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A Comparative Analysis of Rules versus Principles Based Disclosure in British and American Financial Markets

Abstract 



One subject that has become increasingly popular amongst the financial profession is the rules versus principles disclosure debate.  Critics of rules based disclosure believe that rules tend to focus attention more on the letter of the law rather than the spirit of the law (Baker and Hays, 2007).  When one endeavours to design rules that will comply with very specific circumstances, he will be required to develop rules to cover every possible scenario imaginable, and such a process will inevitably lead to a myriad of conditions that must be memorised and adhered to, which will have the effect of taking away the accountant’s professional judgement in assessing the substance of an accounting transaction.  In addition, no matter how technically detailed the rules are, there will inevitably be a way around every rule and resulting loopholes in the law will therefore be created (Kivi et al, 2004).  Whilst the United States is endeavouring to become more principles based in their approach to disclosure, they still remain predominantly rules based in the way they do business in their own domestic marketplace and their relationships with others in an international environment.  The Sarbanes-Oxley Act 2002, which is legislation that was designed to restore public confidence in American business in the wake of several international corporate scandals such as Enron and Worldcom, is a rules based document that imposes strict penalties of fines and/or prison sentences on the Chief Executive Officer (CEO) and Chief Financial Officer (CFO) for non-compliance of disclosure practices and corporate governance.  The United Kingdom, in contrast, is endeavouring to adopt a principles based approach to disclosure, and this is reflected in the Combined Code’s “comply or explain” approach that has been in operation for more than a decade.  This “comply or explain” approach offers a great deal of flexibility in the area of disclosure and, not surprisingly, has been welcomed by company boards because the onus is placed on the shareholder to examine the company’s disclosure statement and relevant financial reports to determine whether the company is investmentworthy (FRC, 2006).  Therefore, it seems that in this instance anyway, it is a case of buyer beware in such a situation where corporations in the UK are under no obligation to comply with established procedures of disclosure.  This paper will endeavour to examine the rules versus principles disclosure debate by performing a comparative analysis of the financial systems of the United States, which is predominantly rules based, and the United Kingdom, which is primarily principles based.  The comparative analysis will look at the economy, appropriate legislation, recent corporate scandals,  monetary policy, and a small sample of publicly listed companies.  The sample of publicly listed companies will include those listed in the United States, those listed in the United Kingdom, and those cross listed in both the United States and the United Kingdom.  

Introduction 




The rules versus principles disclosure debate has been going on for around two decades, if not longer.  Rules, the advocates of principles declare, makes standards longer and more complex, and have led to arbitrary accounting treatments that allow companies to structure transactions to circumvent unfavourable reporting of their finances, often referred to as “creative accounting”.  When working under rules based disclosure, it appears that the role of the accountant has shifted from allowing him to use his professional judgement in considering the best accounting treatment of a transaction to a concern for parsing the letter of the rule (Shortridge and Myring, 2004).  While analysing rules in itself is not necessarily a bad thing, too many complicated regulations that must be followed to the letter create an environment where people are likely to dogmatically follow the letter of the law rather than the spirit of the law.


Those in favour of rules based disclosure, however, have noted that principles based standards often become rules based standards in an effort to increase comparability and consistency (Shortridge and Myring, 2004).  In addition to the belief that principles based accounting standards will become more rules based as they endeavour to increase comparability and consistency, there are other drawbacks to this type of disclosure.  A lack of precise guidelines could create inconsistencies in the application of standards across the organisation or company.  An example of such an inconsistency is when companies are required to recognise both an expense and a liability that is probable and estimable.  A contingent liability that is only considered to be reasonably possible, in contrast, is only reported in the footnotes of the financial statement.  Accountants can argue that with no precise guidelines and how to treat such liabilities, how are they supposed to determine if a liability is probable or only reasonable possible.  The lack of clear guidance in this instance, therefore, may reduce the comparability and consistency of disclosure, which will have the effect of negating the primary purpose of financial accounting (Shortridge and Myring, 2004).  


Because there are such strongly held views on which type of disclosure is the most appropriate, it is useful to analyse both the rules based and principles based systems of disclosure to gain a better understanding of their benefits and detractors.  It is only through examining in close detail both types of disclosure that one will be able to determine which system will provide the most transparent and consistent financial statements, as well as ensure an efficient and profitable marketplace.  


It is important to understand, however, that a particular system of disclosure may be suitable for one part of the world but unsuitable for another.  For example, Europe endeavours to adopt a principles based reporting system, and this system seems to be successful because of the environment in Europe.  If one were to adopt a principles based system in the United States, however, it is highly likely that there would be a long wait for a positive outcome because the economic, legislative, moral and intellectual infrastructure of that culture is completely different in Europe’s infrastructure, so the United States in particular is in all probability is just not ready for a strong principles based reporting system(Baker and Hayes, 2007).  Because the environment in the United States is completely different to its European counterpart, it is estimated that it will be a very lengthly and difficult exercise for the United States to attempt to move from a rules based system of discloser to a principles based system, which will have wide ranging consequences for public accountancy firms, industry, education, and enforcement (Kivi et al, 2004).  


It is also important to keep in mind, however, that  it should make no difference whether a particular system of disclosure is rules based because or principles based, senior management are nevertheless expected to set high standards regarding compliance and professionalism (Merolla, 2007).  Both rules based and principles based standards are effective only when rigoursly applied, and neither system of disclosure will prevent fraud from occurring in the marketplace(Kivi et al, 2004).  


This study will perform a comparative analysis of a rules based and a principles based system of disclosure, and will look at the impact these two systems of disclosure have on publicly listed companies.  


The United States has a predominantly rules based system of disclosure, evidenced by the Sarbanes-Oxley Act 2002, which places responsibility for accurate financial disclosure on the Chief Executive Officer (CEO)  and Chief Financial Officer (CFO) for all companies, domestic or international, that are listed on any American stock exchange.  The United Kingdom, in contrast, has a predominantly principles based system of disclosure (Robinson, 2006).  Their transition from a rules based system of disclosure to a principles based system was orchestrated by the Financial Services Authority (FSA) which, coincidentally, is the leader in the debate on rules based versus principles based regulation (Merolla, 2007).  


In addition to  rules based versus principles based disclosure systems in general being compared, this paper will look at two economies: the United States representing a rules based system of supervision and the United Kingdom representing a principles based system of supervision.  These two countries have been selected for analysis because they are similar in many ways, yet at the same time they are also conflicting in many other ways.  Perhaps one thing that binds these two countries together both culturally and economically is the fact they are both English speaking countries.  While this commonality of language gives the appearance of breaking down the language barrier, many people who have crossed the pond have lamented that rather than language uniting the two peoples, it often separates them.  In this instance it has become apparent that rather than language bringing the two cultures together, it can often pull them apart; hence the expression, “separated by a common language”. 


The areas that the United States and the United Kingdom will be looked at, with regard to their methods of disclosure, are their economy, monetary policy, legislation, recent corporate scandals, and the stock market.  A total of 33 publicly listed companies, 11 listed in US exchanges, 11 listed in UK exchanges, and 11 cross listed in both exchanges will be analysed.  This analysis will cover a five year period after the American  Sarbanes-Oxley Act 2002 was enacted, from the years 2002 to 2006.  The financial                                            information of the 33 companies will be taken from each company’s Balance Sheet, Trading and Profit and Loss Account, and Cash Flow Statement, which is located in their Annual Reports.  Pertinent financial information will be entered into a Microsoft Excel spreadsheet, which will be encoded to derive statistical information from the entered data.  


The company information that will be entered into the spreadsheet is:-

1.  Current Assets,

2.  Total Assets,

3.  Current Liabilities,

4.  Total Liabilities,

5.  Revenues (Sales),

6.  Cost of Sales,

7.  Gross Profit,

8.  Interest Paid,

9.  Tax Paid, 

10.  Net Profit,

11.  Total Equity,

12.  Earnings per Common Share – Basic,

13.  Earnings per Common Share – Diluted,

14.  Net Cash Generated from Operations,

15.  Net Cash used in Investing Activities,

16.  Net Cash used in Financing Activities,

17.  Effect on Exchange Rate on Cash Flow,

18.  Cash at the Beginning of the Period,

19.  Cash at the End of the Period.


The information that will be automatically calculated and used for analysis within the spreadsheet is:-

1.  Capital employed,

2.  Contribution,

3.  Asset Turnover,

4.  Gearing Ratio,

5.  Operational Gearing,

6. Interest Cover,

7.  Gross Profit Margin,

8.  Current Ratio,

9.  Return on Capital Employed,

10.  Net Profit Margin on Sales.

All of the above information will be analysed using statistical methods to look for any trends concerning profitability within publicly listed companies that must comply with rules based disclosure, principles based disclosure, or both systems of disclosure.  Because it is the primary objective of both rules based and principles based systems of disclosure to instil public confidence in businesses and their accounting methods, a critical analysis of a small sample of those companies publicly listed in the American and British stock markets should in theory provide a snapshot view of the financial health and investability of those companies that seek to obtain equity capital from the public.

Relation to previous research 



Monetary policy has been covered in Module 1 of the MSc Finance Course.  It is important to look at the monetary policy of a rules based and a principles based system to see how these two countries use the money supply to achieve their goals.  

The accounting practices and the preparation of financial statements, to include cash flow statements, balance sheets, and annual reports, have been covered in Module 2 of the MSc Finance Course.  These documents will be used to gather financial information about the 33 publicly listed companies.

Statistical analysis is covered in module 3 of the MSc Finance Course.  I intend to perform a comparative statistical analysis of 33 companies listed in American and British stock exchange to analyse their performance over a five year period, since the introduction of the Sarbanes-Oxley Act 2002(University of Leicester, 2003).  

Public finance has been researched in module 6 of the MSc Finance Course.  The tax that a company pays to the Inland Revenue or the Internal Revenue Service will be analysed because taxation is a very important issue in the corporate world.  Companies seek to pay as little tax as possible while governments seek to collect as much tax as possible.

International finance has been covered in detail in module 7 of the MSc Finance Course, to include forwards, futures, options, and swaps.  Any publicly listed company is required to show that it is compliant with the laws of its own country as well as the laws of any country that it is listed in, and this is especially so when a company is cross listed in the exchanges of two different countries (Kivi et al, 2004). Major companies must often use hedging techniques to trade in an international environment, and the success or failure of such hedges will affect the profibility of the company.

Proposed methods 



I intend to conduct a comparative analyse of an a rules based and a principles based system of disclosure, using the United States and the United Kingdom as comparators.  I will read journals, studies from other academics, books, articles, and other reference materials to analyse these two systems of disclosure.  I also intend to analyse 33 publicly listed companies; 11 listed in US stock exchanges, 11 listed in UK stock exchanges, and 11 cross listed in US and UK stock exchanges.  

I intend to use the Microsoft Excel spreadsheet package to design my own template that will be used to enter the data derived from company financial statements.  Once the information for each company has been entered into its own template, that information will be moved to another area of the spreadsheet where it will be statically analysed, looking for any trends.  Once the data has been analysed, the information from the three groups of companies will be presented in an easily readable format, thereby revealing any trends that have become apparent within the last five years.  

I have also copiously conducted a literature review and have put all relevant notes that may be useful in the research into a Microsoft Excel spreadsheet.  I decided to enter my notes into Excel instead of Microsoft Word because Excel has roles and columns and I have been able to open up a separate sheet for each specific subject that I intend to discuss in the dissertation.  In addition, I have since learned that Microsoft Excel is considered by many to be an international business tool because many cultures in the East prefer this computer program to Microsoft Word.  

As part of my research, I intend to:-

1.  Read publications relevant to Sarbanes-Oxley, the Combined Code, Turnbull guidance, the Companies Act, accounting, audit, compliance and quality assurance.

2.  Read the Daily Express City & Business section and extract pertinent financial information relating to UK businesses.

3.  Log on to relevant websites, such as www.google.finance.com to gather information relating to publicly listed companies and the stock market.

5.  Attend relevant business meetings and presentations to gather any relevant information regarding audit, compliance, quality assurance, and how they affect disclosure of financial accounts.

6.  Investigate British legislative tools, such as  the Data Protection Act, the Human Rights Act, Auditing Standards, the Companies Act, the Financial Services Authority, and the Turnbull Commission, as well as Sarbanes-Oxley Act and those American organisations entrusted to enforce it, such as the Securities Exchange Commission.

7. Study various businesses, such as Enron, Northern Rock, ITV and Farepack because they have recently had difficulties, analysing their weaknesses to see if the type of disclosure they comply with did not adequately address the issues that caused the scandal.  
Reflections 



The practical and empirical obstacles in this study will in all probability be little or no access to insider knowledge of company compliance and disclosure, and how it is affecting businesses today.  Any information that individuals in upper echelons of the business provide will be vetted carefully before it is ever related verbally or in writing to others because they would consider such information to be of a highly sensitive and confidential nature.  Therefore, it will be necessary for me to conduct this research as an outsider and therefore will only be able to use published information during my research.

Another obstacle that I have is limited time constraints and resources.  I have had to use the website www.google.finance.com to obtain financial information on the 33 selected companies for my research.  There have been occasions when I have been unable to download the annual reports from the internet, and this has created difficulties for me in obtaining the required information.  If I had better access to the financial information and more time, I would be able to analyse a larger selection of companies and provide a more detailed analysis.  

Conceptual and theoretical problems and difficulties in conducting this study will be the fact that the rules versus principles debate is a comparatively new issue if you consider that the field of accounting is about 600 years old and finance as a science is half a century old, and considering the introduction of the American Sarbanes-Oxley Act 2002 little more than five years ago.  It is for that reason that there will not be much empirical evidence relating specifically to the rules versus principles debate available for research purposes, so I will be required to analyse the stock market and selected companies’ annual reports to obtain relevant information.  Having stated that, although the analysis that I conduct will be on only a small selection of companies, it will nevertheless be useful to determine the impact that rules versus principles based disclosure practices has had on those companies within the last five years.  

I feel this dissertation will help me in my efforts as a researcher and analyst because it will enable me to take a deep look into the dynamics of the rules based versus principles based disclosure, which any individual working in an international environment will need to be familiar with in order to ensure he is knowledgeable and compliant with appropriate legislation.  This is intended to be a professionally written piece that can be used by students and professionals alike to help them to gain a greater understanding of the tools he must use to ensure that his company adheres to the law of the land.  In addition, any individual will be able to take the research that I intend to conduct and use the information derived from it for their own research purposes, which should be one of the objectives of any research paper.

Conclusion 

[image: image3]
In conclusion, a comparative analysis of rules based versus principles based disclosure  and how it affects American and British businesses would be a worthwhile endeavour because it would provide both business professionals and academics with valuable information about and compliance, and its effect on the marketplace in an international environment.

Because the statistical analysis has not yet been conducted at this point in time it is not possible to say whether companies operating under a rules or principles based system of disclosure perform any better than the other.  Once the statistical analysis has been completed this information will be useful reference material for future research projects.  

The immediate steps that will need to be taken to conduct the research will be to continue the literature review.  I will also need to enter the data from the 33 listed companies into Microsoft Excel, and once that is completed, I will need to perform a statistical analysis of that information and design a spreadsheet that will enable me to present the information obtained into an easily readable and understandable format.  

Although I have completed most of my notes on this subject, I will need to build a basic outline of the dissertation and begin writing it once I have approval from University of Leicester.  

Timetable 

[image: image4] 
· November 2007 – Conduct literature review and enter relevant notes into Microsoft Excel spreadsheet.  
· December 2007 – Conduct literature review and enter relevant notes into Microsoft Excel spreadsheet.  
· January 2008 – Conduct literature review and enter relevant notes into Microsoft Excel spreadsheet.  Study for final exam.
· February 2008 – Take final exam at University of Leicester.  Complete literature review.  Design template for use in Microsoft Excel.  Complete proposal and submit to University of Leicester. Enter data from 33 selected companies into Microsoft Excel.
· March 2008 – Enter data from 33 selected companies into Microsoft Excel.
· April 2008 – Design a spreadsheet to statistically analyse the data from the 33 selected companies and present the information in three sections, of rules based, principles based, and cross listed companies. 
· May 2008 – Receive feedback from the University of Leicester and incorporate any changes that they recommend.
· June 2008 – Write dissertation.
· July 2008 – Type dissertation.
· August 2008 – Have dissertation professionally bound and sent to University of Leicester.  
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	All of the ratios used in this analysis can be obtained by looking at the company's balance 
	

	sheet, trading and profit and loss account, and cash flow statement, which can be found 
	

	in the company's annual report.
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	#DIV/0!
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	Revenue (sales)
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	Cost of sales
	
	
	
	
	
	
	#DIV/0!

	Gross profit (contribution)
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	Net Profit 
	
	
	
	
	
	
	
	#DIV/0!

	
	
	
	
	
	
	
	
	

	Total equity
	
	
	
	
	
	
	#DIV/0!

	
	
	
	
	
	
	
	
	

	Earnings per common share
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