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Good afternoon ladies and gentlemen.  Thank you for inviting me to speak before you today on a topic that I think is critical to the well being of India and to other countries worldwide: that is government financial reporting. It is a topic that is receiving increasing attention from the media, the public and governments themselves, although it has long been of importance to the International Federation of Accountants (IFAC). It is an issue of significance at all levels of government, including city government.
For twenty years, IFAC has been working to improve the financial reporting and financial management of governments at all levels – national, state and provincial, and local – as well as that of other public sector entities worldwide. The fiscal accountability of governments is central to enhancing economic growth and development – one of IFAC’s most important goals. Failure to hold governments accountable, can, I believe, compromise and jeopardize private sector initiatives directed at  building and maintaining confidence in the financial reporting process, as well as diminishing confidence in democratic processes.  

There is an increasing trend and pressure on governments to broaden the scope of their financial responsibilities from accounting to accountability.  A good example of this is in the United States, where the GAO, formerly known as the General Accounting Office, changed its name to the Government Accountability Office and declared that its focus was not simply to account for government funds but, in their own words “to make sure that taxpayers get their money's worth.”  As the name suggests, under its revised mission, the GAO strives to ensure accountability in the legislative and executive branches of government.

To demonstrate accountability, governments must provide clear, understandable and reliable information to those who elect them, to those who pay taxes to them and to those who invest in them.  Each of these groups is entitled to high quality information about the financial performance and financial position of their governments.  Presently, in most countries, they do not get this.

While I believe that this high quality financial information is important from a capital market perspective, given the amount of debt held by most governments, the most important reason for insisting on the provision of high quality information is its direct relationship to the role of democracy – of which India is the largest in the world. In a democracy, we recognize that government is established by and for the people and must be accountable to its citizens.
In summary, there are three main reasons why we should expect high quality reporting from governments.
The first reason is accountability. Governments are not spending their own money. They are spending our money. They are entrusted with the management of assets and liabilities that have been built up over decades and which will have an impact on the welfare of citizens for many more decades. Taxpayers and citizens are entitled to information which allows them to hold governments accountable for their use of public resources, including the extent to which current revenues are sufficient to pay for the services provided, and whether balance sheets are strong enough to withstand external shocks, not to mention meeting their current obligations associated with long-term trends like an aging population or the financial consequences of an aging or inadequate physical infrastructure.
Secondly, governments, just like companies, need timely and accurate financial information to monitor and manage their performance. Governments internationally shift billions, indeed trillions, of dollars from the private sector to the public sector, with the objective of improving the well-being of the society and economy. If governments do not operate in an efficient and effective manner, or invest wisely, this represents a huge drain on an economy. Governments, just like companies, need timely and accurate financial information to monitor and manage their performance.
The third reason is that a properly functioning democracy, at any level, requires that constituents have confidence in politicians and are willing to participate in politics. This confidence is enhanced when governments fully inform their constituents and enable them to vote on the basis of reliable financial information.  Transparent financial reporting is one means by which politicians can engage constituents in the democratic process and engender confidence.  This transparency in financial reporting leads to better management by governments – which is what citizens expect in a democracy.  It can also help to ward off corruption.  
Having established that we have a right to demand high quality reporting from our governments, what do we see in practice? Internationally, we see widespread and continuing poor quality financial reporting. This is the case at both the national level as well as the state and city levels.  There have been many examples of poor financial management and financial reporting by governments at all levels. While the problem is recognized, relatively little progress has been made towards resolving it. And it has to be said that the issues faced by city governments in adopting IPSASs, or accrual accounting, are generally less severe than is the case for national-level governments.  Even there, however, I believe the problems are not as great as is frequently argued.   
In comparison with many governments, Enron would be a model of transparency. Reporting failures like those of Enron do not generally lead to the bankruptcy of governments, but they do impose an enormous burden on an economy and have a very direct impact on economic growth. 

Over recent years, our expectations of the quality of financial reporting and auditing in the private sector have increased dramatically – the responses to various high profile failures both nationally and internationally have been a watershed. Regulatory and professional reforms in the private sector, designed to protect investors from financial reporting and audit failure and other forms of corporate malfeasance, have been nothing short of revolutionary.

And while there are certainly public interest issues associated with the transparent reporting of information on a company’s performance – I would argue that there is an even stronger public interest need for transparent financial reporting from governments.

Yet there is a large gulf between the inclination of governments internationally to act to enhance private sector financial reporting and the relative lack of urgency devoted to improving their own financial reporting and financial management. Neither is there sufficient comment on these issues in the media. Despite widespread international adoption of International Financial Reporting Standards (IFRSs) in the private sector, there have been few commentators arguing for the adoption of equivalent international standards by governments, though such standards are available. I do believe that the tide may be changing in the coming year as the media in many countries focuses increased attention on the financial reporting of public pension obligations and other social policy programs and creates an awareness of the deficiencies of governmental reporting in many countries.

There are a number of organizations that are involved internationally in improving the quality of governmental financial reporting and, more broadly, the transparency of governments at every level. 
Let me start with my own organization – IFAC. IFAC’s International Public Sector Accounting Standards Board (IPSASB) focuses on the accounting, and financial reporting needs of governments (at all levels) and government agencies. 
I think it appropriate now to acknowledge the contribution of Pankaj Jain, the Indian member of the IPSASB and Dr. Avinash Chander, his Technical Advisor. The development of standards by the IPSASB takes considerable time, effort and expertise – all on a voluntary basis – and IFAC is extremely grateful for the contribution of IPSASB members and technical advisors such as these two gentlemen. 
The IPSASB establishes International Public Sector Accounting Standards (IPSASs). A key component of any governance and accountability system in the public sector is the preparation of financial statements in accordance with well understood and generally accepted accounting standards. The International Public Sector Accounting Standards set by the IPSASB, therefore, provide the foundations for better reporting. I believe we  must move beyond the situation where each government writes its own financial reporting rules to one where governments internationally report using the same set of standards. It would not be acceptable for a reporting entity in the private sector to write its own rules, yet this is the case for many, actually most, governments at a national level. By adopting the standards issued by the IPSASB governments have an opportunity to improve financial reporting.
The IPSASB has issued  twenty-four accrual basis International Public Sector Accounting Standard (IPSASs) including, recently, IPSAS 23 on non-exchange revenues, the IPSASB’s first public sector specific standard.  The other 23 accrual basis IPSASs are based largely on the equivalent IFRSs. The IPSASB has also issued one comprehensive cash basis IPSAS.
In addition, the IPSASB has recently set out four priority areas for its standard-setting program. These are:

· Developing a conceptual framework for the public sector;

· Addressing public sector specific projects, such as convergence with statistical bases of reporting, where appropriate;

· Convergence with IFRSs; and

· Other priorities, including promotion and communication.
As a result of new funding commitments, including significant support provided by the Government of Canada and the Canadian Institute of Chartered Accountants as well as the Chinese government, the IPSASB now has a full staff complement and its work plan for the next three years will be comprehensive. Consistent with its priorities outlined above, the IPSASB is currently considering topics including, amongst other topics, accounting for service concessions, financial instruments and entity combinations.

Another fundamental tenet to transparency in financial reporting and accountability in the management of government funds is the audit of governmental financial statements. Indeed, it is central to democratic ideals. Audits result in the provision of financial information that is trusted by the readers of that information.  Governmental audits, thus, help to establish and maintain open communications with the public and provide the public with the ability to know how well those they elect are discharging their responsibilities.  Failure to provide the public with accurate and reliable financial information represents a failure of democracy and a failure of conscience by those who are responsible for the provision of those financial statements. 

From this perspective also, IFAC is committed to improving transparency in governmental reporting. In developing the International Standards on Auditing, IFAC’s International Auditing and Assurance Standards Board (IAASB) has had increasingly close cooperation with the International Organization of Supreme Audit Institutions (INTOSAI) to influence the state of government financial reporting by adopting International Standards on Auditing for audits of public sector entities. INTOSAI is the international organization of supreme audit institutions in countries that belong to the United Nations or its specialist agencies. 
Setting financial reporting and auditing standards is not the only means by which IFAC is seeking to improve the quality of financial management and financial reporting in the public sector.  IFAC is also working to ensure that all professional accountants – whether in public practice, business, industry, or the public sector – have high quality guidance on ethical conduct. IFAC’s International Ethics Standards Board for Accountants has recently started a project to develop additional guidance for professional accountants in government. The project will consider whether Part C of the Code (which applies to professional accountants in business) should contain additional guidance for professional accountants who work in government. The project will also develop independence guidance for professional accountants in government. 

So you can see that from the standard-setting side IFAC is working hard to develop a robust set of financial reporting standards for the public sector on both an accrual and cash basis, is developing audit standards that apply to the public sector, and is embracing the public sector in guidance on ethical conduct. 
Support for international financial reporting standards for the public sector is growing in other areas as well. Recently, the United Nations General Assembly adopted a financial management reform program that requires the adoption of IPSASs by all the organizations within the UN System. The UN joins several other significant public sector entities – including the Organization for Economic Co-operation and Development, the North Atlantic Treaty Organization, and the European Commission – that have adopted IPSASs. In addition, IPSASs have also been adopted or are having a significant influence on the development of national standards in many countries around the world.
In September 2004, following a high level conference organized jointly by the European Commission and the Fédération des Experts Comptables Européens, the representative body of the European accountancy profession, a press release was issued that advocated the adoption of IPSASs as essential to the development and strengthening of financial reporting by governments.  IFAC welcomes very much this recognition of the key role of IPSASs in strengthening governmental financial reporting.
The World Bank, along with others, has supported the development of the IFAC standards and encourages their adoption. The World Bank and the International Monetary Fund have actively supported and been involved in the development of IPSASs and in their application, including here in India. The two agencies have also engaged in their own exercises called the Reports of the Observance of Standards and Codes (ROSCs) which assess a country’s observance of selected standards relevant to private and financial sector development and stability. They include assessments of fiscal transparency. As part of the ROSC initiative, the World Bank has established a program to assist its member countries in implementing international accounting and auditing standards for strengthening the financial reporting regime, including that of the public sector.  

Although I have been critical of the standard of financial reporting by governments, it is only fair to acknowledge that a number of governments have established or are establishing a higher quality of financial reporting than in the past. The United States government is producing accrual based financial statements, and this certainly constitutes progress, although getting a clean audit opinion continues to be a challenge. 
The United Kingdom government has adopted accrual accounting within both local and central government. At present, this is still at an agency and local authority level, but consolidated audited reports are expected in 2006/2007. The consolidated financial reports will encompass both local and central government, as in the United Kingdom, for the purposes of financial reporting, the central government is considered to control local government. The Canadian government has issued financial statements on a full accrual basis and receives a clean GAAP audit opinion as do the governments of most of the Canadian provinces along with a majority of the local governments in Canada.
The Australian and New Zealand governments have been reporting on the accrual basis for over a decade now, and in the New Zealand case has been budgeting and appropriating on this basis also for over a decade. Both countries have recently announced the adoption of IFRSs in full, not only with respect to companies, but also for the public sector. This move illustrates how governments can lead by example – reporting in accordance with exactly the same reporting standards as they expect from companies. 

I am, of course, extremely gratified that significant work is being done in India, at all levels of government, to adopt IPSASs, and would wish to acknowledge those of you who are engaged in this effort.  The adoption of these standards, and therefore the accrual basis of financial reporting, is a huge step forward, and one that is a critical step in financial management reform.  Those jurisdictions that have fully adopted the accrual basis (incorporated into appropriations, budgeting and reporting processes) have found it to generate very significant benefits. While the move to accrual based financial reporting is necessary, it is, unfortunately, not sufficient.  The whole financial management system (including the budgeting and appropriations systems) should also be adapted to the accrual basis if the real gains are to be made.  I am not suggesting here exactly how the budgetary and appropriations systems should be changed in a particular jurisdiction, but the central point is that if the budget and appropriation systems remain on a cash basis, the most powerful incentives in the financial management system will be driven by the cash numbers, given the legal force of the appropriations.  In this setting, the preparation each year of the accrual numbers for the financial statements will most probably appear to be largely irrelevant to the management of the organization, and will be seen to be only for the production of those financial statements.

In making this point, I do not suggest that the move to adopt an accrual basis of financial reporting is inappropriate.  I just believe that it is a job half done.

The impediments to proper accounting by governments (at least in developed countries) are not related to cost, nor do I believe them to be related to available expertise. I believe it requires more than the goodwill of committed professionals, of which you have many in India – it requires a commitment at the political level that transparency is not a choice but an obligation, and, like the private sector, the rules are written not for the reporting entity but for the users of the financial statements.
Internationally there are governments at all levels that can, and do, produce high quality financial statements and receive a clean audit opinion on those statements.  I would contend that the main obstacle to proper accounting by governments is political will.  I welcome the opportunity to participate today because it is discussions like this that can harness the political will needed to effect change.
Taking the familiar example of financial management reform in New Zealand, I must acknowledge frankly that the political obstacles to reform were not as significant as in some other jurisdictions. New Zealand had a number of advantages. It had, at the time the financial management reforms were introduced, a political system in which a single party held the majority of seats in the Parliament, in which there was no Upper House, in which there were no states, and in which there was no written constitution.  The role of the Auditor General and the involvement of the New Zealand Institute of Chartered Accountants were also important. Action, and radical action, was able to be taken rapidly and effectively.  But this does not provide an excuse for not acting in jurisdictions where these “advantages” do not exist.  It just means the job will be more difficult.  It does not mean it will be any less worthwhile.  So part of the message in relation to accounting for city governments in India is that it will require significant effort but, done properly, it will be worthwhile.
What continues to be most troubling with respect to the generally poor financial reporting by governments is the general lack of demonstrated commitment on the part of governments themselves to the production of high quality financial reporting. At best, it seems to be something governments will address as a “nice to have,” “when resources permit.” It is not seen as a fundamental obligation. Yet, ultimately, investors can choose whether or not to invest in a corporation – as citizens, we have no such choice in relation to the contribution we make to government through taxation. From my perspective, within a representative government, the exercise by governments of the power to tax carries a fundamental responsibility to account properly for the money so raised.

If governments around the world genuinely believe in the importance of transparency in financial reporting, as suggested by their regulation of public companies, then they need to lead by example. The consequences of poor financial reporting and poor financial management within governments are arguably even more serious than a loss of confidence in securities markets since it violates the relationship between the governed and the governing and creates an environment ripe for corruption and fraud. Fundamentally, it puts the growth of the global economy and, therefore, the welfare of citizens at risk. 

Ladies and gentlemen, just as governments around the world have raised their expectations of the private sector, we must raise our expectations of governments around the world.

Thank you.
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