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COURSE OUTLINE
The Autumn term will begin with some reflections on the nature of accounting. Accounting is a social technology and is also highly political and deeply contested. So we will pose the question: “What is accounting?”, and consider some aspects of the ongoing debates. This will be followed by discussions about the search for a ‘conceptual framework for financial reporting’, often considered to be the holy grail of accounting. Such a project is central to deliberations of accounting standard setting in the UK, US and internationally. Following on from this we will look at the various forms which off balance sheet finance can take and the response by accounting standard setting bodies on how best to account for various forms of transactions.  Also bear in mind that a rules avoidance industry flourishes and has the proven capacity to dilute any attempt to codify accounting practices. We will examine leasing as an example of off balance sheet finance and discuss how leases are accounted for and relate their treatment to the issue of economic consequences.  Globalization isn’t just a buzz word, it is all around us. In a globalised world, the state has been persuaded to liberlaise trade, remove trade barriers and exchange controls. As a result, foreign exchange rates fluctuate. This creates special accounting problems for multinational corporations, which have numerous subsidiaries, and other businesses engaged in import/export of goods and services. So under the heading of ‘foreign currency translation’ we will look at this problem and whether any durable solutions are possible. In this course we will compare and contrast the different methods that can be used to account for foreign currency translation.

In the following weeks we will examine the preparation of group accounts.  This will, to some extent, be an extension of work commenced in the second year.  The course will compare and contrast the merger method and the acquisition method of accounting for groups.  We will also briefly examine the development of group accounting with a view to identifying the major impetus for the preparation of consolidated accounts.

INTERNATIONAL ACCOUNTING STANDARDS

A recent and important development concerns the increasingly widespread use of international financial reporting standards (IFRS). The European Union (EU) now requires all quoted companies in the EU to comply with international accounting standards from 2005 onwards. The impact of this decision is only now being realised as these quoted companies make the transition from ‘home’ accounting standards (such as those of the UK Accounting Standards Board) to the standards of the International Accounting Standards Board.  For the time being, this change affects quoted companies. The US is now also committed to embracing IFRSs and this will inevitably open a new chapter on who shapes accounting regulation. 

It is likely that most UK private companies will not fully use international accounting standards for some years yet and in August 2005 the Institute of Chartered Accountants in England and Wales (ICAEW) called for plans to extend international standards to smaller unlisted businesses in the UK to be put on hold.

What this means, in practical terms, is that accountants in the UK need to start the process of understanding the new international standards, but at the same time they will need to be familiar with the existing standards of the UK Accounting Standards Board for some years to come. It is important to recognize that this is a period of transition as producers and users of financial accounting information begin to appreciate the impact of the new international standards.  During the Autumn term, we primarily intend to focus on accounting concepts or principles and some related debates.  
LEARNING OUTCOMES

After completing this part of AC301 Company Financial Statements students should be able to:

	Critically review the attempts by accounting standard setters to develop a conceptual framework and assess the likelihood of success of such a pursuit.

	Demonstrate understanding of the rationale for the introduction of accounting standards and be able to answer numerical questions involving these standards.

	Assess the strengths and weaknesses of different approaches to group accounting.


TEACHING DELIVERY
AC301 Company Financial Statements is a 20 week (30 credits) course.

In the Autumn term the course will be delivered by:



10 one hour lectures
(weeks 2-11)



10 one hour workshops (weeks 2-11)



5 one hour classes
(weeks 3-11, 16)

Classes will take place on a fortnightly basis. Your attendance is required at each of the lectures and workshops and classes assigned to you.
Please look at the Course Material Repository (CMR) for supporting material.

ASSESSMENT
The full AC301 course is assessed by means of a final 3 hour examination in May/June 2009 and two pieces of coursework.  The two pieces of coursework are equally weighted.

The final mark for the course will be based on a weighting of 70% of the Examination mark and 30% of the Coursework mark.

The Autumn term coursework will consist of one assignment which will be available in week 3 and must be submitted by 4 p.m. on Wednesday 19th November 2008. Please note the following:
All take home coursework must be submitted online at https://courses.essex.ac.uk/ocs/index.aspx. The copy you submit should also be watermarked (There are guidelines on how to do this when you log in to OCS).   Students are also reminded that work submitted via the OCS will be subject to the Plagiarism Detective Service (JISC). The deadline for all online coursework submission is 4pm on the date given below 

Students, unless told differently within their individual course booklets are required to submit one hard copy of their assignment to 3rd Year Undergraduate Administrator, Jo Lambert (5N5.6)
The coursework submitted must be watermarked and stapled before you bring it to the office, otherwise it will not be accepted. Students have until 4pm on the next working day to submit the hard copy of their assignment.

REQUIRED BOOK PURCHASE
Alexander, D., A. Britton and A. Jorissen, (2007), International Financial Reporting and Analysis, (2nd edition), Thomson.

RECOMMENDED ADDITIONAL READING

Students are likely to find the following book relevant to a number of topics studied during the course.

Ernst & Young, International GAAP 2006, Butterworths.

Deloitte have published the two following documents:

IFRS in your pocket 2006.  This publication provides a useful summary of IAS and IFRS up to 2006.

iGAAP 2005 in your pocket.  This publication provides a summary of international financial reporting from a UK perspective.

Both of the above publications can be downloaded as pdfs from the web site www.iasplus.com.  

Detailed references to books and articles are given at the end of the reading list.

You will also find it useful to refer to issues of magazines such as Accountancy which contain numerous articles on topics included in the course.  You may also find it useful to refer to the following web sites: www.aabaglobal.org/,  www.kpmg.co.uk, www.deloitte.co.uk, www.pwcglobal.com, http://www.rutgers.edu/Accounting/, www.acca.org.uk,  www.iasb.org.uk,  www.asb.org.uk. 

LECTURE PROGRAMME - REFERENCES

WEEK 2: THE NATURE OF ACCOUNTING

Alexander, Britton and Jorissen, Chapter 2 and 3.

International GAAP 2005, Chapter 1 and 2.
Davis, S.W. Menon, K. and Morgan, G. (1982). “The images that have shaped accounting theory”, Accounting, Organizations and Society, Vol. 7, No. 4, pp. 307-318.
Hines, R.D., (1988). “Financial accounting: In communicating reality, we construct reality”, Accounting, Organizations and Society, Vol. 13, No. 3, pp 251-261.

Zeff, S.A., (1978). The Rise of Economic Consequences, Journal of Accountancy, December, pp. 56-63.

Hopwood, A. (1984). “Accounting and the Pursuit of Efficiency”, in A. Hopwood and C. Tomkins (eds.), “Issues in Public Sector Accounting”, Oxford, Philip Allan.
Stewart, J.G., (1984), “The Role of Information in Public Accountability” ”, in A. Hopwood and C. Tomkins (eds.), “Issues in Public Sector Accounting”, Oxford, Philip Allan.

WEEK 3: A CONCEPTUAL FRAMEWORK FOR FINANCIAL REPORTING

Alexander, Britton and Jorissen, Chapter 8.

International GAAP 2005, Chapter 2.
ASB Statement of Principles (1999)

Carsberg, B.V. (1984) “The Quest for a Conceptual Framework for Financial Reporting”, in Carsberg, B.V. and S.Dev, (Eds), External Financial Reporting, Prentice-Hall.
Hines, R.D. (1989) “Financial Accounting Knowledge, Conceptual Framework Projects and Social Construction of the Accounting Profession”, Accounting, Auditing and Accountability Journal, Vol.2, pp.72-90. 

Stamp, E. (1981) "Why can Accounting Not Become a Science Like Physics", Abacus, Vol. 17, No. 1, pp. 13-27.
Barden, P. (2001) “Rooted in Best Practice”, Accountancy, January, p.91. 
Archer, S. (1997) “The ASB’s Exposure Draft Statement of Principles: A Comment”, Accounting and Business Research, Vol.27, No.3, pp.229-241.
Paterson, R. (2002) “Whatever Happened to Prudence?”, Accountancy, January, p.105. 
Whittington, G. (2008). “Fair Value and the IASB/FASB Conceptual Framework Project: An Alternative View”, Abacus, Vol. 44, No. 2, pp.139-168.

Benson, G.J., Bromwich, M., and Wagenhofer, A. (2006). Principles- Versus Rules-Based Accounting Standards: The FASB’s Standard Setting Strategy, Abacus, Vol. 42, No. 2, pp. 165-188.
Further Reading

Macve, R. (1997) A Conceptual Framework for Financial Accounting and Reporting: Vision, Tool or Threat? New York, Garland Press.
Power, M.K. (1993) “On the Idea of a Conceptual Framework for Financial Reporting”, in Mumford, M.J. and K.V. Peasnell, (Eds), Philosophical Perspectives on Accounting: Essays in Honour of Edward Stamp, London, Routledge. 
Weeks 4 and 5: Off-Balance Sheet Financing    



         Leasing

Alexander, Britton and Jorissen, Chapter 15.

International GAAP 2006 
Shah, Atul K. (1996) “Creative Compliance in Financial Reporting,” Accounting, Organizations and Society 21.1: 23–39. 
Shah, Atul K. (1998) “Exploring the influences and constraints on creative accounting in the United Kingdom,” European Accounting Review 7.1: 83–104. 
Rogers, P. (2001) “Go For the Substance”, Accountancy, December, p.115-117. 
Holmes, B. (2002) “WorldCom: Could it happen here?”, Accountancy, August, pp. 18-19. 
Taylor, P. and Turley, S. (1985), “The Views of Management on Accounting for Leases”, Accounting and Business Research, Winter, pp. 59-67.

Weeks 6 and 7: Foreign Currency Translation

Alexander, Britton and Jorissen, Chapter 27.

International GAAP 2006.
Nobes, C.W. (1980) “A Review of the Translation Debate”, Accounting and Business Research, Autumn, pp. 421-431.
Demirag, I.S. (1987) “A Review of the Objectives of Foreign Currency Translation”, International Journal of Accounting, Education and Research, Vol. 22, No. 2, pp.69-85.
Gwilliam, D. and Russell, T. (1991) “Polly Peck: Where were the Analysts?”, Accountancy, January. 
Further Reading

Nobes, C.W. (1986) “Financial Reporting by Multinational Groups: A Few of the Questions and Fewer Answers”, in C.Nobes (Ed.), Issues in International Accounting, Oxford, Philip Allan. 
WEEKS 8-11: ACCOUNTING FOR GROUPS
Alexander, Britton and Jorissen, Chapters  25 and 26.

International GAAP 2005, Chapters 5, 6 and 7.

Bircher, P.C. (1988) “Company Law Reform and the Board of Trade, 1929-1943”, Accounting and Business Research, Vol 18, No 70, pp. 107-110. 
Bircher, P.C. (1988) “The adoption of Consolidated Accounting in Great Britain”, Accounting and Business Research, Vol 19, No 73, pp. 3-13. 
Johnson, L.T. and Petrone, K.R. (2001) “Tale of Two Standards”, Accountancy, November, p.100-101. 
Nobes, C.W. (1986) “Financial Reporting by Multinational Groups: A Few of the Questions and Fewer Answers”, in C.Nobes (Ed.), Issues in International Accounting, Oxford, Philip Allan. 
Paterson, R. (2001) “Merger Accounting”, Accountancy, June, p.98. 
Paterson, R. (2002) “Straining Goodwill”, Accountancy, June, p.101. 
Paterson, R. (2003) “Hidden Strengths”, Accountancy, June, pp.98-99. 
Sleigh-Johnson, N. (2002) What’s On and What’s Off”, Accountancy, March, p.98. 
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WEEK 2: THE NATURE OF ACCOUNTING

Lecture Outline: The lecture will discuss the social, economic and political significance of accounting.

Accounting is a social technology and is inevitably shaped by a society’s history, culture, conflict, power and institutional structures. In common with other social sciences, accounting is also contested. Here is a flavour of some of the debates (Austin Mitchell, Tony Puxty, Prem Sikka and Hugh Willmott, “Accounting for Change: proposals for the reform of auditing and accounting”, London, Fabian Society, 1991.
“…. [A]ccounting is not just the dull routine of keeping track of where the money went.  Nor is it pure, pristine, independent and objective. …  It acts:-


*as the principal means of quantifying relationships among economic entities governing the structures of power and wealth by defining 'income', 'wealth', 'profit', 'assets', and 'liabilities'.


*as the principal provider of information to financial markets, assessing the health of companies, influencing security prices and regulating the flow of investment funds.


*as the provider of the numbers which form the basis for price increases, the sale price of public assets, the bonuses of insurance policies, unit trusts, the values of pension schemes and the basis of profit related pay schemes, redundancy audits, accounting calculations.


*as the basis for cost-plus contracting governing the actual profits made by government contractors and basis of discussions on wage negotiations, royalty payments remuneration and rewards of directors and executives, the return on share options.


*as the basic input to government economic statistics on rates of profitability, company liquidity and investment, tax liabilities.


*as the determinant of transfers of wealth among and between the corporate sector, citizens and the state.

…. Accountancy can be used to generate information and to point companies along the right road in such crucial areas as:-


*The social contribution made by companies.


*Their environmental efforts, commitments, and depredations.


*Their pay, perk and employment practices, their exploitation of low or casual labour, their training or skill enhancement techniques.


*Highlighting and encouraging their investment strategies, commitments to R & D, to growth by investment rather than acquisition, to willingness to think long-term rather than short.


*Making the workings of capitalism transparent, demystifying markets and their workings, highlighting faults and pointing to better approaches.


*Encouraging commitment to the national interest and stimulating the emergence of national champions, front line competitors and a strong middleband of backing firms.

This powerful weapon is not only not being used, or even being considered, but has in fact been mobilised for quite contrary purposes.  Accountants, never knowingly undersold when it comes to their own importance, have fallen into collusion with the companies they are supposed to police.  The British economy has been weakened by two developments:

The Casinoisation of the Economy:  an obsession with reported 'profits', earnings per share, the short-term and growth by acquisition at the expense of investment, research, development and long term competitive strength.  Firms which do invest, build, and take R & D seriously, such as ICI and Pilkington, become vulnerable to predators leveraged by massaged profits. Takeovers flourish on a scale found nowhere else in Europe yet institutions and shareholders sell out to any high bidder who comes along with the result that workers, customers, suppliers and pensioners in big business are sacrificed to short-term gains. The interests of wider stakeholders are ignored. As are the long-term interests of the national economy. All is tradeable.

The Halpernisation of companies: used as ego enhancers, pay and perk providers and media platforms, particularly for management 'stars' whose fortunes are boosted by massaged profits, and lifted by linked pay schemes, share incentives and other mechanisms which encourage the spirit of gathering personal rosebuds rather than building a lasting economic base or a strong competitor. 

Accounts and auditors may not be the cause of either process. Yet they have colluded in both”.

Elsewhere Prem Sikka contends: “To some observers, accounting debates may appear boring, technical and grey, but accounting practices affect taxes, perceptions of risk and the value of people's savings, investments, pensions and access to education and healthcare. Accountancy rules affect public welfare and they should be made by a democratic organisation that is independent of big business and accounting firms (http://www.guardian.co.uk/commentisfree/2007/sep/04/unaccountable).
Further ideas will be explored during lectures and classes.
Reading Guide to:
 
Davis, S.W., Menon, K. and Morgan, G., (1982). 'The Images that have Shaped Accounting Theory', Accounting, Organizations and Society, Vol. 7, No. 4, pp. 307-318.
 
Accounting theories (or ways of seeing the world) are shaped by  social arrangements, history, power and resistance. These influences shape the subjectivity of academics, practitioners and aspiring accountants. Over a period, some 'images' come to form some 'common sense' of thinking about accounting. This 'common sense' informs what is proper or improper in accounting. Anything which goes against this 'common sense' notion of accounting appears to be odd and not addressing what some claim are the 'real' issues in accounting. Thus the conventional is celebrated and new is challenged even though the conventional may be of little help in understanding the issues.
 
In much of accounting debates, the concern with 'the economic' is prioritised over concerns with 'the social' and the supremacy of finance capital is  almost always privileged. Capital has to be maintained. Concern with the welfare of the mythical 'users' has to be stated and the influence of accounting on the operations of the markets has to be acknowledged. Numerical construction of reality seems to be preferred. Qualitative aspects are downgraded. 
 
This paper draws attention to the kind of images which have shaped the development of accounting. Use the following questions to organise your notes.
 
1. Describe the four principal images which have shaped the development of financial accounting.
 
2. Why is accounting seen as a historical record?
 
3. Why is accounting seen as concerned with representing current economic reality?
 
4. Why is accounting seen as an information system?
 
5. Why is accounting seen as a commodity?
 
6. Which of the four images represents the 'truth' to you and why?
 
7. Where do the images described in the paper come from?
Reading Guide to:

 

Zeff, S.A., (1978). The Rise of Economic Consequences, Journal of Accountancy, December, pp. 56-63.

 

The paper concentrates on the politics and economic consequences of accounting standards. As the author notes, for a considerable time (at least until the early 1970s), accounting regulators continued to promote the view that they were somehow neutral. But this assumption began to be challenged in the late 1970s. The challengers often advanced technical accounting arguments to support/oppose particular accounting choices, rather than refer to their economic interests. These interventions have coincided with increasing use of accounting numbers for performance related pay, mergers, hostile take-overs, influence of consultants and increasing focus on accounting by the media.

 

The early uses of the economic consequences arguments (pp. 57-61) tended to be grounded in arguments in issues about the ‘right’ answers. The standard setters often mediated the criticisms by appealing to ‘public hearings’, right accounting models and other devices. Increasingly, as ‘accounting think’ and regulation of daily life through accounting spread, the making of accounting standards became akin to a game of chess.

 

Accounts themselves had shown an inability to deal with issues such foreign currency translation and  price level accounting amongst others. It was also becoming apparent that accounting numbers were affecting human behaviour and often management tended to smooth income to achieve particular goals.

 

A major change appeared in the 1970s and Zeff carefully draws attention to the changes in the socio-political climate in the USA (page 61 onwards). These included the increased focus on company earnings (page 62) and focus on share prices as a measure of performance. Accounting numbers were increasingly used to regulate utilities. Many parties began to believe that accounting numbers affected their economic welfare and standard setters could ignore such views. Accounting standard setters could not easily ignore the calls for taking ‘economic consequences’ into account in formulating standards.

 

The paper poses some interesting questions:

 

·        Given the ‘economic consequences’ arguments, can standard setters really adhere to some pre-conceived conceptual framework of financial reporting for formulating accounting standards?

·        Can accounting standards be neutral?

·        What is the future of standard setting?

 

 

 

Reading Guide to  
Stamp, E. (1981) "Why can Accounting Not Become a Science Like Physics", Abacus, Vol. 17, No. 1, pp. 13-27.
 
The purpose of these notes is to give you some awareness of the disputes which rage amongst scholars. The main issues concern the nature of natural and social sciences (of which accounting is a part). These notes should help you to squeeze more out of the article and hopefully will help you in making sense of the accounting debates. Next time, you read a magazine, newspaper, a professional pronouncement, a statement by any professional body or an accountant, ask yourself what view does he hold of accounting? Is accounting seen as a natural or a social science?
 
A popular conception of science is that it consists of a developing body of theoretically coherent knowledge which enables scholars and practitioners to make systematic predictions and control over their immediate environment. Embedded in this view of science is the notion that we can learn more and more and how to manipulate it.  The views described here are broadly charcterized as 'objectivist'. Such a picture of science emphasises the epistemological differences between science and social sciences. The former is characterised as more adequate, comprehensive and empirically true than the latter.
 
The above view is however, open to several criticisms and reservations. The picture painted is an 'ideal' rather than the reality of science. Upon reflection you will find that the development of science is itself conditioned by particular social systems, relations of power, ideologies and institutional frameworks. Marxist scholars will no doubt remind you that much of what we call 'innovation and development' is conditioned by the growth of the productive forces of a capitalist economy. Despite recent struggles, Britain is still a patriarachal society and feminist writers have shown that scientific theories about human evolution tend to have a strong 'masculine' bias. You may all be familiar with Darwin's theory of evolution, where he suggests that only the 'fittest survive' and that competition and struggle for ascendancy are a natural phenomena. Darwin was writing at a time, when laissez-faire was rampant. An ideology which also emphasised competition and struggle for ascendancy in the markets, where only the fittest survived. To what extent did the social environment create conditions for acceptance of Darwinian theories? The point is that the practice of science is very closely bound up with the existing ideologies, power and institutions. Neither should you believe that science is somehow used for good whilst social sciences are used for ideological warfare or 'private interests'. You may have read of the stories, where electric shock is administered to some dissidents to make them change their behaviour. Even if a scientific theory is sound, its consequences and acceptance remains streeped in ideological, social and political choices. You might want to think about the contemporary debates about nuclear power. The 'objectivist' view portrays science as some kind of absolute 'truth'. You may have some reservations about it. Can you really capture reality in some ideas or theories? Science itself is a complicated process of proof, refutation, history, power, struggle, ideology etc (Lakatos and Musgrove, 1971). Scientists may subscribe to paradigms for purely psychological and occupational reasons rather than any rational ones (Kuhn, 1970). You might find it interesting to read that men (why men?) like Copernicus and Galileo had to struggle and suffer to advance their views. In their case, the main opposition came from the Church whose authority was challenged by the new theories.
 
The very challenges to an established body of knowledge may come for ideological reasons. In this context, terms such as 'objectivity', 'truth', 'theory' may be used as buzz-words to win approval for one's preferred worldview. We may want to believe that something is 'true', because we want to reassure ourselves. So appeals to theories may be seductive. By appealing to theoretical depth and empirical comprehensiveness, it may be possible to show that some theories are a more adequate description and explanation of reality than others. However, a watertight distinction between natural and social sciences may not be possible. You may share an 'objectivist' view and thus be for or against some social practices. 
 
You may feel that all analyses and judgments are context dependent. In other words pursue a 'relativist' position. Such a view is open to criticisms in that it sidesteps the responsibility of deciding the merits and ideologies of theories and can lead to intellectual chaos. Commenting on this Rorty (1983) wrote, "Relativism is the view that every belief on a certain topic, or perhaps any topic, is as good as every other. No one holds this view" (page 166). You may wish to pursue the discussion by looking at the references cited here. You might feel comforted by the rationality of scientific explanations but be careful. The rational scientific explanations have now placed us on the edge of ecological disaster and have brought us a step closer to global annihilation.
 
When reading the Stamp article, you will see that many scholars also see accounting as a science, like physics. You yourselves have been using data to make predications. Remember doing ratio analysis! The major question is whether accounting is a science in the above sense. Such a view of accounting has institutional support (e.g. in the IASB, FASB, ASB conceptual framework). Some scholars very strongly feel that accounting theories ought to help you to predict (Watts and Zimmerman, 1979). Whilst sciences may boast laws like laws of gravity, do we really have such laws in accounting? You should read the article and make up your own mind. It would be helpful, if you divided your sheet of paper into two halves, noting the case for science on one side and the case against, on the other side. 
 
References:
 
 Kuhn, T.S. (1970). 'The Structure of Scientific Revolutions', University of Chicago Press, Chicago.
 
Lakatos, I., and Musgrove, A. (1971). 'Criticism and Growth of Knowledge', Cambridge, Cambridge University Press.
 
Rorty, R., (1983). 'Consequences of Pragmatism', Brighton, Harvestor Press.
 
Watts, R.L., and Zimmerman, J.L. (1979). 'The Demand for and Supply of Accounting Theories: The Market for Excuses', The Accounting Review, April, pages 273-305.
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WEEK 3: A CONCEPTUAL FRAMEWORK FOR FINANCIAL REPORTING

Lecture Outline:

1. Defining a Conceptual Framework

2.
Rationale for a Conceptual Framework

3
Criticisms of the Conceptual Framework Idea

4.
The FASB Attempt

5.
Conceptual Framework: The UK Context

6. Approaches to Accounting Theory

7.
The ASB’s Statement of Principles for Financial Reporting

LECTURE
1.
DEFINING A CONCEPTUAL FRAMEWORK

In the USA, the FASB has defined a conceptual framework for financial reporting as:

“… a constitution, a coherent system of interrelated objectives and fundamentals which should lead to the issue of consistent accounting standards, and which prescribes the nature, function and limits of financial accounting statements." (FASB)

2.
RATIONALE FOR A CONCEPTUAL FRAMEWORK

The main argument is that if a CF was produced which commanded a broad consensus in society this would greatly assist the standard setting process because:

(i)
it provides an agreed frame of reference within which accounting standards can be set;

(ii)
it ensures consistency between standards

(iii)
preparers of accounts would be able to use the CF as a starting point for decision-making, particularly in areas where standards had not been issued

(iv)
the area of discretion would be reduced

(v)
as a result, fewer standards would be needed: best practice would be apparent in many cases from the CF without the need for explicit standards

(vi)
Standards would be more objective, and less prone to be influenced by political pressures or special interest lobbies

FASB add that accounts would be more comparable, and that Users would have more confidence in them.  Arguably this would lead to a better allocation of resources.

3.
CRITICISMS OF THE CONCEPTUAL FRAMEWORK IDEA

(i) The whole idea is wrong: no one imagines that a CF could be produced for other social sciences, or what is the same thing , there are various CFs, none of which command general assent

(ii) Accounting theories are a tactic to buttress ideas put forward by interest groups.  Each will adopt theories to justify its own special pleading, and there cannot be a consensus on a CF.  Since different groups prevail in different situations or in the adoption of particular accounting treatments in standards no CF will “fit” all the standards (Watts and Zimmerman)

(iii) A CF would lead to rigidity and kill off initiative and innovation.

(iv) Public Choice Problems.  What do the users of published accounts use them for?  There is no way at arriving at a model which will satisfy everyone.  Thus, in practice a decision would have to be made that the interests of one group of users, for a particular purpose, was paramount.

4.
THE FASB ATTEMPT

SFAC 1 “Objectives of Financial Reporting by Business Enterprises” (1978)

(i) Adopts “decision usefulness” approach. Users identified include investors, employees etc.

(ii) Information in Financial Reports should help users to assess “… amounts, timing and certainty of future cash flows.”

(iii) Historical earnings are the best predictors of future cash flows.

SFAC 2 “Qualitative Characteristics of Accounting Information” (1980)

This statement outlines what qualities accounting information should possess to meet the objectives of SFAC 1.  The statement provides a hierarchy of objectives, for example, Relevance v Reliability.  There is nothing surprising about the hierarchy although a novelty is the lack of mention of prudence/conservatism, considered a fundamental concept in SSAP 2.  FASB considered that it was not appropriate in the sense in which the concept was traditionally used, that of choosing the most pessimistic interpretation.  This would lead to bias and systematic under-reporting of income and asset values which would reduce the likelihood of the Financial Report in meeting their objective.  If the outcome is uncertain, preparers of Financial Reports should choose the most likely.  Only if two outcomes are equally likely should the most conservative be chosen.

The statement considers that there is a trade-off between Relevance and Reliability.

THE QUALITATIVE CHARACTERISTICS OF ACCOUNTING INFORMATION
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Trade offs

Although the hierarchy is not new it does make explicit and clear the choices that have to be made.  The existence of a formal statement helps us to clarify and focus thinking on accounting issues and problems.  It does not, however, help us make those choices.  It is helpful for the trade-off between Relevance and Reliability to be acknowledged but it does not provide any real guidance on the substance of the trade off.  Thus, SFAC 2 has not had any impact on specific accounting problems.  

SFAC 3 “Elements of Financial Statements of Business Enterprises” (1980)

This statement defines 10 elements: assets, liabilities etc.  It also introduces the concept of “Comprehensive Income” (CI- “increase in net equity from all non-owner sources”) but does not define “Earnings” despite the importance attached to it in SFAC 1.

The definitions do not get us very far. At best they simply codify existing practice, although it might be argued that they are helpful as clarification devices.

SFAC 5 “Recognition and Measurement of Financial Statements of Business Enterprises” (1984)

This statement lists two criteria that must be met if an item is to be recognised:

(i) The item meets the definition of “element” in SFAC 3.

(ii) The item has “relevant attribute” which can be measured with sufficient reliability.

A major problem with  this approach is that it is not derived from the CF as laid out in previous SFACs but from existing practice.  The SFAC in fact states that the Criteria and Guidance are largely met by current practice which would suggest that little change is envisaged.

This SFAC also defines the term “earnings”.  This is similar to the present usage of net income though it differs in that “certain classes of gains and lossees” specifically, “certain prior year adjustments and certain changes in asset values, such as, their market values are excluded.

For Revenues and Gains to be included in “Earnings” they must be:



Realised or realisable, and



Earned

5.
CONCEPTUAL FRAMEWORK: THE UK CONTEXT

(a) SSAP 2 (1972)

This standard distinguished between “fundamental concepts”, “accounting bases” and “accounting policies”.

Fundamental Concepts are defined as “the broad basic assumptions which underly the periodic accounts of business enterprises”.

Accounting Bases are the methods which have been deployed to apply those concepts to actual transactions.

Accounting Policies are the specific Accounting Bases which are used by an enterprise.

The above merely codified what accountants had been doing for a long time.  It does not tell us why we do it or even solve basic problems like whether Goodwill is an asset that should be recognised and whether it should be amortised.  SSAP 2 was superseded by FRS 18 which was issued by the ASB in December 2000.  The FRS “sets out the principles to be followed in selecting accounting policies and the disclosures needed to help users understand the accounting policies adopted and how they have been implemented.” (Para 1, Appendix iv, FRS 18)  The main purpose of issuing this FRS was to update SSAP 2 in particular to take account of the content of the ASB’s Statement of Principles (see later).

(b) DEARING REPORT (1988)

The Dearing Committee was established in November 1987 with the remit of reviewing the process of standard setting in the UK and the Irish Republic, and making  recommendations to the CCAB on the way accounting standards should be set in the future, including the form and status such standards should have, appropriate procedures for monitoring and enforcement and related issues.  It was the report of this Committee that led to the present regulatory regime in the UK.  One of its main recommendations was that a serious effort should be made to establish a conceptual framework for accounting which would command general acceptance.  The Report argued that if standards could clearly be shown to have been derived from such a framework, they would have more authority, and suggested building on the work of FASB, although it did not adduce any evidence that any of the benefits claimed to flow from the adoption of a conceptual framework were actually to be seen in the US. 

That is not to say that the evidence does not exist, merely that the Committee did not find any, or did not see the need to produce any evidence to support its contention.  This is perhaps surprising, as one could easily argue the opposite case, based for example on FASB's U-turn on Current Cost Accounting, and this despite the quasi-legal status of FASB (which the Committee did not propose to imitate) and the enormous resources that the Americans have devoted to their search for a framework, resources which could not be matched in the UK.

(c) GUIDELINES FOR FINANCIAL REPORTING STANDARDS (SOLOMONS, 1989)

This was a paper prepared by Professor Solomons at the behest of the ICAEW and addressed to the ASC, which aimed to develop guidelines for accounting standards.  To a large extent, Solomons followed the FASB model.

Like FASB, he begins with decision-usefulness.  There are various groups of users of financial statements (investors, employees etc) and the basic function of financial reporting is meet their information needs.  Solomons does admit that the needs of these groups may not be identical, but he assumes that they will overlap sufficiently for "general purpose" financial statements to be able to meet the needs of all groups, though not perfectly.  Solomons says all the user groups are interested in "profitability" and "viability'", the latter being a "complex quality" which encompasses solvency, acceptable social behavior etc. But there are problems:

1. Even if we agree on a need, there may be different ways of satisfying it eg if we assume investors evaluate firms according to predictions of future cash flows (the FASB assumption) this could be used to justify either Cash Flow accounting or accrual accounting with assets on the balance sheet at economic value (PV of future cash flows).  Solomons simply assumes they need (Past) profit.

2 Users may use a different evaluation model eg historic Price/Earnings Ratio, in which case cash flow accounting is the wrong information.  Do we give users the information they want or the information we think they ought to have?

3.
In practice a variety of evaluation models may be in use. What then?

4.
There may be a conflict between the needs of different groups.

Solomons simply assumes that it is possible to produce "general purpose" financial statements which will satisfy everyone, without consideration of these difficulties.  But the problem with user needs goes deeper.  It is not explained why some "users" should have their needs met at all.  All entities have to produce accounts of some kind for the benefit of those who own or ultimately control them: shareholders in the case of companies.  In the UK as elsewhere limited companies must make their financial statements public: this historically has been part of the price of limited liability.  Once the financial statements were in the public domain, anyone, such as employees, can use them.

It is not clear why this fact confers on such users a "right" to the information they want, or a duty on the company to produce it.  Competitors may be a user of a firm's financial statements but no one suggests that their "user needs" should be met.  Further, unincorporated businesses, such as accountancy firms, do not publish financial statements at all, although the information needs of their employees are presumably just as great.

Then Solomons turns to examine the makeup of financial statements.  He suggests financial statements are made up of two 'elements' (assets and liabilities) and six 'sub-elements'.  These are defined as follows:

Assets are resources or rights incontestably controlled by an entity at the accounting date that are expected to yield it future economic benefits.

Liabilities are obligations of an entity at the accounting date to make future transfers of assets or services (sometimes uncertain as to timing and amount) to other entities.

Revenues are the inflow or accretion of assets of an entity or the settlement of its liabilities (or a combination of both) resulting from the carrying on of principal operations, such as supplying goods or rendering services.

Expenses are the outflows or using up of assets of an entity or the incurrence of liabilities (or a combination of both) for the purpose of carrying on its principal operations, and without any prospect of yielding future economic benefits.

Gains are increases in the net assets of an entity resulting from incidental transactions, changes in the value of assets and liabilities, or from other events or circumstances except those that result from revenues or from investments by owners.
Losses are decreases in the net assets of an entity resulting from incidental transactions, changes in the value of assets and liabilities, or from other events or circumstances except those that result from expenses or distribution to owners.
Owners' equity is the residual interest of the owners of an entity in its net assets (i.e. the excess of its total assets over its total liabilities).
Income is the change in the owners' equity during an accounting period, excluding prior period adjustments (this is explained later) and the effects of contributions by and distributions to owners.  In an articulated set of financial statements, it is also the difference between revenues and gains on the one hand and expenses and losses on the other.
Why are Financial Statements produced?

In the "Caparo Case" where the point at issue was the liability of auditors, this question was considered. In the opinion of the judge: 

There is nothing in ...(Part VIII of the Companies Act 1985)...which suggests that the accounts are prepared and sent to members for any purpose other than to enable them to exercise class rights in general meeting.  I therefore conclude that the purpose of accounts, as far as members is concerned, is to enable them to question the past management of the company, to exercise voting rights if so advised, and to influence future policy and management.  Advice to individual shareholders, in relation to present or future investment in the company is no part of the statutory purpose of the preparation and distribution of the accounts".

Jauncey in Caparo (House of Lords, 1990)

6.
APPROACHES TO ACCOUNTING THEORY

(a)
Empirical Inductive Approach (or "rationalisation of practice").

A typical procedure is:

(i) make observations

(ii) analyse and classify observations

(iii) generalise from observations

(iv) test the generalisations

This is the traditional approach, adopted in say SSAP 2.  "Accounting is what accountants do": So we observe that accountants only recognise profit in the income statement when It has been realised: hence the "realisation" concept.

(b)
Deductive approaches

Here certain objectives or postulates are set up, and derive principles and techniques. What accountants have tended to do, is establish an ideal, and see which of the available products comes closest to it,

(i)
Economic Income ie the Hicksian definition.  This produces a well defined value free definition of income, but only under conditions of certainty.

(ii)
User needs/decision usefulness

(iii)
New Empiricism (e.g. Watts and Zimmerman).  This focuses on the decision maker as opposed to the decision model e.g. by making behavioral studies of investors.

(iv)
Information Economics.  This starts with the impact of accounting information on an individual's expected utility, and tries to incorporate the problem of risk.

The problem with both UK and US approaches is that they tend to be a mixture of normative and empirical approaches.  They start with "decision usefulness" and end up rationalising existing practice.

7.
The ASB’S STATEMENT OF PRINCIPLES FOR FINANCIAL REPORTING

In the UK, the ASB has also been developing a CF.  It very much appears to follow a FASB line.

Background: The 'Dearing Committee'

The genesis of this project [the current ASB project on the search for a conceptual framework for financial reporting] lies in the recommendations of the committee that also recommended the setting up of the Accounting Standards Board (see earlier, 'The Making of Accounting Standards' Report of the Review Committee under the Chairmanship of Sir Ron Dearing, published in September 1988):

"a lack of a conceptual framework is a handicap to those involved in setting standards as well as to those applying them.  Work on its development should, therefore, be pursued at a higher rate than hitherto but consistent with the perceived scope for progress. ... We believe that work in this area will assist standard-setters in formulating their thinking on particular accounting issues, facilitate judgements on the sufficiency of the disclosures required to give a true and fair view, and assist preparers and auditors in interpreting accounting standards and in resolving accounting issues not dealt with by specific standards."

The idea of a conceptual framework was not, even then, a new one, as the financial reporting standard-setter in the USA, the Financial Accounting Standards Board (FASB), had published six Statements of Financial Accounting Concepts between 1978 and 1985 and the International Accounting Standards Committee (IASC) was working on its Framework for the Preparation and Presentation of Financial Statements (which was published in 1989).

The purpose of the Statement of Principles

In essence, the purpose of a conceptual framework or statement of principles is to describe the accounting model that the financial reporting standard-setters use as the conceptual underpinning for their work.  Developing such a framework enables the standard-setter to clarify (and often also deepen) its understanding of its chosen accounting model.

In the ASB's case, it believes that the main role that its Statement of Principles for Financial Reporting will fulfil will be to provide valuable conceptual input into its work on the development and review of accounting standards.  It is however just one of the factors taken into account in the standard-setting process (other factors include legal requirements, cost-benefit considerations and implementation issues).  As the relative importance of all these factors will vary from case to case, it may be that a standard will need to adopt an approach that is different from that suggested by the principles.

It is worth noting that the final Statement of Principles will be neither an accounting standard nor any other form of mandatory document: it will therefore not be necessary to adopt the principles in the Statement in order to prepare financial statements that show a true and fair view.

Current status of project

The ASB has based its Statement of Principles for Financial Reporting on IASB's framework document, which is itself broadly consistent with the FASB's concept statements.  The first draft of the Statement was published in the early 1990s as a series of discussion drafts, and a revised complete draft was published in 1995 as an Exposure Draft.

That Exposure Draft attracted more letters of comment than any other document published by the Board and most of them were critical.  Some of those comments highlighted fundamental differences of opinion over key issues dealt with in the draft Statement.  The content of other comments suggested that debate over the Exposure Draft had become obscured by misunderstandings and confusion.  The ASB therefore decided that, rather than proceed directly to the development of a final Statement, a revised draft would be prepared.  This was published in March 1999 and followed by the final statement in December 1999.

In many respects the Statement of Principles for Financial Reporting is similar to other conceptual framework documents, such as, that of FASB.  The first chapter of the statement is concerned with the objective of financial statements.  The objective is listed as being to provide information for economic decision making.  This is seen as including the stewardship of management which  has often been considered as a separate objective.  There is also an acknowledgement that the financial statements are only a part, all be it an important part, of the information that a user make use when making a decision.  The Statement also lists the usual category of persons that might be interested in the financial statements, including, investors, employees, customers and so on.  The Statement differs, however, in that it takes the investor to be the defining class of user.  That is, information considered to be of benefit to investors is also considered to be of benefit to other users.  Effectively, it is being acknowledged that investors are the prime or most important user of the financial statements.  It is also stated that investors focus is on the ability of an entity to generate cash and its financial adaptability.

The statement lists four categories items of information required by investors:

· Financial performance

· Financial position

· Generation and use of cash

· Financial adaptability

The second chapter of the Statement is unusual in that it discusses the concept of the entity who should prepare and publish financial statements.  The identification of the reporting entity is often taken for granted but by explicitly discussing the issue the Statement is making clear that determining the boundary of the reporting entity is not always straight forward.  The Statement argues that the boundary is determined by the scope of its control, which is taken to include indirect control as well as direct control.  The discussion in the chapter to some extent replicate the discussion contained in the FRSs concerned with identification of subsidiaries and associates.

The third chapter of the Statement outlines the qualitative characteristics financial information should have if it is to be useful.  The various characteristics are listed on page 130 of UK & International GAAP (2001). 

A comparison with the hierarchy of characteristics published by FASB (see earlier diagram) shows that there are many similarities.  Worthy of note, however is that in the FASB model comparability and understandability are considered as secondary whereas in the ASB model they are on the same level as Relevance and Reliability.  Another interesting feature of the ASB model is the inclusion of Faithful representation, Neutral Complete and Prudence as separate characteristics which enhance Reliability.  The concept of Faithful representation seems largely similar to the concept that when reporting a transaction or event regard should be given to the substance of that transaction or event.  The Statement doe s not spell out how this concept relates to those of Neutrality and Completeness. Furthermore, it does not discuss the distinction between Neutrality and Prudence other than to say that the concept of prudence only applies in situations of uncertainty.  In this situation the Statement suggests that care must be taken not to overstate gains and assets or understate liabilities and losses.  It might be argued that if the concept of neutrality is invoked then that should mitigate the possibility of overstating assets or gains or understating liabilities and losses.  The concept of Prudence as outlined in the Statement, however, relates the reporting of assets/gains and liabilities/losses in situations of uncertainty to the amount of and reliability of evidence required to corroborate the item in question.  Thus, more confirmatory evidence is required for assets/gains than for liabilities/losses.  There is very little justification given for this asymmetric (biased?) approach.  To appreciate the distinction requires the invoking of further concepts, such as, risk aversion and ensuring the continuance of the use of financial statements by users.

The Standard touches on the issue of the possibility of conflict between relevance and reliability but is fairly silent about how such situations should be resolved. 

When discussing the concept of understandability the Statement suggests that the financial statements are not aimed at users of all levels of ability.  Instead the emphasis is on the more knowledgeable user: “Those preparing financial statements are entitled to assume that users have a reasonable knowledge of business and economic activities and accounting and a willingness to study with reasonable diligence the information provided”.  In essence, the emphasis seems to be on the financial statements being prepared for the analyst group rather than the average investor.

The fourth chapter of the Statement defines and discusses the elements of financial statements.  These are listed and defined as follows:

(i) Assets: rights or other access to future economic benefits controlled by an entity as a result of past transactions or events

(ii) Liabilities: obligations of an entity to transfer economic benefits as a result of past transactions or events

(iii) Ownership interest: the residual amount found by deducting all of the entity’s liabilities from all of the entity’s assets

(iv) Gains: increases in ownership interest not resulting from contributions from owners

(v) Losses: decreases in ownership interest not resulting from distributions to owners

(vi) Contributions from owners: increases in ownership interest resulting from transfers from owners in their capacity as owners

(vii) Distributions to owners: decreases in ownership interest resulting from transfers to owners in their capacity as owners.

The definitions above are not particularly innovative in the sense that the main ones for assets and liabilities had already been introduced in FRS 5.  They do, however, serve to reinforce definitions that have had significant implications for the recording of transactions and events.  Traditionally, definitions of assets have emphasized such aspects as ownership and tangibility but newer definitions, such as, those above place greater emphasis on having the right or access to future economic benefits accruing from the asset.  This change in emphasis has been instrumental in how items like leases and goodwill have been accounted for.  Another feature apparent from the definitions is the focus it places on the balance sheet.  This is discernible in the way that owner’s interest is defined in terms of the difference between assets and liabilities and how gains and losses are seen to be derived from the change in ownership interest.

Chapter 5 of the statement deal with the topic of Recognition in financial statements.  As might be expected from the discussion above the focus is on when assets and liabilities should be recognized.  The Statement provides two criteria that should be met before an asset or liability is recognized:

(i) sufficient evidence exists that the new asset or liability has been created or that there has been an addition to an existing asset or liability

(ii) the new asset or liability or the addition to the existing asset or liability can be measured at a monetary amount with sufficient reliability

The above definitions require the answer to certain questions:

· what is sufficient evidence

· what is meant by the term created

· what bases is to be sued for measuring the monetary amount

· what is meant by the term sufficient reliability

An interesting part of chapter is that it also deals with derecognition, that is, the elimination of the asset or liability.

Chapter 6 of the statement deals  with the issue of Measurement in the financial statements.  The Chapter outlines two forms of categories of measurement that can be used; historic cost and current value, where the latter encompasses replacement cost, net realisable value and discounted present value.  The statement envisages that a mixed measurement system is likely to be used in practice.

The final two chapters of the statement deal with, Presentation of financial information and Accounting for interest in other bodies.  Neither of these two chapters are particularly controversial and partially tend to re-emphasise issues that are deal with in various FRSs. 

The ASB’s Statement of Principles is simply going over similar ground to that dealt with in existing FRSs.  It is, however, likely that the ASB will draw on the Statement when they issue further FRSs and it is then that the full implication of some of the discussion in the statement may become apparent. 
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TACKLING QUESTIONS
During examinations you might come across questions which seem impossible to answer. The examiner must be out to get you, you conclude. Do you feel like that, then don't despair. The first thing to do is to read the question very carefully. Underline the keywords and think about the issues which are raised. Try to break the question down in to smaller segments and now attempt the question. Make sure that you attempt each segment. This process will enable you to tackle questions which at first sight look very complex.

Let us try to put the above ideas into operation by considering a question on the topic of a 'CONCEPTUAL FRAMEWORK FOR FINANCIAL REPORTING'.
Main Question

Developing a coherent conceptual framework for external financial reporting is one of the most important challenges facing the accountancy profession. Discuss!!
The above question might look quite daunting. It can be answered by focusing on a number of sub questions, each of which provides an input to the main answer.

Sub Question 1
Is there a need for a conceptual framework for financial accounting and reporting?
Suggested Reading

Carsberg, B.V.
“The Quest for a Conceptual Framework for Financial Reporting” in Carsberg, B.V. and Dev, S. (eds.), “External Financial Reporting”, Prentice-Hall, 1984.
Power, M. “On the idea of a conceptual framework for financial reporting. In: Mumford, M.J. and Peasnell, K.V. (Eds.): Philosophical Perspectives on accounting. London, Routledge, 1993, pp. 44-61.
Hines, R.D., “Financial Accounting Knowledge, Conceptual Framework Projects and the

Social Construction of the Accounting Profession, Accounting, Auditing and

Accountability Journal, Vol. 2, No. 2, 1989, pp. 72-90.
Further Reading
Bryer, R.A.  "A Marxist critique of the FASB's conceptual framework", Critical

Perspectives on Accounting, Vol. 10 No.5, 1999, pp.551-89

Sub Question 2

How could a conceptual framework for financial accounting and reporting be developed?
Suggested Reading
Stamp, E., “First steps towards a British conceptual framework”, Accountancy, March, 1982, pp. 123-130.

Peasnell, K.V., “The Function of a Conceptual Framework for Corporate Financial Reporting, Accounting and Business Research, Autumn 1982, pp. 243-256
Zeff, S.A., “The Rise of Economic Consequences, Journal of Accountancy, December, 
1978, pp. 56-63.
Bromwich. M., Angels and Trolls: The ASB’s Statement of Principles for Financial 

Reporting, working Paper, London School of Economics (available at

http://www.lse.ac.uk/collections/accountingAndFinance/pdf/AngelsAndTrolls.pdf).
Further Reading

Sundgaard, E., “A European Conceptual Framework for Accounting: Does it exist?”

Working Paper, Copenhagen Business School (available at

http://les.man.ac.uk/IPA/papers/81.pdf).
Sub Question 3
Discuss the difficulties in developing a conceptual framework for financial reporting.

Suggested Reading
Miller, P.B.W., “The Conceptual Framework: Myths and Realities”, Journal of

Accountancy, March 1985, pp. 62-71.
Solomons, D., “The FASB’s Conceptual Framework: An evaluation’, Journal of

Accountancy, June, 1986, pp. 114-124.
Chambers, R.J., “Ends, Ways, Means and Conceptual Frameworks, ABACUS, Vol.32,

No.2, 1996, pp. 119-132.

Page, M., “The search for a conceptual framework: Quest for a holy grail, or hunting a snark?”, Accounting, Auditing & Accountability Journal, Volume 18 Number 4 2005 pp. 565-576.
By reading the above and more material you should develop an answer to each of the sub questions. Each element now can be put together to form an answer to the main question
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2.
Reporting the Substance of Transactions


3.
Issue of FRS 5 Reporting the Substance of Transactions (1994)


4.
Development of FRS 5


5.
Objectives of FRS 5


6.
The Substance of Transactions



- Features of more complex transactions


- identifying assets and liabilities


- recognition of assets and liabilities


- Linked presentation


- Offset


- Disclosure of the substance of transactions


7.
Quasi-Subsidiaries



- Identification of quasi-subsidiaries


- Benefits


- Control


- Accounting for quasi-subsidiaries


- Disclosure of quasi-subsidiaries

8.
Examples of Certain Transactions:



- Sale and repurchase of stock


- Consignment stock


- Factoring of debts


- Securitised assets


- Loan transfers

OFF-BALANCE SHEET FINANCING 

1.
Technical Release 603 (TR 603) Off-Balance Sheet Finance and Window Dressing (1985)

The first indication that the accounting profession wanted to tackle the issue of off-balance sheet finance came in 1985 when the Institute of Chartered Accountants in England and Wales (ICAEW) issued Technical Release 603 (TR 603).  Technical releases were issued by the Technical Committee of the ICAEW.  They were not mandatory but they tried to offer interim guidance before a definitive accounting standard is issued.  The Urgent Issues Task Force (UITF) of the ASB now deals with accounting issues which need to be resolved quickly.

Para 5 of TR 603 distinguished between 'off-balance sheet finance' and 'window dressing' as follows:

i)
Off-balance sheet finance


'The funding or refinancing of a company's operations in such a way that, under legal requirements and existing accounting conventions, some or all of the finance may not be shown on its balance sheet'.

ii)
Window dressing


'Transactions, the purpose of which is to arrange affairs so that the financial statements of the concern give a misleading or unrepresentative impression of its financial position'.

TR 603 cited leasing as an early form of off-balance sheet finance.  It emphasized the need for further (general) guidance and emphasised the importance of 'true and fair'.  TR 603 argued that further guidance was necessary because there appeared to be a marked growth in these types of schemes.

2.
ED 42, Accounting for Special Purpose Transactions (1988)
It is interesting to note that TR 603 explicitly referred to the terms 'off-balance sheet finance' and 'window dressing' in its title.  The next development, however, came from the Accounting Standards Committee (ASC) in 1988 when it published an exposure draft.  Note that the title of ED 42, 'Accounting for Special Purpose Transactions' (1988) is somewhat innocuous or harmless and avoids use of the terms 'off-balance sheet finance' and 'window dressing'.  ED 42 (like TR 603) adopted a general approach, but this approach was criticised by some commentators who felt that clearer guidance was needed.

3.
ED 49, Reflecting the Substance of Transactions in Assets and Liabilities (1990)
ED 42 was then replaced by ED 49, Reflecting the Substance of Transactions in Assets and Liabilities (1990).  While ED 49 continued to advocate a general approach, it recognized that more practical guidance was needed and therefore added some application notes.

4.
FRED 4 (1993), Reporting the Substance of Transactions
ED 49 (which had been issued by the ASC) was replaced in 1993 by FRED 4, Reporting the Substance of Transactions (issued by the ASB).  The approach in FRED 4 is similar to that in ED 49.  A main difference relates to 'linked presentation for certain non-recourse finance arrangements'. 

5.
FRS 5 (1994), REPORTING THE SUBSTANCE OF TRANSACTIONS

FRED 4 was converted into a standard in April 1994. The principles set out in FRED 4 were, in general, carried forward and included in FRS 5. Only two major changes were made from FRED 4. These related to Offset and Derecognition.

The objective of FRS 5 is set out in para.1 of the standard:


"The objective of this FRS is to ensure that the substance of an entity's transactions is reported in its financial statements. The commercial effect of the entity's transactions, and any resulting assets, liabilities, gains or losses, should be faithfully represented in its financial statements".

6.
FRs 5 definitions
Because of the nature of off-balance sheet financing, the ASB was forced to address some basic conceptual questions in financial reporting, such as:

What is an asset?  When should it be included in the financial statements?

It is useful, at this point, to refer to some important definitions in FRS 5:

Para 2.
Assets;


"Rights or other access to future economic benefits controlled by an entity as a result of past transactions or events."

Para 3.
Control in the context of an asset;
"The ability to obtain the future economic benefits relating to an asset and restrict the access of other to those benefits."

Para 4.
Liabilities;
"An entity's obligations to transfer economic benefits as a result of past transactions or events."

Para 5.
Risk;
"Uncertainty as to the amount of benefits. The term includes both potential for gain and exposure to loss."

Para 6
Recognition;


"The process of incorporating an item into the primary financial statements under the appropriate heading. It involves depiction of the item in words and by a monetary amount and inclusion of that amount in the statement totals."

Para 7.
Quasi subsidiary;
"A quasi subsidiary of a reporting entity is a company trust, partnership or other vehicle that, though not fulfilling the definition of a subsidiary, is directly or indirectly controlled by the reporting entity and gives rise to benefits for that entity that are in substance no different from those that would arise were the vehicle a subsidiary."

Note that quasi has the meaning of ‘apparently, but not in reality’.  FRS 5 is clearly using the term ‘vehicle’ in the sense of a device to get round the regulations on consolidation.

Para 8.
Control of another entity;
"The ability to direct the financial and operating policies of that entity with a view to gaining economic benefits from its activities."

7.    Examples of Off-Balance Sheet Financial Arrangements
a.
Quasi subsidiary (FRS 5)
One off-balance sheet finance technique which was used successfully prior to 1989 was by using a vehicle referred to as a quasi subsidiary by FRS 5.  (Such entities have also been referred to as 'non-subsidiary dependent companies' or ‘non-subsidiary subsidiaries').  An example of how such a vehicle could be used to reduce the gearing ratio was as follows:
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         50%


B
50%
Intermediate company I



C
Borrowing vehicle (raises a loan of £10m from a bank)




Bank

Company A attempts to reduce its reported debt.

Company B is jointly owned and controlled by Company A and an Intermediate Company I and is not a subsidiary of either. Company C is jointly owned and controlled by Company A and Company B. If voting rights are equally shared then Company C is not a subsidiary.

Assume that the following transactions take place;

1.
C raises a loan  of £10m from a bank.

2.
C uses the cash to buy assets from A.

3.
A uses the cash to pay off existing loans.

4.
The result is that for A, gearing has reduced (i.e. 'improved')

Note that A can still have the use of the assets it 'sold' to C if C leases the assets back to A.  In order to avoid the assets being reinstated on the balance sheet of A, the lease would have to be set up as an operating lease.

A summary of the above transactions is as follows:

C
loans +£10m

assets +£10m

cash - no change

A
loans -£10m

assets -£10m

cash - no change

Following the Companies Act 1989, such arrangements should no longer be possible.  The Companies Act 1989 tightened up the Companies Act 1985 definition of a subsidiary and defined a subsidiary more strictly in terms of control.  For example, prior to 1989, different classes of ordinary share could be created with different voting rights.  Thus A Ltd could own more than half of the ordinary shares with voting rights in B Ltd (and therefore effectively control it).  However, if A Ltd owned less than half the total equity of B Ltd, B Ltd did not have to be classified as a subsidiary of A Ltd.

In addition, para 35 of FRS 5 states that the accounting treatment for quasi subsidiaries should be as follows:


"... the assets, liabilities, profits, losses and cash flows of a quasi-subsidiary should be included in the group financial statements of the group that controls it in the same way as if they were those of a subsidiary."

b.
Sale and repurchase of stock
Distiller 'sells' whisky to finance house for £4m

Immediate effect: cash increases by £4m; stock reduces by £4m

4 years later the distiller 'buys back' the same whisky for £5m

Effect: cash reduces by £5m; stock increases by £5m

Soon after the whisky is sold by the distiller for £7m

Effect: cash increases by £7m; stock reduces by £5m; profit recognized of £2m

The 'Substance' of the above is that the distiller has received a loan of £4m repayable 4 years later:



Principal


£4m


Interest



£1m






------



Total



£5m






===
How should the interest be charged over 4 years?

Let x = rate of interest



4(1 + x)4
=  5



 (1 + x)4
=  1.25



  1 + x

=  (1.25)1/4


  
x
=  (1.25)1/4  -  1




x 
=  5.74% (approx)
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  230
P & L a/c







-----







4,230
Bal end year 1

Interest @ 5.74%



  243
P & L a/c







-----







4,473
Bal end year 2

Interest @ 5.74%



  257
P & L a/c







-----







4,730
Bal end year 3

Interest @ 5.74%



  270
P & L a/c







-----







5,000
Bal end year 4







=====

c.
Consignment stock
Car distributor receives stock 'on consignment' from manufacturer.  Vehicle is regarded as purchased from manufacturer only when sold on to the third party.

Manufacturer
----->
Dealer
----->
Customer

Assumptions:

1.
Vehicle is delivered to dealer on 1 January, and vehicle is later sold to a customer on 31 March.

2.
'Normal' arrangement would be for the dealer to pay £12,000 to the manufacturer on 1 January.

3.
'On consignment' arrangement would be for the dealer to pay £12,500 to the manufacturer on 31 March.

Accounting entries (legal form):







Purchases






31/3
Cash  12,500
31/3
P & L a/c
 12,500





Cash





31/3
Purchases
 12,500

Accounting entries (substance):





Loan


31/3
Cash  12,000

1/1
Purchases
 12,000





Purchases



1/1
Loan  12,000

31/3
P & L a/c
 12,000





Interest expense



31/3
Cash     500

31/3
P & L a/c
    500





Cash










31/3 Loan

 12,000





31/3 Interest

     500

In reality the distributor has borrowed £12,000 from the manufacturer at 16.7% per annum.

d.
Factoring of debts
Factoring of debts has been used for a number of years by companies who want to raise finance on the strength of their trade debtors.  A 'factor' (usually a bank) will provide finance to a company relative to the size of its trade debtors or sales ledger.  In effect a company 'sells' its sales ledger to the bank.  Depending on the type of agreement, FRS 5 may allow the assets to be removed from the 'seller's' balance sheet.  In this context the term 'non-recourse debt' needs to be understood.  Suppose a company sells a debt without recourse.  This means that if the debt turns out to be worthless, the buyer has no recourse against the other assets of the seller.  It can be seen that, provided the agreement is specified correctly, it is possible for the buyer to assume all the risks and rewards associated with owning the rights to the debt.

FRS 5 envisages three possible treatments in the seller's financial statements:


(i)

'Derecognition' - i.e. remove the asset of the


 factored debts from the seller's balance sheet


 and show no liability in respect of any proceeds


 received from the factor


(ii)

'Linked presentation' - show the proceeds received


 from the factor deducted from the debts factored


 on the face of the balance sheet within a single


 asset caption.
(iii)

'Separate presentation' - the amount of the


 factored debts is shown on the assets side of the


 seller's balance sheet and a liability


 (representing proceeds received from the factor)


 is shown on the liabilities side of the seller's


 balance sheet.

A similar process to factoring is 'securitisation'.  Securitisation applies to an entity which wants to sell a specific block of assets.  A typical transaction would involve a bank selling a block of mortgages.  In the process, the original borrowers might be unaware that the transaction had taken place.  As for factoring of debts, FRS 5 suggests that any one of the three presentations above may be appropriate.

In order to determine the appropriate treatment when debts are factored (or securitised assets) FRS 5 states that it is necessary to answer two questions;

(i)
whether the seller (originator) has access to the benefits of the factored debts (securitied assets) and exposure to the risks inherent in those benefits, and

(ii)
whether the seller (originator) has a liability to repay amounts received from the factor 

8.
Examples of 'window dressing'
Other examples of window dressing include;

a.
Circular transactions


Two companies enter into transactions of equivalent value to inflate artificially balance sheets and/or P & L a/c amounts.

b.
"Overnight" sale and repurchase of assets


Just before the accounting year end, a company arranges to sell certain assets, then repurchase them again early in next accounting year.

c.
Preference shares redeemable at option of shareholder


Subsidiary issues preference shares to bank.  The shares pay a dividend equivalent to current rate of interest.


"Legal form":


In consolidated accounts, preference shares would be shown under minority interest.


"Substance"


Reality is that the shares are effectively a loan.  They should therefore be included in the total amount of the group's long term debt.

WORKSHOP IN WEEK 3
To be confirmed
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5.
SSAP 21 definitions.

6.
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LEASING

1.
Factors 'driving' off-balance sheet financial arrangements

Leasing provides an interesting introduction to the subject of off-balance sheet financing.  Off-balance sheet financing is a term used to describe the tactics employed by companies when they want to remove assets and liabilities from their balance sheets.  The terms 'window dressing' or 'creative accounting' are sometimes also used in this context.  However, companies do not like to be accused of 'window dressing' or 'creative accounting' (these two terms have pejorative connotations) and probably prefer to use the term off-balance sheet financing.

There are a number of factors which are responsible for or 'drive' off-balance sheet financial arrangements:

1.
Effect on gearing ratio


Removing debt from the balance sheet will reduce the gearing ratio.  Highly geared companies may be regarded as 'risky' by investors and it is therefore assumed that managers try to keep gearing ratios within certain limits.

2.
Effects on profit and loss account


Some off-balance sheet financial arrangements can have 'apparently beneficial' effects on the reported profit figure (in addition to the apparently beneficial balance sheet effects).  It may also be the case that where directors salaries are related to profit, off balance sheet schemes could increase their pay.

3.
Tax effects


Some off-balance sheet financial arrangements may have beneficial effects from a tax viewpoint.

Depending on the type of off-balance sheet financial arrangement, then all or some of 1, 2, and 3 above could be important.  Generally speaking, there are no direct (i.e. cash flow) effects as a result of changes to 1 and 2 above; that is, changes are generally cosmetic and will not change shareholder wealth immediately.  An exception would be if management salaries were related to reported profits, such that the effect of artificially increasing reported profits would lead to a larger cash outflow to managers.  However, an off-balance sheet financial arrangement which leads to a reduction in the tax charge will have a direct impact on cash flows and, therefore, shareholder wealth.

There could, of course, be indirect or delayed effects on shareholder wealth, if, for example, investors are fooled by purely accounting changes and buy or sell shares as a result.

2.
SSAP 21, Accounting for leases and hire purchase contracts (1984)
Hire purchase contracts have some similar features to lease contracts.  Under a hire purchase contract, the person who hires equipment has the option at the end of the contract to purchase the equipment outright (provided all the necessary payments under the contract have been made).

The main distinction between a hire purchase contract and a lease contract is that under a lease contract, the title or ownership does not pass to the lessee.

Definition of terms:

LESSOR


rents asset to



LESSEE




   asset






  regular cash payments

Some lease contracts tend to be fairly short in relation to the useful life of the machine.  So the same asset (e.g. a machine) can be leased to successive users.  Some lease contracts are much longer, perhaps for the entire life of the machine.

Operating lease
Relatively short term arrangement where the lessor is responsible for repairs and maintenance of asset.  This is a fairly straightforward arrangement and payments by the lessee to the lessor are charged to the profit and loss account of the lessee.  Receipts are shown as revenue in the profit and loss account of the lessor.

Finance lease
Lease period covers most of the life of the asset.  Lessee is responsible for repairs and maintenance.  Finance leases are more complex (from an accounting viewpoint).  The reason is that technically the lessor has legal ownership but in reality the transaction is very similar to an outright purchase, financed by a loan repayable in instalments.

The finance lease raises the issue of substance versus form.  The accounting bodies in the US and UK have adopted the view that if there is a conflict between the substance of a transaction and the legal form of a transaction, then substance should prevail.


SUBSTANCE




FORM

reality or economic



strict legal

substance




interpretation

Prior to 1984, finance and operating leases were treated on a similar basis.  That is, payments by the lessee were charged in the profit and loss account of the lessee.  SSAP 21 forces lessees to treat finance leases as if they were purchasing an asset financed by a loan.  The remainder of these notes concentrate on the accounting treatment of finance leases in the books of the lessee.


3.
ECONOMIC CONSEQUNCES OF LEASING AND Effects of tax allowances.
Leasing became increasingly popular during the 1970s as a means of financing investment in companies.  Part of the reason was due to the large corporation tax allowances given by the government and which began in the early 1970s.

What typically tended to happen would be that a bank would have large profits.  However banks did not tend to spend large amounts on plant and machinery assets (which attracted high taxation allowances).  In addition, the manufacturing companies which wanted to use the plant and machinery often did not have sufficient profits against which to offset the favourable tax allowances.  The unused tax allowances had to be carried forward to future years.  The sequence of events was as follows:

1.
Bank (lessor) 'buys' asset and claims tax allowances.


2.
Setting capital allowances against bank trading profits improves post-tax cash flow of bank.

3.
Bank can offer reduced interest rate.

4.
Bank (lessor) then leases asset to user (lessee).

The Inland Revenue permitted these arrangements which benefited both the lessor and the lessee.

Suppose now that a standard setting body suggest that, in reality, the lessee is effectively purchasing the machine and, therefore, the lessee in its accounts should treat the machine as a purchase.  Also, the payments by the lessee should be classified as interest and principal repaid.  (N.B. the Inland Revenue would not allow both the lessor and the lessee to claim capital allowances).

The leasing industry was therefore most unhappy about this accounting treatment because it could make leasing more costly and therefore drive some of the leasing firms out of business (an interesting example of economic consequences).

As it happened, the publication in 1984 of SSAP 21 was not too contentious.  Although the standard had been debated for a number of years, by the time it was released, the 1984 Budget had already begun the process of substantially reducing capital allowances.  Therefore the tax benefits were reduced.  The government did not change the tax laws and transfer the capital allowances from the lessors to the lessees.


4.
CALCULATION OF ANNUAL PAYMENTS IN LEASE CONTRACT


(a)
actuarial method


(b)
sum of digits method


(c)
straight line method

(a)
actuarial method (an interest rate of 10% is assumed)




  1 - (1 + r)-n
Annuity factor  =

  _____________



        r


V  =  initial or fair value of asset

L  =  annual lease payment (payable in arrears)




       V

L  = 
       _______________



       annuity factor

Example:

Value of asset

£10,000

Term of lease (n)  3 years

Interest rate (r)  10%




1 - (1.1)-3
Annuity factor  =
     _____________    =   2.4869



     0.1


L  =  £10,000
 = £4,021
                                2.4869

Treating the lease as a quasi-loan we have the following:-








Interest



Lease

Lease

Expense
Reduction



Liability
Repayment
(10%)

in Liability



   £

   £

   £

     £
Year 1


10,000

 4,021
 
1,000

   3,021
Year 2


 6,979

 4,021

   698

   3,323
Year 3


 3,656

 4,021

   365

   3,656
Totals




12,063

 2,063
Journal entries:

Start of 

Dr
Asset



£10,000
year 1

Cr
Liability




£10,000

End of

Dr
Interest



 £1,000
year 1

Dr
Liability


 £3,021


Cr
Cash


 

 
£4,021

End of

Dr
Depreciation


 £3,333
year 1

Cr
Acc. Depn



 
£3,333

What SSAP 21 requires, therefore, is that the finance lease should in fact be treated as if it were a purchase of an asset (by the lessee) at a cost of £10,000, financed by a loan of £10,000 at 10% rate of interest.

(b)
sum of digits method
The finance charge is allocated to accounting periods on a reducing scale.  It is a rough approximation to the actuarial method.  In the above example the finance charge over the three year period was £2,063.  The finance charge in each year is allocated as follows:

year 1
3/(1 + 2 + 3) x £2,063
=
£1,031


year 2
2/(1 + 2 + 3) x £2,063
=
  £688


year 3
1/(1 + 2 + 3) x £2,063
=
  £344


Total

£2,063
(c)
straight line method
The finance charge is allocated equally to each of the three years (i.e. £2063/3 = £688 per year).


5.
SSAP 21 definitions:

(a)
finance lease



(b)
interest rate implicit in lease


(c)
fair value


(d)
amounts to be recorded as assets and liabilities

(a)
finance lease
SSAP 21, para. 15:


"... a lease that transfers substantially all the risks and reward of ownership of an asset to the lessee.  It should be presumed that such a transfer of risks and rewards occurs if at the inception of a lease the present value of the minimum lease payments, including any initial payment, amounts to substantially all (normally 90 per cent or more) of the fair value of the leased asset.  The present value should be calculated by using the interest rate implicit in the lease (as defined in paragraph 24).  If the fair value of the asset is not determinable, an estimate thereof should be used".

Note that paragraph 17 defines an operating lease simply as a lease other than a finance lease.

(b)
interest rate implicit in lease
SSAP 21, para. 24:


" ... the discount rate that at the inception of a lease when applied to the amounts which the lessor expects to receive ... produces an amount (the present value) equal to the fair value of the leased asset ... If the interest rate implicit in the lease is not determinable, it should be estimated by reference to the rate which a lessee would be expected to pay on a similar lease."

(c)
fair value
SSAP 21, para. 25:


"Fair value is the price at which an asset could be exchanged in an arm's length transaction ..."

(d)
amounts to be recorded as assets and liabilities
SSAP 21, para. 32:


"At the inception of the lease the sum to be recorded both as an asset and as a liability should be the present value of the minimum lease payments, derived by discounting them at the interest rate implicit in the lease"

What the lessee knows with certainty is the regular lease payments which could be monthly, quarterly or annually (we have assumed annual payments here for simplicity).  The lessee may not know the implicit interest rate and the fair value.  In order to calculate the implicit interest rate, it is necessary to know the fair value.  If the asset is specialized, it may be difficult for the lessee to get hold of this information.  The lessee could ask the lessor for the implicit interest rate, but some lessors do not like to disclose this information.  If the lessee knows the fair value then it is possible to calculate the implicit interest rate.

6.
Future developments in accounting for leases

Ever since the introduction of SSAP 21 lessors and lessees have sought ways to avoid classifying a lease as a finance lease in order to remove the need for the lessee to show a liability on their balance sheet.  Typically, leasing contracts have been drawn up in such a way that the present value of the minimum lease payments are below the 90% rule that requires capitalization.  In practice it appears that numerous leasing contracts have been drawn up where the present value of the minimum lease payments are just less that 90% of the fair value of the assets.  Naturally enough standard setters are not satisfied with the situation where lessees can avoid including a liability on their balance sheet, thus reducing their apparent debt levels but nevertheless having effective use of an asset over its economic useful life.  Standard setters (including the ASB) are presently examining alternative ways of accounting for leases.  The commonly mooted alternative is to treat all leases in the same way and not distinguish between operating leases and financial leases.  Under this approach lessees would include as a liability the fair value of the obligation conveyed by the lease.  Similarly, the lessee would record as an asset the fair value of the rights conveyed by the lease.  Thus, where a lease is for a small part of an asset’s economic life then only that small part, as measured by the present value of the minimum lease payments required by the lease, would be recorded in the lessees balance sheet.  Although this may seem a reasonable solution it is likely in practice that the leasing industry would develop leasing contracts that minimise “apparent” obligations thus limiting the amounts included in the balance sheet.  The leasing industry could achieve this by breaking the lease contract into a number of shorter contracts which effectively would roll over (both lessor and lessee would expect the contract to continue over a number of these shorter contracts) but at any point in time the lessees would only be legally contracted to pay the amounts attached to the shorter contract.   The standard setters are aware of the potential for such “anti-avoidance” techniques by the leasing industry and therefore will no doubt attempt to develop a standard that minimises such possibilities.

WORKSHOP IN WEEK 4
1.
Connecticut Ltd - On 1 January 19X3 Connecticut Ltd leased a machine.  The leasing contract required 5 annual payments of £2,700 at the end of each year.  The purchase price of the machine was £9,050 and the implicit interest rate is 15 per cent per annum.  The machine is estimated to have a useful life of 5 years with nil scrap value at the end of its life.  Assume that the company wishes to recognize the leased asset and liability in its balance sheet.

Required:


a)
Set out a schedule showing the annual interest expense and reduction in lease liability over the 5 year period.



b)
Show the relevant journal entries for the year 19X3 (on the assumption that the actuarial method of allocation is used).



c)
How would the finance charge have been allocated using:



(i)
the sum of digits method?


(ii)
the straight line method?

EXERCISES FOR CLASSES IN WEEKS 4 and 5
1.
Exercises 1 and 4, Chapter 14, Alexander, Britton and Jorissen (p. 276).

2.
Virginia Ltd 

On 1 January 19X6 Virginia Ltd leased a machine.  The leasing contract requires 4 annual payments at the end of each year.  The purchase price of the machine is £30,000 and the implicit interest rate is 12 per cent per annum.  The machine is estimated to have a useful life of 4 years with nil scrap value at the end of its life.

Required:


a)
Calculate the amount of the annual lease payment from Virginia Ltd to the lessor.


b)
Set out a schedule showing the annual interest expense and reduction in lease liability over the 4 year period.

3.
What possible economic consequences could be associated with lease accounting?  Does concern for economic consequences influence management behavior?  What does the evidence suggest?




(refer to Taylor and Turley article)

4.
'It should be possible to set watertight criteria to distinguish between operating leases and finance leases'.  Discuss with specific reference to:

(a) 90% recovery test

(b) estimated economic life

(c) determination of implicit interest rate
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1.
Introduction

(a)
Nature of the foreign currency problem

(b)
Objectives of foreign currency translation

2.
Development of SSAP 20 Foreign currency translation

3.
The individual company stage

4.
The consolidated financial statements stage

5.
Methods of translation


- closing rate method (CRM)


- temporal method (TM)

6.
Other methods of translation


- current/non current method (CNC)


- monetary/non-monetary method (MNM)

1.
INTRODUCTION

For this week and next week we will be looking at the issue of foreign currency translation.  In the UK the relevant standard is SSAP 20, Foreign currency translation which was issued in 1983.

(a) Nature of the foreign currency problem

Foreign currency translation is a financial reporting issue for two main reasons:

(i) Most large companies trade with foreign companies and/or have subsidiaries overseas

(ii) Exchange rates fluctuate

If foreign currency exchange rates remained constant over time, then there would be few problems from a financial reporting point of view.  But in practice, exchange rates tend to fluctuate.

Fluctuations in currency rates can affect all business and consumers directly or indirectly.  Direct effects occur where companies trade abroad or have subsidiaries overseas.  Indirect effects can occur, for instance, if there is a change in the US dollar: £ sterling exchange rate which will affect the price of oil in the UK (since oil is priced in US dollars).

We can refer to foreign currency as any currency not in £ sterling.

We can refer to foreign currency exposure as the extent to which firms are exposed to the risk of foreign currency fluctuations.

(b) Objectives of foreign currency translation

SSAP 20 (para. 2) states that:

‘The translation of foreign currency transactions and financial statements should produce results which are generally compatible with the effects of rate changes on a company’s cash flows and its equity and should ensure that the financial statements present a true and fair view of the results of management actions.  Consolidated statements should reflect the financial results of and relationships as measured in the foreign currency financial statements prior to translation’.

However, a main problem is that we are dealing with historic cost accounting.  We therefore have to choose either:

A system that faithfully translates historic costs at appropriate historic exchange rates, or

A system that tries to ‘improve’ the historic cost accounts by using current exchange rates.

As Demirag (1987, p. 83) states ‘translated accounting information will not provide useful information until it is based on current value accounting’.

2. DEVELOPMENT OF SSAP 20 FOREIGN CURRENCY TRANSLATION

ED 16 (1975) proposed general guidance but did not recommend the use of a specific method

ED 21 (1977) - proposed that translation methods should be restricted to temporal and closing rate

ED 21 had been influenced by the FASB which had issued FAS 8 which specified the temporal method

However, in the US the temporal method became increasingly unpopular.  There was criticism that the temporal method produced results that did not seem to make commercial sense, especially in the case of consolidated financial statements

UK and US both moved towards closing rate method, after considerable consultation and collaboration.

ED 27 (1980) advocated closing rate method

SSAP 20 issued in 1983 which recommends the closing rate method (which is in line with FAS 52 in US).

3. INDIVIDUAL COMPANY STAGE

Transaction Exposure

This will occur where a firm has a transaction denominated in a currency other than its reporting currency ie the one in which it prepares its accounts.  Suppose a UK company exports widgets to the US, and the price of a particular shipment has been agreed at $1m.  A period of several months will probably elapse between the date when the dollar price is fixed and the date when the company receives the cash, during which time the exchange rate may move.  At the date when the order was accepted, the exchange rate was £1 = $1.50, giving a sterling price of £667k.  By the time the customer pays, the rate has moved to £1 = $1.75, and the UK firm only receives £571k.  The difference of £96k is an exchange loss suffered by the firm, unless the risk has been hedged, and this loss will normally be shown as an expense in the profit and loss account.  Of course, the problem could be avoided if the UK firm invoiced in sterling, but this would simply shift the problem to the US customer, which would now have a transaction risk on its purchases.  Someone has to carry the risk if there is trade between the US and the UK and the £/$ exchange rate is not permanently fixed.  Even if the UK firm hedged the risk eg by selling the dollars forward to a bank, this only transfers the risk to the bank, which naturally demands a fee for this insurance.

4. CONSOLIDATED FINANCIAL STATEMENTS STAGE

Economic Exposure

Suppose the UK firm mentioned above makes a success of its export ventures: so much so that it decides to set up a plant in the US to manufacture the widgets locally.  This costs, say $25m, (or £16.7m at a rate of £1 = $1.50) and is purely to supply the US market.  This step has the advantage for the UK firm of eliminating the transaction exposure (unless, say, components are imported by the US plant from the UK).  If the US plant supplies US customers only it will not suffer transaction risk: this would only happen if it exported goods, say to Japan and invoiced its customers in Yen.

However, although the UK parent has eliminated one sort of risk it has created another: suppose the PV of the US investment was reckoned to be $25m, ie £16.7m at a rate of £1 = $1.50.  By the time the plant is open the rate has moved to £1 = $2.00 and the sterling PV of the plant is now only £12.5m.  The value of the US investment has fallen.  Notice that the US operation, as such, has no exchange risk if its costs and revenues are all in dollars.  The problem lies with the UK parent, which presumably had to change £16.7m into dollars to build the plant and now has an investment worth only £12.5m.  An obvious answer to this problem might be to finance the US operation by borrowing the $25m, so that losses on the investment would be balanced by gains on the liability.

Translation Exposure 

Suppose that the above UK firm has established a wholly owned US subsidiary as a vehicle for the US plant.  The US company is registered there, and produces accounts in dollars.  These accounts will not reflect any exchange exposure, because as far as the US company is concerned, there is none.  The exposure is all on the shareholder, the UK parent.  This will show up in the latter's consolidated accounts, which will show the two companies (parent and subsidiary) as if they were a single company.  The US company's dollar accounts will have to be translated into sterling in order that these consolidated accounts can be prepared.  There are various ways of doing this, and all can give rise to certain problems.  For example in the above case of the US investment, if a strict historical cost convention is followed, then the $25m cost will still be translated at 1.50 giving a figure of £16.7m in the accounts: because that is what the UK parent actually spent.  The economic loss would not necessarily appear, neither would a gain if the rate had moved to, say £1 = $1.20 and the PV of the plant was now £20.8m.  To make things worse, if it had been decided to "hedge" the investment by borrowing in dollars, the loan would always be translated at the current rate (ie the rate ruling on the balance sheet date), because as a liability the important rate is that when the loan is repaid and the current rate is the best estimate of that rate.  So if the UK firm had set up a dollar loan to finance the plant and eliminate economic risk, the gain/loss on the loan would appear in the accounts but that on the investment would not.  So the accounts might show exposure, whereas in economic terms it has been eliminated.

Where a Group has members which report in different currencies, the accounts of the subsidiaries must be translated into the currency of the Parent before consolidation can take place, and there are different ways of doing this.  The Temporal method and the Closing Rate method are the most important.

5.
METHODS OF TRANSLATION

Closing Rate Method (CRM)

Sometimes referred to as net investment method.

Closing rate is the method advocated by FAS 52 (US) and SSAP 20 (UK).  This translates assets and liabilities at the closing rate ie the rate ruling on the balance sheet date.  Where the rate of exchange as at the latest (current) balance sheet date is different from the rate used on the previous balance sheet date, then a difference on exchange will arise.

SSAP 20 requires balance sheet assets and liabilities to be translated at the closing rate.  Profit and loss account items can be translated at the closing rate.  However, SSAP 20 allows (as an alternative) profit and loss account items to be translated at an average rate.  Note that SSAP 20 does not give any guidance as to how the average rate should be calculated.

Differences arising on exchange are not taken to the profit and loss account but are taken directly to reserves.  The rationale for this treatment is as follows.  Suppose we are reporting the performance of an overseas subsidiary.  Any exchange differences are not related to the operating performance of the subsidiary and therefore should not find their way into the consolidated profit and loss account.  Instead the factors giving rise to the exchange differences are outside the control of the subsidiary.

EXAMPLE OF CLOSING RATE METHOD

Boswell Ltd, a UK company, established an overseas subsidiary, Johnson on 1 January 2002, with a share capital of 200,000 pesos.  Relevant exchange rate movements are as follows:







Pesos to £1


1 January 2002



4


Average for year



4.5


31 December 2002



5

Johnson profit and loss account for year ended 31 December 2002

	
	Pesos 000
	
	

	Sales
	700
	
	

	Less cost of sales
	450
	
	

	Gross profit
	250
	
	

	Depreciation
	50
	
	

	Other expenses
	120
	
	

	Net profit
	  80
	
	


Johnson balance sheet at 31 December 2002

	
	Pesos 000
	
	

	Fixed assets at cost
	200
	
	

	Less depreciation
	  50
	
	

	
	150
	
	

	
	
	
	

	Stock at cost
	140
	
	

	Net monetary assets
	30
	
	

	Less long term loan
	(40)
	
	

	
	280
	
	

	
	
	
	

	Ordinary shares
	200
	
	

	
	
	
	

	
	
	
	

	Retained profits
	  80
	
	

	
	280
	
	

	
	
	
	


EXAMPLE OF CLOSING RATE METHOD - SOLUTION

Boswell Ltd, a UK company, established an overseas subsidiary, Johnson on 1 January 2002, with a share capital of 200,000 pesos.  Relevant exchange rate movements are as follows:







Pesos to £1


1 January 2002



4


Average for year



4.5


31 December 2002



5

Johnson profit and loss account for year ended 31 December 2002

	
	Pesos 000
	Rate
	£000

	Sales
	700
	5
	140

	Less cost of sales
	450
	5
	  90

	Gross profit
	250
	
	50

	Depreciation
	50
	5
	10

	Other expenses
	120
	5
	24

	Net profit
	  80
	
	16


Johnson balance sheet at 31 December 2002

	
	Pesos 000
	
	£000

	Fixed assets at cost
	200
	5
	40

	Less depreciation
	  50
	5
	10

	
	150
	
	30

	
	
	
	

	Stock at cost
	140
	5
	28

	Net monetary assets
	30
	5
	6

	Less long term loan
	(40)
	5
	(8)

	
	280
	
	56

	
	
	
	

	Ordinary shares
	200
	4
	50

	
	
	
	

	Exchange difference
	
	
	(10)

	Retained profits
	  80
	5
	16

	
	280
	
	56

	
	
	
	


Temporal Method (TM)

This method involves a strict application of the historical cost convention.  For example, Fixed Assets are translated at historical rate i.e. the rate ruling when the assets were acquired, because that is what the assets actually cost the Parent Company.

The Temporal Method was first suggested in a report by Lorenson for the AICPA, ARS 12 (1972).  This was the basis of FAS 8 (1975).  Professional accountants and academics tended to support the Temporal Method on a priori theoretical grounds: it is argued that it has a logic lacking in other methods.  For instance, it is consistent in translating historic costs at the appropriate historic exchange rates.In other words, it is entirely consistent with historic cost principles.

But it was unpopular with US companies:

i
In general using Temporal Method in a period of currency fluctuations leads to swings in reported earnings.  So there tends to be increased volatility with the temporal method compared to closing rate method.

ii
In particular, in the period when FAS 8 was issued, the dollar was weakening, and US Companies found that TM produced losses on Local Currency debts which were not offset by gains on assets.  In other words the liabilities were expressed in terms of the (stronger) foreign currency at the balance sheet date.  Therefore liabilities were stated at larger amounts.  However, fixed assets were stated at historic exchange rates (which under the TM do not change).  Therefore a weakening US dollar will result in increased liabilities, but no change in fixed assets.  Thus US firms appeared to be worse off.

iii
One consequence was that Multi-National Companies began to hedge their accounting exposure ie the risk that earnings might fall due to Exchange Rate changes, even if they had little or no economic exposure, and in doing so created economic exposure.  Thus there were economic consequences resulting from a required accounting standard.  In other words, firms were forced to change their behaviour.

Under pressure from US Multi-National Companies, FAS 8 was replaced by FAS 52 (1981) which prescribes the Closing Rate Method.

The concept of the Temporal Method is that of consolidation: to treat the group (parent co and subsidiary) as a single entity, and so produce consolidated accounts which treat the group as if it were a single company. The basic principle is that the valuation method used in the subsidiary's own accounts be preserved in the consolidation.

Balance sheet

The valuation of the subsidiary might be:

1. Historic cost (eg FA, stock).  Here Historic Rate is used at the date of acquisition.

2. Replacement cost (eg FA) Here Current Rate is used

3. Net realisable value - use Current Rate

4. Value of future receipts and payments, eg debtors/creditors - valued at the amount of cash the firm expects to receive in the future. Hence, current rate being the best estimate of that is used.

The last point has caused debate: should not an estimated future rate be used e.g forward rate?  This is a controversial issue.  A number of arguments have been put forward against this, and in favour of closing rate:

1 The appropriate future rate is unknown, and Current Rate is best estimate of this.  Present rates embody expectations (efficient markets!)

2 Some argue that forward rates, appertaining to date of settlement, be used.  The gain/loss which results is post balance sheet, but under the prudence concept accounts are supposed to provide for foreseeable losses.  An argument here is that where forward rates differ from current rates this implies differential interest rates, and the gain/loss on say a loan arising from the change in exchange rate between balance sheet date and date of payment is the counterpart of the higher/lower interest which would be payable if the debt were denominated in the parent company currency.  In other words, there is a problem in deciding whether differences are exchange rate differences or related to different interest rates.

Profit and Loss Account

Here transactions are translated at rates ruling when the transaction was first recognised.  So sales are translated at delivery.  In principle each transaction should be translated separately, but in practice an average rate for the period is used.  This might be weighted in the case say of a seasonal business.  There are 2 exceptions:

(i) Depreciation at the Historic Rate of the Fixed Asset


(ii)
Cost of sales - Historic Rate when acquired.

EXAMPLE OF TEMPORAL METHOD 
Boswell Ltd, a UK company, established an overseas subsidiary, Johnson on 1 January 2002, with a share capital of 200,000 pesos.  Assume that closing stock was bought one month before the financial year end.  Relevant exchange rate movements are as follows:







Pesos to £1


1 January 2002



4


Average for year



4.5


30 November 2002



4.8


31 December 2002



5

Johnson profit and loss account for year ended 31 December 2002

	
	Pesos 000
	
	

	Sales
	700
	
	

	Purchases
	590
	
	

	Less closing stock
	140
	
	

	Cost of sales
	450
	
	

	Gross profit
	250
	
	

	Depreciation
	50
	
	

	Other expenses
	120
	
	

	
	80
	
	

	Exchange difference (bal. item)
	___
	
	

	Retained profits
	  80
	
	


Johnson balance sheet at 31 December 2002

	
	Pesos 000
	
	

	Fixed assets at cost
	200
	
	

	Less depreciation
	(50)
	
	

	
	150
	
	

	Stock at cost
	140
	
	

	Net monetary assets
	30
	
	

	Less long term loan
	(40)
	
	

	
	280
	
	

	
	
	
	

	Ordinary shares
	200
	
	

	
	
	
	

	Retained profits
	  80
	
	

	
	280
	
	

	
	
	
	


EXAMPLE OF TEMPORAL METHOD - SOLUTION

Boswell Ltd, a UK company, established an overseas subsidiary, Johnson on 1 January 2002, with a share capital of 200,000 pesos.  Assume that closing stock was bought one month before the financial year end.  Relevant exchange rate movements are as follows:







Pesos to £1


1 January 2002



4


Average for year



4.5


30 November 2002



4.8


31 December 2002



5

Johnson profit and loss account for year ended 31 December 2002

	
	Pesos 000
	Rate
	£000

	Sales
	700
	4.5
	155.6

	Purchases
	590
	4.5
	131.1

	Less closing stock
	140
	4.8
	  29.2

	Cost of sales
	450
	
	101.9

	Gross profit
	250
	
	53.7

	Depreciation
	50
	4
	12.5

	Other expenses
	120
	4.5
	26.7

	
	80
	
	14.5

	Exchange difference (bal. item)
	___
	
	  0.2

	Retained profits
	  80
	
	14.7


Johnson balance sheet at 31 December 2002

	
	Pesos 000
	Rate
	£000

	Fixed assets at cost
	200
	4
	50.0

	Less depreciation
	(50)
	4
	(12.5)

	
	150
	
	37.5

	Stock at cost
	140
	4.8
	29.2

	Net monetary assets
	30
	5
	6.0

	Less long term loan
	(40)
	5
	(8.0)

	
	280
	
	64.7

	
	
	
	

	Ordinary shares
	200
	4
	50.0

	
	
	
	

	Retained profits
	  80
	n/a
	14.7

	
	280
	
	64.7

	
	
	
	


Arguments for the temporal method

1. The method has universal application, regardless of accounting convention eg can be used to prepare accounts on a current cost basis.  Applied to Historical cost accounts it is similar to Monetary/Non-Monetary.

2.
Strong theoretical basis: application of consolidation principle (see above).  Principles of parent apply to subsidiaries.

3.
Clear application e.g. stock at cost is adjusted at historic rate, whilst stock at NRV is adjusted at closing rate.


Arguments against the temporal method 

1. Subsidiaries are separate entities, and it is the net worth of the subsidiary which matters (this view leads to adoption of Closing Rate Method).  But then should you consolidate at all?

2. Relationship between different items in accounts in Local Currency are upset because different items are translated at different rates.  This also means that it is possible that Local Currency accounts which show a profit when translated to Parent Company currency (PC) produce a loss.  This can happen because depreciation is based on Historic Rate whereas most items are at average rate.

3. Frequently fixed assets are financed by long-term loans.  Under the Temporal Method exchange fluctuations will produce a gain/loss on the debt, but not on the assets.

4. The Temporal Method assumes that the subsidiary is a direct extension of parent, but its economic and commercial environment may be completely different.  (But again, in that case why consolidate?).

Arguments for closing rate method

1. Overseas subsidiary is a separate entity, frequently self-financing (loans in Local Currency etc).  The main connection between it and Parent Company is dividend payments.  The Parent Company is concerned about gain/loss on the "net investment" in the subsidiary, not value of individual items.

2. Closing Rate Method accords with "economic reality" e.g. suppose the Parent Company currency is devalued with respect to the Local Currency.  In economic terms the net investment in the subsidiary, and the dividend stream are now worth more in terms of the Parent Company currency.  Using the Closing Rate Method the value of the subsidiary in the consolidated accounts is increased.  But with the Temporal Method, there is no gain on Fixed Assets, but a loss on debt, so the Parent company shows a loss as a result.

The reply by TM advocates is that:

(i) point 2 above might be appropriate if the subsidiary appeared on the Parent Company accounts as a single item, say with equity method, but not if each asset and liability has to appear separately.  What is valid for the "net investment" as a whole is not necessarily valid for each asset/liability.

(ii) If the subsidiary is an independent entity it should not be consolidated anyway.


Arguments against closing rate method 

1. It is theoretically absurd.  eg a UK company has a US subsidiary, which acquires a Fixed Asset for $1,000, when the Exchange Rate is £1 = $2.  At balance sheet date the Exchange Rate is £1=$2.50.  Under Closing Rate Method the balance sheet figure is 1,000/2.50 = £400, which is a completely meaningless figure.  It is simply the product of two numbers.

2. The opposition to TM eg by US companies was purely expedient.  They found that the weakening of the dollar against, say the German mark produced a loss on loans denominated in marks, but no corresponding gain on German assets.

Profit and loss account and issue of CR or AR

This is the problem of whether to use the Closing Rate or Average Rate.

FAS 52 says, translate when the transaction is recognized, which approximates to Average Rate.  SSAP 20 says either Closing Rate or Average Rate.  Most UK companies use Closing Rate.

Closing Rate preserves the relationships between the items in the accounts.  Average Rate has the advantage that interim accounts do not have to be restated.

6.
OTHER METHODS OF TRANSLATION

Current/Non Current Method (CNC)

Here Current assets/liabilities are translated at closing rate (CR) ie balance sheet date, and non-current ones at historic rate (HR).  In the US most companies up until the 1950's used CNC which was favoured by early US statements eg ARB 4 (1939) and ARB 43 (1953).

This method does not recognize differences on Non-Current items e.g. if fixed assets have been acquired with a long-term loan, no gain/loss will be recognized on either.  This contrasts with Monetary/Non-Monetary (see below) or Temporal Method which would recognise the gain/loss on loan (Monetary item) but not that on Fixed Assets (Non-Monetary).

Between the First and Second World Wars, the exchange rates between major currencies (eg £/$) tended to fluctuate around a fixed long-term parity (e.g. £1=$4.86) so a loan was likely to be repaid in the future at a rate different from the current rate (CR).  The future rate was as likely to be the Historic Rate as the Current Rate, so there was no reason to retranslate at CR when making up each set of accounts, especially in view of the fact that such a loan was probably taken out to finance the acquisition of fixed assets on which no gain/loss was recognized.

However, in the period since the war, there have not been "long-term" parities.  The Bretton Woods system involved fixed exchange rates between currencies, which could be adjusted if they became "unrealistic" from the point of view of market conditions.  In these circumstances the best estimate of the future rate may well be the Current Rate.

There is also the problem of defining current and non-current items.  There is not always a clear distinction.  The practical result for US MNCs was that a strengthening dollar (the "normal" situation in the 50's and 60's) produced a loss as working capital in subsidiaries was denominated in the local company (LC).

Monetary/Non-Monetary Method (MNM)

Monetary items are translated at the Current Rate, non-monetary items at the Historic Rate.  The advantage of this method is that it only exposes the Multi-National Companies to Exchange Rate (ER) changes on items fixed in Local Currency e.g. loans (unlike CNC above).

But it leads to perverse results.  If the Local Currency appreciates, there is a loss on Local Currency debt, not countered by a gain in assets.  Thus, the profits of the Parent Company fall, whereas, it is argued, the cash flows of the Parent, in its own currency, will rise, increasing the value of the firm.  This has been countered by the argument that the consolidated accounts of the parent are historical and are not affected by future cash flows.  A difficult theoretical problem with Monetary/Non-Monetary is what to do with stock which is costed at net realisable value, and quoted securities.  In practice, they were treated as monetary assets, though they are clearly not.

WORKSHOP IN WEEK 6 TO BE CONFIRMED
EXERCISES FOR CLASSES IN WEEKS 6
1.  Exercises 1 and 2, Chapter 27, Alexander, Britton and Jorissen (p. 754).

 WORKSHOP IN WEEK 7
Maldon Ltd established an overseas subsidiary (100% owned) on

1 January 2002.  The financial statements of the subsidiary (stated in the local currency, the dinar (D)) for the year ended 31 December 2002 were as follows:

Subsidiary balance sheet at 31 December 2002

	
	01.01.02
	
	31.12.02

	
	D000
	
	D000

	Fixed assets
	3,220
	
	2,820

	Stock
	800
	
	1,500

	Debtors
	520
	
	600

	Cash
	320
	
	570

	Creditors
	(360)
	
	(510)

	
	4,500
	
	4,980

	Ordinary shares
	4,500
	
	4,500

	Retained profits
	____
	
	   480

	
	4,500
	
	4,980


Subsidiary profit and loss account for year ended 31 December 2002

	
	D000

	Sales
	2,800

	Opening stock
	800

	Purchases
	2,170

	
	2,970

	Closing stock
	1,500

	Cost of sales
	1,470

	Gross profit
	1,330

	Depreciation
	  400

	Net profit
	930

	Taxation
	270

	
	660

	Proposed dividend
	180

	
	480


Assume that taxation and proposed dividend are included in creditors at 31 December 2002.  Relevant exchange rates are as follows:

1 January 2002

D5 = £1

Average for 2002

D4 = £1

31 December 2002

D3 = £1

REQUIRED:  Prepare financial statements for the subsidiary, translated to £ sterling, for the year ended 31 December 2002 (i) using the closing rate method and (ii) using the temporal method.
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Lecture Outline:

1.
Review of Consolidation Accounting


a)

Definition of a Group


b)

Rules relating to exclusion of a subsidiary from consolidation


c)

Calculation of Goodwill


d)

Treatment of Minority Interest


e)

Treatment of intra-group sale of goods


f)

Treatment of intra-group profit


2. The Purpose of Consolidated Accounts


3. Methods of Consolidation

a) Acquisition accounting method

b) Merger accounting method

c) Proportional consolidation method


4. Fair Values in Acquisition Accounting


a)
Objective of recording fair values


b)
Identification of assets and liabilities


c)
Determining the fair values of assets and liabilities

d) Determining the cost of acquisition

5. 
Associates and Joint Ventures

a)
Associates


(i)
Definition of an associate


(ii)
Treatment of an associate in the accounts of the parent company


(iii)
Treatment of an associate in the consolidated accounts

b)
Process of Revising SSAP 1


(i)
Reasons for revising SSAP 1


(ii)
Issue by ASB of Discussion Paper, Associates and Joint Ventures in 1994


(iii)
Issue by ASB of FRED 11, Associates and Joint Ventures in 1996 

(iv) Issue by ASB of FRS 9, Associates and Joint Ventures, in 1997.

(v) Definition of Joint Ventures

(vi) Method of accounting for Associates

6. The Treatment of Goodwill

(a) The development of FRS 10, Goodwill and Intangible Assets.

(b) The calculation of goodwill

(c) The accounting treatment of goodwill

(d) The development of FRS 11, Impairment of Fixed Assets and Goodwill.


1.
Review of Consolidation Accounting

a.
Definition of a Group

FRS 2 ‘Subsidiary undertakings’ provides definitions of what constitutes a ‘group’.  Until the 1989 Companies Act, groups were defined in terms of subsidiary companies.  However, the term ‘subsidiary company’ was found to be rather narrow; accountants are quite inventive people! and so they set up entities such as partnerships which did not have to be consolidated.  So the Companies Act began to use the term ‘subsidiary undertaking’ and this is what FRS 2 uses as well.

A parent (P), subsidiary (S) relationship and this exists where any one of the following apply:

P holds a majority of the voting rights of S

P is a member of S and can appoint or remove a majority of S’s board

P has a right to exercise a dominant influence over S

P is a member of S and controls … a majority of the voting rights in S

S is a sub of P if P has a ‘participating interest’ in S and:


P exercises dominant influence


P is managed on a unified basis with S

S is a subsidiary of I and I is a subsidiary of P (think of I as being an intermediate company)

IAS 27 ‘Consolidated and Separate Financial Statements’, and IFRS 3, ‘Business Combinations’ have broadly similar definitions.  IFRS 3, para. 19 states that control exists where an entity acquires more than half the voting rights of another entity.  In addition, control can exist where an entity obtains:

(a)
power over more than one half of the voting rights of the other entity by virtue of an agreement with other investors; or

(b)
power to govern the financial and operating policies of the other entity under a statute or an agreement; or

(c)
power to appoint or remove the majority of the members of the board of directors or equivalent governing body of the other entity; or

(d)
power to cast the majority of votes at meetings of the board of directors or equivalent governing body of the other entity.

b.
Rules relating to exclusion of a subsidiary from consolidation

There are also rules which specify when a subsidiary can be excluded from consolidation.  Effectively there is then an exemption from the requirement to produce consolidated accounts.  Exemptions apply for instance if the parent is also a subsidiary of another entity incorporated in the European Union.  Under UK rules, if the activities of the parent and the subsidiary are so different that group accounts would be inconsistent with ‘true and fair’ view (these types of circumstances are regarded as exceptional) then consolidation is not required.  But note that this exemption is not permitted under IAS 27.

c.
Calculation of goodwill

How is goodwill created?

Goodwill on consolidation can arise where the parent company share of the net assets (of the subsidiary) is less than the cost of the original investment by the parent company.  We can consider a simple example:

Goodwill example

A holding company (HC) owns 80% of shares in a subsidiary.  The financial position of the subsidiary at date of acquisition is:










HC 







Subsidiary
      share (80%)







   £m


£m

Ordinary shares of £1 each

  100


  80

Reserves




  300


240

Net assets




  400


320

Cost of investment (80m  shares)



370
Goodwill







  50
If the cost of the investment is greater than the holding company 'share' of net assets of the subsidiary, then goodwill is created.  But if the cost of investment is less than the holding company 'share' of net assets then negative goodwill (or discount on acquisition) exists. 

d.
Treatment of minority interest
Minority interest is the term used to describe the interest of the minority shareholders in the subsidiary.  If the holding company owns 100% then no minority interest arises.  Where a minority interest exists, the minority shareholders are indifferent as to when the acquisition took place.  As far as they are concerned, the distinction between pre acquisition profits and post acquisition profits is irrelevant.

Minority interest example

Holding company acquired 60% of shares in subsidiary when reserves of subsidiary amounted to £200m.  Reserves at balance sheet date are £300m.  These can be shown in tabular form as follows: 

	
	60% MAJORITY
(Holding Co)
	40% MINORITY
	TOTAL

	PRE-ACQUISITION
	120
	80
	200

	POST- ACQUISITION
	60
	40
	100

	
	
	
	

	TOTAL
	180
	120
	300

	
	
	
	


Only £60m (Majority's share of post-acquisition reserves) are included in Group Reserves.

The £120m (i.e. Majority’s share of pre-acquisition reserves) form part of the goodwill calculation.

e.
Intra-group sale of goods
Normally a company takes credit for sales to outside customers once the transaction is 'realised' (i.e. the goods are sold for cash or a debtor is created).  In a group structure, sales are only recognised to parties outside the group.  Otherwise the group figure for turnover would be overstated (especially if an excessive amount of inter company trading had taken place).  Suppose a subsidiary sells £5m of goods to the holding company.  We adjust this transaction as follows:



Dr  Sales


£5m



Cr  Cost of Sales



£5m

f.
Intra-group profit
IAS 27 states that:

‘Profits and losses resulting from intragroup transactions that are recognized in assets, such as inventory and fixed assets, are eliminated in full’.  

2.
The Purpose of Consolidated Accounts

If one company (Parent Company) controls another (the Subsidiary Company), they remain de jure separate legal entities, albeit they may constitute a single economic entity (The Group).  

Under a strict application of the historical cost convention, the subsidiary is merely an investment by the Parent.  This investment will simply be a single entry on the balance sheet ("Investment at cost") which will convey very little information about the activities of the Subsidiary to the shareholders of the Parent.  The Parent's profit and loss account will only reflect dividends paid.  If the Parent is a "Holding Company" whose only function is to hold shareholdings in other companies (where actual commercial activity takes place) the problem is compounded: the shareholders of the Parent receive virtually no information about the activity of the Group which they supposedly control.  

Of course, since each subsidiary is a separate legal entity, it will prepare and file its own accounts.  So in theory the directors of the parent company could keep their shareholders informed by simply giving them the accounts of each subsidiary as well as those of the parent itself (something the shareholders can do for themselves, as the accounts are in the public domain).  This would however be cumbersome, possibly confusing, and for many large companies, virtually impossible.  Many Multi-National Companies have hundreds of subsidiaries operating in many countries.  What sense could a shareholder make of many sets of accounts prepared in different currencies and using different accounting policies and methods?  

The alternative usually adopted is for the parent to prepare consolidated accounts.  The concept behind consolidated accounts is that the Group is treated as a single entity i.e. the accounts are prepared as if the Parent, in making the acquisition of another company had simply acquired the assets, while the company had been dissolved.  In other words, commercial substance (the Board of Directors of a parent company control an economic entity which includes the subsidiaries) takes precedence over legal form (the subsidiaries are separate legal entities from the parent).  This explains the procedures used in consolidation e.g. excluding the effect of intra-group transactions.  This is not to say that the legal position has no meaning.  For example, a subsidiary can go into liquidation without necessarily affecting the financial position of the parent, which as a shareholder, has limited liability.  This is in fact one reason why subsidiaries exist: the parent can exert control and take profits as dividends, whilst limiting its risk.

3.
Methods of Consolidation
A number of methods have been developed to effect this consolidation.  An immediate issue is what to do when the parent owns a controlling majority (say, 75%) of shares in the subsidiary, but not all.  Should we include all the assets of the subsidiary in the consolidated balance sheet or only 75%?  If we include all the assets of the subsidiary, are we not exaggerating the size of the group by including assets which the parent company does not own?  On the other hand, what does it mean to include, say 75% of a building on a balance sheet?

(a)
The Acquisition Method

This is the usual method in the UK and the method required under international accounting standards.  The principle is that the parent has acquired the assets of the subsidiaries at the date of acquisition.  Accounts are prepared as if the subsidiary company had been dissolved and the assets taken directly into the parent company.  That is why, for example, the pre-acquisition reserves of the subsidiary are excluded from the group reserves: otherwise the parent company's reserves would be retrospectively increased.  All the assets of the subsidiary are included, and the minority shareholders in the subsidiary shown as, in effect, part owners of the group.  

(b)
The Merger Method

This alternative is also allowed in the UK under certain conditions.  The basic assumption is that although legally we might have a parent and subsidiary, in practice we have a merger, a pooling of interests.  

Example: consider two companies A and B, of approximately equal size, each having, say 1m ordinary shares, whose market values are identical.  They decide to merge.  This is effected by Company A issuing a further 1m shares, which are given to the shareholders of B in exchange for their shares.  The shareholders of A and B have pooled their interest in the AB group.  Someone who had a 10% holding in A or B before the merger would now have a 5% holding in A, of which B is a wholly-owned subsidiary.  But legally A and B are still separate companies which each produce their own accounts.  

It would seem to be wrong to prepare a consolidation on the assumption that A had taken over B, which is what the acquisition method does.  The merger method avoids this by assuming that B had always been a subsidiary of A.  Effectively, the acquisition method is used, but the acquisition is backdated to the incorporation of B.  That is why, for example, all reserves of the subsidiary are included in the group reserves: there cannot be any pre-acquisition reserves.

The merger method can still be used in the UK, but its use will be restricted in future to non-quoted companies.  Merger accounting was at one time permitted under international standards, but IFRS 3, Business Combinations does not permit merger accounting.

(c)
The Proportional Method

The acquisition method treats the subsidiary as if the Parent had acquired the assets, ignoring legal niceties; the merger method is similar, except that it treats the Parent and Subsidiary as if they had always been in the same group i.e. as if the Subsidiary had never had a separate existence.  Both these methods treat the tangible assets of the Group as a merger of all the assets of Parent and Subsidiary, even if the Parent does not own 100% of the equity.  The rationale for this is that the directors of the parent control all the assets of the Subsidiary.  However, in the Proportional method, only the appropriate proportion of the Subsidiary's assets are brought onto the Group balance sheet.   It is otherwise similar to the acquisition method.  It is not used for group consolidations in the UK, although it is sometimes used to prepare the (non-statutory) accounts of joint ventures.  

4.
Fair Values in Acquisition Accounting

a)
Objective of recording fair values
Paragraph 1 of FRS 7 states ‘The objective of FRS 7 is to ensure that when a business entity is acquired by another, all the assets and liabilities that existed in the acquired entity at the date of acquisition are recorded at fair values reflecting their condition at that date’.  The para then goes on to state that ‘all changes to the acquired assets and liabilities, and the resulting gains and losses, that arise after control of the entity has passed to the acquirer are reported as part of the post-acquisition financial performance of the acquiring group’.

FRS 7 is distinguishing here between pre acquisition and post acquisition.

b)
Identification of assets and liabilities

FRS 7 defines identifiable assets and liabilities as the assets and liabilities of the acquired entity that are capable of being disposed of or settled separately, without disposing of a business of the entity.  What this means is that it is possible to identify an asset or a group of assets and begin the process of attributing fair values.

c)
Determining the fair values of assets and liabilities

The fair values should measure the condition at the date of acquisition.  FRS 7 (para. 2) defines fair value as ‘the amount at which an asset or liability could be exchanged in an arm’s length transaction between informed and willing parties …’

An arm’s length agreement is one where an objective or fair price has been agreed between two independent parties.  No party has been under any duress.

The fair value of monetary items should take into account the amounts expected to be received or paid and their timing (para 13).

The fair value of non-monetary items (unless measured at market value) will normally be based on replacement cost (para. e).

d)
Determining the cost of acquisition

(para 76).  Cost of acquisition is the amount of cash or cash equivalents paid and the fair value of other purchase consideration given by the acquirer.  This can include:

(a) cash or other monetary items, including the assumption of liabilities by the acquirer

(b) capital instruments issued by the acquirer, including shares, loans, share warrants and share options

(c) non-monetary assets, including securities of another entity

Where purchase consideration takes the form of non-monetary assets, fair values would be determined by reference to market prices, estimated realisable values or independent valuations.

Note that in takeover situations, the shareholders in the acquired company will often give up their shares for shares in the acquiring company, or a mixture of shares and cash.  The exact package will depend on the faith that the shareholders of the acquired company have in the underlying assets of the shares of the acquiring company.

For our purposes, IFRS 3, Business Combinations broadly adopts a similar approach on fair values to FRS 7.  

5.
Associates and Joint Ventures

(a)
Associates

(i)
Definition of an associate

FRS 9 (para. 4) ‘An entity (other than a subsidiary) in which another entity (the investor) has a PARTICIPATING INTEREST and over whose operating and financial policies the investor EXERCISES A SIGNIFICANT INFLUENCE’.

What is participating interest?

An interest in the shares

On a long term basis

To secure a contribution to the investor’s activities by the exercise of control or influence

‘Companies legislation provides that a holding of 20 per cent or more of the shares of an entity is to be presumed to be a participating interest unless the contrary is shown.  The presumption is rebutted if the interest is either not long-term or not beneficial’ (para 4).

What is significant influence?

Investor is actively involved and influential in policy decisions such as:

expansion or contraction of the business

determining the balance between dividend and reinvestment

The above are regarded as examples of strategic decision making

(ii)
Treatment of an associate in the accounts of the parent company

In profit and loss account of the parent company, all that is reported is the dividends received and receivable by the parent company.

In the balance sheet of the parent company, (unless shown at a valuation) the cost of the investment less any amount written off.

(iii)
Treatment of an associate in the consolidated accounts

The accounting treatment is referred to as ‘equity accounting’.  In the investing group’s consolidated profit and loss account, the following is reported:

investing group’s share of profits or losses before taxation.

share of tax (shown separately as part of group tax)

net profit retained by associate

In the investing group’s consolidated balance sheet, the following is shown:

investing group’s share of net assets (other than goodwill) of the associates, after attributing fair values at the date of acquisition

investing group’s share of any goodwill in associated companies own financial statements

premium paid (or discount) on acquisition of interest in associated companies (so far as not written off)

Note that under international accounting standards, IAS 28 ‘Investments in Associates’ contains provisions which are broadly similar to provisions related to accounting for associates in FRS 9.  But note that under IAS 28 goodwill is not shown separately.  However IAS 31, ‘Interests in Joint Ventures’ differs from FRS 9 with respect to accounting for joint ventures (but the definition of joint ventures is similar).

(b)
Process of Revising SSAP 1

(i)
Reasons for revising SSAP 1

SSAP 1 was issued in 1971.

SSAP 1 was replaced by FRS 9 in 1997.

One of the main reasons for wanting a revised SSAP 1 was that differences began to occur between Company Law and the accounting standard SSAP 1.  For instance, the 1989 Companies Act introduced the term, ‘associated undertaking’ whereas  SSAP 1 referred to ‘associated company’.

Reasons for criticising SSAP 1:

it was too flexible

it did not deal with joint ventures

(ii)
Issue by ASB of Discussion Paper, Associates and Joint Ventures in 1994

In 1994, the ASB began the process of producing a success to SSAP 1, the oldest accounting standard.  

(iii)
Issue by ASB of FRED 11, Associates and joint ventures in 1996

The 1994 Discussion paper proposed the use of the term, ‘strategic alliances’ for associates and joint ventures, but this term was eventually dropped in FRS 9.

(iv)
Issue by ASB of FRS 9, Associates and Joint Ventures in 1997

(v)
Definition of Joint Ventures

The idea of a joint venture is that two or more large organisations can mutually benefit by collaborating on a specific project.

Joint venture is defined by FRS 9 as:

‘An entity in which the reporting entity holds an interest on a long term basis and is jointly controlled by the reporting entity and one or more other venturers under a contractual arrangement’.

(vi)
Method of accounting for associates

Summary:

Associates are included in the consolidated accounts using the equity method:

Consolidated P & L a/c shows the share of operating profit and tax relating to the associate

Consolidated balance sheet shows the share of net assets (that is, the cost of the investment plus the share of any earnings since it was purchased.

Summary of possible types of investment:

Subsidiaries

Joint ventures

Associates

Simple investments (trade investments)

Activity 25.20, Alexander, Britton and Jorissen, p. 681.

Serp plc, a building firm, is involved in the following arrangements with other building entities:

1. An interest in a project Castle Residential with Locking Company and Crawford Company.  The project involves the renovation of the castle building to provide resident accommodation.  The participants have equal shares in the project and are to share profits equally.  Invoices are sent to Cork Company, which has contracted with the venturers for the work by each of the participants for their work done.

2. A 30% interest in Alpha company to the Board of which Serp appoints two directors.

3. A 70% interest in Beta company.

4. An equal interest with X company in Gamma.  The consent of Serp and X is required to all decisions on financial and operating policies of Gamma Ltd essential to activities, economic performance and financial position.

5. A 15% interest in Wimp plc.

6. A 22% interest in Alpine plc which is seen as a short term investment.

7. An interest in Delta Company.  Serp, Delta and Condo are to share equally in the income, expenses and results of Delta and they have each contributed the same capital.  Condo has the power to vary the financial and operating policies of Delta as it sees fit.

Required: Identify what type each of these arrangements is.

Activity 25.20 solution

1. Castle Residential is a joint venture (the venturers have joint control)

2. Alpha is an associate.  The fact that 2 directors are appointed by Serp is evidence of significant influence.

3. Beta is a subsidiary (provided that a 70% interest means 70% of the voting rights).  Note that some companies issue ‘A Ordinary shares’ which do not carry voting rights.

4. Gamma is a joint venture since it is jointly controlled by Serp and X.
5. Delta is a subsidiary of Condo, because Condo can vary the financial and operating policies of Delta.  In terms of IFRS 3, Condo has the power to govern the financial and operating policies of Delta.  Therefore Serp can only account for its investment in Delta as a trade investment.
6. Wimp plc is a simple or trade investment.  (Serp does not exercise significant influence).  The investment is less than 20%.
7. Alpine plc is a simple or trade investment (the investment by Serp is for the short term), even though the investment is greater than 20%.
6.  The treatment of goodwill
(a)
The development of FRS 10, Goodwill and intangible assets

FRS 10, Goodwill and intangible assets, was issued in 1997.

The approach to reporting goodwill has changed considerably since SSAP 22, Accounting for goodwill was originally published

FRS 10 now seeks to account for goodwill and intangible assets in a similar way

(b)
The calculation of goodwill

FRS 10, defines goodwill as:

‘The difference between the cost of an acquired entity and the aggregate of the fair values of that entity’s identifiable assets and liabilities.

FRS 10 defines intangible assets as:

Non-financial fixed assets that do not have physical substance but are identifiable and are controlled by the entity through custody or legal rights

(c)
The accounting treatment of goodwill

Positive purchased goodwill should be capitalised and classified as an asset on the balance sheet

Internally generated goodwill should not be capitalised

Goodwill with a limited useful economic life should be amortised

Goodwill with an indefinite useful economic life should not be amortised

(d)
FRS 11, Impairment of fixed assets and goodwill

FRS 11 complements FRS 10

Goodwill can be carried without amortisation in the balance sheet, but FRS 11 requires an impairment review to be carried out annually

If there have been reductions in the value of fixed assets and goodwill, FRS 11 requires the assets to be written down to the ‘recoverable amount’

‘Recoverable amount’ is essentially higher of sale price or value of discounted future cash flows

As regards international accounting standards, the equivalent provisions of FRS 10 and FRS 11 are contained in IFRS 3, ‘Business Combinations’ and IAS 36, ‘Impairment of Assets’.  Under IFRS 3, goodwill arising from a business combination is recognised in the financial statements.  However, it is not written down.  Instead, in accordance with IAS 36, an impairment test is carried out on a regular basis.  This highlights a main difference between UK standards and international standards.  UK standards permit the amortisation of goodwill, but international standards do not.

7.  More complex group problems: Special Purpose Entities (SPEs)

One of the problems related to group accounting concerns what are sometimes referred to as special purpose entities (SPEs) or special purpose vehicles (SPVs).  In practice they amount to the same thing.  Some companies have tried to bend the rules by creating entities which are then taken out of the group’s financial statements.  Suppose that a parent company decides to create a SPE into which it transfers debt from the group.  In practice the parent controls the SPE, so the accounts of the SPE really ought to be included in the group’s accounts.  But some companies have found a technical loophole in the regulations and have argued that ‘legally’ the parent does not exercise control over the SPE and therefore the SPE should not be included in the group accounts.  The end result is that the group accounts give a more favourable impression to investors than they would otherwise (because the group accounts appear to show less debt). 

Enron is an example of a group which used this type of device. Partnerships were created as special purpose vehicles or entities (SPV or SPE).  Enron then sold an asset to the SPV.  The type of asset which was sold to the SPV was immaterial and in fact the asset did not even have to move from its present location.  The SPV would then pay cash for the asset and Enron could show the transaction as a sale which would boost its reported profits.  However, the reality was that the cash received from the SPV was a loan, but by treating it as a sale, Enron benefited in two ways.  Firstly its revenues and profits were increased.  Secondly its debt levels were kept low.  The problem was that eventually the cash would need to be repaid to the SPV.  However, that payment could be deferred to a subsequent financial period when the transaction could be repeated.  The problem was that the proliferation of SPVs created a highly complex system of partnerships.  The deals had to be structured in such a way that they conformed to Financial Accounting Standards Board (FASB) rules and Generally Accepted Accounting Principles (GAAP).  Otherwise the SPVs would have to be included in Enron’s consolidated financial statements.

Enron was a US group which had to report under US accounting standards.  However international accounting standards do appear to be more strict on this issue and it does seem that international accounting standards would be less likely to permit excluding SPEs from consolidation.  Finally, we might note that it is ironic that the US has been very influential in the process of drafting IASs.  However, US quoted companies are not yet required to comply with IASs.

WORKSHOP IN WEEK 8:
1. Mozart plc acquired a 60% interest in Bach plc on 1 Jan 2003, when the latter's reserves were £30,000.  On acquisition, Mozart valued all Bach's assets: the book value was accepted for all assets except the land which was increased by £10,000.   Bach did not reflect this increase in its balance sheet.  Balance sheets at 31 December 2004 were as follows:







Mozart plc
Bach plc






£'000

£'000


Fixed Assets at Cost 


400

300

Depreciation



(100)

(60)






---

---









300

240

Investment in Bach plc


300



Stock




400

350

Cash




 50

 10

Debtors




100

 60

Creditors



(200)

(125)

Long-term loan



(170)

(270)






-----

-----






780

265






===

===

Financed by


Share Capital (£1 shares)

500

200

Reserves



280

 65






-----

-----






780

265






===

===

1.  During 2004 Bach acquired a new machine for £100,000 and following company policy, charged a full year's depreciation (at 10% pa straight-line) in the year of acquisition.  Mozart's policy is the same, except that it would have charged 5% pa on this machine.

2.  The closing stock of Bach includes goods sold by Mozart for £3,000, at a mark-up on cost price of 20%.

3.  Mozart's debtors include £20,000 due from Bach, whilst Bach's creditors include £10,000 owing to Mozart (a cheque for £10,000 was posted from Bach on 31 December).

REQUIRED

A consolidated balance sheet for the Mozart group using the acquisition basis.

WORKSHOP IN WEEK 9:

1.
Equity accounting illustration from Chapter 25, Alexander, Britton and Jorissen (p.679).
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WEEK 10: ACCOUNTING FOR GROUPS (II) 
Lecture Outline: 

Merger Accounting;

1.
Introduction

2.
Example of the application of merger accounting

3.
Differences between merger accounting and acquisition accounting

4.
Development of merger accounting

5.
Disclosure requirements

6.
FRS 6 requirements

7.
Companies Act requirements

8.
Recent developments

MERGER ACCOUNTING
1.  Introduction

Acquisition accounting prepares accounts as if the parent had simply purchased the assets of the subsidiary, and the subsidiary as a separate entity had been dissolved.  The date of the notional purchase of the assets is the date of acquisition of a majority of the subsidiary's equity shares.  With merger accounting (‘pooling of interests’ accounting as it is called in the US), similar assumptions are made, except that the date of purchase of the subsidiary's assets is backdated to the date of incorporation of the subsidiary.  This means that for the assets taken over the date of purchase by the group and the subsidiary are the same.

2.  Example of the application of merger accounting

A plc acquired a 90% interest in B plc on 1 Jan 2001 when the reserves of B plc were £60m.  Balance sheets at 31 December 2001 were as follows:

	
	A plc
	B plc
	

	
	£m
	£m
	

	Fixed assets at cost
	500
	400
	

	Depreciation
	(120)
	(140)
	

	Fixed assets
	380
	260
	

	
	
	
	

	
	
	
	

	Investment in B plc
	250
	
	

	
	
	
	

	
	
	
	

	Stock
	270
	190
	

	Debtors
	160
	80
	

	Cash
	80
	20
	

	Creditors
	(130)
	(70)
	

	Long term loan
	(90)
	(50)
	

	
	920
	430
	

	
	
	
	

	Financed by:
	
	
	

	
	
	
	

	Share capital (£1 shares)
	600
	240
	

	
	
	
	

	
	
	
	

	
	
	
	

	Reserves
	320
	190
	

	
	
	
	

	
	___
	___
	

	
	920
	430
	

	
	
	
	


Group accounts - merger method example - solution

A plc acquired a 90% interest in B plc on 1 Jan 2001 when the reserves of B plc were £60m.  Balance sheets at 31 December 2001 were as follows:

	
	A plc
	B plc
	
	
	

	
	£m
	£m
	
	£m
	

	Fixed assets at cost
	500
	400
	
	900
	

	Depreciation
	(120)
	(140)
	
	(260)
	

	Fixed assets
	380
	260
	
	640
	

	
	
	
	
	
	

	
	
	
	Cr 216
	
	(1)

	Investment in B plc
	250
	
	Cr 34
	
	(2)

	
	
	
	
	
	

	Stock
	270
	190
	
	460
	

	Debtors
	160
	80
	
	240
	

	Cash
	80
	20
	
	100
	

	Creditors
	(130)
	(70)
	
	(200)
	

	Long term loan
	(90)
	(50)
	
	(140)
	

	
	920
	430
	
	1,100
	

	Financed by:
	
	
	
	
	

	
	
	
	
	
	

	Share capital (£1 shares)
	600
	240
	Dr 216
	600
	(1)

	
	
	
	Dr 24
	
	(3)

	
	
	
	
	
	

	Reserves
	320
	190
	Dr 34
	457
	(2)

	
	
	
	Dr 19
	
	(4)

	
	
	
	
	
	

	
	
	
	Cr 24
	
	(3)

	Minority interest
	
	
	Cr 19
	43
	(4)

	
	___
	___
	
	____
	

	
	920
	430
	
	1,100
	

	
	
	
	
	
	


Notes:

1. Eliminate 90% of shares in B against cost of investment

2. Eliminate balance on cost of investment against group reserves

3. Create minority interest in share capital of B

4. Create minority interest in reserves of B

3.  Differences between merger accounting and acquisition accounting

The above example explains the differences between merger accounting and acquisition accounting:

(i) There is no revaluation of assets acquired: historical cost to group equals historical cost to subsidiary by definition.

(ii) There is no goodwill: goodwill is only recognised where a going concern is purchased for more than the sum of the fair values of the assets.  But merger accounting assumes acquisition of assets by the group.  

(iii) There is no exclusion of the subsidiary's pre-acquisition reserves from group reserves.  The subsidiary's assets have always been in the group.

(iv) There is no share premium in group reserves if the acquisition is made by means of a share issue.  Share Premium is the difference between the nominal value and market value of the shares issued.  The latter amount is the current value of the subsidiary, which from a merger accounting perspective is irrelevant.   

4.
Development of merger accounting

(i) Exposure Draft (ED) 3 Accounting for acquisitions and mergers (1971)

(ii) Shearer v Bercain (1980)

(iii) Companies Act 1981 provisions

(iv) SSAP 23 Accounting for acquisitions and mergers (1985)

(v) ED 48 Accounting for acquisitions and mergers (1990)

(vi) Financial Reporting Exposure Draft (FRED 6) Acquisitions and mergers (1993)

(vii) FRS 6 Acquisitions and mergers (1994)

5.  Disclosure requirements

In principle, both acquisition accounting and merger accounting could be applied as techniques to prepare consolidated accounts in any group.  One could use acquisition accounting even where two companies had merged using a share-for-share exchange.  Equally, one can use merger accounting, if the law allowed it, even if the parent only has a 51% holding which was acquired for cash.  But in the UK, the practice has been to use the acquisition method, except for a minority of cases which are seen as genuine mergers, where merger accounting may be applicable.  The idea is that genuine mergers should be distinguished from other takeovers, and a different approach applied.  

"A merger is a rare type of business combination in which two or more parties come together for the mutual sharing of benefits and risks arising from the combined businesses in what is in substance an equal partnership, each sharing influence in the new entity. No party can be regarded as acquiring control over another, or becoming controlled by another; and the reporting entity formed by the combination must be regarded as a new entity rather than the continuation of one of the combining entities, enlarged by its having obtained control over the other"  (FRS 6, para 44)

6.
FRS 6 requirements

Following the enactment of CA 1981, the ASC issued SSAP 23, which set out the conditions under which merger accounting may be used. SSAP 23 has now been superseded by FRS 6 Acquisitions and Mergers. FRS 6 states that a business combination should be accounted for using merger accounting as long as its use is not prohibited by the Companies Act (see below) and it meets certain criteria contained in FRS 6. If the business combination does not meet the Companies Act requirements and does not satisfy the criteria in FRS 6 then acquisition accounting should be used. FRS 6 lists the following criteria for assessing if a business combination meets the definition of a merger:


(i)

Role of the parties


(ii)

Dominance of management


(iii)

Relative size of the parties


(iv)

Non-equity consideration

Failure to meet certain requirements in respect of each of these criteria would preclude the use of merger accounting.  For example, if cash is used to buy shares in one of the companies, this suggests that those shareholders are being bought out, that is, it is not a true merger.  In 1997 WordCom wanted to take over MCI.  BT had a 20% stake in MCI and BT would only take cash (not shares in WorldCom).  WorldCom was thus forced to use acquisition accounting.  WorldCom did not want to use acquisition accounting because this would create goodwill which (under US accounting rules at that time) would have to be amortised.  This had the result of reducing WorldCom’s reported profits.

7.
Companies Act 1985 requirements

Schedule 4A paragraph 10 of the Companies Act 1985 lays down the conditions that must be met if a business combination is to be accounted for as a merger. These conditions are;


(i)

That at least 90% of the nominal value of the relevant shares in the undertaking acquired is held by or on behalf of the parent company or one or more of its undertakings


(ii)

That the proportion referred to above was attained pursuant to an arrangement providing for the issue of equity shares by the parent company or one or more of its subsidiary undertakings


(iii)

That the fair value of any consideration other than the issue of equity shares given pursuant to the arrangement by the parent company and its subsidiary undertakings did not exceed 10% of the nominal value of the equity shares issued, and

(iv) That adoption of the merger method of accounting accords with generally accepted accounting principles or practice.

8.
Recent developments

The relatively stringent criteria used in FRS 6 to define when merger accounting can be used have resulted in very few combinations being accounted for using merger accounting.  This contrasts with the situation which existed until quite recently in the US.  In the US combining companies would go to some lengths to ensure that the criteria were met and hence the companies were able to avail themselves of merger accounting.  The effect of this was that the companies were likely to report higher earnings because their depreciation charge was likely to be less and they did not have to amortise goodwill.  The current situation in the US is that merger accounting has now been abandoned (SFAS No. 141, ‘Business Combinations’ (2001)).  The International Accounting Standards Board (IASB) has recently decided in favour of the acquisition method and against merger accounting (or pooling of interests as the IASB refers to it).  IFRS 3 Business Combinations therefore does not permit merger accounting and replaces IAS 22 which allowed merger accounting.  IFRS 3 refers to the fact that pooling of interests is no longer permitted in Australia, Canada and the United States and that allowing two different methods of accounting for substantially similar transactions impairs the comparability of financial statements.

In the UK, the current position is that FRS 6 is still, technically, valid and has not yet been superseded.  However, since UK quoted companies from January 2005 are required to comply with international accounting standards, the ASB will need to consider whether to modify FRS 6.  This issue provides a good example of the problems that need to be addressed as national accounting standard setters such as the UK ASB are forced to grapple with the convergence towards a single set of international accounting standards.

WORKSHOP IN WEEK 10

Green plc owns 90% of the ordinary share capital of Finch plc.  The summarised balance sheets for the two companies at 31 December 1996 are as follows.

	
	Green plc
	Finch plc

	
	£m
	£m

	Fixed assets at cost
	320
	120

	Depreciation
	(50)
	(30)

	Net book value
	270
	90

	Investment in Finch plc
	110
	---

	Stock
	40
	70

	Trade debtors
	50
	36

	Cash
	20
	10

	Creditors falling due within one year
	(30)
	(20)

	Creditors falling due after more than one year
	(90)
	(30)

	
	370
	156

	Financed by:
	
	

	Ordinary shares of £1 each
	200
	40

	Reserves
	170
	116

	
	370
	156


The following information is also available:

(i) Green acquired its investment in Finch plc by means of a 2 for 1 share issue on 1 January 1996.  At that date the reserves of Finch amounted to £50m.

(ii) The closing stock of Finch includes goods bought from Green at a cost of £15m.  The profit margin for Green on this stock was 20%.

(iii) Trade debtors are shown in the books of Finch after deducting a provision for doubtful debts of 10%.  The policy of the Green group is not to make general doubtful debt provisions against its trade debtors.

(iv) At 31 December 1996, the trade debtors and creditors of Green and Finch respectively included an amount of £7m owing from Finch to Green.

REQUIRED

(a) A balance sheet for Green group at 31 December 1996 prepared using the merger method.

EXERCISES FOR CLASSES IN WEEKS 10 AND 11
1.
On the 1st April 1998 Gambion plc acquired 90% of the share capital of Kayak Limited.  The merging of the two companies was effected by Gambion offering one of its shares for every share of Kayak Limited.  To effect the merger, Gambion plc made a bonus issue.  At the date of acquisition the nominal and market value of the shares of the two companies were as follows:

	
	Gambion plc
	Kayak Limited

	Nominal value of each share
	£1
	£1

	Market value of each share
	£1.50
	Not available


At the 1st April the directors of Gambion considered that the book values of Kayak’s assets and liabilites were the same as their fair values apart from some land owned by Kayak.  Gambion plc considered that the fair value of this land was in excess of its book value by £1,000,000.

The balance sheets of both companies as at 31st March 1999 were as follows.

	
	Gambion plc
	Kayak Limited

	
	                       £
	                       £

	Fixed Assets
	
	

	Land and buildings
	9,000,000
	6,500,000

	Plant and machinery
	3,000,000
	4,000,000

	
	12,000,000
	10,500,000

	
	
	

	Investment in Kayak Limited
	9,000,000
	

	
	
	

	Current Assets
	
	

	Stock
	3,000,000
	1,000,000

	Debtors
	1,500,000
	800,000

	Cash at Bank
	500,000
	200,000

	
	5,000,000
	2,000,000

	
	________
	______

	Creditors falling due within one year
	1,000,000
	500,000

	
	_________
	_________

	
	£25,000,000
	£12,000,000

	
	
	

	Financed By:
	
	

	Ordinary share capital
	20,000,000
	10,000,000

	Retained profit
	5,000,000
	2,000,000

	
	_________
	_________

	
	£25,000,000
	£12,000,000


Additional information:

a)
The figure for the share capital of Gambion plc in the above balance sheet has been adjusted to take account of the bonus issue. 

b)
The amount included in the balance sheet of Kayak Limited in respect of its land and buildings reflects their book values rather than their fair values.  It is not the Group’s policy to depreciate its land and buildings.  Kayak did not purchase or sell any fixed assets during the year.

c)
At the date of acquisition the reserves of Kayak amounted to £1,500,000.

d)
During the year Gambion sold goods to Kayak.  Of these sales £200,000 pounds worth are included in the stock figure for Kayak.  It is Gambion’s policy to sell goods at cost plus a mark-up of 25%.

e)
Included in the debtors figure of Gambion is £120,000 owed by Kayak.  The creditors figure of Kayak Limited includes an amount owing to Gambion of £70,000.  At the 30 th March 1999 Kayak Limited sent a cheque for £50,000 to Gambion which was not received by the latter company until 7th April 1999.

f)
You may assume that the acquisition of Kayak satisfies all the conditions necessary to be consolidated using the merger method should Gambion decide to use this method.

Required:

(a)
Prepare a consolidated balance sheet for the Gambion plc group at 31st March 1999 assuming the group uses merger accounting.

 (b)
Prepare a consolidated balance sheet for the Gambion plc group at 31st March 1999 assuming the group uses acquisition accounting.

(c) Discuss why in practice the use of merger accounting has declined in recent years.
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WEEK 11: ACCOUNTING FOR GROUPS (III)

THEORETICAL CONSIDERATIONS

Development of Consolidation Accounting

The development of consolidated accounting in the UK has to be seen as part of the evolution of company accounting in the crucial period between the Companies Acts of 1929 and 1948, when "modern" financial reporting really takes shape.  Bircher links this development to, inter alia:

1.
The change in UK corporate structure.  There was a wave of mergers in 1920s, and the creation of groups/conglomerates.  Holding companies become important for the first time.  

2.
There was a change in prevailing attitudes to shareholders and their relationship with directors.  In the 1920s companies were seen as private contractual arrangements with which the state should not interfere i.e. there was an assumption that if shareholders  wanted more disclosure they would demand it of the directors.  Berle and Means (A.A. Berle and G.C. Means (1932) The Modern Corporation and Private Property) carried out a classic study of share ownership in US quoted companies and came to the view that there were significantly different types of ownership structure all giving rise to different types of control in organisations.  What they investigated was the separation of ownership and control.  In the 19th century the owners tended to be the managers.  By the 1930s, shareholdings had become more dispersed, which meant that the managers no longer tended to hold controlling shareholdings in companies.  So a division had occurred between ownership (shareholders) and control (management).

3.
On the other hand there was a patronising attitude towards shareholders, who did not need to be told very much, and who should put their trust in the directors.

Attitudes changed from 1920s onwards and were very different by end of the World War II, when reformed accounting was seen by many as being, amongst other things, essential to post-war reconstruction.  

4.
The preparation of consolidated accounts became compulsory in the UK with the Companies Act, 1948, and is now routine.  In the US this happened much earlier, but continental Europe lagged behind in this respect.  

5.
Problems with consolidated accounting

Nevertheless, there are doubts expressed about the value of consolidated accounts procedures.  We might mention three areas:

(a)
Merger accounting issues

(b)
Usefulness of consolidated accounts

(c)
Problems in defining a group structure

(a)
Merger accounting issues

Supporters of merger accounting argue that:


- a merger is fundamentally different from a takeover


- consequently, it must be accounted for differently

So the emphasis of official pronouncements seems to be to "define" a merger, as distinct from a takeover, and then prescribe different accounting rules for preparing the consolidated accounts.  So for example, two groups of companies could have identical circumstances, but differ in the way in which they came into existence, one by merger (and share exchange), the other by cash acquisition.  Does this matter?  Why the concern with the history of the combination? 

(b)
Usefulness of consolidated accounts

Some writers (e.g. Nobes) have questioned the usefulness of shareholders having consolidated accounts at all.  Take for instance the example of Lonrho with over 600 subsidiaries: receiving 600 sets of accounts may not be useful, but is a single balance sheet purporting to summarise all these entities much more useful?  Consider the figure for fixed assets: each subsidiary has various assets, purchased at different times, each of which is shown at historical cost, and totalled to a single figure in the relevant currency.  Then hundreds of these figures, in dozens of currencies, are translated into sterling at current rates and summed to produce a single figure on the consolidated accounts balance sheet.  What does this figure mean?  

(c)
Problems in defining a group structure

The traditional approach (e.g. Companies Act 1948) has been a legal (de jure) one of ownership, a parent/subsidiary relationship exists if one company owns more than 50% of the equity of another.  This was widely recognised as being too legalistic.  It was possible to have a de facto subsidiary (in the sense that the parent controlled it) which was nevertheless not legally a subsidiary under the rules, so that it did not need to be consolidated.  (See the section of this booklet on off-balance sheet finance).  More recently, standard setters have aimed to move to a de facto approach.  A de facto approach which emphasizes economic reality is more robust in capturing subsidiaries which some groups try to keep out of their group accounts.

One consequence of this approach was to facilitate the fraud of Robert Maxwell, whose business empire was of a Byzantine complexity (quite deliberately) but was roughly arranged according to the diagram at the end of this week’s lecture notes.

Robert Maxwell controlled majority stakes in MGN and MCC, both quoted companies, and 100% of most of the private companies, through trusts based in Liechtenstein.  The affairs of all companies were intertwined, yet no "Maxwell Group" accounts were ever published, because it did not constitute a group under UK company law.  

Virgin Group

In 2000, Richard Branson bid for the UK lottery concession.  A government committee (chaired by Sir Terry Burns, an economist) was appointed to decide who should be awarded the lottery concession.  The committee expressed doubts about the financial viability of the Virgin Group.  There have been a number of critics of Virgin group and Richard Branson, mainly because it is not clear how profitable the group is overall and how solvent it is.

Virgin Group is the corporate umbrella for a large network of more than 200 different companies, offering a sometimes bewildering variety of services ranging from air travel to bridal wear. Figurehead Sir Richard Branson is without question the UK's best-known business figure. Yet he has built his empire on a series of extraordinarily risky gambles, which few would be wise to emulate. In June 2001, the group announced an assault on the US mobile phone market, via a projected $1bn joint venture with Sprint. To fund it, Branson mortgaged his remaining stake in his flagship business Virgin Atlantic, arguably the only company in the portfolio which has consistently made profit. Branson has a reputation for winning against all the odds. But could this be one risk too far? (Advertising Age estimate a 2000 global media spend of $70m, of which $68m was outside the US, making it the world's No. 88 advertiser). 

Source: mind-advertising.com/uk, October 2002

Virgin brand profile

	Virgin Express
	Virgin Direct
	Virgin Atlantic

	Virgin Holidays
	Virgin Cosmetics
	Virgin Blue

	Trainline.com
	VirginMoney.com
	Virgin Trains

	Limited Edition by Virgin
	Virgin One
	Virgin Balloon Flights

	Virgin Cola
	Rapido
	Virgin Mobile

	Virgin Publishing
	London Broncos
	Virgin Active

	Virgin Megastores
	Storm Model Agency
	V2 Music

	Virgin.net
	The Roof Gardens
	V.Shop

	Virgin Energy
	Virgin Wines
	Virgin Bride

	Virgin Cars
	
	


Virgin brands worldwide

 Virgin Megastores USA

Virgin Mobile USA

Virgin Mobile Australia

Virgin Drinks (Italy)

Led by adventurous founder, chairman, and owner Sir Richard Branson, Virgin Group is the vessel for more than 250 entertainment, media, and travel companies around the world. Its largest moneymaker is Virgin Atlantic Airways (51%, second-largest airline in the UK behind British Airways). Virgin's other interests include retailing (music, videos, and computer games), airships, beverages, cosmetics, clothing, financial services, health clubs, Internet services, mobile phone services, passenger trains, publishing, record labels, tour operations, and TV production. 

Source: hoovers.com/uk, October 2002

It is interesting to compare a group such as Virgin with another group such as Tesco.  Tesco in 2005 had 13 subsidiaries (plus 8 joint ventures).  Of the 13 subsidiaries, 9 were 100% owned, 3 were over 90% owned and one was 81% owned.

Concluding comment
Consolidated accounting may be useful for a group such as Tesco.  But is consolidated accounting suitable for Virgin, given the particular management and operating style and the fluctuating ownership over time?

WORKSHOP IN WEEK 11

Activity 25.11, Alexander, Britton and Jorissen, p. 662 (unrealised profit only).

Activity 25.16, Alexander, Britton and Jorissen, p. 671.
Maxwell Organisation in 1991

Source: Adapted from Financial Times, 31 March 2001, p. 7
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Bishopsgate Investment Management Limited





London and Bishopsgate International Investment Management





Maxwell Communications Corporation





Mirror Group Newspapers





Maxwell Charitable Trust





Other interests





Robert Maxwell Holdings





Pergamon Holdings





Headington Investments





Robert Maxwell Group





Maxwell Foundation





Mr Robert Maxwell
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