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ABSTRACT

Rule Based Accounting Standards Vs Principle Based Accounting
Standards: A Critical Examination on Selected Sri Lanka Accounting
Standards

Debacle of Enron and the other large accounting scandals in the world placed the
accounting professionals in a verge of dilemma with a debate of Rule Based Accounting
Standards vs. Principles Based Accounting Standards. The challenge was constituted by the
Sarbanes-Oxley Act of 2002 designating the Security Exchange Commission (SEC) to
submit a study report to the US congress on the feasibility of steering towards the Principle
Based Accounting Standards from Rule Based Accounting Standards.

The purpose of the study was to become aware of whether the Sri Lanka Accounting
Standards (SLAS) contained the characteristics of Rule Based Accounting Standards and to
assess the appropriateness of the provisions of SLAS which include such characteristics in
terms of the definition of Principle Based Accounting Standards.

Based on the articulated definition of Rule Based Accounting Standards and Principle
Based Accounting Standards, selected SLAS were examined critically with a holistic
perspective.

The study revealed that all examined SLAS contained a substantial amount of Specific
Criteria, Examples, Exceptions, Subsequent Precedents, Implementation Guidelines and
Determinate Rules. In Addition, the study ascertained that they also contained a
considerable number of Bright-line Thresholds and few Scope Restrictions.

The study concluded that all the characteristics of Rule Based Accounting Standards
included in the SLAS should be eliminated to the extent possible, leaving an ample scope
for the exercise of professional judgment. And the study recommended embodying the
provisions to the SLAS which represent the reality with true and fair reflection of economic
substance of Objective Based Accounting Standard.
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CHAPTER ONE

INTRODUCTION

1.1 Background

At present there are many discussions about rule based accounting standards and
principle based accounting standards. With the expansion of industry and business

during the last century, the discipline of accounting evolves through setting standards.

The process of setting accounting standards was highly criticized at the debacle of
Enron. The Accounting profession and the governing bodies of accounting were also
highly accused and criticized in terms of setting accounting standards through lengthy
rules. Especially Security Exchange Commission (SEC) in USA and investors urged to
take up principle based revamp moving towards a principle based standards setting
process, cutting cumbersome lengthy rules. In the Financial Times of 10™ February,
Professor Niall Lothian is quoted as saying that accountants who do not have degrees in
accountancy are driven to look up the cookbook of instructions rather than thinking
through the issues. Professor David Hatherly is quoted as stressing the need for a
profession sure of its own thought process and not seeking refuge in rules. In response
to these concerns, growing number of stakeholders and Security Exchange Commission
of USA endorsed the adoption of broader principle based standards replacing rule based

standards.

1.2 Research Problem

After big accounting scandals like Enron, WorldCom, Global Crossing, Tyco and
Adelphi, regulatory mechanisms of accounting in USA, UK and the other countries
intensified the scrutiny of accounting standards to see whether their accounting

standards are rule based or principle based.



When a country’s accounting standards contain characteristics of rule based accounting
standards such as specific criteria, bright-line thresholds, examples, scope restrictions,
exceptions, subsequent precedents, implementation guidelines, determinants and
indeterminate rules it tends to stray the professionalism because rules in accounting
reduce the scope of professionals exercising a professional judgement. No profession
could survive the imposition of rigid code of rules and regulations rather than relying on
the exercise of judgment in the application and determination of methods and
procedures to achieve an objective. Especially the accounting profession will not serve
the public interest by confining its practitioner’s stand-in rule based accounting
standards which does not ensure the primacy of true and fair view and economic
substance. The professional accountants in Sri Lanka are bounded by the law and
practice to apply The Sri Lanka Accounting Standards (SLAS) which are based on
International Accounting Standards(IAS), constitute by The Institute of Chartered
Accountants of Sri Lanka(ICASL). A key contemporary query which has to find

clarification in Sri Lanka is that the present SLAS contain rules.

1.3 Objectives of the Study

The overall objective of the study is to examine the selected Sri Lanka Accounting
Standards to see whether they contain rules with reference to the characteristics of rule
based accounting standards and principle based accounting standards. In the study, the

researcher expects to achieve the following specific objectives;

1. To identify the characteristics of rule based accounting standards such as
specific criteria, bright-line thresholds, examples, scope restrictions,
exceptions, subsequent precedents, implementation guidelines, determinants

and indeterminate rules in the selected SLAS.

2. To assess the appropriateness of provisions of SLAS which contain the
characteristics of rule based accounting standards with reference to the

characteristics of principle based accounting standards.



