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Synopsis

There is widespread recognition that the existing procedures relating to the setting of accounting rules are no longer viable. Much of the literature surrounding this problem is concerned with the principles versus rules debate. This is important, however, a more immediate issue, is whether or not standard setters are producing accounting rules that meet the objective of producing decision-useful information, especially in the area of off-balance sheet financing. Despite the political heat generated by Enron and other corporate collapses, it appears that there has been a reversion to the past practice of ignoring the conceptual framework and looking at accounting issues in isolation when developing and reviewing accounting rules. This paper contrasts the approach adopted in EITF 96-16 with that adopted in FIN 46(R) to highlight some of the consequences of adopting the previous, narrowly focused approach, compared to an approach that explicitly incorporates the decision-usefulness objective of the Conceptual Framework. 

Introduction

There is a widespread and longstanding realization that the accounting standard setting process has failed to achieve its stated objective, that is, the production of accounting standards that provide decision-useful information to users of general purpose financial reports (Clarke et al., 1997; Imhoff, 2003; Zeff, 2003; Anthony, 2004). Some sense of the need for change in the standard setting process is seen in recent comments made by Robert Herz, Chairman of the Financial Accounting Standards Board (FASB), ‘from where I sit, I believe the status quo is neither acceptable nor sustainable.  Our reporting system, while probably the best in the world is too complex and is capable of providing more transparent, more understandable and more useful information to investors and the capital markets’(Herz, 2005 p12). Similar concern with the status quo is expressed by the Securities Exchange Commission (2005) and the FASB (2006).

In response to pressure from the SEC (2005) and the legislature concerning a range of issues, including off-balance sheet financing (hereafter OBF), the FASB is ‘systematically readdressing complex and outdated accounting standards’ (Financial Accounting Standards Board (FASB), 2006 p7) and developing other responses to rectify the problems identified by Herz (2005) 
. However, old habits die hard.  Rather than consistently using an approach that explicitly analyzes alternative accounting treatments according to their alignment with the elements of the Conceptual Framework
, FASB seems to have been having some trouble breaking free from the narrowly focused approaches of the past. 
This paper will argue that, whatever approach is used in the accounting standard setting process (e.g. rules versus principles) standard setters should review their standards and other rules and assess them primarily against their own stated objective of producing decision-useful information. Otherwise, why have an objective, if it is not going to be actively used for its intended purpose?   It seems strange to think that accounting rules could be evaluated on any other basis. Therefore the objective should be referred to and used as a foundation in the standard setting process.  
The rest of this paper will discuss the decision-usefulness objective of financial reporting and, using Emerging Issues Task Force 96-16 (EITF 96-16) and FASB Interpretation No. 46(R) (FIN 46(R)) for comparison, will contrast the consequences of ignoring or explicitly utilizing the decision-usefulness objective when developing accounting rules. There are a number of OBF techniques available for accountants to use. This paper is only concerned with OBF issues relating to investments in other entities. Therefore, it will not discuss the impact of accounting rules that relate to specific assets, such as operating leases, receivables or other similar transactions
.

The objective and users of financial reporting

The objective of general-purpose financial reporting, according to the Framework, “is to provide information about the financial position, financial performance and cash flows of an entity that is useful to a wide range of users in making economic decisions.” (International Accounting Standards Board (IASB), 2001 para 12). The FASB adopts a similar view(1978) This view of the objective has been preserved in the IASB Discussion Paper on improving the conceptual framework (2006) 
. 
The IASB and the FASB clearly identify the needs of a particular class of users that preparers should consider when preparing general-purpose financial reports. “Many users….have to rely on the financial report as their major source of financial information and such financial reports should, therefore, be prepared and presented with their needs in view” (International Accounting Standards Board (IASB), 2006 para 6). Similar views are expressed by the FASB (1978 para 28). Whether this objective is supposed to primarily protect small investors (Flesher & Flesher, 1986) or to support greater public confidence in capital markets (Herz, 2005), the reports are supposed to provide decision-useful information to users of these reports.

However, these statements by the standard setters should not be taken to indicate that financial reports are prepared for those with the least, or even moderate abilities and/or resources. The IASB and the FASB adopt near identical wording to describe the skills they expect users of financial reports to possess.  According to the FASB "the information should be comprehensible to those who have a reasonable understanding of business and economic activities and are willing to study the information with reasonable diligence" (1978 para 34) The IASB’s Framework requires users to have a reasonable knowledge of business, economic activities and accounting (2001)
. 

It seems reasonable to set a benchmark for users, so that standard setters are not accused of failing to meet the needs of their self-identified clientele. However, it is important to note that setting the benchmark of assumed knowledge too high will create adverse consequences due to information asymmetries.

Hakansson, for example, (1977) argues that there are macro-economic efficiencies to be gained by reducing the information asymmetry between knowledgeable and naive investors. (Lev, 1988) also relies on an economic efficiency argument to conclude that "the interests of the less informed investors should, in general, be favoured over those of the more informed investors" (Lev, 1988 p13). The issue, according to Lev (1988), is not the zero sum game of redistributing some wealth from knowledgeable investors to naive investors.  Rather, accounting rules should be set in a way that systematic and significant information asymmetries are removed, so that all market participants derive a benefit through increasing the liquidity and activity of the equity markets.

A number of practitioners and academics have argued that the quality of existing or proposed accounting rules should be assessed by whether the rules increase the quality of decision-useful information. For example, (Jonas & Blanchet, 2000) argue that accounting rules should not be designed in a way that obfuscates or misleads users. The American Accounting Association’s Financial Accounting Standards Committee (1998) argue that proposed accounting rules should only be introduced if they address a deficiency in the present accounting rules and if the rules improve the ability of users to make investing decisions. In a similar vein, the Association for Investment Management and Research issued guidelines by which they evaluate the quality of financial accounting standards. The top two characteristics developed are: 

(1) A new standard should improve the information that is available to investment decision makers. 

(2) The information that results from applying a new standard should be relevant to the investment evaluation process (Knutson & Napolitano, 1998 p171).

The AICPA has expressed similar views. The Jenkins Report (1991) makes a number of recommendations to improve the quality of GPFR. Recommendation 3, dealing specifically with OBF, calls for improved disclosures and reporting as users surveyed in that study indicated that they did not understand information relating to a range of OBF transactions, as it was currently presented. The inability of users to understand the accounting treatment of these transactions was seen as reason enough to recommend an improvement in the way these transactions are treated in the GPFR.  

Interestingly, the nature of this debate indicates fundamental agreement on the objective of decision-usefulness.  There is agreement that standards should lead to useful and usable information for the likely users of that information. The real question is: what sort of information is, in fact, useful?  As the answer to this question is very context-dependent, we now briefly look at a case study: the hierarchy of accounting rules that relate to investments in other entities, and how these rules can facilitate off balance sheet financing.

The hierarchy of accounting for investments in other entities: the general theory

Accounting standard setters have long recognized that companies have different levels of investment in other companies and so have developed a hierarchy of accounting treatments for the different investment levels. The hierarchy is composed of consolidation accounting, equity accounting, joint venture accounting and financial instruments. The level of disclosure required by the investor declines as you move down the hierarchy. 

At the top of the hierarchy is consolidation accounting. This has the greatest amount of reported and disclosed information of all the accounting treatments for investments in other entities. Consolidation accounting is used if a parent entity controls another entity, which becomes a subsidiary. Control is generally assumed to occur if the parent owns or controls the majority of the voting rights attached to the issued equity of the subsidiary
. However, both the American and International standards recognize that control may also exist if the parent owns less than 50% of the equity of the subsidiary. For example, this situation can occur if a single dominant shareholder owns, say 30% of the voting shares, and these votes are the majority of votes exercised, possibly because the other shareholders are passive investors. 

Moving down the hierarchy, if an investor has significant influence, but does not control an investee, the investor may need to account for the investment using the equity accounting method. Significant influence is usually deemed to exist when an investor owns between 20% and 49% of the shares of an investee, but may arise in other cases such as, representation on the board of directors, participation in policy making decisions, or interchange of managerial personnel between the investor and investee.

The disclosure requirements for equity accounting are much less comprehensive than for consolidation accounting. The investor need only disclose summarized financial information, including the aggregated amounts of assets, liabilities, revenues and profit or loss. The investment is brought in at cost and the investor’s share of the investee’s profits are recognized in the income statement of the investor with the associated debit increasing the amount of the investment. Distributions by the investee, such as dividends, will reduce the size of the investment in the investee. 

At the bottom of the hierarchy, a company may own less than 20% of the equity of another company and have no significant influence over that company. In this case, the investment would be treated as a financial instrument and can be reported under a number of alternative treatments
. The investor is able to record its investment at cost or at fair value (SFAS 115, IAS 39). If the investment is classified as a financial asset at fair value through profit or loss, then realized and unrealized changes in the fair value of the investment are reported in the income statement. The investor only needs to show a single line entry for the asset, such as ‘investment in Entity X’ in the balance sheet. If the fair value of the investment increases, the investor will increase the asset account and recognize the change as revenue in the income statement. 
Alternatively, if the investment is designated as ‘available for sale’ most changes in fair value of the shares are recognised directly in Owners’ Equity in the Balance Sheet. Unrealized gains in the carrying amount of the asset are accounted for by increasing the carrying amount of the asset and increasing equity in the balance sheet, rather than the income statement. The gains are only recognised in the income statement when the asset is disposed of. If the fair value of the asset is impaired, the loss is taken directly to the income statement.  

Financial engineering and investments in subsidiaries

As the SEC Staff (2005) note, the use of the above hierarchy to account for investments makes sense if each is used to reflect substantively different circumstances. However, they observe that multiple methods creates room for manipulation of financial reports, in that some companies will structure transactions to minimize disclosures, by moving down the hierarchy described above. This concern is shared by the Financial Accounting Standards Committee of the AAA (2003) .  There is a considerable amount of academic research which justifies the concern of these two bodies.

The extent to which managers will go, in order to present a favourable image of their company is reflected in some recent research in the earnings management literature. For example, Graham et al., (2005; 2006) find that approximately three quarters of CFOs in their survey indicated that they would sacrifice value, by rejecting investments with positive NPVs, in order to achieve smoother earnings. Those authors were particularly concerned that many managers did not think this sort of behaviour was a problem, as they felt they had to reduce market reactions to volatility in earnings. Another recent example of the extent to which some managers will go, to create a favourable image in the annual report is provided by (Ericson et al., 2004). This study found that certain managers who inflated accounting earnings also inflated their taxable income and as a consequence paid out more cash, as tax payments, on these fictitious earnings in order to strengthen the message to users that their companies were doing well.  

Moving away from the earnings management literature, there is considerable evidence that managers also concern themselves with the appearance of the balance sheet and will go to considerable lengths to present the desired image of that document. For example, Bens and Monahan (2005) show that some large American banks are prepared to pay as much as 25% interest to investors, if those investors perform a “consolidation service” (Bens & Monahan, 2005 p25) for the bank by buying certain low risk financial assets (a derivative on another financial asset)
.  These derivatives allow the banks to keep the underlying financial assets off their balance sheets.  See Mills and Newberry (2005) for a recent review of the literature relating to different kinds of OBF
.

Of course there are a variety of ways to reduce disclosure that don’t involve paying high interest rates. Many companies are able to use the lower levels of disclosure allowed because of gaps in the accounting rules. 
Some indication of the ease with which entities are able to select the desired level of disclosure is provided by Macquarie Airports Trust (1) MAP (2005). The 2005 financial report for MAP shows the Trust holds approximately 64% of the voting interest in the equity of one company
 and 53% of the voting interest in the equity of another company
. Neither of these companies are consolidated in MAP’s books, as the shareholder agreements require super-majorities of at least 66.7% of the votes (in one investee) and 75% of the votes (in the other investee) for decisions concerning significant financing and operating activities
. 
However, these investments are not even reported using equity accounting, as the securities that represent the investments are held through a unit trust and the equity accounting standard does not apply to investments held by unit trusts (IAS 28).  Therefore, MAP is able to report its majority held investments in the unlisted securities of these entities as financial instruments. MAP has chosen to classify these financial instruments as financial assets at fair value and so will recognize all gains and losses (realized or not) through the income statement (MAP 2005).  Due to this fortunate confluence, MAP is able to present these multi-billion dollar investments at the lowest level of disclosure, even though it owns the majority of voting shares in both of the other entities 
.

Fair value accounting can be subject to manipulation by management if there is not an active market for the financial instruments (Partnoy, 2003; Benston et al., 2006). Where there is not an active market for the financial instruments, as is the case with MAP’s investments, present value techniques are used to estimate the fair values.  This introduces the subjectivity inherent in estimates of future cash flows and estimates of discount rates into the Balance Sheet, and in the hands of unscrupulous management, the opportunity to manipulate financial statements.

There is some evidence that the use of super-majorities is quite common in practice, at least in America and Australia. Bauman (2003) does not set out to specifically examine this issue, but reports that approximately 20 percent of companies in his sample of American manufacturing firms reported using the equity accounting method to account for a majority-owned investee.  

We analyzed the annual financial reports of companies that make up the Australian Stock Exchange (ASX) top 50 index of Australian listed companies and found that 30 percent of these companies reported that they used equity or joint venture accounting to account for entities in which they own more than 50 percent of the equity. This practice was widespread, in that it was found in six of the nine SIC sectors that the top 50 companies are classified into
.  

Figure 1

	SIC sector
	Companies in this sector used equity accounting for majority held investees in the sample

	Materials
	Yes

	Financials
	Yes

	Consumer staples
	Yes

	Consumer discretionary
	No

	Utilities
	No

	Industrial
	Yes

	Health care
	No

	Energy
	Yes

	Telecommunications services
	Yes


Accounting for super-majorities: how not to develop an accounting rule. 

From the MAP example and other data above, it is clear that super-majorities provide a convenient way to avoid consolidation of some entities that are, in substance, subsidiaries.
At present, the IASB does not provide any guidance on how to treat the issue of accounting for super-majorities. The Emerging Issues Task Force has looked at this issue repeatedly from 1996 to as recently as June 2005. The Task Force did not concern itself with the objective of accounting rules, but focused instead on the much narrower issue of the nexus between minority shareholders’ rights and control.

The Task Force divided minority rights into protective rights or substantive rights. 

Protective rights exist when the shareholders have the right to veto 

amendments to the entity’s articles of association; 
self dealing transactions between the company and the majority shareholders; or 
issuing or repurchasing equity instruments in the company (Financial Accounting Standards Board (FASB), 1996 p7).  

Substantive participating rights were not defined by the Task Force. Instead, examples of where these rights may exist were given. These include 
selecting, terminating, and setting the compensation of management responsible for implementing the investee's policies and procedures; or 
 establishing operating and capital decisions of the investee, including budgets, in the ordinary course of business.
The Task Force concluded that protective rights are not enough to overcome the presumption of control by the majority and so the consolidation standard would continue to apply. However, if substantive participative rights exist, the Task Force found that “control does not rest with the majority owner because the investor with the majority voting interest cannot cause the investee to take an action that is significant in the ordinary course of business if it has been vetoed by the minority shareholder.” (Financial Accounting Standards Board (FASB), 1996 p1)     (FASB 1996 p1). Therefore the majority shareholder would not need to consolidate its investment in this type of investee.

The outcome of the logic used by the Task Force is impeccable, in that it is internally consistent with the way they defined the problem, one of control and minority shareholder rights. However, the issue they should have focused on is whether their rule will assist users of the GPFR in their decision-making activities. If the rule creates yet another loophole for off-balance sheet financing, as EITF 96-16 certainly does, it clearly fails to meet the objective of providing decision-useful information. 
This failure is entirely predictable. The Jenkins report (1994), Partnoy (2003) and others, show that accounting rules which facilitate OBF are inferior, in terms of decision-usefulness, compared to rules which make these transactions more transparent. Unsurprisingly, this is in line with a body of experimental research which has found users make better quality decisions when information relating to a range of transactions is presented in more transparent formats (Hirst, Hopkins, and Wahlen 2004; (Hirshleifer & S.H.Teoh, 2003); (Maines & L. S. McDaniel, 2000)).
A preferred approach to using the framework 
In the case of super-majorities, we suggest standard setters start from the stated objective of the Framework, that is, providing decision-useful information to users of GPFR. The question to be asked here is whether users’ ability to understand the reports will be increased or decreased by non-consolidation of the investee’s accounts with the investor’s. The discussion would then examine which of the various options best satisfy the qualitative characteristics of accounting information (relevance, timeliness etc) described in the Framework.  Finally, the analysis would focus on the lower level issues of whether the accounting treatments meet the definition of the basic elements, (assets, liabilities, expenses, etc).

Interestingly, the FASB has provided a useable model for the problem of accounting for super-majorities in FIN 46 (R) (FASB, 2003). This document provides guidance on how to account for Variable Interest Entities
. While it is true that FIN 46 (R) deals with a different class of entity to that discussed in EITF 96-16, it deals with a similar problem, that is, how to disclose investments in entities where control is not easy to determine.

Briefly, FIN 46(R) is an attempt to reduce companies’ ability to use Variable Interest Entities, as an OBF tool. The previous rules, to the extent they existed at all, allowed OBF to occur by narrowly focusing on the control criterion
. If a company was able to show it did not meet the control tests for the SPV, the SPV did not have to be consolidated in the company’s reports. For a number of reasons, the use of SPVs became widespread (Gorton & Souleles, 2005)
.

Interpretation 46(R) explicitly rejects the concept of control when determining whether an entity should consolidate a Variable Interest Entity (VIE) because the “voting interest approach is not effective in identifying controlling financial interests in entities that are not controllable through voting interests”(FIN46(R), p5).

Instead, “an enterprise shall consolidate a variable interest entity if that enterprise has a variable interest (or combination of variable interests) that will absorb a majority of the entity’s expected losses, receive a majority of the entity’s expected residual returns, or both.” (FIN 46(R), para 14). 

The FASB’s justification for the move from the control criterion to one of benefits/risks is the reduction in scope for creative accounting and financial engineering by various managers seeking to exploit loopholes in the control criteria. The Board noted that the control criteria requirement has usually been “applied to subsidiaries in which an enterprise has a majority voting interest, but in many circumstances the enterprise’s consolidated financial statements do not include variable interest entities with which it has similar relationships” (FIN 46(R), p5).
The difference in approaches used in EITF 96-16 and FIN 46(R) is revealed in the Summary section of FIN 46(R), which contains an analysis of how the conclusions reached in this document relate to the objective and other aspects of the Conceptual Framework. Briefly, the consolidation of VIEs into the accounts of the primary beneficiary will provide decision-useful information to users by “providing information that helps in 
assessing the amounts, timing, and uncertainty of prospective net cash flows of the consolidated entity” (FIN 46(R), p7). In addition, the Interpretation seeks to provide more complete information (a qualitative characteristic of the Conceptual Framework) by consolidating all assets and liabilities that will produce benefits and risks for the entity that is the primary beneficiary of those items. Finally, FIN 46(R) discusses whether or not the investments in the VIEs meet the definitions of assets and liabilities. 

We do not claim that FIN 46(R) is the perfect solution to the problem it seeks to address
. However, by focusing on the decision-usefulness objective, the FASB has found a way to lift the veil on transactions that contain potential risks and benefits for stakeholders in the relevant companies, and so has increased the potential for users to make more fully informed investment decisions. The FASB should be applauded for adopting this approach, rather than focusing on second tier issues which lead to rules that obfuscate the ‘underlying economic reality’.

Conclusions and suggestions for further research

There is a widespread perception that the standard setters have failed to achieve their stated objective, especially when it comes to OBF. The size of the failure is reflected in the reactions of the public and legislatures to the recent spate of accounting failures. Most commentators refer to Enron, Worldcom, etc as corporate failures. It is true that the corporations failed. The fact that companies fail, is not a  primary concern of standard setters per se. Companies fail for a host of reasons. The issue for standard setters is whether the accounting rules in place at the time of the collapse misled users and contributed to the losses caused by the failure. This is an accounting failure. In this particular paper, we are concerned with users being misled through the omission of information. We leave it to others to discuss alternative ways that accounting rules can mislead users.

The previous approach, of looking at issues in isolation needs to be abandoned. Instead, existing and proposed rules should be explicitly assessed against the objective of the Framework and other issues, such as control (in the case of investments in other entities) should be recognized for what they are, secondary issues. This argument also applies to consideration of qualitative characteristics, such as consistency and comparability. Schipper (2003), in her personal capacity as a renowned academic, states that the overarching issue when setting standards is decision usefulness. She then seems to modify this sentiment in the very next sentence; 

The desire to achieve comparability and its over-time counterpart, consistency, is the reason to have reporting standards. That is, if similar things are accounted for the same way, either across firms or over time, it becomes possible to assess financial reports of different entities, or the same entity at different points in time, so as to discern the underlying economic events (Schipper, 2003 p62).

This quote seems to sum up much of what is wrong with the standard setting process at the moment. That is, standard setters seem to have lost sight of ‘the main game’. To argue that consistency is the reason to have accounting rules seems very odd. The real issue should be whether a rule, no matter how old it is, is able to reach, or get closer to, the decision-useful objective. This is hardly a radical claim. As far back as 1942, the SEC warned of losing focus on the main issue, that is, ‘whether the financial statements performed the function of enlightenment, which is their only reason for existence’ (Alexander & Jermakowicz, 2006 p133). There are many well-known accounting rules that are useless, because they hide information from the users, even though the rules have been applied consistently by companies. Enron generally followed the rules for its OBF activities (Partnoy 2003), as did many other companies. However, users were clearly unable to understand the information.  

 Rules that facilitate OBF should be re-drafted in order to provide users with decision-useful information. Hopefully, this approach will be adopted by the IASB if and when they consider a rule for super-majorities. Ideally, the IASB won’t have to develop rules for these transactions and other forms of investments in entities. As the Jenkins Report (1994) and the AAA FASC state, it would be much better to develop a single rule for dealing with consolidation policy in general. The attraction of such an approach, if it can be implemented, is the potential reduction in gaps between a number of rules that can be utilized to structure OBF transactions (Partnoy 2003; Jenkins 1994). 

There are a number of consequences if we fail to improve the quality of accounting rules. Carnegie and Napier (2006) claim that this has the potential to seriously impair accountants’ claim to be treated as professionals. Clarke et al., (1997) raise the interesting prospect of standard setters being sued in court for producing products (accounting rules) that are clearly of non-merchantable quality.  It is arguable that a standard setter who produces accounting rules that have, as their outcome, or intention, the obfuscation of information through the use of off balance sheet financing, is negligent. 

Future research in this area can look at the impact of the use of super-majorities on the financial reports of entities that use them and the ability of users to understand the current or proposed disclosure rules. Another fertile area of research would be examining whether other rules, such as those relating to joint ventures are used to keep information from users.
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� Section 401(c) of the Sarbanes-Oxley Act of 2002 requires the SEC to conduct a study on arrangements with off-balance sheet implications, special purpose vehicles and transparency related issues. The political pressure for this enquiry arose from the spate of collapses in 2001.


� The conceptual framework for the FASB is found in the Statements of Accounting Concepts. The IASB’s conceptual framework is contained in the Framework. In this paper, unless otherwise indicated, both conceptual frameworks will be generically referred to as the framework.  


� We use the term accounting rules to capture all pronouncements by relevant authoritative bodies. The list includes standards (IASB and FASB Statements), Financial Interpretations (FIN), Emerging Issue Task Force abstracts, etc.)


� This discussion paper is a joint project between the IASB and the FASB. It must be noted that a number of respondents to the Discussion Paper expressed strong concern and lobbied for the inclusion of stewardship as part of the objective � ADDIN EN.CITE <EndNote><Cite><Author>United Kingdom Shareholders&apos; Association</Author><Year>2006</Year><RecNum>253</RecNum><MDL><REFERENCE_TYPE>20</REFERENCE_TYPE><AUTHORS><AUTHOR>United Kingdom Shareholders&apos; Association,</AUTHOR></AUTHORS><YEAR>2006</YEAR><TITLE>Comment letter on Discussion Paper Preliminary Views on an improved Conceptual Framework for Financial Reporting - The Objective of Financial Reporting and Qualitative Characteristics of Decision-useful Financial Reporting Information. (Available at http://www.iasb.org/NR/rdonlyres/8C9D391C-6068-4C01-86D6-F516E5D9BB6D/0/CL21.pdf)</TITLE><PLACE_PUBLISHED>London</PLACE_PUBLISHED></MDL></Cite><Cite><Author>New South Wales Treasury</Author><Year>2006</Year><RecNum>254</RecNum><MDL><REFERENCE_TYPE>20</REFERENCE_TYPE><AUTHORS><AUTHOR>New South Wales Treasury,</AUTHOR></AUTHORS><YEAR>2006</YEAR><TITLE>comment letter on Discussion Paper Preliminary Views on an improved Conceptual Framework for Financial Reporting - The Objective of Financial Reporting and Qualitative Characteristics of Decision-useful Financial Reporting Information. (Available at http://www.iasb.org/NR/rdonlyres/527D06B9-8BE7-40CC-A26F-9B23EAA6515F/0/CL14.pdf)</TITLE><PLACE_PUBLISHED>London</PLACE_PUBLISHED></MDL></Cite></EndNote>�(New South Wales Treasury, 2006; United Kingdom Shareholders' Association, 2006)�. At this point it is unclear how the boards will react to these comments. It seems to us the boards can either explicitly incorporate stewardship as part of the objective or state that it is implicitly encapsulated in the decision-making objective. In either case, we expect decision-usefulness will remain at least a part of the objective, when the boards reach their conclusion.





� We have previously criticised the assumption that users have an understanding of accounting � ADDIN EN.CITE <EndNote><Cite><Author>Hughes</Author><Year>2006</Year><RecNum>252</RecNum><MDL><REFERENCE_TYPE>20</REFERENCE_TYPE><AUTHORS><AUTHOR>Hughes, M.</AUTHOR><AUTHOR>C. Gordon,</AUTHOR><AUTHOR>A. Read,</AUTHOR></AUTHORS><YEAR>2006</YEAR><TITLE>Comment letter on Discussion Paper Preliminary Views on an improved Conceptual Framework for Financial Reporting - The Objective of Financial Reporting and Qualitative Characteristics of Decision-useful Financial Reporting Information. (Available at http://www.iasb.org/NR/rdonlyres/A13BB934-B02A-470C-B282-4E8860F5888E/0/CL59.pdf)</TITLE><SECONDARY_TITLE>Comment letters on</SECONDARY_TITLE><PLACE_PUBLISHED>London</PLACE_PUBLISHED></MDL></Cite></EndNote>�(Hughes et al., 2006)�. It seems absurd to expect users to understand accounting when there is considerable evidence that accountants and other professional analysts can be systematically misled � ADDIN EN.CITE <EndNote><Cite><Author>Hopkins</Author><Year>1996</Year><RecNum>35</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Hopkins, P. E.</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>The effect of financial statement classification of hybrid financial instruments on financial analysts&#x2019; stock price judgments.</TITLE><SECONDARY_TITLE>Journal of Accounting Research</SECONDARY_TITLE><VOLUME>34 (Supplement)</VOLUME><PAGES>33-50</PAGES></MDL></Cite><Cite><Author>Hopkins</Author><Year>2000</Year><RecNum>171</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Hopkins, P. E.</AUTHOR><AUTHOR>R. W. Houston, </AUTHOR><AUTHOR>and M. F. Peters,</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Purchase, pooling, and equity analysts&apos; valuation judgments</TITLE><SECONDARY_TITLE>The Accounting Review</SECONDARY_TITLE><VOLUME>LXXV</VOLUME><NUMBER>2</NUMBER><PAGES>257-281</PAGES></MDL></Cite><Cite><Author>Hirst</Author><Year>2004</Year><RecNum>228</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Hirst, D. E.</AUTHOR><AUTHOR>P. E. Hopkins,</AUTHOR><AUTHOR>and J. M. Wahlen,</AUTHOR></AUTHORS><YEAR>2004</YEAR><TITLE>Fair values, income measurement, and bank analysts&apos; risk and valuation judgements</TITLE><SECONDARY_TITLE>The Accounting Review</SECONDARY_TITLE><VOLUME>79</VOLUME><NUMBER>2</NUMBER><PAGES>453-472</PAGES></MDL></Cite></EndNote>�(Hopkins, 1996; Hopkins et al., 2000; Hirst et al., 2004)�


� For simplicity, in the rest of this paper, we will assume there is only one class of shares and voting rights are proportional to shareholdings. Therefore, we will simply refer to a majority of the equity in the acquiree as a shorthand way to refer to a majority of the voting rights attaching to the issued equity of the acquiree.


� IAS 39 and SFAS 115 require financial instruments to be classified into one of four categories. Briefly, these are (1) financial asset or financial liability at fair value through profit or loss, (2) held to maturity investments, (3) loans and receivables, (4) available for sale financial assets. In this paper we are only concerned with categories (1) and (4). Basically, to be designated as a financial asset at fair value through the profit of loss, the investment must either be held for trading purposes, or simply be given that designation by management upon initial recognition. 





Available for sale financial assets are all financial assets that are not classified in one of the other 3 categories. These assets are usually either equity instruments that are not held for trading purposes, or designated by management as part of the first category. Alternatively these assets may be debentures and the like, issued by other entities, that management does not intend to hold until maturity. 


� The underlying financial assets are asset backed commercial paper. Apparently this commercial paper has historical default rates of less than one percent and is generally seen as a low risk financial asset � ADDIN EN.CITE <EndNote><Cite><Author>Bens</Author><Year>2005</Year><RecNum>233</RecNum><MDL><REFERENCE_TYPE>16</REFERENCE_TYPE><AUTHORS><AUTHOR>Bens, D. A., </AUTHOR><AUTHOR>S. Monahan</AUTHOR></AUTHORS><YEAR>2005</YEAR><TITLE>Altering investment decisions to manage financial reporting outcomes: asset backed commercial paper conduits and FIN 46</TITLE><VOLUME>(http://home.business.utah.edu/actmp/wconf05/BensMonahan_Utah.pdf (accessed on 15 October 2006)</VOLUME><EDITION>http://home.business.utah.edu/actmp/wconf05/BensMonahan_Utah.pdf (accessed on 15 October 2006)</EDITION></MDL></Cite></EndNote>�(Bens & Monahan, 2005)�.


� Mulford and Cominskey  � ADDIN EN.CITE <EndNote><Cite ExcludeAuth="1"><Author>Mulford</Author><Year>2002</Year><RecNum>247</RecNum><MDL><REFERENCE_TYPE>1</REFERENCE_TYPE><AUTHORS><AUTHOR>Mulford, Charles, </AUTHOR><AUTHOR>Eugene Cominskey</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>The Financial Numbers Game: Detecting Creative Accounting Practices</TITLE><PUBLISHER>John Wiley &amp; Sons</PUBLISHER></MDL></Cite></EndNote>�(2002)�, Schilit � ADDIN EN.CITE <EndNote><Cite ExcludeAuth="1"><Author>Schilit</Author><Year>2002</Year><RecNum>246</RecNum><MDL><REFERENCE_TYPE>1</REFERENCE_TYPE><AUTHORS><AUTHOR>Schilit, H.</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>Financial Shenanigans</TITLE><PUBLISHER>McGraw Hill</PUBLISHER><EDITION>2nd</EDITION></MDL></Cite></EndNote>�(2002)� and Partnoy � ADDIN EN.CITE <EndNote><Cite ExcludeAuth="1"><Author>Partnoy</Author><Year>2003</Year><RecNum>236</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Partnoy, F.</AUTHOR></AUTHORS><YEAR>2003</YEAR><TITLE>Lessons from Enron, how did corporate and securities law fail?</TITLE><SECONDARY_TITLE>Villanova Law Review</SECONDARY_TITLE><VOLUME>48</VOLUME><NUMBER>4</NUMBER></MDL></Cite></EndNote>�(2003)� also provide good descriptions of aspects of OBF.


� Sydney airport, Australia.


� Brussels airport.


� For the purposes of this paper, super-majorities arise when operating, financing or investing decisions require more than a simple majority of the votes in order to be passed.  


� Please note we are not implying MAP has done anything wrong or illegal. It has applied the rules quite legally to produce this result. Our criticism is not directed to MAP, rather it is directed at the rules that allow such reduced levels of disclosure.


� The majority of these reports were prepared using the Australian accounting standards which were in force prior to the adoption of IASB standards for reporting periods commencing after 1 January 2005. However, the current position is unlikely to be any different, as the relevant standards issued by the IASB are not significantly different to the previous standards used in Australia. That is, the control criteria are the same in the Australian and IASB standards.


� Variable Interest Entities used to be known as Special Purpose Vehicles or Special Purpose Entities. 


� The closest accounting rule for SPVs was EITF 90-15, which related to partnerships. Its use was expanded by the SEC when it suggested the rule could be used for SPVs (Mills and Newberry (2005)


� We do not mean to imply that SPVs only became popular because of their impact on the GPFR. As Gorton and Souleles (2005) and Partnoy (2003) show, SPVs provide a number of advantages to entities who use them. We are not opposed to the use of SPVs, only the ability of entities to avoid meaningful disclosures to users.


� Bens and Monahan (2005) supra present evidence that some large banks are prepared to pay 25% interest rates to investors who buy certain low risk derivatives in order to keep the underlying financial assets off the balance sheet. These transactions appear to be structured to specifically avoid the impact of FIN46(R) and so it appears the ‘game’ continues. In addition, the AAA Financial Accounting Standards Committee � ADDIN EN.CITE <EndNote><Cite ExcludeAuth="1"><Author>American Accounting Association Financial Accounting Standards Committee</Author><Year>2003(a)</Year><RecNum>251</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>American Accounting Association Financial Accounting Standards Committee,</AUTHOR></AUTHORS><YEAR>2003(a)</YEAR><TITLE>Comments on the FASB&apos;s proposals on consolidating special purpose entities and related standard setting issues</TITLE><SECONDARY_TITLE>Accounting Horizons</SECONDARY_TITLE><VOLUME>17</VOLUME><NUMBER>2</NUMBER><PAGES>161-173</PAGES></MDL></Cite></EndNote>�(2003(a))� expressed some concern about certain operational aspects of the Exposure Draft .
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