and it may generate ideas to focus on in further research.

Somefindingsfrom the interviews and the reports

The research findings which were previously presented mostly focused on the
quality and use of financial management instruments, such as product budgets,
interim reports and annual reports. During the interviews, the financial management
was discussed in combination with other reforms in the management of the
organizations. This brief paper only allows for a summarized presentation of some
of the research findings.

By and large, the interviewees indicated that their organizations introduced the kinds
of changes in their organizational structure and financial management that were
mentioned in the previous section. Many of them brought forward that in recent
years there has been much attention for changes that relate to human resources.
Several interviewees indicated that there was a gradual shift from ‘technical’
changes, such as changes in organizational structure and financial management, to
changes that relate to organizational culture and the employees, such as their attitude
and competences. This does not imply that technical aspects are irrelevant nowadays
or that no attention at all was paid to the attitude of employees before. However, it
does suggest a change in the areas for special attention, i.e. a shift from
decentralized organizational structures around the end of the 1980s and early 1990s,
to output-oriented planning and control at the beginning and mid 1990s, and to
quality models, integral management and human resources management since the
end of the 1990s.

The goals of the management changes were mostly relatively clear in broad main
lines, the interviews suggest. However, some interviewees said that the changes not
always were sufficiently prepared, for example because there was a fear to lag
behind the developments elsewhere. In other cases, plans seemed not to be
considered thoroughly because some enthusiast individuals had the opportunity ‘to
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go their own way’. Sometimes, the goals of individual changes were not defined
clearly, or they were altered during the implementation process. Such alterations
were considered as partly inevitable, because in complex change processes it is not
always possible to rationally draw a detailed implementation path in advance.
However, insufficient preparation of changes and the following of fads also caused
serious delays in implementation processes, or change processes which were
deserted halfway.

The reasons that were mentioned for the various and frequent management changes
varied. Many interviewees referred to a desire to improve the quality of services
delivered to citizens, a wish to raise the flexibility and transparency of their
organization, and a need to increase efficiency and effectiveness because of (new)
budget cuts imposed by central government. Some of the other reasons that were
mentioned by interviewees were the frequent introduction of new instruments by
consultants and academics, and a desire not to be regarded as a ‘wally organization’
that sticks to traditional methods of working. Moreover, interviewees indicated that
they felt a need to react to the increasing demands of citizens after serious incidents
in some municipalities that raised nationwide attention and much discussion in the
press, and the ever increasing speed of developments in society. Political
‘impatience’ and the need for politicians to show ‘quick results’, especially since
citizens have become more critical of politics and government, also are mentioned as
factors creating pressure to introduce new changes frequently. It might seem that,
after the great concern which was caused by falling turnout rates in local elections in
the beginning of the 1990s, the rise of ‘populist’ parties and the more volatile
political preferences of considerable groups of voters since about 2002, raised a
feeling of uncertainty amongst politicians (and perhaps amongst professional
managers, too). This may have intensified the need politicians feel to improve the
performances of their organization. To summarize, it seems that, on the one hand,
the various influences and developments put pressure on local politicians and on
local government organizations to improve their performance and incited a ‘real’
wish to increase efficiency and effectiveness. On the other hand, in several cases
they also may have evoked that more attention was paid to the ‘appearance’ of local
government organizations.

Performance measurement in local government, too, partly seemed to originate from
economic rationality, whilst ‘appearance’ also may have played a part. For example,
it seems that the organizations of all interviewees were seriously involved in various
benchmarking projects with other organizations. Although some of them were the
opinion that benchmarking was a new ‘plague’ for the government sector, several
interviewees regarded benchmarking as an instrument that, despite problems with
comparability, could be helpful to improve performances. Apart from the benchmark
studies, which can give an indication of an organization’s relative efficiency and
effectiveness, many municipalities and provinces initiated systematic research on
citizens’ opinions on public service delivery. This may also give some indications of
the effectiveness of local government. On the other hand, most of the interviewees
said that their organization did not integrally and structurally evaluate efficiency and
effectiveness. Only in specific cases, for example when there were problems in a
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certain department, an external consultant sometimes did a quick scan to assess
efficiency and effectiveness. In reports, too, there was hardly any information about
efficiency and effectiveness and their development. One of the reasons mentioned
for this was that it is often hard to measure efficiency and effectiveness in
government organizations. However, as one professional manager put it, it also
seems that most government organizations still were more interested in making
plans and ‘looking ahead’ than in critically evaluating the effects of decisions in the
past.

Because they lacked factual data on the development of the efficiency and
effectiveness of their organization, the interviewees indicated that it was impossible
for them to draw firm conclusions about the effects of the (individual) control
changes. However, in the perception of most of them the combined effect of the
various changes on the effectiveness of their organization was slightly positive.
They indicated that the combined changes also seemed to have (slightly) positive
effects on the quality of the services supplied to citizens, the quality and labor
satisfaction of the employees, and the realization of the political goals of the
organization.

Several reports were available about citizens’ satisfaction levels with various aspects
of the services provided by local government organizations. In principle, these
reports might give tentative impressions of changes in the effectiveness of local
government. However, municipalities and provinces that have such reports drawn
up, mostly only do so since some years. So, it is not very clear yet whether the
satisfaction with local government services increased in the course of time (neither
do the reports univocally indicate whether a change in satisfaction is a consequence
of management changes). Citizens’ opinions about government, politicians and civil
servants in general may be rather negative. However, the data suggest that most
citizens are (moderately) satisfied with many of the concrete sendees provided by
local government.

Most organizations paid noticeable attention to the improvement of performances in
recent years. This was done not only by measuring ‘citizen satisfaction’ but also, for
example, by underlining the importance of performances and a client- and result-
oriented attitude of the employees. Several organizations started quality
improvement projects and (new) projects to change the organizational culture, in
combination with the development of performance-based human resources
management. For example, in recent years most organizations focus much more than
before on strengthening a culture of ‘sticking to one’s word’. Approaches were
introduced to systematically make agreements between managers and their
subordinates about a subordinate’s performances, personal development and
competences and to discuss these once or several times a year. Further, some
organizations developed or enhanced systems for performance-related pay of civil
servants, also at lower levels of the organization. Interviewees said that, apart from
factual data, subjective ‘impressions’ admittedly played a part in these forms of
performance-orientedness. However, they mostly were rather positive about the
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effect of the increased attention for organizational culture and human resources
instruments on the quality of services and effectiveness.

At the end of each interview, a brief questionnaire about the effect of various
individual management changes which was presented. This showed that, on average,
respondents who are working in the financial sphere of activity are less positive
about the effects of the various changes than the others. However, for most items the
differences between the two groups are not statistically significant, probably because
of the small sample. It could be interesting to further research possible differences in
the perceptions of stakeholders with a financial and a non-financial background.

Discussion and conclusion

In the last fifteen years, many local government organizations in the Netherlands not
only changed their planning and control instruments, but also several other aspects
of the control of their organization, such as the organizational structure and the
human resources management. Previous research showed that a contingent factor
such as size might influence the degree to which such changes were introduced.

The interviews with 23 politicians and professional managers indicate that, on
average and all in all, they are more or less positive about the effects that the various
changes they implemented had on the effectiveness of their organizations. The
interviews suggest that such reasons as mimicry and the ‘wish to look modem’,
mentioned in sociological institutional theory, are relevant to a certain extent. A
need for external legitimation, i.e. social rationality, seems to play some part in the
introduction of the management changes (see research question 2). This need might
be intensified because politicians realize that the press or citizens, who are the
voters, may not judge politicians only in terms of economic efficiency (see also
Wilson. 1989, pp. 131-134; ter Bogt, 2003a, pp. 161-163). Such aspects as equity, or
an organization’s appearance and citizens’ impressions of government could be
relevant, too.

However, most interviewees strongly emphasized such aspects as the need to
improve the quality of services delivered to citizens and the wish to increase
efficiency and effectiveness. Although the organizations researched did not
integrally evaluate efficiency and effectiveness, all of them were involved in
benchmark projects (research question 3). Besides, most of them - especially the
larger ones - were also involved in doing research into the satisfaction of citizens
with various outputs and policy aspects. This suggests that a ‘rational’ striving to
increase economic efficiency and effectiveness - as it is mentioned in contingency
theory and suggested in old institutional economics - also plays an important part in
the frequent succession of changes in the control of Dutch government organizations
(research question 1).

The questionnaire that was presented to the interviewees showed that, on average,
they highly ranked the effects on efficiency and effectiveness of such instruments as
job appraisal interviews (which have become more structured and performance-
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oriented), quarterly accountability interviews between politicians and professional
managers, competence management and integral management (which means that a
department manager, within certain boundaries, has responsibility for financial
matters and personnel policy, too). This suggests that especially ‘soft’ management
instruments are appreciated. However, it may be doubtful whether these instruments
are used in a soft way, as in most organizations human resources management
nowadays seems to focus on ‘businesslike’ aspects such as competences, a client-
oriented attitude, performances and accountability of employees.

Many changes in the field of quality management, organizational culture and human
resources management were introduced only recently, so that negative effects
probably were not observed yet. It is not clear whether this played a part in the
interviewees’ relatively high appreciation of recent changes. It is obvious, anyway,
that in comparison to the ‘technical’ changes in organizational structure and
planning and control, the recent projects in the field of organizational culture and
human resources management mostly were valued higher. In themselves the output-
oriented planning and control instruments introduced are lowly appreciated.
However, they may have influenced the way of thinking in government
organizations. In that way, output- and outcome-oriented planning and control could
be favourable towards the recent efforts to introduce a more performance-oriented
culture and a performance-based human relations management in Dutch local
government organizations.
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Summary

THE REASONS FOR CHANGES IN THE CONTROL OF DUTCH LOCAL
GOVERNMENT

Henk ter Bogt
University of Groningen

The last fifteen years have seen a succession of changes in the management control
of organizations in the Dutch local government sector, i.e. municipalities and
provinces. These changes relate to, for example, organizational structures, financial
management and human resources management, and also to IT. Many organizations
decentralized their organizational structures, they adopted new management
methods like integral management, and they introduced contract management,
output budgeting, customer-orientedness, quality models, job appraisal interview's
and competence management. This paper researches why so many management
changes were introduced. The main focus is on changes in the field of accounting
and financial management, such as the introduction of output- and outcome-oriented
control, and their effects. However, these changes are studied together with other
changes in the management of Dutch local government organizations. The empirical
findings suggest that in many organizations mimicry played a part in the
introduction of the changes. However, it seems that there also was a real striving to
increase the efficiency and effectiveness of governmental organizations. All in all,
most interviewees are slightly positive about the effects of the various changes on
the effectiveness of their organization.

Keywords: management changes, planning and control, local government,
efficiency, mimicry, exploratory research



CRITICAL ANALYSIS OF THE CONCEPT OF CONTROL ACCORDING
TO IPSAS REFERING GERMAN AND ITALIAN LOCAL GOVERNMENTS

Giuseppe Grossi, Isabell Srocke
University of Siena

1. Introduction

Local Governments are passing through a difficult period of transition. Because of
the low economy in many industrial countries local governments are faced to small
financial resources. Besides, citizens have changed their expectations about public
services. This has occurred within a context in which social efficiency, in addition to
management efficiency and effective satisfaction of the community’s needs, have
together acted as key elements in promoting a new model of local government
(Schedler/Proeller, 2000). This model is focused on the process of decentralisation
of public services and the constitution of the municipal corporate groups.

On one hand this development helps local governments to meet the changed
expectations of the citizens, on the other hand there is a lack of information about
the financial situation of the local government and how it is influenced by the
decentralised organisations.

Consolidated financial statements are useful accounting instruments in order to
improve internal and external accountability and to provide an overall true and fair
view of assets and liabilities and the profit or loss of the year (Grossi, 2004; Srocke,
2004). The obligation to present consolidated financial statements is ruled by the
concept of control. It rules which decentralised organisations owned by the local
government has to be included in the consolidated financial statements. IPSAS 6
changed the conditions of control use in the private sector fundamentally in order to
create an applicable concept for the public sector. Therefore, it will be analysed in
the context of German and Italian municipal corporate groups if this concept is able
to cover all relevant decentralised organisations that have to be included in order to
provide consolidated financial statements that presents an overall view of assets and
liabilities, the financial situation and profit or loss of the year. Only if the concept of
control by IPSAS covers all relevant organisations of a municipal corporate group
the consolidated financial statements will be able to provide this information and
therefore fill in the lack of information caused by the process of decentralisation.
Because the organisational structure of municipal corporate groups influence the
ability to control the paper also consider different models that exist in municipal
corporate groups.

2. Characteristics of municipal corporate groups and the need of consolidation

Within the last decade municipalities followed a strong process of decentralization
in behalf of making the rendering of services or production process more effective
and efficient (Pina/Torres, 1998). In result of this process municipalities present
itself as true and proper municipal corporate groups, that are economic complex
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conglomerates made up of public and private companies controlled completely or
partly by the local government (Grossi, 2001).

In contrast to groups in the private sector municipal corporate groups can be

described with the following distinctive characteristics (Srocke, 2004):

« Corporate subjectivity: Decentralised organisations are constituted in different
legal forms and organisational structures.

e Ownership: Majority ownership interests with or without the ability to control,
joint ventures or associates.

« Different basis of accounting: Some decentralised organisations as well as the
local government itself might not have changed from a cash based to an accrual
based accounting system.

e Heterogeneous tasks: Local governments provide services that differ
significantly.

e Complex objectives: Financial as well as non-financial objective have to be
considered in steering, controlling, co-operating and reporting processes.

The development of municipal corporate groups has led to the fact that annual
accounts of local governments disclose only a partial view of their economic and
financial activities, because the financial consequences of subsidiaries, joint ventures
and associates are not necessarily included in the annual account of the local
government. Thus, a great lack of information has been occurred because of the
decentralisation process (Walsh, 1994). In result accountability and decision
usefulness is not guaranteed by the annual accounts of local governments anymore.
Internal (e.g. politicians, managers) and external users (e.g. citizens, voters,
suppliers, banks) of financial information are not able to base their decisions on
reliable and relevant information about the financial position, financial performance
and cash flows of the whole local government (Owen Hughes, 1994). In order to
avoid this lack of information consolidation is a necessary step (Lande, 1998).

Consolidated financial statements of a municipality will be only able to fill in the
lack of information if the consolidated financial statements cover all decentralised
organisations that have impact on the financial situation of the local government
either directly or indirectly. Therefore the criteria that define the area of
consolidation is the basic aspect of consolidated accounting.

3. Concept of control and consolidation area according to IPSAS
3.1. Definition of control

In the private sector the obligation to compile consolidated financial statements as
well as the consolidation area will be defined according to concept of control. If a
company controls another company, the controlling organisation is obliged to
present consolidated financial statements (IFRS 27, § 290 HGB (German
Commercial Law), Document CNDC No. 17 (ltalian Accounting Principals)).
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According to IAS 27 control is given if the parent is able to govern the financial and
operating policies of another company. It does not matter if the parent actually uses
the power to influence and if the parent benefit because of the influence either in a
positive or negative way. The ability to govern the financial and operating policies
must be proved by a formal agreement like the statue, an agreement with the other
investors or because of the majority of voting rights (IAS 27.12).

Because local governments aim on financial as well as non-financial objectives and
municipal corporate groups consist of inhomogeneous decentralised organisations
the definition of control used in the private sector does not satisfy the complexity of
the public sector. Therefore the definition of control obviously must be changed in
order to satisfy the special characteristics of the public sector.

The criteria that define control according to IPSAS 6 are the following (IPSAS

6.36):

e The local government benefits from the activities of the decentralised
organisations;

e the local government has the power to govern the financial and operating
policies of the decentralised organisations; and

« the power to govern the financial and operating policies is presently exercisable.

If all three criteria are met the local government controls the other decentralised
organisation and there is an obligation to prepare consolidated financial statements.

In contrast to the definition of control used in the private sector these criteria fix two
elements of the definition of control: The “benefit element” and the “power
element” (IPSAS 6.26). Both elements have to be considered. The benefit element
signifies that the controlling entity has to receive a financial or non-financial benefit
from the activities of the decentralised organisation. This can also be a financial risk
(IPSAS 6.27). The power element signifies that the government or the parent of a
subgroup must be able to exercise the power to govern the financial and operational
policies of the decentralised organisation. This does not require a majority of voting
rights but the power must be conferred by law or another formal agreement. The
formal agreement must presently exist. If the ability to exercise the power requires
changing law or renegotiating agreements the power is not presently exercisable.
The existence of power to control does not mean that the controlling government or
parent of a subgroup has to use this power. It is sufficient that the controlling entity
is able to use it. It is possible that the controlling entity never gives any instruction
to the decentralised organisations (IPSAS 6.28). Besides, the controlling entity does
not have to have influence on the day-to-day business (IPSAS 6.29) (Adam, 2004;
Grossi, 2004; Srocke, 2004, 2004a).

3.2. Area of consolidation

Generally, every controlled entity should be consolidated (IPSAS 6.21). Only if
“control is intended to be temporary because the controlled entity is acquired and
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held exclusively with a view to is subsequent disposal in the near future; or it
operates under severe external long-term restrictions which prevent the controlling
entity from benefiting from its activities” the controlled entity should be excluded
form consolidation (IPSAS 6.22).

If control does not exist it is necessary to investigate whether the decentralised
organisation might be ajoint venture or associate.

According to IPSAS 8.5 a “joint venture is a binding arrangement whereby two or
more parties are committed to undertake an activity which is subject to joint
control.” That means that the controlling government or parent of a subgroup can
not decide about the decentralised entity on its own. The entity has joint control over
the joint venture together with another venturer.

IPSAS 7 should be applied for accounting by local government for investments in
associates (IPSAS 7.1). Associates are decentralised organisations “in which the
investor has significant influence and which is neither a controlled entity nor ajoint
venture of the investor” (IPSAS 7.6). Significant influence means the power to
influence financial and operating policy decisions of the investee. An investor is
supposed to have significant influence if it holds at least 20 % voting power of the
investee. If the voting power is about 20 % and significant influence does not exist,
it can be proven that the investee is no associate according to IPSAS 7. If there are
less than 20 % voting rights a significant influence still exists if the government or
parent of a subgroup holds an ownership interest in the other decentralised
organisation and the relationship between both organisations shows a significant
influence of the investor.

Depending whether control, a joint venture or an associate exist the consolidation
method is determined and therefore the effect of the decentralised organisation will
be presented in the consolidated financial statements regarding the influence the
local government is able to exercise.

In the following it will be analysed if the concept of control and the consolidation
area is suitable for German and Italian municipal corporate groups in order to
present an overall true and fair view of the assets and liabilities and profit or loss of
the year as if the local government were just on single organisation.

4. Concept appraisal according to the individual structures of municipalities in
Germany and ltaly
4.1. German situation

The legal framework of local government accounting is mainly ruled by Local
Government Acts (Gemeindeordnungen) and Municipal Budgetary Acts
(Gemeindehaushaltsverordnungen) enacted by the respective state government. Up
to now the Local Government Acts and Municipal Budgetary Acts of a few states
have been changed and now require the use of accrual accounting including the
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obligation to present consolidated financial statements at least for reporting periods
starting at 1January 2012 (Buddaus/Behm/Adam, 2003).

The states that have already set up accounting policies for consolidated financial
accounting define the obligation and area of consolidation simply with listing legal
forms that occur in municipal corporate groups.

Up to now only some local governments has introduced accrual accounting and only
a small number of local governments has presented consolidated financial
statements.

Compared to the concept of control according to IPSAS this way to define the

obligation to compile consolidated financial statements brings up following

problems:

» Because of vague formulation in the legislation, the list tends to be incomplete.

 There is no obligation to compile consolidated financial statements for
subgroups within the municipal corporate groups.

¢« It is not considered if the decentralised organisations actually influence the
financial situation of the local government and if the local government actually
can govern the financial and operating policies of the decentralised organisation.

These problems have not become visible in practice because there are only little
experiences with consolidation in the public sector.

In order to analyse if the concept of control according to IPSAS will be suitable for
German municipal corporate groups the legal forms that occur in German local
governments will be described briefly (Finger, 1998; Budaus/Behm/Adam, 2003).

Autonomous undertakings (Eigenbetrieb, Regiebetrieb) are operationally
autonomous trading fund activities without legal personality because they are totally
owned by the local government. Usually autonomous undertakings are depended on
financing by the local government. Autonomous undertakings occur for example for
public transport or waste disposal.

Public corporations (Kdérperschaft des offentlichen Rechts) and public institutions
(Rechtsfahige Anstalt des offentlichen Rechts) are legally independent. They are
completely owned by the government, because private partnership is not legally
allowed. Universities and social insurance companies are organised in public
corporations. Public institutions are broadcasting institutions or city savings banks.
They usually work on a full cost recovery.

Consortiums (Zweckverband) are a special kind of public corporation. This legal
form is used if two or more local governmental want to provide a public service
together, e. g. public transport, waste disposal or removal of water.
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Local governments can also set up private companies like limited companies or
joint-stock companies to provide its services. Limited companies (Gesellschaft mit
beschrénkter Haftung) are legally independent. They appear for example as housing
companies or trade fair companies. In some cases local governments set up joint-
stock companies (Aktiengesellschaft). The joint-stock company is not common in
municipalities because they have less influence on them compared to the limited
company. Some energy suppliers are organised as joint-stock companies. Sometimes
private investors hold ownership interests in limited companies or in joint-stock
companies founded by local governments.

Foundations under private law (Stiftung) are set up by local governments for
example for cultural services or to support the education system. Because of the
legal requirements they are legally independent. The capital of the foundation is not
owned by the local government but belongs to the foundation itself. In many cases
foundations receive grants by the government.

4.2. Italian situation

The consolidation of annual accounts is not mandatory in the Italian context, but the
Local Government Act (Testo Unico degli Enti Locali) of 2000 encouraged local
governments to include the obligation to compile consolidated financial statements
in their individual regulation of accounting. Individual regulation of accounting can
oblige the preparation of a consolidated balance sheet and the knowledge of the
global results of the institutions or companies founded for the exercise of functions
and services. This normative provision would surely have had different applicative
results if it had been introduced as obligatory at least for the larger cities or for those
in which the level of decentralisation was beyond determined limits.

Up until now, only some local governments have required in their own accounting
regulations the compilation of consolidated financial statements for providing the
knowledge of results accomplished by the local government and by the decentralised
corporations.

In the Italian context there are also other obstacles in introducing consolidated

annual accounts at local level:

e Up to now only some local governments have introduced accrual accounting;

e within Italian local governments there are not enough knowledge and
experiences of consolidation;

* no national accounting principles exist and each local government can set up its
individual consolidated accounting policy.

In the Italian institutional framework are contemplated the following legal forms of
providing public services (Grossi/Mussari, 2004).

Special undertakings (azienda speciale) are owned by one local government and are
characterised by an own public personality. Even if they have managerial and



232  CRITICAL ANALYSIS OF THE CONCEPT OF CONTROL ACCORDING.

accounting autonomy they are financial dependent by local government’s grant.
They are usually created in order to provide technical services like water, gas and
refuse collection.

Consortiums (consorzio) are owned by more than one local government. Apart from
this difference they have the same structure than special undertakings.

Institutions (istituzione) are organs of the municipality without an own legal
personality. Even if they have managerial and accounting autonomy they are
financial dependent by local government’s grant. They are usually created in order
to provide the social and cultural services.

Joint-stock companies (societd per azioni) can have public or private majority and
are regulated by the private law. They have a private legal personality and they are
supposed to be financially independent but in many cases the public owner has to
cover losses. They are usually created in order to provide technical services like
water, gas and refuse collection.

Limited companies (societd a responsabilitd limitata) can have only public majority
and are regulated by the private law.

Foundations (fondazione) and associations (associazione) are characterised by an
own private personality and they are owned totally or partially by local
governments. They are often financial dependent by local government’s grant. They
are founded in order to provide cultural and recreational services.

4.3. First comparative results

In the following it will be exercised whether the different legal forms usually occur
as subsidiary, joint venture or associate. This analyse will show if the concept of
control is able to create a consolidation area in German and Italian municipalities
that cover all decentralised organisations that has an influence on the financial
position, financial performance and liquidity of the local government. The following
table will summarize this analyse. Some decentralised organisations always occur in
one specific category. Others might occur in more than one category depending on
the law, the statute and the agreement of the partners. This will be recognised with
‘always’ respective ‘possible’.
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Table 1. Classification of German and ltalian legal forms

IPSAS 6 IPSAS 8 IPSAS 7

—-~~"Influence Power Benefit Joint Significant
Legal form ' element element control influence
Germany
Autonomous undertaking, trading
fund activity Always Always
Public corporation and public
institution Always Always
Consortium Possible Possible
Limited company Possible Possible Possible Possible
Joint-stock company Possible Possible Possible Possible
Foundation Possible
Italv
Special undertakings Always Always
Institution Always Always
Consortium Possible Possible Possible Possible
Limited company Always Always
Joint-stock company Possible Possible Possible Possible

Autonomous undertakings, trading fund activities, public corporations, public
institutions, special undertakings and Italian institutions always meet the criteria of
control according to IPSAS 6 because all these legal forms are totally owned by the
local government. Therefore the local government is actually able to exercise its
power and the power element is met. It is assumable that because of this 100%
ownership also the benefit element is met. In practice most of these decentralised
organisations are dependent on government’s grant. Therefore it is important that
these decentralised organisations have to be fully consolidated.

The consortium in Germany usually meet the criteria of a joint venture if there are
two to four partners participated in the decentralised organisations with the same
quote of voting rights. If there are more than four partners it should be classified as
an associate because a significant evidence of control tend not to exist in this case
anymore and proportional consolidation would reflect more financial influence than
this organisations actually have on the parent. Consortiums never occur as
subsidiaries because it is their specific character that they are founded by two or
more partners with equal participation. In contrast to this the Italian consortium can
occurs also in that way that one partner has the majority. In this case the consortium
meets the power and benefit element.

Mainly depending on the statute, the ownership interests and the voting rights the
German limited company and the joint-stock company can either occur as
subsidiary, as joint venture or as associate. Because of this it is an individual
decision how to classify these companies and therefore how to include in the
consolidated financial statements. The Italian limited company is always a
subsidiary because public majority is required by the law.
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In Germany the foundation is a special case. Some states in Germany include in
their Local Government Act that foundations have to be fully consolidated.
According to IPSAS foundations do not meet the power element because the
managers of foundations are appointed by a kind of advisory panel that usually have
to consist of experts of the subject the foundation is operating in. The local
government that originally set up the foundation and might spent money for the
foundation regularly has no power to govern the operational or financial activities.
The municipal corporate group is not presented in a right way if foundations are
fully consolidated.

The Italian foundation is a new phenomenon introduced by law in 2002. Up to know
there are only a few experiences in the Italian local governments. For these reasons
it is difficult to categorize it according to IPSAS.

In Germany municipalities have to exclude public saving banks from consolidation
because the activity of a bank differs too much from the other activities of municipal
corporate groups. The first projects in Italy also tend to exclude companies that
activity differs significantly from typical public services like insurance companies or
banks. According to IPSAS 6.38 all decentralised organisations have to be included
if control exist. Comparable to IAS 27.14 it is clearly stated that different activities
is not a reason for excluding from the consolidation area (Srocke, 2004).

5. Further consideration according to organisational aspects

In the German and Italian context it is possible to identify three alternative solutions
for the development of the directional, control and co-ordination functions of the
companies owned by the local government (Department of Interior of Northrhine-
Westfalia, 2001, Grossi, 2001a).

The “fragmented” solution occurs when the political bodies make use of the support
of structures that already exist in the local government and that are competent in the
different areas of activity in which each decentralised organisation operates. The
greatest risk that originates from this solution is the excessive fragmentation within
the administration of subjects involved in exercising this function, as it is not
possible to identify any specialised unit in the management of relationships with the
decentralised organisations. In this case there is a low quality of internal and
external reporting and financial objectives are not considered in an adequate extent.

The “departmental” solution occurs in the case in which a special organisational unit
is instituted within the local government, with the principle aim of creating and
maintaining a stable link with the decentralised organisations. This new structure,
having specific professional powers, would have the duty to support the political
bodies in the definition of the strategic objectives of the group and, at the same time,
to constitute a constant point of reference for the companies in the implementation
phase of the objectives. In this case there is a higher quality of internal and external
reporting and balanced consideration of financial and non-financial objectives.
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The “holding” solution consists in the creation of a special company (usually
established in a private legal form owned by the local government) specialised in
assisting the political bodies in the definition of strategic objectives regarding the
aggregation of companies controlled by the local government. The government
becomes the single shareholder of another subgroup. The parent of this subgroup is a
financial holding that hold shares in the different kinds of decentralised
organisations. In this case there is also a high quality of internal and external
reporting, but a stronger consideration of financial objectives.

These three organisational models obviously influence the appearance of control. In
the fragmental solution the local government directly controls the decentralised
organisations but because the responsibilities are shared between different
departments of the local administration the control tend to be week. Therefore it
might be possible that control actually not exist although the legal constitution and
the ownership are constituted in that way that control does exist. In the fragmental
solution it might be possible that control is not presently exercisable and therefore
control does not exist according to IPSAS.

In the departmental and holding solution control is presently exercisable because the
holding respective the department of the local government is responsible for steering
and controlling the decentralised organisations. But it becomes visible that in
particular in the holding model financial objective are considered stronger than non-
financial objectives because the personnel of the holding is often qualified only in
financial issues. Personnel of the department tend to be a mixture of persons
qualified in financial issues as well as qualified in non-financial issues. In these two
solutions it is likely that the previous categorisation of legal forms according to
IPSAS tend to meet the reality.

Conclusion

The concept of control according to IPSAS provides a good solution to define the
consolidation area in the German and Italian context. According to IPSAS the
consolidation area of German and Italian municipal corporate groups will be defined
in that way that the consolidated financial statements presents a overall true and fair
view over the assets and liabilities and profit and loss of the year.

Because there is no specific accounting policy for consolidated accounting in Italy it
would be suitable to adopt this policy. The definition of the consolidation area in the
German Local Government Acts that already include consolidated accounting are
inferior than the definition according to IPSAS.

It becomes visible that the organisational structure of the municipal corporate group
influences the ability to exercise the power. Therefore this aspect should be
considered carefully in order to decide whether a decentralised organisation is
controlled or not.
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Summary

CRITICAL ANALYSIS OF THE CONCEPT OF CONTROL ACCORDING TO
IPSAS REFERING GERMAN AND ITALIAN LOCAL GOVERNMENTS

Giuseppe Grossi, Isabell Srocke
University of Siena

The paper analyses the concept of control according to IPSAS in the context of
German and Italian municipal corporate groups. Firstly, the concept of control
(IPSAS 6), joint ventures (IPSAS 8) and associates (IPSAS 7) will be described in
general. Secondly the German and lItalian situation referring the introduction of
consolidation accounting and the different legal forms that occur in municipal
corporate groups will be described. Finally, it will be analyzed if the concept of
control covers all decentralized organisations that need to be included in
consolidated financial statements in order to present an overall view about the
financial position, financial performance and liquidity of the local government.



LEGAL FRAMEWORK AS AN ACCOUNTING CHANGE FACTOR IN
ESTONIAN LOCAL GOVERNMENTS

Toomas Haldma
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1. Introduction

In 1990s an almost world-wide public sector reform within the framework of New
Public Management (NPM) was started. Its proposals focus on externalising those
activities and services which do not belong to the core of public administration, such
as the introduction of mandatory competitive tenders in the provision of public
services, private funding of infrastructures, as well as privatisation of state-owned
companies. In the circumstances of NPM these initiatives will encourage adaptation
of private sector management techniques by the public sector, as well as
development of assessing performance measurement in order to monitor the degree
of efficiency and effectiveness with which the public services are delivered, and to
evaluate the financial consequences of management decisions.

In the course of the recent transition process, Estonia has simultaneously
experienced many economic, social and political changes. As a result of the
dramatic environmental shifts, the country’s local government system has also
undergone both a financial and a management reform. These alterations have also
implications to the nature and practice of accounting systems.

During the transition process, due to the dramatic environmental shifts, the Estonian
local government system has also undergone both a financial and a management
reform. These alterations have also implications to the nature and practice of
accounting systems. The present study intends to analyse the legal framework
influencing accounting changes in Estonian local government organizations using
contingency approach.

The paper is organized as follows. The next section sets a theoretical framework for
the analysis, drawing on the contingency approach. The third section will analyze
the legal framework for the accrual accounting reform in Estonian local
governments and subsequently the stages of the accounting reform in Estonian local
governments will be described. Fifth section will analyse the drivers of the process
of implementation accrual bases accounting. Finally, concluding remarks on the
study will be presented.

2. Theoretical framework

In accounting research, the influencing impacts on accounting system are often
studied with help of contingency approach.

The contingency approach is based on the premise that there is no universally
acceptable accounting system, which would be equally fit for all organisations in all
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circumstances (Emmanuel et al., 1990, p. 57). The effectiveness of accounting

system will depend on its ability to adapt to changes in its external environment and

internal factors. There are two different contingency approaches to accounting

systems:

¢« contingency model oriented to public sector accounting (primarily
governmental accounting) (see Luder, 1992; Luder, 1998);

« contingency model oriented to business sector accounting (see Emmanuel et
al., 1990; Chenhall and Morris, 1995).

A contingency model of governmental accounting was developed by Luder (1992)
to specify the social-political-administrative environment and its impact on
governmental accounting innovations (Luder, 1994, p. 1). This model was designed
in circumstances of the absence of reform stimuli, unfavourable structural variables
and the presence of implementation barriers. Over the next years the main contextual
features have changed through the governmental fiscal stress and dominating
‘superiority of managerialism’ doctrine (Luder, 1998).

Innes and Mitchell (1990) pointed out, that contingency theory attempts to explain
why accounting system exists in a particular form within a company at a given point
in time. The dynamics of moves or changes are not prescribed. Although the original
contingency model of governmental accounting, developed by Liider, included only
contextual variables (Chan et al., 1996, p. 19) during the next years the attitudinal
and behavioural variables were added to the contextual variables. Some can
distinguish three generation of contingency models in governmental accounting
(Monsen and Nasi, 1998). At the same time the attitudinal and behavioural variables
can be regarded as drivers of the accounting innovation or change.

Innes and Mitchell (1990) describe the mismatch between the accounting system
and its environment, which creates a tension and pressure for change. They explain
the accounting change process drivers in terms of facilitators, motivators and
catalysts, which have been widely used by other researchers (see Laitinen, 2001;
Luther and Longden, 2001). Facilitators are drivers, which are necessary but not
sufficient for a change to occur (such as, for example, an adequate number of
accounting staff). Motivators are drivers, which influence the change in a general
manner (such as competitiveness of market). Finally, a third set of drivers directly
associated with the timing of change is termed catalysts (such as arrival of a new
accountant). Innes and Mitchell (1990, p. 13) point out that motivators and catalysts
act positively to generate change but could only become effective where suitable
facilitating conditions exist. Besides the positive influences on accounting change
Lider (1992) as well Groot and Lukka (2000) distinguish also the impact of barriers
or obstructers on the accounting change. Facilitators, motivators and catalysts may
be necessary to create a potential for change, but action by individuals is needed to
overcome the barriers to change.
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3. Legal framework for local governments in Estonia

Having regained independence in 1991, Estonia has undergone fundamental political
and structural changes over the last decade, which have also affected the operation
of its governmental units on the State as well as on the municipal level. The
principles of the local government are stipulated in the Constitution of the Republic of
Estonia which was adopted by a referendum held in 1992. The Chapter 14, article 154
of the Constitution provides that all local issues shall be resolved and regulated by
local governments, which shall operate independently in accordance with law.

At begin of 1990s Estonian local government system was based on two tiers.
Counties formed the local government units of the second tier, those were formed on
the basis of the former Soviet administrative units. The first tier of the local
government comprised cities, rural municipalities and towns. Since 1994 the
Estonian local government system began functioning at one tier, which consists of
rural municipalities and cities. The counties became the regional administrative
units, the county governors became the representatives of the state in the counties.
During 1993-1994 a package of the laws regulating the local government was
adopted. This set includes the following acts, which have also impact on the
regulation of financial management and accounting issues in local governments:

¢ Local Government Organisation Act (adopted in 1993);

¢ Rural Municipality and City Budgets Act (adopted in 1994);

¢ Rural Municipality and City Budgets and State Budget Correlation Act

(adopted in 1994);
¢ Local Taxes Act (adopted in 1994);

According to the Local Government Organisation Act, section 10, an each
municipality is an independent public legal person and an economic and accounting
entity.

Local budgets are separated from the state budget. The procedure for preparation,
approval and implementation of local budgets has been established by the Rural
Municipality and City Budgets Act. The relationship of the local budgets with the
state budget has been regulated by the Rural Municipality and City Budgets and
State Budget Correlation Act.

4. Regulatory framework for the governmental accounting reform

In the process of development of the Estonian financial accounting and reporting
regulation one can distinguish between three stages:

the introductory stage (1990-1994),

the system-building stage (1995-2002) and

the system improvement stage (since 2003).

These stages are discussed in more detail by Haldma (2004). In following, within
the framework of the development of Estonian financial accounting and reporting
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regulation we shall analyze the tendencies in local government accounting
regulation.

4.1. The introductory stage

Estonia started its accounting reform at the beginning of the 1990s when it was still
a part of the Soviet Union. In July 1990, more than a year before independence was
regained in August 1991, the Regulation on Accounting was adopted by the
Estonian Government and it came into effect from 1 January 1991. This event was
the first step towards creation of market-economy accounting environment in
Estonia. In the contemporary sense, the Regulation was quite modest in content and
volume, consisting of only ten pages.

However, section 2 of the Regulation on Accounting, stipulated that the bodies of
State and local government funded from the state and local budgets are required to
organize their accounting recording and reporting. Section 4 added that state and
local governments have based their accounting in accordance with instructions and
recommendations issued by the Ministry of Finances. As it was mentioned above,
the local government reform was first completed in 1994 and therefore local
government accounting issues were not improved substantially during the first stage
of national accounting reform. The Local Government Organisation Act provides the
general framework for municipal economic management and budgeting. Chapter 5
of the Act is entitled ‘Economy and budgeting’. This chapter regulated only general
requirements on annual budgets, for example a requirement of a balanced budget
was introduced. Any particular accounting issues were not mentioned. The Local
Government Organisation Act is amended quite rarely. Consequently, during the
first stage of Estonian accounting reform, local government accounting issues have
not given much attention. But it is evident that the basic legal regulations on local
government accounting issues have been introduced. Therefore, we can conclude,
that the first regulations can be estimated as facilitators of future accounting change
in local governments.

4.2. The system-building stage

In the middle of the 1990s, the development of the business environment in Estonia
was affected by the conceptual changes and improvements in the legal system
(particularly in taxation), ownership changes (the most intensive period of
privatization was 1993-1995) and increasing FDI inflow.

Therefore, the main question of accounting reform was: how to build a forward-
looking and flexible accounting regulation system, which would enable Estonian
accounting integration into the European accounting framework. After a
comprehensive exploration, internal discussions, careful consideration and some
testing in practice, the Estonian Accounting Law (EAL) was passed by the Estonian
Parliament in June 1994 and came into effect in January 1995. One of the most
conceptual issues of the EAL was the creation of parallel accounting regulation
system - the accounting framework and procedures in Estonian companies and
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institutions are legally regulated by the Estonian Accounting Law as a frame-law
and by the Estonian Accounting Standards issued by the EASB. This combination
had a number of advantages, in particular in the initial period of the accounting
reform, speeding it up and enabling the transition process to be flexible.

According to the EAL, section 2, the law applied among other institutions also to
central and local government entities. They were required to comply their
accounting with the general principles of the EAL (sections 1-16), but the majority
of the guidelines were still issued by the Decrees of the Ministry of Finance. On the
one side, section 4 of the EAL stipulated that business transaction of the institutions,
which applied the EAL, are recorded on an accrual basis. On the other, these
sections excluded the requirements on financial statement (were disclosured in
sections 18-24). In June 1996 due the amendments to the Law, the application was
expanded also to public legal persons. As it was mentioned above, according to the
Local Government Organisation Act, an each municipality is an independent public
legal person. The public legal persons were required to apply the entire EAL.
Consequently, the accounting issues of local government entities were regulated by
two different EAL sections, which caused some confusion among the local
government entity officials.

More detailed accounting guidelines were given by the Decrees of the Estonian
Ministry of Finance. First accounting guidelines for central and local government
entities were adopted in 1995. Through these new guidelines, referring to the
sections 1-16 of the EAL, it was made the first attempt to apply a business or accrual
accounting model to municipal accounting. Theoretical suitability of Estonian
business sector accrual model, which itself was first applied for four years, since
1991 only, was taken to the local governments as granted and therefore the change
was considered to be first place technical in its nature. In the contemporary sense,
the guidelines included some obscure sections and contradictions to the EAL.
According to the section 7 of the guidelines, an accounting entity was required
organize its accounts in such a way as to ensure relevant, objective and comparable
information. At the same time all items of the financial statements were prescribed.
The same section also required to prepare and publish financial statements and
report on the implementation of the state budget, although the EAL did not require
within the sections 1-16 of the EAL the preparation of financial statements.

The operating transactions were recorded with a mixed system, including as a cash-
basis as well accrual basis principles. According to the section 8 of the guidelines,
the utilization of state budgetary resources was recorded on cash-basis and
accounting issues for non-budgetary resources (for example, for revenues from
municipal enterprises, municipal agencies and municipal assets) on accrual basis.
This mixed system was replaced by solely accrual basis through the amended
guidelines in 1998. But it seems that for the governmental instiUitions the mixed
accounting system has posed a lot of problems and confusion. This reflected also in
the formats of the financial statements, required by the guidelines. For example,
according to the Rural Municipality and City Budgets Act and the formats of the
financial statements, the loans were recorded as revenue. Although the EAL defined
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the format of the balance sheet basing on decreasing liquidity (beginning from cash
and ending by intangible assets), for local governments required a balance sheet and
a chart of accounts basing on increasing liquidity. In addition, the financial
statement formats change almost every year without giving any reason or substantial
explanations. However, since 1998 the accrual-basis principles of accounting have
been formally introduced.

4.3. The system improvement stage

The new, amended version of the EAL, which came into force in 2003, has also
expanded the scope of the Law, involving in accordance with sections 2 and 35-40
also central governmental institutions (the Law has applied to them since January
2004). The Ministry of Finance is responsible for the organization of state
accounting and financial reporting pursuant to the EAL. This objective is conducted
by the general rules for organisation of the accounting and financial reporting of the
state and the state accounting entities (riigi raamatupidamise tldeeskiri) which are
based on and are in compliance with the accounting principles generally accepted in
Estonia and the international public sector accounting standards and in accordance
with which the state accounting entities are required to organise their accounting and
financial reporting.

Section 36 of the EAL stipulates, that the general rules also explain and specify the
requirements of the accounting principles generally accepted in Estonia as regards
the state and the state accounting entities and serve as the accounting policies and
procedures for the state as a whole. The existence of the general rules does not
release the state accounting entities from the obligation to establish their own
accounting policies and procedures.

The general rules establish also the procedure, necessary for the Ministry of Finance
to organise state accounting and financial reporting, for regular reporting by the state
accounting entities, local governments, legal persons in public law, and other
accounting entities which are not state accounting entities or companies but over
which the state exercises dominant influence.

According to the section 37 and 38 the state accounting entities shall prepare their
annual reports in accordance with the requirements of the EAL and the general rules.
The annual accounts of the state shall contain an additional report on the
implementation of the state budget, subdivided according to the state budget adopted
by the Estonian Parliament (Riigikogu) for the accounting year.

Therefore, it can be concluded that beginning from 2004, the EAL covers the
regulation of the accounting principles of all types of institution. The business
entities and public legal persons have followed the EAL and the accounting
standards for years and are accustomed to doing so. But our observations revealed
that for the central governmental institutions the switch from cash-basis to accrual-
basis accounting in January 2004 has posed a lot of problems and confusion.
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Thus the public sector has adopted the main principles and rules of private sector
accounting and as general observation, the development in public sector in Estonia
from cash-basis to accrual accounting it can be regarded, in the light of the New
Public Financial Management Framework, as an attempt to adopt the accounting
principles that applied in the private sector.

5. Governmental accounting change drivers

In this section, using the theoretical framework described in section 2, we try to
analyse the main set of change drivers influencing the development of local
government accounting issues. According to Groot and Lukka (2000) the drivers of
change are actions, development, actors and circumstances that cause, provoke or
facilitate change processes to take places. | our opinion a local governmental
accounting system can be regarded as an information system. Changes in
organizational arrangements of the system are influenced by facilitators and barriers.
We argue, basing on the analysis of the development of local government
accounting, described in Section 4, that the legal framework of local governmental
accounting regulation (acts, laws, guidelines etc.) serves as the main facilitating
condition of the change. But as it was revealed in section 4, the accounting
guidelines for central and local government entities, adopted in 1995, included some
uncleamess and variability concerning the implementation of the accrual basis
accounting procedures. Therefore, this uncleamess of some regulation items serves
as a barrier for accounting change. Other barriers were, firstly, a weak knowledge
about business accrual based accounting principles, while the accountants in local
governments were used to use cash-basis and fund accounting principles for years.
Secondly, proceeding from the latter, a limited retraining of the officials of local
governments and also ministries. Thirdly, a weak inspection and control from the
side of Ministry of Finance. The main responsibility of local authorities was to
submit the require statements, the substantial or methodical control was not arranged
from the side of Ministry. An official from a local government commented: “If you
have submitted in proper time the statements, they were also accepted already
without any control”.

Motivators and catalysts create a potential for change, and corresponding actions by
individuals are needed to overcome the barriers to change. In our opinion, the fact
that accounting regulations have expanded its scope, involving in accordance with
the EAL local governments units during the second stage of accounting reform can
be serve as a motivator of the change process. During the third stage, according to
the sections 2 and 35-40 of the EAL, also the accounting issues of central
governmental institutions (the Law has applied to them since January 2004) are
involved. Next, also the influence of auditors on the development of local
government accounting issues can be regarded as a motivator. The requirement on
professional auditing of local governments has been changeable, while for some
periods the audit was required by the Local Government Organisation Act, for some
periods it was excluded. Only since 2004 due the requirement of EAL based on local
government budget volume, the majority of local authorities are required to audit. At
the same time, before that date a relevant number of local authorities were audited in
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Estonia. In our opinion, this event improved substantially accounting procedures in
local governments toward accrual bases and business accounting. However,
accounting methods and skills could remain quite different between authorities.
Therefore, a new skilled accountant, having accounting experiences from private
companies can serve as a catalyst for local government change in particular place.
Also, a poor financial performance as a catalyst, can start an accounting change.

6. Conclusions

The present study, focussing on the legal framework influence on the Estonian local
government accounting developments revealed the following.

First, the development of the Estonian local government accounting system is
following the development of business accounting system, which can be divided into
three different stages - the introductory (1990-1994), system-building (1995-2002)
and system improvement stage (from 2003 onwards).

Second, the Estonian local government accounting regulation, including different
regulatory acts has succeeded a remarkable evolution on the way to transfer cash-
basis accounting onto accrual-basis procedures.

Third, an integrated theoretical framework, including the contingency model and
accounting change drivers approach can be used to analyze the process of the
accounting reform in Estonian local governments and legal framework impact on it.
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Summary

LEGAL FRAMEWORK AS AN ACCOUNTING CHANGE FACTOR IN
ESTONIAN LOCAL GOVERNMENTS

Toomas Haldma
University' of Tartu

During the transition process, due to the dramatic environmental shifts, the Estonian
local government system has also undergone both a financial and a management
reform. These alterations have also implications to the nature and practice of
accounting systems. The paper analyses the legal framework influencing accounting
changes in Estonian local government organizations. Our study showed a wide gap
between the formal accounting regulation and its actual application. The paper
intends to analyse the legal framework as an accounting change impact using
contingency approach. The legal framework influencing accounting aspects in local
governments has been analysed as a facilitator, motivator and barrier of an
accounting change.
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Essential phases of Management Information System (MIS) are (Kallas K.):

. Management of organization receive different external information (contracts,
legal acts) from suppliers, customers, state- and local government institution
(tax- and statistic department) credit institution and others to organize
economic activities.

. Management of organization accomplishment internal tactical and strategic
managerial decision (schedule, plans, budgets) for organizing economic
activities based on external and internal information. This comprises as well
about arranging accounting principles (regulations) and required internal and
external information. These directions are transferred to organizations subunits
including accounting unit.

. Basic data of identified transactions will register on the basic document.
Accounting department processes irregular basic data, this includes grouping
and summaries accounting data for internal and external report. Reports will be
analysed and interpreted by management.

. Obligatory external report will transfer to register tax- and statistic
department, credit institution, stock exchange and others interested parties.

Analogical is MIS illustrated on the figure 1 (Glautier M.W.E., Underdown B.
Figure shows how environmental and analytical information is combined in the
plans which are designed to meet the organization’s objectives. These plans are
implemented as resources become inputs which are converted into products and
services. Feedback and control systems should function so as to ensure the
effectiveness of the plans.

MIS is communication process which includes transferring information to make
managerial decision by management. Communication is an exchange of facts, ideas
and options by two or more persons. The exchange is successful only when actual
understanding results. Merely saying is not enough; a receiver or information must
understand the message which the sender is trying to communicate. Communication
occurs when the former understands what the latter means to convey (Glautier
M.W.E., Underdown B).

How to value efficiency MIS?

Author's judgement is that MIS is efficient when:
. constructed hierarchically;

. measures given to subunits and achievement their goals, drives fulfilment
organization’s objectives;
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. are supported by other units and fields (for example results are related

with bonuses and motivations.);
. measures follows trends and changes of environment.

Figure 1. Management Information System.
Specific of public sector

Before focusing to assumptions of implementing efficient MIS is necessary to
describe specific of public sector.

MIS should be designed to enhance the probability that the organization's eoals will
be achieved, and assessments about the MIS effectiveness should be predicated upon
judgments of likelihood (or degree of) goal achievement. Goal clarity exists in profit
organizations: the primary goal is to maximize shareholder value. Managers of
publicly owned corporations can easily obtain timely feedback on their goal
achievement by monitoring their company's stock performance and comparing it to
those of their competitors and the overall market (Merchant K. A.,;, W. A. Van der
Stede).
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This goal clarity does not exist in many public sector organizations. Usually many
constituencies have an intrest in the organization, its goals, and its performance. But
these constituencies often do not degree; their values and interest conflict (Hofstede
G.). Government organizations are often directed from a number of sources,
including the executive, legislative, and judicial branches of government and,
possibly, from federal and local levels. Managers of these organizations face
external pressure because the press and public in democratic societies have access to
considerable information. Some key officials may face re-election pressures and,
thus, a need to please the public at large and (hopefully not) potentially large
campaign donors. This diffusion of direction greatly complicates management. At a
minimum, it provides for more goal complexity. In many cases the goals given to
the organization from its various constituencies conflict (Merchant K. A., W. A. Van
der Stede).

Even if a public sector organization's goals are quite clear to all, managers of these
organizations do not have their disposal any single, quantitative bottom-line
performance indicator, such as the profit indicator in for-profit organizations (Smith
P.,). The degree of achievement of organization's overall goals - the provision of
quality service to constituencies - cannot usually be measured accurately.

Without a small set of quantifiable performance indicators the tasks of management

and management control are greatly complicated. It becomes difficult to:

e measure organizational performance in light of the overall goals and thus, to
use results controls even at the organization level,

. analyse the benefits of alternative investments or courses of action;

e decentralize the organization and hold subunit managers accountable for
specific areas of performance that relate exactly to the organization's
overriding goal; and

. compare the performances of subunits performing dissimilar activities.

The boards of directors of public sector organizations have been specifically
criticized for their inattention to performance measures (Taylor B. E., Chait R. P.
and Holland T. P.). They are commonly unable to do their jobs effectively because
they ,,have never determined what matters most“ (Taylor B. E., Chait R. P.” and
Holland T. P.). Thus they do not have the performance measures they need to assess
the organization's health and to signal potential problems.

Ambiguity objective to actual objective

Implementing efficient MIS in practice is strongly correlated with support by
management and communication by them. No valuation by management is can
replace by hiring project manager. MIS is valuable for organization when
organization's objectives are directed from up to down to subunits level. It must start
from founder of public sector organization clearly and regularly expressed interests
about development of it. Despite of ambiguous, non-common objective of public
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sector, management have to make selection of those. Organization can not allow
inside ambiguity of objective standing front of public sector organization.
Otherwise, using the same goal orientation inside the organization for subunits, are
consequences: stagnation, demotivation of employees and high percent of
employees who leave. Even if board values and approves achievement of apparent
objectives then management have to differentiate essential and existence objective
proceed from how organization support society. Management have to it proceeding
from organization progress and reject interest of different groups. From this base
arise assumptions for efficient implementing MIS.

Highly ambition objectives are not guarantee of high performance
measurement

Objective set for organization and achievement has to depend on them itself.
Excessively ambitions and illusory objectives are against to implanting efficient
MIS as well. Because moving with over potency objectives from up to down are
consequences same: stagnation, demotivation and high number leaving employees
and fall efficiency. For example, social support organization who main objective is
application proceed and decide about subsidy can not take responsibility of state
level. They have no potency to surrender with poverty and inequality in society. It is
not proper to value their performance trough macroeconomic measures. Most
important input - founds - does not depend from them.

Creation responsibility centre

After taking actual objective the next step what follows to efficient MIS is
distributing activities as main and supporting activities and creation responsibility
centre from this base. Setting goals from up to down should do by management with
awareness and purposeful. Setting goals to unit trough direction to get goals itself,
may consequences be not derived from entire organization's objectives and not
synchronized. In addition on that, units goals may be contradicting. ldea, conflict
inside the organization, is not usually progressive and gets waist of resources.

Institution of main and supporting process

Activities (repeated) are necessary to range into main or supporting process. Control
over results must be regular. Leader of responsibility centre must own resources and
possibilities to improve something inside his area what follows achievement of
organization's objectives. If you can measure you can lead it. In practice is often that
centres have no right, resources and possibilities for achieving set goals. Rights,
resources must be balanced with obligations. This makes centre informal and
management of it goes outside. This leads again leaving specialist, refer to weakness
of culture inside. This will not guarantee acceptable results, because employee
without competence can get results inside new profile. If lack of competence is
regular then training in first is necessary and only after that in sensible set the goal.
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An assumption of efficient implementing MIS is high culture inside the
organization. Then is justified buing and selling of support activities. Otherwise is
common that line position will set “orders” to staff position in remarkable quantity.
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Summary

ASSUMPTIONS OF IMPLEMENTING EFFICIENT MANAGEMENT
INFORMATION SYSTEM IN PUBLIC SECTOR

Tarmo Kadak
Tallinn University of Technology

Article gives overview of assumption of implementing efficient MIS in public
organization. Implementing MIS is long-term process and for efficient MIS are
some assumption. At that has taken into account specific of public sector. Basic
assumptions are:

. organization's objective must be clear, actual;

. strong, leading support from management

. necessary is range activities as main and supporting;

. creation responsibility centre

. high level of culture



THE RULES OF VALUATION AND CREDIBILITY OF THE COMMUNE
BALANCE SHEET

Joanna Koczar, BoZzena Rudnicka
Wroclaw University of Economics

Basic legal act adjusting principles of conducting of accountancy in Poland is The
Accounting Act of 29 September 1994. Regulations of this act has got appliance not
only for earning units, but also for self-government units and their organization
departments'.

Mentioned units are not concerned in regulation act included in chapter 5 and 6,
which regulate principles of composing and researching reports of financial units
and related undertakings2. According to The Accounting Act the minister
component for public finance may, by way of ordinance, impose an obligation to
audit the financial statements of those units'. Such duty has not been introduced yet.

From the point of view of specificity of activities led by units of local governments
and ownership of property, these units are bound to use not only The Accounting
Act regulations but specific principles of accounting as well.

Specific principles of accounting in Poland are introduced in executive regulations

in act of public finance and are applicable instead of or as an attachment of

adjustment result from The Accounting Act. Principles concerning the valuation of

assets and liabilities, structures and contents of charts of accounts, composing

financial reports and budgetary reports are written down in:

. Ordinance of the Minister of Finance dated 13 March 2001 on the budgetary
reporting4

. Ordinance of the Minister of Finance dated 18 December 2001 on the detailed
principles of accounting and on the chart of accounts for national budget, self-
government units budgets and some units of the sector of public financeb.

In consequence these units use homogeneous accounting and financial reporting
rules6 and they use homogeneous chart of accounts. That assure clarity of public
finance.

1The Accounting Act of 29 September 1994 Consolidated text of 27 March 2002 (Journal of
Laws No. 76, item 694) Art. 2.1.4

2The Accounting Act of 29 September 1994 Consolidated text of 27 March 2002 (Journal of
Laws No. 76, item 694) Art. 80.1

3The Accounting Act of 29 September 1994 Consolidated text of 27 March 2002 (Journal of
Laws No. 76, item 694) Art. 80.2

4 Journal of Laws No. 24, item 279

5Jumal of Laws No. 153, item 1752

6 Act of public finances from dated 26 November 1998 (Jumal of Laws No. 15, item 148) Art
114



Joanna Koczar, Bozena Rudnicka 253

On the basis of The International Accounting Standards polish Accounting Act
defines supervising accounting rules in articles from 4 to 8, like7:

. true and fair view,

. going concern,

. accurual basis

. matching,

. prudence,

. balance sheet correspondence,

. content superiority over form,

. materiality.

On result of realization of above-mentioned principles, account books equal, as well
as financial report should include verifiable, honest and reliable information8.
Quality of this information has meaning not only for managers buy for external
receivers of financial reports as well. Realization of accounting rules serve to require
information about needed qualitative features.

Act of public finance and particular regulations issued on its base endure or limit
three of them in units of local governments and they organizational units (in similar
degree in state sector), these principles are: going concern, accurual basis and
prudence.

Going concern does not have implementation in budgetary units, because decision of
their creation and liquidation takes always establishing unit, taking into
consideration social requirements and economic capabilities of given unit of local
government. Chief of budgetary unit does not decide about it. Liquidation of
budgetary unit does not effect evaluation rules of properties of units, particular
regulations present, that it is evaluated according to inventory prices, proper for
continuing operations undertakings (with exception when liquidation agreement
presents otherwise).

Application of accurual basis is limited. According to particular principles of
accountancy to find result of execution of budget, that is surplus or deficiency,
economic operations concerning revenue and expenses of budget of state and
revenues and expenses of budgets of self-government units are shown in accounts
books on separate accounts in range actually (cash realized) incomes and expenses
performed on bank accounts of budgets and current accounts of revenues and
expenses of budgetary units, with exception of particular operations. However
incomes and costs of budgetary units should be shown in accounts books according

to accurual basis.

7Nowak E.: Accounting - basic course, PWE, Warsaw 1998, pagesl 8-20

8 Kwiecien M.: Financial reporting, management versus chart of accounts, in: Financial
reporting and audit in process of increasing top management qualifications, edited by
B.Micherdy, Cracow 2003, Cracow University of Economics and DTP Chorzow, page 803
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Basic meaning for reality of value of assets and passives and financial result in
earning units has prudence principle. Principles of valuation, especially assets
valuation, from which particularly financial assets and current assets should not be
valuated in higher value than market, and receivables in amount not higher than
expected incomes. According to this principle it is indispensable to make revaluation
write-offs of these assets, but not later than on balance sheet day, which will adjust
them to the real value.

Regulations of the ordinance on the detailed principles of accounting present, that in
budgetary units:
You do not make stocks’ revaluation write-offs but you show it in balance
sheet in prices that have been entered into accounts
You do not make receivables’ title of revenues and budgetary expenses
revaluation write-offs

Ordinance’s regulations does not concern prudence for remaining components of
assets, which means that they should be valuated according to the principles of
polish Accounting Act. In practice, in spite of such regulatory duty, budgetary units
do not make fixed assets and tangible assets under construction revaluation write-
offs. A few units only try to find real values of long-term financial assets, which are
mostly shares in communal companies, and in the same to make revaluation write-
offs, what is obligatory.

Question emerges, can limitation of prudence principle usage or giving up it,
contrary to regulatory duty, have significant meaning for the reality of the property
value by specific budgetary unit? Largely it depends on structure of property of unit.
Table 1shows assets and liabilities juxtaposition summary one of small communes
of the Lower Silesia.

The biggest participation in assets have fixed assets, over 90%, and long-term
financial assets present over 30% in it. The manner of their valuation has big
influence on value of property presented in balance. Unit shares are valuated
according to acquisition price without revaluation write-offs. It happens because
companies, for which those shares have been contributed, lead economic activity, in
spite of incurred losses. Besides, these shares are not offered for sale and it is not
possible to establish their current market price. Not making revaluation write-offs in
presented situation is justifiable only till moment, in which equity of companies,
after covering liabilities, allows withdraw the full value of shares contributed by
commune. If the balances sheet shows that it is not possible, according to
Accounting Act, revaluation write-offs should be made.
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Table 1. Collective balance sheet of commune X for year 2004 (in thousands of
PLN)

State at the

ASSETS beginning of the ©articipation in - State at the Participation in
year structure % end of the year structure %
A. Fixed assets 58.226,02 94,76 59.352,25 94,06
I. Intangible assets 0,00 0,00
Il. Tangible assets  37.961,58 61,78 38.972,78 61,76
HI. Long-term 226,02 0,37 311,45 0,49
receivables
IV. Long-term 20.038,42 32,61 20.068,02 31,80
financial assets
V. Value of sold 0,00 0,00
liquidated units
B. Current assets 3.221,37 5,24 3.750,37 5,94
1. Stocks 43,45 0,07 80,65 0,13
1. Short-term 2.657,74 4,33 3.047,95 4,83
receivables
111. Cash 519,18 0,84 620,77 0,98
IV. Short-term 1,00 1,00
securities
V. Inter-period 0,00
settlements of
accounts
C. Other assets 0,00
Total assets 61.447,39 100,00 63.102,62 100.00
Stat.e at' the Jarticipation in  State at the Participation in
LIABILITIES beginning of structure % end of the year  structure %
the year
A. Equity 58.800,82 95,69 60.008,56 95,10
1. Unit’s equity 67.065,05 71.172,99
1. Net result (8.264,23) (11.164.43)
11. Surplus of the 0,00
current capital (-)
V. Write-offs from
financial result (-)
V. Equity of
liquidated units
VI. Others
B. Earmarked funds
C. Long-term 1
liabilities
D. Short-tem 2.420,55 3,94 2.782,61 4,41
liabilities and
earmarked funds
1 Short-tem liabilities 1.703,43 2,77 1.951,39 3,09
11 Earmarked funds 717,12 117 831,22 132
E. Accruals 226,02 0,37 311,45 0.49

1 Income’s accruals 226,02 0,37 311,45 0.49
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IT. Other accruals

F. Other liabilities
Total liabilities 61.447,39 100,00 63.102,62 100,00

Source: personal elaboration

In current assets, presenting only over 5% of total assets, predominating
participation have receivables, but stocks and money assets —very few. Insignificant
participation of stocks in entity assets of budgetary units is typical situation for most

of them.

They are mainly materials. Their valuation in acquisition price, without using the
prudence principle, allows to save real balance sheet valuation and it does not distort
image of financial condition.

Short-term receivables mainly formed from budgetary incomes, mainly by amounts
due, but unpaid taxes on balance sheet day. According to present regulations
budgetary units cannot create revaluation write-offs for them, to thought of
assumption, that all budgetary incomes will be paid. It does not correspondent with
the truth. Value of receivables by virtue of taxes and degree of their collections
presents table 2.

Table 2. Analysis of collections of taxes in commune X for year 2004 (in PLN)

Remaining f
Payments for 31.12.2004 gmaining for

- ayment
Specifi- Size in (I:ec::I- i Def

p. Arrears on year 2004 ] efer- %
cation of . tions red R
01.01.04 —write- Payment Current . Arrears on (8:2

taxes offs £ arrear avment Total: in % 31.12.04 amount

oTarrears  pay (5:3) T dues on

2005

1 2 3 4 5 6 7 8 9 10
gira”a” 447346  2.069.573 137.093 1.881.416 2.018.509 91 500.920 1724 112
entity 317.371 1.128.045 102.308 986.620 1.088.928 87 357.538 - 113

individual 128.975  941.528  34.785 894.796 929.581 95 143.382 1724 111

fa;(’pe”y 525340 4.389.877 72515  4.130.980 4.203.495 94 633.805 86.128 121

entity 292.754  3.257.299 12.745 3.164.806 3.177.552 97 374.239 - 128
individual 232.586  1.132.578 59.770 966.174  1.025.943 85 259.566 86.128 112
Forest tax 1.395 54.767 68 54.089 54.957 99  2.229 . 160
entity 1.197 52.628 51.954 51.954 99  2.088 - 174
individual 198 2.139 68 2.135 2.203 99 141 - 7
tTa;anS‘m”szg 250.600 43.459  184.674 228133 74 109182 1.045 124
entity 8.772 68.898 69.448 69.448 100 8.222 - 94
individual 78.987 181.702  43.459 115.226  158.685 63  100.960 1.045 128
tTa‘)’(t:‘S' 1.061.840 6.764.817 253.135 6.251.159 6.505.094 92  1.246.136 88.897 117

Source: personal elaboration

)
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Summary

THE RULES OF VALUATION AND CREDIBILITY OF THE COMMUNE
BALANCE SHEET

Joanna Koczar, Bozena Rudnicka
Wroclaw University of Economics

State entities, their auxiliary households, state businesses are public finance sector
units. They are endowed with specific assets and empowered within certain limits to
incur liabilities in order to fulfil their tasks. To appraise the assets, the liabilities and
define the performance level the entities are obliged to comply with the
measurement categories stemming from the Accounting Act and specific regulations
on the accounting principles set forth exclusively for these entities. The problem
arises whether the regulations and the measurement method are adequate for the
specific nature of the entities' operation and for the reflection of the value of the
assets, the income statement, own funds and liabilities in their balance sheet and
consequently in the balance sheet of a self-government unit. Does the application of
these principles guarantee the achievement of the overriding objective of accounting
i.e. providing diligent information about the state of the assets and financial
performance of each entity, e.g. a commune. The paper is an attempt at answering
the aforementioned questions.



ACCRUAL ACCOUNTING PRINCIPLES AND POSTULATIONS IN THE
PUBLIC SECTOR: RHETORIC OR REALITY

Hassan A. G. Ouda
Tilburg University

1. Introduction

The transition to accrual accounting has been the most notable reform of
government accounting in the last two decades for many countries. New Zealand
was the first country to adopt accrual accounting in the public sector as a whole
(pursuant to Public Sector Act 1989) and then soon followed by the New South
Wales Government in Australia. Since then, the transition to accrual accounting has
become increasingly common amongst governments around the world. However,
public sector accrual accounting remains an under-researched topic. Namely,
government accounting reform has remained mostly like a black box. One clear
message that emerges from the analysis of accrual accounting reform in the public
sector is that there remains considerable room (and indeed there is a need) for
further debate and research. For instance, accrual accounting is based on some
principles and postulations (e.g. matching principle and going concern postulate)
that have been used for decades as an obstacle in the way of its adoption in the
public sector. While IFAC has issued the IPSASs (International Public Sector
Accounting Standards) in order to be applied to the public sector entities, there is a
lack of conceptual framework which is really required for transferring accrual
accounting concepts into public sector. Consequently, there is a need for further
research to develop this framework. This paper is a small step in this direction.
Therefore, this paper aims at clarifying some of the accrual accounting principles
and postulations that can create confusion within the public sector and making clear
how such principles and postulations can be applied to the public sector in order to
facilitate the adoption of accrual accounting.

This paper is organized as follows. The next section discusses and analyzes some of
the accrual accounting principles in order to make clear how they can be applied to
the public sector. The third section will analyze one of the accrual accounting
postulations, which is the going concern, and discuss the extent to which this
postulation can be applied to the public sector.

2. Accrual accounting principles
2.1 Matching principle

One of the cornerstones of the accrual accounting system is the matching principle.
This principle means that the revenues, which were earned during the accounting
period, should be matched with the associated expenses. The matching principle is
used by the business enterprises to measure the net income. Thus, the process of
identifying the revenues and assets, which expired in production of those revenues,
are fundamental for the matching principle. Accordingly, the direct link between
revenues and expenses is a prerequisite in order to apply the matching principle. On
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the other hand, in the governmental entities the direct link between services and
revenues is mostly missing and so is the link between expenses and monetary value
of the output. The lack of direct and traceable linkage between expenditures and
revenues has made some of the opponents of the transition to accrual accounting in
the public sector to conclude that accrual accounting with its matching principle
cannot generally be properly applied to governmental organizations (Monsen and
Nasi 1997, p. 13). Furthermore, they stated that it is true that it can be applied to
certain activities where the linkage between expenses sacrificed and revenues earned
is direct or close enough, but in general this is not the situation in government
accounting. So according to Monsen and Nasi, the general lack of a coupling
between expenditures and revenues in governments indicates that the matching
concept cannot be applied similarly to government accounting as it is applied to
business accrual accounting. Generally, the opinion of the opponents is based on the
fact that since the measurement of the net income, which is so central to business
organization accounting, is not a goal of the governmental entities, there is no need
to apply the matching principle to government accounting. Consequently, in the
absence of direct link and hence the measurement of the net income, the application
of accrual accounting with its matching principle will create a great confusion and
distortion for the governmental entities.

In reality, for the application of the matching principle to the governmental entities,
we can say that it is not necessarily the matching principle as a cornerstone of
accrual accounting to perform exactly the same function as it did in business firms,
and that simply, because the nature and objectives of the business firms and
governmental entities are largely different. The objective of the business firms is the
profit motive, therefore, the function of the matching principle here is the
measurement of the net income by matching the revenues with the associated
expenses.

So : Revenues - matched with —associated expenses = the measurement of the
net income

Hence, the matching principle performs here the function that is consistent with the
objective of the business firms. On the contrary, the governmental entities do not
aim at making profit but at serving the public interest by providing the services and
goods required. Hence, the matching principle can perform other function, which
should be consistent with the objective of the governmental entities. Basically, for
the governmental entities the net annual measure is of the net resources consumed
to provide services during the year and net accumulated figure is a measure of
unconsumed economic resources (IFAC, 1991, p. 16). In this context, the application
of matching principles can be addressed in two approaches as follows:

- Conceptual approach:

Herein the matching principle can be used to match resources consumed during the
accounting period with services and goods provided (and usefulness accomplished)
during the same accounting period, or to match outputs with the associated costs.
Where the use of the matching principle by this way in the governmental entities
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will show to what extent the governmental entities have used the resources, which
are entrusted to them, efficiently. For instance, the efficiency of an organization can
be measured by the ratio:

Output

Input

The greater the ratio, the more output for input, the more efficient the organization.
Similarly, if we considered the resources consumed as input and the services and
goods provided (and usefulness accomplished) as output, then the efficiency of the
governmental entities of using the public resources could be measured by the
following ratio:

Services and goods provided

Resources consumed

Similarly, the greater the ratio, the more service and goods for resource consumed,
the more efficient the governmental entity in using the public resources. Thus:
Services and goods provided — matched with - Resource consumed

Thus the matching principle can be used in the public sector not to measure the net
income, but to measure the efficiency of the government in using the available
resources. In the business firms, the accounting system is used to fulfill the objective
of these firms. Similarly, the accounting system that should be used in the
governmental entities has to be able to achieve the objective of these entities.
Accordingly, the traditional governmental accounting system is not in position to
assist in measuring of the government’s efficiency in using the available resources.
On the contrary, accrual accounting with its matching principle can efficiently fulfil
this task. The New Zealand experience regarding the public sector reform has
demonstrated that accrual accounting with its matching concept is an essential
element in order to achieve the desired performance and to discharge the
accountability in the government. As a consequence of enactment of State Sector
Act 1988, the management system in New Zealand is changed from an input focused
system to an output focused system. Accordingly, the chief executives have been
given extensive authority in the use of resources, such as staffing, purchasing, travel,
office accommodation, information technology, etc. As part of this change, the chief
executives have annual performance agreements, which are linked to departmental
purchase agreements. These purchase agreements specify in detail the outputs or
services to be provided by departments during the forthcoming financial year.
Accordingly, the chief executives are clearly accountable for the delivery of agreed
services, and are accountable for all the resources that they consume in the
production of those services (Ball, 1994). Consequently, the adoption of accrual
accounting with its matching principle has assisted the chief executives (agent) in
discharging their accountability, at least, towards the ministers (principal) who have
specified in the beginning the performance that is required from the chief executives.
1bus, its application was inevitable in order to measure the performance and
efficiency ol the chief executives in the use of the resources to provide the agreed



Hassan A. G. Ouda 261

services. Consequently, it can be concluded that the matching principle can be
app le to the public sector in order to measure the efficiency of the government in
using the available resources through matching services provided with resources
consumed in stead of measuring the net income as it did in the private sector.

However, the operationalization of the conceptual approach through the financial
statements has revealed that it is not possible to gauge efficiency from the financial
statements, since one has to determine whether the outcomes (the policy objectives,
for example) have been delivered. If they have been delivered, then one can ask
whether they could have been delivered as effectively for a lower cost - which is the
efficiency point. So it has been found that it is so difficult and even it is impossible
to prove the above-mentioned conclusion by the financial statements, as they do not
indicate the level or the quality of the good and services which have been provided.
Accordingly, we think that this conclusion is only right to the extent that the
accruals accounts show the resources consumed in providing services. That is, the
inputs are matched against the outputs in financial reporting terms but the inputs and
outputs are not matched against the outcomes.

- Practical approach:

Due to the difficulties inherent in the operationalization of the conceptual approach,
there is a need to address the application of matching principle to the public sector in
a practical way that can justify the adoption of accrual accounting with it matching
principle. In fact, the use of accrual accounting in the public sector will allow for the
measurement of the total cost of providing services on an aggregated basis and also
allow for more accurate cost measurement of specific programs and activities. The
total costs include not only the cost of goods and services produced or purchased
and paid during the accounting period but also the cost of using long-lived assets
(e.g. depreciation and cost of capital) and other non-cash costs. Accrual accounting
with its matching principle means that the actual cost will be recognized in the year
in which it occurs. It is stated in the Consolidated Financial Statements of the NSW
Public Sector 1996-97 that “expenses are recognized when incurred and are
reported in the financial year to which they relate”. In addition, Sacco (1997)
argued that in government, matching would be central to calculating
intergenerational equity, that is, there are sufficient revenues collected this period to
cover all costs, whether actual outlays or promised outlays.

So the matching principle can be used to allowfor the total costs ofone period to be
charged to the operating statement in the period in which they are incurred and
matched with the total revenues (whether levied through the sovereign power or
earned through the operations) related to the same period. In fact, taking into
consideration the specific nature and characteristics of the public sector in
comparison with the private sector, the matching of revenues with expenses of a
certain fiscal year should be based on a timing relationship in stead of an
exchange relationship. GASB (1987) argued that “governments generally use
resources from a variety of sources to pay for a variety of services. The “matching”
relationship that normally exists between resources provided and services received is
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a timing relationship (that is, both occur during the fiscal year) rather than an
exchange relationship”. So in the context of lacking the direct link between the
revenues and expenses, the matching principle can be used in the public sector to
show the surplus (or deficit) of revenues over expenses. This is a useful measure of
whether a government has managed to meet current expenses from current revenues,
and whether its net resource position has increased or decreased. Thus, comparing
revenues with total expenses helps in assessing the inter-period net assets/equity (i.e.
whether current revenues are sufficient to cover the costs of programs and services
provided in the current period). In addition, the use of matching principle in the
public sector entities will assist in fulfilling the intergenerational fairness by
charging the costs incurred in production of the usefulness to the period in which
this usefulness will be consumed. Bac (2000), stated that “good allocation and sound
intergenerationally neutral government financing demands that the cost of
government activities will be so divided over time that cost will be attributed to the
period in which the usefulness of such activities and the referred assets will be
consumed”. This means that:

Costs incurred should be — attributed to - the period of consumption of the
usefulness

From the sound intergenerationally neutral government financing point of view, we
agree with Bac that the generation who has ever consumed some services
(usefulness) should pay for their costs, and this in turn will fulfil the
intergenerational fairness. The matching principle means that both usefulness and
the costs incurred in providing this usefulness have to be recognized in the same
reporting period in order to prevent the current generations from benefiting on the
account of the future generations or vice versa. This assists in ensuring an equitable
distribution of expenses between generations and that the long-term position of the
government remains sound (Bartos, 2000). In addition, it is argued in Financial
Information Strategy Accounting Manual of Canada (2001) that” in the case of
tangible capital assets, a systematic and rational allocation policy is used to
approximate the matching principle. This type of expenses recognition involves
making assumptions about the benefits that are being received as well as the cost
associated with those benefits. The cost of long-lived asset is allocated over the
accounting periods during which the asset is used because it is assumed that the
asset contributes to the generation of the benefits throughout its useful life. So in
order to operationalize the practical approach, the following financial statements can
show how accrual accounting with its matching principle is applied to the public
sector of New Zealand. These are: Statement of financial performance (operation
statement), Statement of movements in equity and Statement of financial position:
for six months ended 31 December 2004 and published on 18 February 2005.
Generally, the expenses can be provided in the statement of financial performance in
one of two ways (IPSAS 1): thefirst is referred to as the nature of expense method.
Expenses are aggregated in the statement of financial performance according to their
nature (lor example depreciation, purchases of materials, transport costs, wages,
salaries), and are not reallocated amongst various functions within the entity. The
second is referred to as the functional method of expense classification, classifies
expenses according the programs or purpose for which they were made (for example
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Health expenses, education expenses, defence expenses, etc.)- This presentation
often provides more relevant information to the users than the classification of

expenses by nature. The following statement of financial performance of the New
Zealand government uses the functional method:

Statement of Financial Performance (Operating Statement): For six months
ended 31 December 2004

$ Million

Revenue
Levied through the Crown’s
Sovereign power
Taxation revenue 22.877
Levies, fees, fines and penalties 1.547
Total revenue levied through the Crown’s 24.424
Sovereign power
Earned through the Crown’s operations
Sales of goods and services 5.371
Investment income 1.926
Other revenue 1-003
Total revenues earned through the
Crown’s operations 8.300
Total Crown Revenue 32.724
Expenses
By function classification
Social security and welfare 8.535
GSF pension expenses 966
Health 4.083
Education 4.185
Core government services
Law and order
Defence
Transport and communication 2.707
Economic and industrial services

A . 560
Primary services 833
Heritage, culture and recreation 336
Housing and community development 14
Other 1.356

Financial costs
Net foreign-exchangelo s s /(g ain s)
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Total expenses 28.267
Revenue less expenses 4.457
Net surplus/deficit attributable to

State-Owned Enterprises and Crown entities 69
OPERATING BALANCE 4.526

Statement of Movements in Equity: For the six months ended 31 December
2004

$M
Opening Crown Balance 35.463
Operating balance for the period 4.526
Net revaluations 2
Total Recognized Revenues and Expenses 4.528
Closing Crown Balance 39.991
Statement of Financial Position: As at 31 December 2004

$M

ASSETS
Cash and bank balances 3.202
Marketable securities, deposits & equity
investments 29.442
Advances 7.941
Receivables 12.783
Inventories 903
Other investments 211
Property, plant & equipment 58.553
Commercial forests 251
Investment in TEls 4.449
Intangible 777
Total Assets 118.512
LIABILITIES
Payables and provisions 13.259
Currency issued 3.667
Borrowings- sovereign guaranteed 30.317
Borrowings-non-sovereign guaranteed 7.504
Gover. supperannuation fund pension liabilities 13.976

ACC liabilities 9.798
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Total Liabilities 79

Total Assets less Total Liabilities

39.991
Crown Balance ' -
Taxpayer funds 70 030
Revaluation reserve 19 927
Minority interest n
Crown Balance 39.991

2.2 Consistency principle

The consistency principle refers to the use of the accounting procedures by a single
firm or accounting entity from period to period and the use of similar measurement
concepts and procedures for related items within the statements of a firm for a single
period (Hendriksen, 1982). In fact, the consistency principle requires a persistent
application by a company of any selected accounting method or procedures, period
after period. As a result, a user of company financial statements may assume that in
keeping its records and in preparing its statements the company used the same
procedures used in previous years (Larson and Pyle, 1987). The use of consistency
principle is important because if different measurement procedures are used, it will
be difficult for the user to discern the effects on the company, from period to period,
caused by external factors such as changes in economic conditions. In addition, it is
difficult for the user to separate the fluctuations caused by internal and external
economic factors.

While the use of the consistency principle in the business enterprise is necessary, its
use in the public sector is an imperative. For instance, it has been stated under
matching principle that the matching principle can be used in the public sector to
show the surplus (or deficit) of revenues over expenses. As long as the rules of
recognizing expenses and revenues have been established and are applied in
accordance with the principle of consistency, the variations in the surplus or deficit
over years can provide important information about the impact of fiscal policies.

In addition, the use of the consistency principle in the public sector can provide the
user with reliable measure of the net worth, period after period. The user can
measure and judge the impact of government actions on the net worth, whether those
actions have deteriorated or improved the net worth. Without the use of persistent
accounting policies or procedures, the government can easily affect the net worth,
for example, by valuing its assets at historical cost at some periods and at
replacement cost in other periods. Consequently, it will make the comparison of net
worth from period to period meaningless. Similarly, the use of consistency principle
will provide a reliable measure for the intergenerational equity, period after period.
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Also without the use of consistency principle the true and fair view about the
financial position of the government can be distorted.

In fact, one significant issue that arises from the use of accrual accounting for
consolidated statements of the government as a whole is the meaning of any
reported deficit. Accordingly, the use of the consistency principle is important for
assisting in interpreting the meaning of reported deficit, as it is inferred that in order
to avoid the misinterpretation of the meaning of a reported deficit, the governmental
entities financial statements and the consolidated financial statements of the whole
of government should be prepared and presented on unified and consistent
accounting policies (Ouda, 2003). Thus, similar to the private sector, the use of
consistency principle in the public sector is necessary for analyzing and evaluating
the impact of fiscal policies, comparing years, measuring trends and discerning the
effects on the governmental entity caused either by external or internal factors.

2.3 Conservatism principle:

This principle is sometimes expressed simplistically as “recognize all losses but
anticipate no profits” (Larson and Pyle, 1987). The conservatism principle is
generally used to mean that accountants should report the lowest of several possible
values for assets and revenues and the highest of several possible values for
liabilities and expenses. It also implies that expenses should be recognized sooner
rather than later and that revenues should be recognized later than sooner
(Hendriksen, 1982). So: recognize no gains until they happen but record all possible
losses even before they take place.

Unlike the private sector, the government obtains on its revenues (inflows) from
different sources, and this in turn makes the recognition and realization of these
revenues in case of the adoption of accrual accounting more difficult since diversity
of sources will require different recognition points. The main categories of revenues
to government are: revenues derived from exchanges in a manner similar to the
private sector, these include revenues from sales of goods or services, dividends,
interest and gains arising from the sale of assets; revenues derived from the use of
sovereign powers: these include a variety of direct and indirect taxes, duties, fees
and fines; and other non-reciprocal transfers such as grants or donations from other
governments, from supranational authorities or from the private sector. The
conservatism principle holds that some degree of risk is involved in the collection of
these revenues. Hence it may be unwise to treat these revenues in the financial
statements as fully collectable. The historical data may support the fact that, over the
past several years, government had only been successful in collecting 90% of these
revenues. An application of conservatism principle in this case would be to state the
probable collection of revenues based on this objective information. In general,
government accountants should also avoid the use of subjective judgement in
making estimates (or financial statements. In this instance, there is some support
both for the use of historical trends and taking a more conservative view.
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Furthermore, unlike the private sector, governments own different sources of
p ysical assets such as infrastructure assets, heritages assets, etc These assets are to
a great extent, difficult to measure reliably; and the realization of the value inCreas s
of these assets will also be difficult. Then, overstating of the value of assets can
result in overstating the probably assets base of the governmental entity Similarlv

recording the value of these assets should be based on the historical data and
conservative view.

Consequently, it may be concluded that the conservative principle is more required
and applicable to the public sector accounting in comparison with the private sector
accounting. This means that proper allowance should be made for all known and
foreseeable losses and liabilities; income should only be included where there is a
reasonable certainty of it arising (Green Paper, 1994). Thus, pessimism is assumed
to be better than optimism in budgeting and financial reporting of the governmental
entities.

2.4 Full-disclosure principle

This principle implies that financial statements and their accompanying notes should
disclose all information of material nature relating to the financial position and
operating results of the company for which they were prepared (Larson and Pyle,
1987). This principle is one of the most important accounting principles that is
missing in the governmental accounting. The lack of this principle has led to that the
governmental activities are managed with poor quality financial information. The
accounts of governments usually do not fully report the liabilities or assets of the
government, and frequently take items into revenue which are clearly of capital
nature- for example the sale of government assets. Hence, the lack of this
information resulted in that decision-making process in the public sector has been
confused and distorted, and the accountability is not effectively discharged. For
instance, when there is no information available about the assets the focus of the
decision will be on whether or not to spend on new assets but when this information
is available then the focus will be extended to whether to retain or upgrade the
existing assets.

In addition, the full disclosure can promote the accountability through greater
financial transparency. Generally speaking, transparency and accountability are
interrelated concepts and mutually reinforcing. Without transparency there could not
be any accountability. Unless there is accountability, transparency would be of no
value In fact, transparency is built on a free flow of information and it requires that
the governments should be explicit about their fiscal objectives and should report on
a wide range of economic and fiscal information. On the other hand, transparency is
a key element of bureaucratic accountability that entails making available for public
scrutiny all public accounts and audit reports. Therefore, the governments are
requested to overcome the lack of financial transparency and the poor quality of
financial information by reporting information about their assets, liabilities,

nd expenses as well as information about their exposure to losses and
revenues an re,ate(1 to contingencies and commitments (IFAC, 1998). Thus,
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the transition to accrual accounting in the public sector will improve the quality of
governmental financial information.

3. Accrual accounting postulations:
3.1 Going concern

The going concern postulate assumes that the accounting entity will continue in
operation long enough to carry out its existing commitments. In other words, the
accounting entity will exist for a time period sufficient to justify the deferral process
inherent in business organization accrual accounting (Ingram et al, 1991). In
practice, most governments are using the cash accounting. One of the fundamental
flaws in argument for cash accounting is that assumes that government is not a
going concern (Hardman, 1982). Certainly, the apparent ownership of government
operations may change periodically with the election of a new government,
however, the business, management, assets and clientele of government continue
more or less unchanged through successive governments. This also means that the
existence of the public sector entities is independent of the successive governments.
Frankly speaking, the governing and legislative bodies can be changed but the
governmental entities themselves will remain in operation. Moreover, the going
concern postulate means that it is expected that the business will remain in operation
at least as long as the longest useful life of any of its resources or obligations.
Simply, this assumption is more applicable to the public sector due to the very long
life of many physical assets and long-term liabilities in comparison with the business
enterprises.

The governmental entities are also expected to continue providing services in the
future as a consequence of the yearly allocation of appropriations (political
decision). The UK Financial Reporting Manual stated that for non-trading entities in
the public sector, the anticipated continuation of the provision of a service in the
future, as evidenced by inclusion of financial provision for that service in published
documents, is normally sufficient evidence of going concern. This also means that
the continuation of the governmental entities is not only based on an economic
decision but also on a political decision.

Unlike the private sector, governmental entity has a certain power or agreement that
makes it more going concern. IPSAS 1 argued that there may be circumstances
where the usual going concern tests of liquidity and solvency appear unfavorable,
but other factors suggest that the entity is nonetheless a going concern. For example:
In assessing whether a government is a going concern, the power to levy rates
or taxes may enable some entities to be considered as a going concern even
th(()jugh they may operate for extended periods with negative net assets/equity;
an
For an individual entity, an assessment for its statement of financial position at
the reporting date may suggest that the going concern assumption is not
appropriate. However, there may be multi-year funding agreement, or other
arrangements, in place that will ensure the continued operation of the entity.
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Consequently, one can conclude that the major difference between the private and
public sector is that m the private sector the going concern is an economic decision
which may be based on the financial statements. In the public sector it is a political
decision and the financial statements may or may not assist with this decision. An

state enterprise which is considered politically essential may be retained despite
making huge losses.

Yet, the going concern postulate should be accepted on the basis of their ability to
permit predictions. Information regarding a specific firm should be presented in such
a way that users of financial reports could make their own assessments regarding the
future of enterprise. However, it is relevant postulate, leading to the presentation of
information regarding resources and commitments and operational activity on the
ground that such information may aid in the prediction of future operational activity
(Hendriksen, 1982). Similarly, many users (i.e. investors, creditors, the public,
lenders, service customers, etc.) of governmental financial reporting require
information that can assist them in making prediction regarding the ability of the
government in meeting its future obligations and the continuity of providing the
services in the future. Therefore, the assumption that government is not a going
concern can not be justified, due to the fact that the going concern assumption is
based on different criteria in the public sector i.e. political rather than financial
factors.

4. Conclusion

As a consequence of the discussion of the accrual accounting principles and the
going concern assumption, it could be inferred that the public sector and the private
sector are not sufficiently different to the extent that the notion of accrual accounting
can be rejected. In reality, this makes us agree with Macmillan (1982) that
difficulties in getting accrual accounting adopted universally in government are
implementation problems, not matters of principle. In fact, accrual basis of
accounting recognizes transactions and events when the transactions or events occur
rather than when cash is paid or received and its financial statements disclose the
total assets (include current and physical assets), total liabilities (include short and
long-term liabilities), net worth, revenues and expenses. Accordingly, the
measurement focus under the full accrual accounting is on the total economic
resources. Effectively, assets, liabilities, revenues and expenses arising from
transactions and events must be recognized in the financial statements when they
have an economic impact on the government, regardless of when the associated cash
flows occur. Furthermore, it has been revealed that the accrual accounting
postulation which has been considered for decades as an obstacle for its adoption in
the public sector, such as the going concern, is more applicable to the public sector
than the private sector as this is not only based on economic factors but also on

political factors.
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Summary

ACCRUAL ACCOUNTING PRINCIPLES AND POSTULATIONS IN THE
PUBLIC SECTOR: RHETORIC OR REALITY

Hassan Ouda
Tilburg University

The transition to accrual accounting has been the most notable reform of
government accounting in the last two decades for many countries. However, public
sector accrual accounting remains an under-researched topic. For instance, accrual
accounting is based on some principles and postulations (e.g. matching principle and
going concern postulate) which have been used for decades as an obstacle in the way
of its adoption in the public sector. While IFAC has issued the IPSASs (International
Public Sector Accounting Standards) in order to be applied to the public sector
entities, there is a lack of conceptual framework which is really required for
transferring accrual accounting concepts into public sector. Consequently, there is a
need for further research to develop this framework. The paper has developed a
framework which aims at clarifying some of the accrual accounting principles and
postulations and making clear how such principles and postulations can be applied
to the public sector in order to facilitate the adoption of accrual accounting. The
paper has made clear that due to the fact that governments generally use resources
from a variety of sources to pay for a variety of services, the matching of revenues
with expenses of a certain fiscal year in the public sector should be based on a
timing relationship in stead of an exchange relationship. The paper has also
revealed that the going concern assumption is more applicable to the public sector
than the private sector as this is not only based on economic factors but also on

political factors.
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