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Prologue





It was a few years ago, in a country not so far, far away. Joseph Smith, the CEO of Smoke & Mirrors, Inc., a publicly listed manufacturer of fireworks, sat in a corner office facing the sea. He was feeling increasing pressure. The economic climate was bad. Foreign competitors were a growing threat. As the year came to a close, the total loss was expected to be as high as $40 million, meaning a negative 8 percent return on equity. Smith knew that when he announced this, it would mean trouble. Investors had long expected a positive return of 15 percent. The market was getting jittery. And as if worries about profitability were not enough, some analysts were starting to point at Smoke & Mirrors’high level of debt as an additional emerging problem.

Facing Smith was a visitor. John Wills was a partner at the advisory firm Wills & Wills, which specialized in restructuring ailing companies. A friend had told Smith about Wills’ reportedly amazing skills; Smith was skeptical but had contacted Wills nevertheless. Two weeks earlier, they had had a first meeting, where Wills, a short, bald, dark-eyed man, had asked only about Smoke & Mirrors’ accounting policies. Now, Smith expressed puzzlement.

“Frankly, Wills, I don’t understand what we’re doing. I thought we would discuss strategy. Production plans. The many changes we’re experiencing right now in the fireworks market. But all you talk about is financial engineering and accounting standards. How on earth can that help?”

“It will help quite a bit, you’ll see. There are assets on your balance sheet that burden it and have no strategic importance for your business. Analysts don’t like that. What they love to see is less debt and more return on equity. So, make it simple, get rid of all the cumbersome assets! If you ask me, you should start with selling your head office building. It could be done quickly, and everybody will be happier.”

“Are you crazy? I can’t part with this headquarters building. It’s so beautiful, and my grandfather had his office here. Anyway, suppose the new owner throws me out?”

“Don’t worry, Mr. Smith—may I call you Joe? No one will throw you out of here. The new owner will be a shell company owned by a friendly bank. The contract we prepare for it will meet some special conditions and give you an option to buy the building back, at the end of the lease. It will feel exactly as if you still owned the building. The rationale is that, under this country’s accounting standards, if you don’t formally own the property then you don’t book it as an asset. So, while the bank nominally owns the place, you can stay in it without recording it on your balance sheet. In effect, the outcome of the transaction is to hide part of your debt: this ‘sale’ will lower your debt-to-equity ratio from 130 percent to 82 percent. And here’s another piece of good news. The old building has been almost entirely depreciated over the years, so by selling it you can record a capital gain, and you erase all the loss you had for the year.”

Smith was impressed.

“Well, I thought there was no way I could show any profit this year. I gave up hope of reducing my debt level below 100 percent years ago. This is really interesting. Please go on.”

“I’m delighted you like it, Joe. Let’s now turn to something else. You have a lot of receivables in your assets, and I understand that several customers may never pay you. Sure, you could write down the bad debts, but that would add losses, so I propose that you sell them instead. Here, too, your bank can help. The bank would finance a special-purpose entity that does not appear on your balance sheet, and that buys the receivables from you at face value. Of course, you may ask, who would buy such bad assets? Well, the fix here is a clause that will commit you to remaining liable for all receivables not collected by the special-purpose entity in the future. Thus, the risk remains yours but does not appear on your balance sheet, only in small print in the footnotes. Nothing too visible, but enough to keep your auditor happy.”

“This is eye-opening. Does it really work?”

“Sure, and you’ll not be the first nor the last one to do so. Now, to go on. I spoke with your technical staff and discovered that you use an outdated method for valuing inventories. Let me explain. The price at which you purchase raw materials varies with time. For example, you bought explosive powder for your fireworks at $15,000 per ton a year ago, but this year the price fell so that you can now buy the same powder at $10,000 per ton. The so-called first in, first out method, which you have used thus far, means assuming that the powder used first was the oldest, that is, the material bought at $15,000 per ton, while that bought at $10,000 per ton remains in inventory at the end of the year. You can change this by assuming instead that you’ve used some of the powder bought this year and some bought last year. That’s what is called the weighted average cost method. Your unit cost of inventory at year end will be $12,500 instead of $15,000 per ton, which will increase your net profit by $35 million.”

Joe Smith’s mind was busy calculating the implications. “That sounds great, too. Any other suggestions?”

“For sure; I have derivatives.”

“Oh, that must be complicated. If you don’t mind, I’ll call in my chief financial officer. He knows more about these things than I do.”

“That’s not necessary, Joe, because in fact it’s very simple. In the past, your company issued bonds when interest rates were 8 percent. Now, the payment of interest weighs heavily, and in the meantime market rates have gone down to 4 percent. I suggest you do a swap, which will allow you to exchange payments at 8 percent for payments at 4 percent, in line with today’s market conditions.”

“Now, John, you’re going too far. I have been convinced by your stratagems up to now, but you’re asking me to believe we can turn lead into gold and that there is such a thing as a free lunch.”

“You’re right; no free lunch, as you say. But I haven’t finished. The bank will provide that after the first four years at 4 percent, you will have to pay them over the following six years at a rate determined by a rather complicated formula. That may increase the size of your interest payments overall but not until four years down the line.”

The idea of such a long delay seemed to make Smith joyful.

“In four years’ time, I’ll be happily retired. Let each generation have its own problems. But are you sure this commitment would not appear anywhere in this or next year’s accounts?”

“You know, it’s pretty much the same thing I mentioned a few minutes ago. The arrangements are described in the footnotes as off-balance-sheet items.’ Not many people read them, because it requires too much time and work to understand, and most analysts are not that interested. Under current accounting standards, there is no negative impact from the derivatives on the balance sheet or the income statement. And your return on equity will get even better.”

“I see. This off-balance-sheet stuff is just fantastic. It reminds me of stock options; they don’t show up in the figures anywhere either.”

“You learn quickly, Joe, and you’ve just guessed my next and final suggestion, which is made possible by the excellent labor relations I understand you enjoy at Smoke & Mirrors. I suggest that you call a meeting of all your employees and explain to them the serious dangers facing the company. To save their jobs, you propose that they accept the following bargain: their salary would decrease, but this would be offset by other kinds of benefits. All employees would receive extra pension entitlements, and managers would be granted additional stock options. The beauty of this is that the cost savings on salaries are recorded immediately, while the future pension payments only appear off balance sheet, and the stock options are not expensed at all, that is, they will never appear as a cost on your income statement. Therefore, nothing shows up in the financial statements but as small print items in the notes. Only your successors and your stockholders will share the burden: payment of the pensions will cost money, and the stock options will reduce the profits available to shareholders. But for now, your costs are lowered and you get a further increase in Smoke & Mirrors’ return on equity, which now rises to an appealing 12 percent.”

Smith was on the point of agreeing but suddenly felt a qualm.

“But isn’t there a risk of being accused of accounting fraud? I don’t want to end up in jail.”

“Not the slightest risk. All these arrangements comply with the accounting standards applicable in this country. You risk nothing, except an increase in your share price,” Wills grinned. “No one has ever been blamed for innocent accounting optimization. Besides, if you’re hesitant, we can call your auditor. I guarantee that he will confirm the feasibility of all the arrangements I’ve proposed.”

“Very well, it’s a deal then.”

 

Two years later, Smoke & Mirrors, Inc., has pulled through. Its high profits have enabled it to finalize a large bond issue and to invest in new industrial equipment. As for Smith, he has sold his shares in the company at a good price and is now planning a peaceful retirement.1 







SMOKE & MIRRORS, INC.













Introduction






Enron’s bankruptcy, in December 2001, was no small event. The Houston-based energy-trading firm had been hailed throughout the late 1990s as a model corporation, and it ranked among the best-connected U.S. companies. Its collapse caused thousands of job losses; led to the disappearance of Arthur Andersen, until then one of the world’s most prestigious professional services firms; and accelerated a slump in stock prices which, by some measures, was unprecedented since the early 1930s.

But perhaps the most lasting change brought by Enron, and by the many other scandals that followed, was the realization that accounting really mattered. Enron’s apparent accounting manipulations were only slightly more subtle than the ones described in our prologue (most of which are not allowed under current U.S. accounting standards but have been allowed in the past in the United States and until very recently in many other developed countries). Since the beginning of 2002, accounting issues have featured more prominently than ever before in financial media, and even in the mass media. What Enron brought to light was not that some managers were unscrupulous (which had always been the case) but that the controls on their financial disclosures were weaker than most people thought and, perhaps even more important, that the weaknesses were heightened rather than reduced by powerful trends shaping the current business environment, such as the acceleration of corporate restructuring, disruptive technology changes, and constant financial innovation.

Another trend, which also increases the importance of understanding what is at stake in accounting, is globalization. Globalization increases the opportunities for companies to hide risks or losses, as Enron and others did by creating “shell” companies in the Cayman Islands and other tax havens, or as Italian dairy-products producer Par-malat did in Latin America. But more important, globalization increases cross-border interdependence and the need for a shared language, which accounting is meant to provide for all business transactions. This has been the basis for the astounding success of International Financial Reporting Standards (IFRS), which within the past few years have been endorsed by the European Union, Canada, Australia, Russia, and many other countries, and are in a process of mutual convergence with accounting standards used in the United States. It also explains the dominance of only four major accounting firms, whose global footprint creates formidable barriers to entry. Global business requires global reporting and accounting, which leads to the gradual elimination of specific national approaches—even U.S. ones, as has been illustrated by the debate about expensing stock options. Accounting is critical to the globalization of business, because it has always been a common language of capitalism and because it is much easier to share than management styles, working habits, corporate governance patterns, or cultural references. In this book, we concentrate on the two main centers of capital-markets activity, the United States and the European Union, with France, our home country, often taken as an illustration of the broader continental European situation.1

Corporate financial reporting had long appeared as a dull, reliable, rational technique, a requirement for doing business but with no economic consequences of its own. Discussion about accounting was the sole preserve of a closed circle of specialists. This is no longer the case. Accounting manipulations played a central role in almost all recent corporate scandals, sometimes along with corruption and tax evasion. This has broadly called into question the reliability of the financial data on which capital markets critically rely. And issues of accounting standard-setting, such as the expensing of stock options in the United States, or the recording of bank deposits in Europe, have been seized on by politicians as key policy choices. The issue of financial reporting has surged out of the narrow remit of the accounting profession to become a matter of public interest.

The authors have come to place accounting at the center of their analysis of business transformations on the basis of the empirical observation of these broad trends rather than because of professional prejudice (the three of us originally trained as engineers, not as accountants). Nor is there any partisan or doctrinal intent in this book—even though it was initially published in France, a country prone to heated ideological rhetoric even among observers of business life. Rather, we aim to provide the layman with a better understanding of current developments in relations between companies, investors, and other economic agents, by focusing on what can be revealed by accounting. The interaction of all these parties produces a “financial ecosystem,” where the “food chain” of capital circulation parallels natural ecosystems and determines the development of companies, thus playing a central role in growth and employment. Accounting is an ideal lens through which to look at this fast-changing world.

We are aware that our subject has the reputation of being unglamorous, and that it may frighten some readers. Accounting matters (as well as accountants) are commonly known for being austere, if not outright boring. But readers should not be put off by this prejudice. In fact, this subject is immensely varied, and intimately linked with the most significant developments in the economic world. To bring this out more clearly, we provide many examples and analyses of actual events and situations that have arisen in the recent or remote past. Accounting can certainly lend itself to abstract arguments, but its major concerns are deeply rooted in the day-to-day reality of business, which we have carefully tried to always keep in view. Our approach is based on historical analysis, reference to well-established facts, and insistence on the role of the different agents and their respective interests.

The structure of the book stems from the foregoing concerns. The first part, Accounting and Its Controversies, presents the key ideas and intellectual bases of financial statements, accounting standards, and their use. Chapter 1 describes the origins and historical development of accounting and the range of users it has been intended to serve; the rudiments of accounting concepts are presented in a short section that readers already familiar with these matters can easily skip. Chapter 2 starts with a description of the various possibilities for accounting manipulation, richly illustrated by the Enron case, and then broadens the discussion to question the very notion of the accuracy and fairness of accounts. To the extent that accounts include an opinion about the future, they cannot claim to be an expression of objective truth but only to a degree of neutrality and compliance with certain rules. Hence, the central importance of accounting standards, the various characteristics and consequences of which are examined in chapter 3.

The second part, The Changing World of Financial Reporting, explores the political economy of accounting and the various players in the financial ecosystem. Chapter 4 highlights the main current business trends that affect the preparation of accounts by corporations. Chapter 5 concentrates on auditors and on the recent changes in their business model and competitive position. Chapter 6 focuses on investors, asset managers, and on the many financial intermediaries on which they rely. Finally, chapter 7 examines the role of public authorities in the regulation of securities markets, which is specifically affected by two key drivers: the impact of technological change and the globalization of market activity.

Modern, double-entry accounting was born at the same time as the capitalist enterprise, among the merchants of late medieval Italy. Now, understanding the stakes of financial reporting is an integral, though often underrated, part of any effort to fully grasp the transformation of our market economy. This book’s goal, and our hope, is to stimulate a taste for this field of study—the relationship between financial reporting practices and underlying economic trends—which we think will have increasing resonance in the coming years.





PART I

Accounting and Its Controversies










CHAPTER 1

The Common Language of Capitalism





Financial accounting, which was created at about the same time as the earliest joint-stock companies, is an unmatched tool: a common language that makes it possible (theoretically) to describe all economic activities in the same terms and to compare all businesses with one another. For this reason, it can be counted among the few vital underpinnings of any market economy. Conversely, once the accuracy of financial information can no longer be taken for granted, the entire economic and financial system runs the risk of paralysis.

Looking at the origins of accounting is a useful introduction to the roles of the various users of corporate financial information. This historical overview serves two purposes. First, it makes it easier to understand the influence exerted on accounting by each of the economic agents that make up the financial system as a whole. Second, it helps explain the current organization of institutions and the specific practices of financial-information professionals in the light of the circumstances in which they came into being.


The Origins

Accounting techniques developed hand in hand with economic activity from the very beginning. The first written texts in human history, inscribed on Sumerian clay tablets more than five thousand years ago, are accounting documents. Later, with the invention of currency around the seventh century BC, accounting made it possible to record all exchanges in the same units.

In every Western language, the vocabulary related to writing and the faculty of reasoning is permeated with notions derived from accounting. In Latin, ratio (reason) originally meant “count” or “calculation,” a meaning retained in the Italian word for accounting, ragioneria. An écrivain, in old French, meant an accountant or a clerk long before it meant, as today, a writer. In many European languages, “book keeping” is synonymous with accounting.1

The next stage, which marked the true birth of modern accounting, started in late medieval Italy, then the center of economic and financial innovation in Europe. The rise of foreign trade, with naval expeditions requiring the commitment of significant amounts of capital, led the merchants of Genoa, Venice, and Tuscany to form “companies” to share risks and profits—which could be very high for a successful expedition. In this process, the company gradually acquired a practical, legal, and financial identity different from that of its owners. On a day-by-day basis it was run by a professional manager, typically a ship’s captain, who himself was generally not one of the partners or shareholders. With this separation between ownership and management, the joint-stock company had come into being, probably one of the most revolutionary inventions in history.

Thus separated from the enterprise in a joint-stock arrangement, the owners soon felt the need for a more elaborate mechanism than previously available, one that would allow them to oversee, from a distance, the development of the business. They also needed to be able to compute, and control, the profitability of their investment. This soon gave rise to the need for a proper framework of corporate governance. As Thomas Hobbes pointed out a little later in time in chapter 22 of Leviathan:

The end of these Bodies of Merchants [joint-stock companies], being not a Common benefit to the whole Body… but the particular gaine of every adventurer [partner], it is reason that every one be acquainted with the employment of his own; that is, that every one be of the Assembly, that shall have the power to order the same; and be acquainted with their accounts. And therefore the Representative of such a Body must be an Assembly, where every member of the Body may be present at the consultations, if he will.2


A new method gradually emerged, whose intent was to express the business in figures following precise rules that reduced the risk of fraud or mistake. This method involved entering each new transaction in two separate registers, debit and credit, permitting verification by comparison of the two at any time. First known as the “Venetian method,” and then as “double-entry bookkeeping,” it was used as early as the fourteenth century and given its first consistent expression in 1494 by one of the key humanists of the Italian Renaissance, Luca Pacioli, who had been Leonardo da Vinci’s mathematics teacher in Milan.3

Modern double-entry bookkeeping was thus shaped by its two Italian Renaissance parents: nascent capitalism and the rediscovery of the mathematical rationality of Antiquity. Max Weber observed in The Protestant Ethic and the Spirit of Capitalism:

Rational industrial organization, attuned to a regular market, and neither to political nor irrationally speculative opportunities for profit, is not… the only peculiarity of Western capitalism. The modern rational organization of the capitalistic enterprise would not have been possible without two other important factors in its development: the separation of business from the household, which completely dominates modern economic life, and closely connected with it, rational bookkeeping.4


The separation of owners and shareholders from the company—and thus from its managers—meant that shareholders had to exercise rigorous control over managers from a distance. At the same time, since the wealthiest merchants now could be involved simultaneously in several “companies,” they looked for ways of choosing, with increasingly sophisticated methods, investments that would provide the best return on their capital. Accounting thus had to provide relevant and reliable information to ensure shareholder control over the managers; the information also had to be comparable from one enterprise to the next, and consistent over time to permit optimal capital allocation—even though this last function was still quite embryonic in the period to which we are referring.

The fundamental requirements for relevance, reliability, and comparability have not changed since then. The reader will come across them again on many occasions in the rest of this book.




From Venice To Houston

The basic principles of modern accounting were thus in place by the early Renaissance, when the “Venetian” double-entry method was codified by Luca Pacioli in his Summa. Since then, accounting has constantly mirrored the changes in capitalism and the recurring crises caused by the ingenuity of financiers. Following every crisis, accounting rules and their underlying principles have been adapted.

Developments were relatively slow until the second half of the nineteenth century. As the economic historian Fernand Braudel pointed out in Civilization and Capitalism (first published in French in 1979), the respective paths of double-entry bookkeeping and of capitalism would still be far from converging for two centuries after Pacioli. Use of the double-entry technique was patchy and spread unevenly in different countries. For example, France crossed a significant milestone in 1673, when Louis XIV’s minister Jean-Baptiste Colbert adopted an “edict for trade among wholesale and retail merchants.” This founding document of French accounting tradition required that merchants, wholesalers, and clothing manufacturers keep accounts that could be used as evidence in commercial disputes. It also required that the keeping of “double-entry books and registers” be part of the basic knowledge of any merchant. But the dynamic relationship between shareholders and managers that is at the origin of accounting did not turn up everywhere. It was often absent from major industrial enterprises, many of which were established on government initiative, such as military arsenals or the Manufactures created by Louis XIV in the 1660s. These were large and prestigious factories, which produced luxury items such as tapestries (manufacture des Gobelins, est. 1662) or mirrors and glass (manufacture de Saint-Gobain, est. 1665, the ancestor of today’s Saint-Gobain Group). As properties of a state obsessed with grandeur, they were subject to less stringent profitability requirements than privately owned businesses and, hardly coincidentally, often applied only rudimentary accounting. Financial markets, also, were gradually established. Shares in the Dutch East India Company, founded in 1602, were being traded on the Amsterdam exchange as early as the seventeenth century. In France the Bourse de Paris was set up in 1724, after John Law’s bankruptcy demonstrated the need for some organization of the financial market; and the London Stock Exchange began operations in 1773. Most securities listed on these markets were debt instruments, however, and the link between the public listing of securities and stringent accounting rules was slow to emerge. For example, the Dutch East India Company never actually used double-entry bookkeeping in its almost two centuries of existence (it was dissolved by Napoleon in 1800).

After 1850, the development of capitalism accelerated. This was partly because of a groundbreaking innovation, the introduction of limited liability, which was adopted by law in 1862 in Great Britain and 1867 in France and opened a period of unprecedented growth for joint-stock companies. In a way, the right to limited liability effectively constituted massive government interference in the economy (and was denounced as such by opponents at the time), as losses in case of bankruptcy were assumed by the community. But, unlike other types of state aid, this interference was practically invisible as it gave the government no discretionary authority, and it eventually stimulated rather than reined in the willingness to take risks.5

Limitation of liability also led to a spectacular growth in share trading on capital markets, which took on an increasingly prominent role in the second half of the nineteenth century. This also spurred accounting scandals, where the manipulation techniques used by unscrupulous businessmen were strikingly similar to those observed in our times. In L’Argent (published in 1891), a vivid account of the rise and fall of the fictional bank-cum-transportation conglomerate Banque Universelle, the French novelist Émile Zola depicted accounting falsifications that eerily remind us of Enron or WorldCom.

The nineteenth century was also the period when the first firms of independent accounting professionals appeared, the origin of today’s major global accounting giants. Namely:

• William Deloitte established his firm in London in 1845 and conducted the first independent audit when he examined the accounts of the Great Western Railway. In 1989, Deloitte Haskins & Sells merged with Touche Ross, a partnership set up in London in 1899, and with the firm created in Tokyo in 1968 by Admiral Nobuzo Tohmatsu and others, thus forming Deloitte Touche Tohmatsu (now renamed Deloitte).

• Samuel Price founded his London firm in 1849, and when he retired in 1874, the reins were taken up by his partner Edwin Waterhouse. In 1998, the firm Price Waterhouse merged with Coopers & Lybrand, itself the product of the 1957 merger of firms established in London in 1854 by William Cooper and in Philadelphia in 1898 by William Lybrand. The entity resulting from the 1998 merger was renamed PricewaterhouseCoopers (PwC).

• The accountants whose initials provide the first three letters of today’s KPMG, Piet Klynveld, William Peat, and James Marwick, established their firms respectively in Amsterdam in 1917, London in 1867, and Glasgow in 1887. Peat and Marwick merged in 1911; the final “G” came from Reinhard Goerdeler, who headed Germany’s oldest audit firm Deutsche Treuhandgesellschaft (founded 1890) when it merged with Klynveld in 1979. The merger of Peat Marwick with Klynveld Main Goerdeler, which resulted in KPMG, took place in 1986-87.

• The brothers Alvin and Theodore Ernst formed a partnership in Cleveland in 1903. Their firm merged in 1989 with one set up in Chicago in 1894 by a Scottish immigrant, Arthur Young, thereby creating Ernst & Young.

• Finally, Arthur Andersen, an immigrant from Norway, established his own firm in Chicago in 1913, in partnership with Clarence Delaney; both of them had previously worked for Price Waterhouse. Arthur Andersen, who was also a pioneer in consulting services, was probably the most well-known name in accounting before it disappeared in 2002 in the wake of Enron’s collapse.

The details of this chronology also illustrate the shift of the center of accounting and financial innovation from London in the midnineteenth century to the United Sates in the early twentieth. The major financial rating agencies were also created in the United States: as early as 1860, Henry Varnum Poor began publishing the financial analyses that led to the establishment of Standard & Poor’s. John Moody published his first Manual of Industrial and Miscellaneous Securities in New York in 1900, and started giving credit ratings in 1909. John Fitch established his financial data publishing company, also in New York, in 1913.

By the 1920s, the New York Stock Exchange (NYSE) dominated world capital markets. At the time, companies listed in New York and on other U.S. exchanges still enjoyed almost complete autonomy in their choice of accounting policies, even though the 1887 law establishing the Interstate Commerce Commission had created an embryonic common accounting system for railroad companies. Until the First World War, companies rarely published an income statement, and even when they did, the statements were open to all kinds of manipulation in the absence of mandatory accounting standards. An attempt in 1914 to impose a single format for the presentation of accounts was rejected by Congress. The use of external auditors was spreading, but they usually worked on the management’s internal control needs, not for the shareholders.

The October 1929 market crash was a defining moment in the history of modern accounting. The collapse of share prices, ruin of investors, and chains of bankruptcies, together with the revelation of high-profile cases of misleading disclosures, brought about sudden awareness that the capital markets needed reliable financial information in order to function properly. This reliability, which had not been spontaneously provided by companies or professionals, would now be guaranteed by the government. The Securities Acts of 1933 and 1934 were among the most important and enduring legislation of Franklin Delano Roosevelt’s New Deal. The legislation established the Securities and Exchange Commission (SEC), a federal agency for the supervision and regulation of the securities markets, and gave it the task of producing and enforcing accounting standards for all listed companies. Listed companies were also required to have their financial statements audited by an independent accounting firm and to publish consolidated accounts. A committee of private experts began the work of standardization of accounting rules under the supervision of the SEC: the expression “Generally Accepted Accounting Principles” (GAAP) appeared in 1936, and the first complete codification of the standards, from then on designated as US GAAP, was published in 1953. This institutional setting has remained relatively stable to the end of the twentieth century. The last significant change occurred in 1973, with the establishment of the Financial Accounting Standards Board (FASB), a private body responsible for most of the production and interpretation of US GAAP accounting standards, by delegation from the SEC in replacement of previously existing committees. Public accounting standards are thus a direct consequence of the 1929 crash, as is the legal requirement to use the services of an independent external auditor.

The initiatives taken by the United States were generally copied by other industrialized countries. For example, France adopted the requirement for external audit by a government decree on August 8, 1935, rendering it obligatory that at least one of the pre-existing corporate officers known as commissaires aux comptes (statutory auditors) be a professional accountant. Three decades later, auditing profession regulation was established by the law of July 24, 1966, still today the principal basis of corporate law in France. Accounting standards also appeared in France, for the first time in 1947 in the Plan Comptable Général (general chart of accounts), based on preparatory work begun by the Vichy regime, and the 1966 law required that all companies issuing shares, even non-listed ones, publish individual accounts. Compared with the United States, however, these moves were less inspired by the need for investor protection and more by the drive to reform the economic infrastructure that lingered from the postwar reconstruction years. Therefore, they responded at least as much to the state’s needs as to those of investors, a fact to which we will come back later. For example, publication of consolidated accounts remained for a long time a rare practice in France, until a European directive in the 1980s made it obligatory above certain thresholds.

The U.S. model of supervision of the capital markets by a specialized government agency also spread gradually through Europe. France was among the first countries to adopt it, establishing in 1967 the Commission des Opérations de Bourse (replaced in 2003 by the Autorité des Marchés Financiers or AMF). This agency oversees the quality of financial information disclosed by listed companies and, consequently, controls the implementation of accounting standards, although, unlike the SEC, it has no direct authority over the preparation of the standards themselves.

The gradual appearance, first in the United States and then in the rest of the industrialized world, of national institutions for accounting standard-setting itself turned out to be a source of difficulties. Because capital markets have gradually become more integrated across national borders, investors in those markets have felt increasingly hampered by the diversity of national accounting rules, and often of the underlying philosophies as well. Recognizing this, some accounting professionals took the initiative in 1973 to establish a private body with a global purpose, which has been known since 2001 as the International Accounting Standards Board (IASB). The IASB developed International Accounting Standards (IAS), followed by International Financial Reporting Standards (IFRS) since 2001,6 and promotes their adoption by the largest possible number of countries. For a long time, however, IFRS had little direct impact on developed economies, and they were mainly used as fallback standards in developing countries that had no capacity for developing accounting standards of their own.

Finally, the beginning of the twenty-first century was marked by several watersheds. The collapse of Enron in late 2001 was the first of a series of accounting scandals of unprecedented proportions, in the United States and later in Europe. As a consequence of these, the United States adopted the Sarbanes-Oxley Act of July 2002, which placed the auditors of public companies under government oversight and tightened the rules by which corporate executives are held accountable for public financial statements. In a largely unrelated but simultaneous move, since 2000 the European Union and other countries (such as Canada in 2005) have decided to require the application of IFRS by companies listed on their markets. This decision was initially greeted with indifference, but its wide-ranging effects, as we shall see later, are now unfolding and triggering profound changes in the way financial information is prepared and used in Europe.




Accounts for Whom?

This brief historical overview illustrates, among other things, the diversity of users of accounting and financial information. Like the character of Harlequin in the Commedia dell’arte, accounting serves more than one master, which inevitably creates tensions. We briefly present the most important of these users at this stage; the way that their conflicting requirements can lead to different choices of standards is addressed in chapter 3.

Shareholders. From owners of shares in the Genoese or Venetian “companies” of the fourteenth century to contemporary day traders,7 shareholders rank first among users of financial information. The two principal uses of this information have barely changed over the course of six centuries. First, the availability of financial statements allows management performance to be overseen from a distance; second, they enable shareholders to evaluate the return on their capital with a view to sharing the profits among themselves, and they also enable comparisons among different companies with a view to optimizing investment decisions. This explains the particularly high level of importance of accounting for shareholders in public companies (i.e., those whose shares are listed on a stock exchange), because in such cases accounting data provide the only quantified information available to them to evaluate performance—whereas in non-listed companies, shareholders are less numerous and usually have more direct contacts with management, which gives them access to additional information. For shareholders, accounting data are mainly a key basis on which to estimate the value of the company, which they wish to be as high as possible. In the case of publicly listed companies, shareholders can also often rely on the opinions of equity analysts, whose task is to estimate that value on the basis of published information in order to give advice on purchase or sale of a company’s shares. A particularly prominent role is played by large “institutional” shareholders, such as insurance companies, mutual funds, hedge funds, or pension funds, to which we come back in chapter 6.

Lenders and creditors. All parties to whom a company owes money have a potential interest in its accounting information. As we will see in more detail in chapter 3, however, their needs may not always be identical to those of the shareholders. What is important for lenders or creditors is not the company’s value, which has no direct effect on their own wealth, but rather the risk of it defaulting on its debt, which determines the credit they are willing to grant and the rate of interest they can request. Here, too, a distinction can be made between two categories of players: on the one hand, commercial banks and other direct creditors of companies that can have an immediate contact with managers from whom they may receive more detailed information; on the other hand, holders of listed bonds and other debt instruments traded on the capital markets, for whom the public accounting data are often the only available source of information. They are seconded by credit rating agencies, which specifically evaluate the risk of default by companies on their listed securities. Beyond these agencies, credit research is growing alongside equity research as a distinct activity of financial research departments and firms.

Customers and suppliers. A company’s trading partners are, to a certain extent, users of its financial information, either as creditors (in the case of suppliers) or for purposes of their business relationship. This is the case, for example, for large retailers wanting to know the financial situation of their suppliers in order to optimize their position for negotiating purchasing conditions. The same can be said of employees, for whom a precise understanding of the financial situation and the business of the company through its financial reporting facilitates an informed conduct of individual and collective negotiations, especially where an organized system of labor bargaining is in place.8

The State. Government agencies have become, particularly in the course of the twentieth century, a crucially important category of users of financial information. Tax authorities rely heavily (although differently from one country to another) on accounting information to determine or check the basis on which companies can be taxed. Separately, specialized supervisory authorities have the duty to protect the interests of customers in certain kinds of services involving long-term relations, such as banking, insurance, or public utilities; in the United States, such agencies include the Office of the Comptroller of the Currency, state insurance regulators, or public utilities commissions. These regulators may base their calculations, for example, of solvency ratios for banks or insurers or of electricity or water rates for utilities, on “regulatory accounts” which, as in the case of tax, may be more or less closely connected with companies’ public financial statements. National statistical services are also users of accounting data, which they may aggregate into macroeconomic indicators. Finally, while not being users of financial data for their own purposes, securities regulatory authorities such as the SEC in the United States have become essential participants in all the debates concerning public accounting. It should be noted that unlike most of the users previously mentioned, government authorities often have the ability to gain direct access to internal company information, for example, when conducting inspections.

Corporate managers. This last category of users is not to be forgotten, even though different from the previous ones, as the managers’ role is not only to use accounting information but also to prepare it. Accounting is an indispensable source of information for running a business. The distinction that used to exist in many places between public financial accounts, intended for external users, and management accounts or internal reporting, reserved for in-house controlling, has tended to partly fade in recent years. “External” and “internal” reporting are more frequently merging into one single information system in most companies, because of the growing complexity of large corporations, which makes it costly and risky to simultaneously maintain two parallel reporting systems, and because of the enabling effects of information technology solutions such as Enterprise Resource Planning (ERP) software packages. ERPs make it possible to centrally manage all the databases of the company, be it accounting, production orders, customer relationships, human resources, and so on. Increasingly, the same operational information serves as a basis both for internal management control systems and for the preparation of financial statements that are disclosed to external partners and, in the case of a publicly listed company, to the capital markets. In the end, managers have a double role as both preparers (exclusively) and consumers (along with the other users previously listed) of their company’s financial information.

The uncomfortable reality is that all these participants have slightly different requirements regarding accounts, but that at the same time they wish to rely on a single financial picture of the company. With a single set of data being used to provide that picture, the feeling of objectivity is strengthened. For this latter reason, and for obvious considerations of cost and complexity, it would not be practical to have as many sets of accounts, using different rules, as there are categories of users: one for shareholders, another for creditors, a third for the government statistical services, and so forth. But some users’ requirements can hardly be reconciled either, and therefore the opposite option, which would be a single set of accounts for all the different users, would be equally unrealistic. The result of these opposing constraints is that several sets of accounts have to be used simultaneously to accommodate the different users, but some categories of users nevertheless have to rely on the same accounts; the details of this compromise vary somewhat from one country to another. For example, in the United States, “tax accounts” (for the calculation of tax) and public financial accounts are largely separate systems, whereas in France, as we shall see in chapter 3, they have historically been very closely connected with one another.

In developed countries, the dominant perspective provided by public financial accounts is that required by investors and other economic partners or associates of companies; these are the ones referred to in shorthand as “financial statements” or “accounts.” In a somewhat contorted way, the IASB explicitly recognizes investors as the primary users of its IFRS accounting standards: “As investors are providers of risk capital to the enterprise, the provision of financial statements that meet their needs will also meet most of the needs of other users that financial statements can satisfy.”9 It is, however, important to bear in mind that, along with this “financial information,” other kinds of accounting can and sometimes do exist. Among these are the tax accounts and the already mentioned “regulatory accounts” used by sectoral supervision authorities such as in banking, insurance, or electricity. And, within companies, even though internal and external reporting systems are increasingly interlinked, managers may foster the use of other monitoring tools, for instance at the level of each business unit, which may in certain cases bear little resemblance to the public financial accounts.

The rest of this book is mainly concerned with public financial accounting, which applies particularly to publicly listed companies in their relationship to their investors. A history could also be written of tax accounting, of regulatory accounting, of management accounting, or of all the techniques used in noncapitalist economic systems. In the former Soviet Union, the State Planning Bureau (GOSPLAN) was well known for the length and complexity of the series of figures that it handled, which was a form of accounting even though it had nothing to do with a financial investor’s viewpoint. The effort made by some countries such as France to unify various kinds of accounting into a single “general accounting” system, supposed to serve all users at once, has ultimately failed because it exacted too steep a price in terms of compromise between contradictory demands, particularly between investors and the government, and did not prove to be fully compatible with the requirements of vibrant capital markets. In the end, public financial accounting, because it is primarily directed toward investors, is the one variety that traces most directly its roots to the origins of double-entry accounting with the separation between investors and managers. It is also probably the most complex, as the needs of investors are arguably more all-encompassing than those of other users.





Financial Statements: A Primer

This section is intended as a brief presentation of the principal concepts of accounting as they are used in everyday business. Financially literate readers may wish to skim through these pages or skip directly to the next chapter; conversely, nonspecialists should not be concerned if some terms still seem a little obscure after their reading. It is not necessary to be a certified public accountant to be able to understand the underlying questions which this book attempts to address.

The “double entry” that defines modern financial accounting refers to the fact that every business transaction executed by a company is recorded twice, on the debit and on the credit side, in the company’s accounts. Another essential distinction in accounting is that of assets, liabilities, and shareholders’ equity, which forms the basis for the preparation of accounting balance sheets. These notions are subject to precise definitions. For example, in IFRS (which draws on concepts developed for US GAAP), an asset is defined as “a resource controlled by the enterprise as a result of past events and from which future economic benefits are expected to flow to the enterprise”; a liability is “a present obligation of the enterprise arising from past events, the settlement of which is expected to result in an outflow from the enterprise of resources embodying economic benefits”; and equity is “the residual interest in the assets of the enterprise after deducting all its liabilities.”

In simplified terms, assets are what you have, and liabilities are what you owe to others. Cash or buildings, for example, are assets, and debts are liabilities. Shareholders’ equity is a slightly less concrete notion, as it cannot simply be described as what a company “owes” to its shareholders. The particular status of shareholders’ equity is to be both the property of the shareholders and the residual amount available to the company if it must repay all its obligations. For this reason it is also, in some situations, referred to as “net assets,” that is, assets net of debts and other liabilities.

According to the double-entry principle, each transaction is registered as an exchange, by recording an identical amount as a debit on the one hand, and a credit on the other hand. For example, if the company incurs a debt of $100, its debts increase by $100 (in liabilities), but simultaneously its cash on hand increases by $100 (in assets). If the company sells products to a client for $150, its revenue increases by $150 (which increases earnings and thus also increases shareholders’ equity) and accounts receivable from customers also increase by $150 (in assets). When the customer pays for the purchase, the latter receivable is cancelled and cash on hand increases by the same amount (by reallocation of amounts within assets). And so on.

Thus, every transaction of any kind, financial or operational, ordinary or extraordinary, shrewd or ill-advised, is expressed by a double entry that maintains constant equality between assets on the one hand and the sum of liabilities and equity on the other, like the two sides of a balance, whatever the size and complexity of the company. Luca Pacioli wrote that “you should not go to bed as long as the debit is not equal to the credit.” The term “balance sheet,” for the summary table of assets, liabilities, and equity, provides an apt image. The underlying idea is that each transaction is in its own way a balanced exchange, in other words, there is no economic transfer without compensation (“no free lunch”). Even in accounting for the most abstract transactions, double-entry accounting is always based on a philosophy of exchange between willing parties.

In addition to the balance sheet, which presents in summary form the elements of assets, liabilities, and shareholders’ equity, the financial statements or “accounts” include an income statement (also called “profit and loss account,” or P&L) presenting the company’s revenues and expenses over a given accounting period ending at the date of the balance sheet. The difference between revenues (e.g., sales of goods or services) and expenses (e.g., materials, wages, depreciation of assets, interest expense on loans, or taxes) constitutes the net income or earnings, which may be positive (profit) or negative (loss). The net income for the period is taken to shareholders’ equity in the balance sheet in order to enable it to balance, as described above. The net income may later be partly distributed to shareholders in the form of dividends, depending on a decision by the annual general meeting of shareholders, with the remainder being accumulated in “reserves” or “retained earnings.”


Table 1. Simplified Example of a Corporate Balance Sheet











	Assets

	Liabilities and Equity




	

	($ millions)

	

	($ millions)




	Inventories

	22

	Loans

	35




	Accounts receivable

	35

	Accounts payable

	36




	Cash and cash equivalents

	9

	Accrued pension plan liability

	15




	Total Current Assets

	66

	Other liabilities

	32




	Trademarks

	8

	Total Liabilities

	118




	Goodwill

	21

	

	




	Total Intangible Assets

	29

	Share capital

	30




	Land

	5

	Additional paid-in capital

	10




	Buildings

	12

	

	




	Plant and machinery

	45

	Retained earnings

	13




	Total Tangible Fixed Assets (or “Property, plant & equipment”)

	62

	Total Shareholders’ Equity

	53




	Investments Available for Sale

	18

	Minority Interests

	4




	Total Non-Current Assets

	109

	

	




	Total Assets

	175

	Total Liabilities and Equity

	175









The balance sheet and income statement are accompanied by a third primary financial statement, the statement of cash flows, or cash flow statement. This is partly because not all revenue and cost items correspond to a flow of cash to or from the company. The purpose of the cash flow statement is therefore to explain the changes in a company’s cash position in a period, and to show how they relate to the balance sheet and income statement. For example, payments are deferred, debts are repaid, fixed assets are depreciated over a certain period. In the example above, the sale of goods to a customer for $150 is recorded under revenue in the income statement. The two other transactions—incurring a debt of $100 and the customer’s payment for an earlier purchase—have no impact on income even though they have an impact on the cash position. In these two examples, the company derives no profit, in the economic sense of the word, because the variation in its cash on hand corresponds exactly to the variation in its assets and liabilities. Conversely, some entries in the income statement, such as depreciation charges or accrued future expenses, do not directly reflect immediate cash transfers but either correspond to past cash outflows whose economic effect still benefits the company (in the case of asset depreciation) or to a recognition of future likely cash outflows that have not yet materialized (in the case of accrued expenses). We will come back in chapter 2 to the distinction between revenues and expenses on the one hand, and cash flows on the other hand, seen from the point of view of the potential for fraudulent manipulation of this distinction.


Table 2. Simplified Income Statement (or Profit & Loss Account)









	

	($ millions)




	Revenues

	190




	Sales

	185




	Other revenues

	5




	Costs of goods sold

	(135)




	Gross Margin

	55




	Selling, general and administrative expenses

	(30)




	Interest expense

	(5)




	Income from continuing operations

	20




	Income/(Loss) from discontinued operations

	(9)




	Net Income before tax

	11




	Corporate Income Tax

	(4)




	Net Income after tax

	7







Note: The numbers in parentheses correspond to negative amounts, a commonly used convention adopted to avoid transcription errors.



In addition to the balance sheet, income statement, and cash flow statement, the financial statements include a set of “disclosure notes” that provide additional information on accounting policies and a series of specific items. In addition, depending on the system of accounting standards under which a company reports, other compulsory elements may be included in the financial statements, such as, under IFRS, a statement of changes in shareholders’ equity, which makes it possible to better illustrate the impact of financial transactions which occurred in the period under consideration.

The depreciation of certain assets is another important notion: this is linked to the key accounting distinction between the purchase of goods or services used immediately, which are booked as expenses (or costs or charges), and other purchases that produce benefits over the medium or long term, which have to be considered to be fixed assets. The latter items are booked in the asset side of the balance sheet and may be depreciated over several years, or in some cases not at all. The depreciation charge is the decrease in the assets’ value calculated according to a general formula, which is booked as an expense for each corresponding accounting period. Fixed assets themselves are divided into “tangible” fixed assets (property, plant, and equipment), “intangible” fixed assets (such as trademarks, proprietary technologies, or patents), and financial assets (such as loans or shares). The remaining assets, made up of theoretically less long-term assets (inventory, accounts payable, cash on hand), are often referred to as “current assets.”

Shareholders’ equity, for its part, is derived both from contributions from shareholders (successive capital increases, for instance) and from profits generated over time that are not distributed as dividends.

Liabilities include debts (financial, such as to banks and bondholders, and operating, such as debts to suppliers) and accrued liabilities, which can be for either certain amounts (in the case of goods received but not yet invoiced) or contingent ones. Accrued liabilities (or reserves) for contingencies represent amounts set aside to confront future risks or commitments that have been identified with sufficient precision to be quantified. This may be the case, for example, if the company is being sued and thinks that it will have to pay damages. Pension obligations, when they are assumed by the company, must also be entered as liabilities, in some cases reaching very substantial amounts.

The usual format of the income statement distinguishes between several categories of items: revenue and costs from operations, resulting in an operating profit; financial income (interest received on loans, minus interest paid on debt); and sometimes, “extraordinary” items connected to events so unusual they fall outside normal business activities.10 Depreciation charges and accrued expenses appear as costs in the income statement, and are double entries to the corresponding variations of the related items on the balance sheet. Depreciation charges are decreases in fixed assets (thus, fixed assets are recorded on the balance sheet as “net” of depreciation); and expenses recorded on writing down inventories or “bad debts” (i.e., with a significant probability of default) correspond to decreases in the related assets, loans and receivables on the balance sheet.

All of the foregoing refers to “individual” or “company” accounts, those prepared for one single legal entity. In the more complex case of a group of companies, with several subsidiaries and cross-holdings, accountants have developed, since the late nineteenth century, a body of techniques for “consolidation,” enabling them to summarize the accounts of all of a group’s individual companies into a single set of financial statements, as though they were dealing with a single entity. Consolidation plays an important role in the preparation of accounts for large listed companies. It may involve some rather complex considerations, but its essential concepts can be summarized as follows.

When a company (a “parent”) controls another company (a “subsidiary”), which is usually the case when it holds more than 50 percent of the latter company’s shares, the assets and liabilities of the subsidiary are included in the accounts of the group (“consolidated accounts”) for 100 percent of their value. The interests of other shareholders in the subsidiary appear on a line for “minority interests” on the consolidated balance sheet. This “full consolidation” permits the expression of the reality constituted by the control of a holding company over its subsidiaries. If the number of shares held is too small to exercise control (for example, if only a small percentage of the capital is held), then the parent company will merely record a line corresponding to the value of the shareholding. The amount of the asset will be equal to the purchase price or market value of the shares held, which means that such an interest, considered of a purely financial nature, is not consolidated (this manner of recording an interest in another company is referred to as the “cost method”). When the situation is an intermediate one, that is, when the parent company has a “significant influence” over a company in which it owns shares but does not exert sole control over it, then the method to be used is the “equity method.” Under this method, the investing company initially records its investment in the other company at cost but, subsequently, records its share (e.g., 20 percent, 30 percent, etc.) in the profits or losses of the other company as an increase or decrease in its own profits. The double entry consists of increasing or decreasing the balance sheet amount of the parent company’s investment in the “equity accounted” entity. Finally, in cases such as joint ventures, there may be a “proportionate consolidation” where all assets and liabilities of the partially held company are booked on the consolidated balance sheet of the parent, but only for a percentage of their book value equal to the proportion of total equity held by the parent—for example, 50 percent in the case of a joint venture.

The appearance of “goodwill” is one particular consequence of consolidation, which occurs whenever one company acquires another. Because assets and liabilities, for example in case of a full consolidation, are recorded on the balance sheet of the acquiring company at their book value (possibly modified by the revaluation of certain items at the time of acquisition), there is in most cases a difference between this book value and the price actually paid (in general, this price is higher than the book value even after revaluation). This difference is commonly referred to as “goodwill,” and is the source of thorny accounting problems that will be analyzed in chapters 3 and 4.

Accounting standards, of course, must specify precise criteria for valuation and thresholds to determine which method is to be applied to each situation—that is, consolidation (full or proportionate), cost method, or equity method. Typically, if a parent company holds less than 20 percent of the voting rights, it is generally considered not to exercise significant influence, and the cost method is therefore appropriate. When holdings are between 20 and 50 percent, there is a presumption of significant influence and the equity method is generally applied. But other considerations, such as the way the directors of the company are selected, may also change the manner in which these general guidelines should be interpreted. Similarly, control is presumed to exist above 50 percent ownership, but there can be exceptions here, too. When this analytical framework is applied to all the subsidiaries and holdings in a group, it enables the preparation of consolidated accounts, which thus offer a summary of all the accounts of all the subsidiaries and direct and indirect shareholdings that constitute the “scope of consolidation.”

It is easy to see that the rules determining which companies should or should not be included within this scope can have a considerable impact on the group’s consolidated accounts. For example, in the late 1990s, Suez, a Paris-based conglomerate, controlled the Belgian electric utility Electrabel through a network of holding companies: specifically, in late 1997, Suez owned 63.5 percent of Société Générale de Belgique, which itself owned 48.9 percent of Tractebel, which itself owned 39.9 percent of Electrabel. The rest of Tractebel’s and Electrabel’s shares were in dispersed ownership on the Belgian stock market. Therefore, the economic interest of Suez in Electrabel was only 12.4 percent (= 0.635 × 0.489 × 0.399), but the cascade of controls meant that French accounting standards allowed Suez to fully consolidate Electrabel on its balance sheet, whereas this was not possible under US GAAP. Following its listing on the New York Stock Exchange in 2001, Suez had to publish two very different sets of accounts, one under US GAAP and the other under French standards. In 2002, for example, revenue according to French standards was €46 billion, whereas it was only €30 billion according to US GAAP, a difference of more than 50 percent.11 This example and many other, similar ones illustrate how slightly different rules for the use of consolidation methods can have a material impact on companies’ accounts.
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