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EXECUTIVE SUMMARY

Does the proposal conform to IAS – International Accounting Standards? No. There are a number of items in the Proposal that do not conform to IAS. The most important differences are in the areas of inventory, intangible assets, the historical cost and continuity principles, long-term construction contracts, balance sheet presentation, lack of coverage and mandatory use of the Portuguese language.

Is the proposal appropriate for Mozambique? No. It is too complicated for the vast majority of businesses in Mozambique. Yet it does not adequately serve the needs of the largest enterprises in Mozambique because of the many major differences the proposal has with IAS. 

Are there cut off points for different size firms? What are they and are they appropriate? There should be just one set of accounting standards for all size firms. Requiring one set of rules for large enterprises and another set for small enterprises introduces unnecessary complications.

How can small and medium enterprises conform to the proposal? Small and medium size firms should be able to use the cash method if it is more appropriate. There should be no need to conform to a set of rules that is inappropriate for them. 

Are there provisions for a simplified system that requires less time and cost to comply? A cash basis system would be less costly and time consuming. However, the cash method is inappropriate for large enterprises. Allowing the use of the cash method for large companies could tempt corporate management to manipulate earnings. 

What are the costs/benefits to enterprises of the proposal? The overly burdensome regulatory effects of the Proposal more than outweigh the benefits. Requiring the perpetual inventory system will add costs with little or no corresponding benefits.  The requirement to use the Portuguese language imposes a cost on foreign companies and thus increases their cost of doing business with no corresponding benefit. Requiring a uniform chart of accounts might be burdensome even for domestic companies. One benefit of the Proposal is allowing the use of the LIFO method of inventory valuation, which might increase a company’s cash flow. 

How does the proposal compare with best practices globally as well as within the SDAC region? Unfavorably. Best practices allow companies to determine which inventory method best suits their needs. The Continuity principle may not be a best practice if the result is to hinder companies from shifting economic resources from less productive uses to more productive uses. Best practices allow each individual enterprise to have its own chart of accounts. 

How does the proposal affect Mozambique in regards to the cost and time of doing business? The Proposal would be excessively burdensome, especially on small and medium size businesses. It would increase the cost of doing business with no corresponding benefit. 

What is the expected impact on investment and foreign trade? Requiring unnecessary and burdensome regulations of any sort increases the cost of doing business and makes Mozambique a less desirable place to invest and do business. Requiring the use of the Portuguese language raises trade barriers for foreign companies. The Continuity principle may increase the cost of doing business and may even prevent trade if the rule is used to hinder, restrict or prohibit downsizing. 

Concluding Comments There is really no need for government to dictate what accounting rules should be required for financial reporting purposes. The market does an excellent job of regulating the disclosure of financial information. Private stock exchanges and banks can set their own rules for the kind of financial reporting and disclosure that are acceptable for doing business with them. 

One advantage of allowing the market to do the regulating is that the kind of regulations that will emerge will be market driven. Better rules will tend to replace less effective rules. Companies that want to raise capital by going either to the debt or equity market will feel compelled to comply with those rules. If they do not, they will find it difficult or impossible to raise capital. 
EVALUATION OF MOZAMBIQUE’S ACCOUNTING STANDARDS PROPOSAL
Does the proposal conform to IAS – International Accounting Standards? 

No. There are many differences between the Proposal and International Accounting Standards.  For example, International Accounting Standards (IAS – actually they are now referred to as International Financial Reporting Standards [IFRS], but I will refer to them as IAS since that is the term you used) does not dictate cost accounting rules. IAS focuses on financial reporting whereas cost accounting focuses on internal accounting control. This proposal does prescribe cost accounting rules.

IAS does not require companies to use a perpetual inventory system. Companies are free to decide what inventory system best suits their needs. The only thing that is important is whether the inventory is properly reported on the financial statements. This proposal does require the use of the perpetual inventory method.

IAS does not have a rule requiring the use of any particular language for internal accounting, or for external accounting, either. This proposal requires the use of Portuguese [I – 1.8]. This point is discussed further below.

The Continuity principle [I – 2.1] is not the same as the IAS going concern principle. As presently worded, I recommend repeal, for the reasons given below.

The Historical Cost Principle [I – 2.5] is also part of IAS and U.S. GAAP. However, IAS does not limit the reporting of assets to historical cost. Assets may be written up or down in certain cases. Thus, the Historical Cost Principle does not conform to IAS. 

IAS does not require a specific Chart of Accounts. Each individual company is permitted to create and use its own chart of accounts. This proposal includes a mandatory chart of accounts.
IAS prohibits the use of the LIFO inventory method, although U.S. GAAP permits it. This proposal [II – 1.3.3] permits the use of LIFO. This issue is discussed below in the costs/benefits section.

Long-term construction contracts [II – 1.3.4b]. This proposal allows both the percentage of completion method and the completed contract method. U.S. GAAP also allows both methods. IAS allows the percentage of completion method but not the completed contract method. IAS also allows the cost recovery method, which is not mentioned in this proposal.

Intangible assets [II – 1.4.4]. This proposal calls for the amortization of intangible assets over five years or less unless a more extended term is justified. The IAS rule is different. It calls for the amortization over the asset’s economic life if the asset has a finite life. Otherwise there is no amortization, although the asset must be subject to regular impairment testing.
Balance sheet presentation [II – 2.1] IAS allows more flexibility in the presentation of balance sheet information. 
Attachments [II – 2.3] IAS does not require attachments to the balance sheet or income statement for items such as general ledger trial balances, copies of board minutes, etc. Although IAS requires footnote disclosure, the attachments recommended in this proposal go far beyond what IAS requires. Some of the information suggested for disclosure probably would not be of interest to investors. 

The Technical Report [II – 2.3.4] includes information that is not required by IAS. Some of the suggested information is included in corporate annual reports, but such information is not required by IAS. 

IAS includes a number of topics that are not mentioned in the Proposal. The Proposal is not nearly as comprehensive in topical coverage as IAS. That is not necessarily a bad thing. I merely mention it, since the issue being addressed is whether the Proposal conforms to IAS.

Below and the topics covered by IAS, along with a comparison of the topics included in the Proposal. The numbers are not sequential because some standards, such as IAS 3, 4, 5, 6 etc. have been repealed.
Table 1

Topical Coverage

Comparison of IAS and the Proposal
	
	
	Mozambique Proposal

	IAS 1
	Presentation of Financial Statements
	Some guidance is given but the specifics are different from IAS.

	IAS 2
	Inventories
	Inventory is covered but the requirements are different. The Proposal requires the perpetual inventory system whereas IAS does not. The Proposal allows the LIFO method; IAS 2 forbids it.

	IAS 7
	Cash Flow Statements
	There is no clear indication of what kind of cash flow reporting is required in the financial statements. There is no discussion of either the direct or indirect method, both of which are allowable under IAS. 

	IAS 8
	Accounting Policies, Changes in Accounting Estimates and Errors
	Consistency is addressed in both IAS 8 and the Proposal but the specifics are different. IAS 8 is much more comprehensive.

	IAS 10
	Events After the Balance Sheet Date 
	The Proposal does not discuss events occurring after the balance sheet date. However, it does discuss the concept of continuity, but continuity is different from the going concern concept discussed in IAS 10. 

	IAS 11
	Construction Contracts 
	The proposal allows both the percentage of completion method and the completed contract method. IAS 11 does not allow the completed contract method, although U.S. GAAP and the GAAP of many other countries allow it. 

	IAS 12
	Income Taxes 
	The Proposal does not have any specific mention of tax accounting. The bookkeeping provisions indicate that the flow through method is used. IAS 12 prohibits the flow through method. 

	IAS 14
	Segment Reporting 
	Segment reporting is not discussed in the Proposal.

	IAS 16
	Property, Plant and Equipment 
	The Proposal requires only historical cost whereas IAS 16 allows upward revision.

	IAS 17
	Leases 
	Not discussed except in the bookkeeping section. It appears that all leases are treated as operating leases. IAS 17 requires capital lease treatment if certain conditions are met.

	IAS 18
	Revenue 
	There is no specific provision for the recognition of revenue. The bookkeeping section provides guidance on when and how to recognize revenue but those provisions are different from and not as comprehensive as those of IAS 18. 

	IAS 19
	Employee Benefits 
	There is no specific provision addressing employee benefits although the bookkeeping section mentions the basic accounting, which is based on the pay as you go (cash) method. IAS 19 provides much more detailed guidance and has different requirements. It prohibits the pay as you go method. Accrual accounting is required.

	IAS 20
	Accounting for Government Grants and Disclosure of Government Assistance 
	Not covered..

	IAS 21
	The Effects of Changes in Foreign Exchange Rates 
	The Proposal covers this topic but the specifics are different.

	IAS 23
	Borrowing Costs 
	No specific provision although the accounting is covered in the bookkeeping section. IAS 23 rules are more comprehensive.

	IAS 24
	Related Party Disclosures 
	Not covered.

	IAS 26
	Accounting and Reporting by Retirement Benefit Plans 
	There is no specific provision although the bookkeeping section indicated that the pay as you go (cash) method is used. IAS 26 prohibits the pay as you go method. IAS 26 requires the accrual method.

	IAS 27
	Consolidated and Separate Financial Statements 
	Not covered.

	IAS 28
	Investments in Associates 
	Not covered.

	IAS 29
	Financial Reporting in Hyperinflationary Economies 
	Not covered.

	IAS 30
	Disclosures in the Financial Statements of Banks and Similar Financial Institutions 
	Not covered.

	IAS 31
	Interests in Joint Ventures 
	Not covered.

	IAS 32
	Financial Instruments: Disclosure and Presentation 
	Not covered.

	IAS 33
	Earnings per Share 
	Not covered.

	IAS 34
	Interim Financial Reporting 
	Not covered.

	IAS 36
	Impairment of Assets 
	The Proposal allows for downward revision [1.4.3] but does not give many specifics.

	IAS 37
	Provisions, Contingent Liabilities and Contingent Assets 
	Not covered.

	IAS 38
	Intangible Assets 
	This topic is covered in the Proposal but there are not many specifics.

	IAS 39
	Financial Instruments: Recognition and Measurement 
	Not covered.

	IAS 40
	Investment Property
	Not covered.

	IAS 41
	Agriculture
	The Proposal briefly refers to the accounting for tangible current assets [1.3.4]. Coverage of this topic is not as comprehensive as in IAS 41.

	IFRS 1
	First-time Adoption of International Financial Reporting Standards 
	Not covered.

	IFRS 2
	Share-based Payment 
	Not covered.

	IFRS 3
	Business Combinations 
	Not covered.

	IFRS 4
	Insurance Contracts 
	Not covered.

	IFRS 5
	Non-current Assets Held for Sale and Discontinued Operations
	Not covered.

	IFRS 6
	Mineral Resources
	The Proposal briefly refers to forestry [1.3.4] but coverage of mineral assets is not nearly as comprehensive as in IFRS 6.

	
	
	

	
	IAS does not cover this topic.
	Has strict requirements regarding the Chart of Accounts

	
	IAS does not address internal accounting issues. It addresses only financial reporting issues.
	Has requirements regarding internal accounting.

	
	IAS does not have any language requirements. 
	Requires use of the Portuguese language.

	
	IAS does not have this requirement. 
	Requires that general ledger trial balances before and after making correcting entries be attached to the income statement and balance sheet.

	
	IAS does not have this requirement.
	Requires a copy of the board minutes or general meeting that approved the accounts to be attached to the financial statements.

	
	IAS does not have this requirement. However, some of this information is included in annual reports, at the company’s discretion.
	Requires a list of the members of the Board of Directors, managers and members of the finance committee to be attached to the financial statements.

	
	
	The Proposal requires a number of other attachments that are not required by IAS. Some of the information disclosed in these attachments would be disclosed in footnotes under IAS but much of the information would not.


From the above table it would appear that the Proposal’s requirements are substantially different from those of IAS, and they are. However, the materiality standard [2.7] requires enterprises to clearly show all material information, so it could be argued that the application of 2.7 would require the reporting of many of the items that IAS would require to be reported. The problem with this form of umbrella inclusion is that no specific guidance is given. 
Is the proposal appropriate for Mozambique? 

Although the proposal does provide a framework and some guidance, there are many aspects of this proposal that do not meet Mozambique’s needs. For one thing, it is too complicated for the vast majority of businesses in Mozambique. Yet it does not adequately serve the needs of the largest enterprises in Mozambique because of the many major differences the proposal has with IAS. 

In order for an enterprise to attract foreign investment its financial statements must have credibility. In practice what that means is that the firm must issue its financial statements to the international investor community using either IAS or U.S. GAAP, since those are the only two highly recognized sets of accounting standards. Firms can continue to issue financial statements that comply with local accounting standards but such statements would be of interest only to government officials and local investors who are familiar with the national accounting standards. 

Are there cut off points for different size firms? What are they and are they appropriate? 

The issue being addressed by these questions is whether there should be two sets of accounting standards, one for small companies and another for large companies. This issue has been discussed extensively in the accounting literature since the 1980s if not before. In the United States this issue is referred to as Big-GAAP Little-GAAP. The general view is that there should be just one set of accounting standards and that enterprises of all sizes should comply. This is the easiest solution since any other choice would involve at least one additional layer of complication. 
How can small and medium enterprises conform to the proposal? 

Small and medium size firms in the USA have been able to conform to the U.S. rules without any great problems, although the cost of compliance is relatively higher for small and medium size enterprises than for large enterprises. The same might be true for Mozambique. One reason why smaller firms have been able to comply with the sophisticated and complicated rules in the United States is because smaller firms do not engage in the kind of economic activity that would require them to comply with the more complicated accounting rules, such as those for pension reporting and financial derivatives. Small enterprises generally have a simple pension plan or no pension plan at all. They generally do not find the need to issue complicated financial instruments, and thus need not comply with the rules for financial derivatives. 

The proposal for Mozambique is overly complicated in spots and small enterprises might have difficulty conforming. They might feel compelled to hire professional accounting services to ensure that they comply with the rules outlined in the proposal. One way to minimize the harmful effects that the proposal would have on small enterprises would be to establish some financial cutoff point so that enterprises having sales or assets below a certain level would be exempt from some or all of the rules. 

A variation of this approach would be to allow small companies to use the cash basis of accounting if it is more appropriate. The cash method would be much simpler for very small companies and it would also be less costly to administer. Unsophisticated entrepreneurs can understand the cash method and it may actually better reflect what is actually going on in their business, especially if receivables are either low or mostly uncollectible. A rule might be established that would require only firms whose shares are publicly traded or that have annual sales over some certain amount would be required to use the accrual method (the method required by IAS). 
Are there provisions for a simplified system that requires less time and cost to comply? 

As was previously mentioned, a cash basis system would be less costly and time consuming. However, the cash method is inappropriate for large enterprises. Allowing the use of the cash method for large companies could tempt corporate management to manipulate earnings. 
What are the costs/benefits to enterprises of the proposal? 

This proposal includes several unnecessary costs. For example, the requirement to use a perpetual inventory system [I – 1.6] would be overly burdensome and costly for small businesses. It is also not necessary, since a periodic system can do the job quite effectively. Companies should be able to decide for themselves when a perpetual system is appropriate. Sometimes a perpetual inventory system adds value to the accounting system and sometimes it does not. Establishing a rule to require a particular kind of inventory system serves no useful purpose but merely makes doing business more burdensome and adds to the cost of doing business. Small businesses would be disproportionately harmed by such a rule but no one would benefit by it. The only thing that really matters is whether the correct inventory amount is reflected in the financial statements. A periodic system can do this just as well as a perpetual system but at a lower cost. The only real benefit of a perpetual system is better internal accounting control, and even that benefit may be outweighed by the costs, depending on the facts and circumstances.

Requiring a perpetual inventory system could also be anticompetitive, since it could serve as a nontariff barrier to trade. 

The requirement to use the Portuguese language imposes a cost on foreign companies and thus increases their cost of doing business with no corresponding benefit. There is no need to require the use of Portuguese for internal accounting. Imposing a language requirement might also be considered a nontariff trade barrier if it disproportionately affects foreign companies.

Requiring a uniform chart of accounts might be burdensome even for domestic companies. It definitely would add a level of complication for foreign firms, which have their own chart of accounts. It might be costly to be forced to use a uniform chart of accounts and there is no clear payoff in having such a requirement. 

IAS prohibits the use of the LIFO inventory method, although U.S. GAAP allows it. Use of the LIFO method has a beneficial impact on a company’s cash flow because it tends to reduce tax liability in times of rising prices. It is especially beneficial for companies that do business in an inflationary environment. Disallowing LIFO would be harmful to domestic companies and could have an adverse impact on foreign investment. Thus, the LIFO method should be retained in spite of the fact that IAS has rejected this method. There is a general and pervasive theory that holds that the actual accounting methods used do not matter as long as there is full disclosure, so that financial statement readers know how the financial statement figures were arrived at. There is a certain amount of truth to this view, although some accounting methods are, at times, better than others. 
How does the proposal compare with best practices globally as well as within the SDAC region? 

Best practices allow companies to determine which inventory method best suits their needs. They can use a periodic system, a perpetual system or both. This proposal requires the use of a perpetual system [I – 1.6], which does not conform to best practices.

The Continuity principle [I – 2.1] may not be a best practice if the result is to hinder companies from shifting economic resources from less productive uses to more productive uses. If it prevents companies from downsizing it violates best practices.

Best practices allow each individual enterprise to have its own chart of accounts. Requiring every company to have the same chart of accounts smacks of central planning and has no readily identifiable benefit. The purpose of a chart of accounts is to help a firm account for what is going on in the business. One size does not fit all. Requiring a rigid chart of accounts prevents innovation in internal accounting from taking place.

How does the proposal affect Mozambique in regards to the cost and time of doing business? 

Requiring the use of a perpetual inventory system might be burdensome and costly, depending on the nature of the business. Some companies have no need for a perpetual inventory system. Requiring a perpetual inventory system would have a disproportionate impact on small companies, which are least able to afford the extra cost. 

Requiring the use of the Portuguese language for internal accounting can increase both the cost and time of doing business for foreign companies.

The mere complexity of the proposed rules would increase the cost and time of doing business, especially for smaller enterprises. These added costs cannot be justified, since they do not produce added value. 

What is the expected impact on investment and foreign trade? 

Requiring unnecessary and burdensome regulations of any sort increases the cost of doing business and makes Mozambique a less desirable place to invest and do business. 

Requiring the use of the Portuguese language [I – 1.8] raises trade barriers for foreign companies. It might be considered an unfair trade practice. It is also totally unnecessary. As long as the official financial statements are in Portuguese it really does not matter what language is used for internal accounting purposes. 

France has imposed language requirements that have led to the loss of millions of dollars of business. The French requirement to have certain materials available in the French language (including brochures for conferences) has caused many organizations to decide to do business elsewhere, where there are no burdensome restrictions on the use of language. As a general rule, the market best determines which language is appropriate for any given situation. When some regulation interferes with the flow of business, the result is reduced economic growth and increased unemployment. 

The Continuity principle [I – 2.1] may increase the cost of doing business and may even prevent trade if the rule is used to hinder, restrict or prohibit downsizing. Companies that cannot remove their assets from a country will not want to place their assets in the country in the first place. A country that wants to attract investment should not have rules that make it more difficult for a company to cut its losses. The continuity principle should either be repealed or the language should be changed so that it is clear that what is meant is the going concern principle, a principle that places no restrictions on the movement of assets. The better option would be repeal, since any other option could lead to mischief and corruption, not to mention reduced capital inflows.

Concluding Comments 

There is really no need for government to dictate what accounting rules should be required for financial reporting purposes. The market does an excellent job of regulating the disclosure of financial information. Private stock exchanges can set their own rules for the kind of financial reporting and disclosure that are acceptable for doing business on that particular exchange. Banks can also establish rules or guidelines for companies that want to borrow. 
Enterprises that want to raise capital in Western Europe or many other places can voluntarily prepare financial statements based on IAS. Companies wishing to raise capital in the United States can voluntarily issue financial statements based on U.S. GAAP. Firms wishing to borrow from a bank can prepare whatever kind of statements the bank demands as a condition of granting the loan. There is no need for government to mandate rules in this area. 

One advantage of allowing the market to do the regulating is that the kind of regulations that will emerge will be market driven. Better rules will tend to replace less effective rules. Companies that want to raise capital by going either to the debt or equity market will feel compelled to comply with those rules. If they do not, they will find it difficult or impossible to raise capital. 
APPENDIX
CAPITAL FLOWS, FOREIGN INVESTMENT AND REGULATION
Capital flows and foreign investment will be facilitated by having a good financial reporting system and will be hampered by having a bad one. The extent of regulation also has an effect on capital flows and foreign investment. Mozambique does not have the worst record in these areas but it does not have the best record either. 
Each year the Wall Street Journal and the Heritage Foundation publish a statistical book that rates and ranks nearly 160 countries using 50 different economic variables in 10 categories. Table 2 shows the scores Mozambique and some of its neighbors received in 2006 in the category of capital flows and foreign investment. A score of 1 is best; 5 is worst. 

Table 2

Capital Flows and Foreign Investment in 

Selected Sub-Saharan African Countries

(1 is best; 5 is worst)

	Country
	Score

	Angola
	4.0

	Botswana
	2.0

	Burundi
	3.0

	Ethiopia
	3.0

	Kenya
	3.0

	Lesotho
	4.0

	Madagascar
	2.0

	Malawi
	3.0

	Mauritius
	2.0

	Mozambique
	3.0

	Namibia
	3.0

	Rwanda
	4.0

	South Africa
	3.0

	Swaziland
	3.0

	Tanzania
	3.0

	Uganda
	3.0

	Zambia
	3.0

	Zimbabwe
	5.0


Source: 2006 Index of Economic Freedom www.heritage.org
Chart 1 shows the scores graphically. As can be seen, a score of 3 is the most frequent score. For Sub-Saharan Africa it is not bad, but on a worldwide basis it is not competitive. 
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Table 3 shows the scores Mozambique has received in the category of Capital Flows and Foreign Investment each year since 1995. As can be seen, Mozambique’s scores for capital flows and investment have been getting better in recent years, with the exception of 2006. It received a lower score in that year because of capital controls.

Table 3

Mozambique’s Scores for

Capital Flows & Foreign Investment

1995-2006

(1 is best; 5 is worst)
	Year
	Score

	1995
	4.0

	1996
	4.0

	1997
	4.0

	1998
	4.0

	1999
	4.0

	2000
	3.0

	2001
	3.0

	2002
	2.0

	2003
	2.0

	2004
	2.0

	2005
	2.0

	2006
	3.0


Source: 2006 Index of Economic Freedom www.heritage.org
Another area of concern to investors is the degree of regulation in an economy. Too much regulation or inappropriate regulation makes a country a less attractive place to invest. Table 4 shows the scores selected Sub-Saharan countries received in the category of regulation for 2006. 

Table 4

Scores for Regulation in

Selected Sub-Saharan African Countries

(1 is best; 5 is worst)

	Country
	Score

	Angola
	4.0

	Botswana
	2.0

	Burundi
	4.0

	Ethiopia
	4.0

	Kenya
	4.0

	Lesotho
	4.0

	Madagascar
	3.0

	Malawi
	4.0

	Mauritius
	3.0

	Mozambique
	4.0

	Namibia
	3.0

	Rwanda
	4.0

	South Africa
	3.0

	Swaziland
	3.0

	Tanzania
	4.0

	Uganda
	4.0

	Zambia
	4.0

	Zimbabwe
	4.0


Source: 2006 Index of Economic Freedom www.heritage.org
Chart 2 shows the scores graphically. [image: image4.emf]Chart 2 Regulation 
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The regulatory score for Mozambique is among the worst. That being the case, it is especially important not to place further regulatory pressures on the economy by adopting an overly burdensome financial reporting system. Table 5 shows Mozambique’s scores since 1995. Mozambique’s scores for regulation have been consistently poor. 
Table 5

Mozambique’s Scores for

Regulation

1995-2006

(1 is best; 5 is worst)
	Year
	Score

	1995
	4.0

	1996
	4.0

	1997
	5.0

	1998
	5.0

	1999
	5.0

	2000
	5.0

	2001
	4.0

	2002
	4.0

	2003
	4.0

	2004
	4.0

	2005
	4.0

	2006
	4.0


Source: 2006 Index of Economic Freedom www.heritage.org
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