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EXECUTIVE SUMMARY

One subject increasingly popular subject amongst the financial profession is the rules versus principles debate.  Critics of rules based disclosure believe rules focus attention more on the letter of the law rather than the spirit of intent (Baker and Hays, 2007).  When designing rules that comply with specific circumstances, one will be required to develop rules to cover every possible scenario imaginable, and such a process will inevitably lead to a myriad of conditions that must be memorised and adhered to, which will have the effect of taking away the accountant’s professional judgement in assessing the substance of an accounting transaction.  Also, no matter how technically detailed rules are, there will inevitably be a way around every rule and resulting loopholes in the law will subsequently be created (Kivi et al, 2004).  

Whilst the United States has asserted it is endeavouring to become more principles based in their approach to disclosure, they nevertheless remain predominantly rules based in the way they do business in their own domestic marketplace and in their relationships with international businesses.  The Sarbanes-Oxley Act 2002, legislation that was designed to restore public confidence in American business in the wake of several international corporate scandals, is a rules based document that imposes strict penalties in the form of fines and/or prison sentences on the Chief executive officer (CEO) and Chief financial officer (CFO) for non-compliance of disclosure practices and corporate governance.  

The United Kingdom, in contrast, is endeavouring to adopt a principles based approach to disclosure and this is reflected in the Combined Code’s “comply or explain” approach that has been in operation for more than a decade.  This “comply or explain” approach offers much flexibility in the area of disclosure and, not surprisingly, has been welcomed by company boards because the onus is placed on the shareholder to examine the company’s disclosure statement and relevant financial reports to determine whether the company is investmentworthy (FRC, 2006).  Therefore, in this instance it seems, it is a case of buyer beware, as it is up to the potential investor to determine if a business is truly investmentworthy.  

This paper will examine the rules versus principles debate by performing a comparative analysis of the financial systems of the United States, which is rules based, and the United Kingdom, which is principles based.  The comparative analysis will look at the economy, appropriate legislation, recent corporate scandals, and a small sample of publicly listed companies.  The sample of publicly listed companies will include those listed in the United States, those listed in the United Kingdom, and those cross listed in both the United States and the United Kingdom.

The aim of this paper is to critically examine the facts, as they are presented in each of the 33 firms’ annual reports, to determine which system of disclosure, if any, tends to produce better results, using established variables and ratios prominent in the world of finance.  

The nature of the chapters in this study are:-

Chapter one forms an introduction to the topic of the rules versus principles debate and will explain the context of what information was used to conduct the analysis, the data that was used and where it was derived from, and how that information was analysed.  

Chapter two is the literature review and analyses previous research that has been conducted on this subject.  

Chapter three discusses the methods used to collect the relevant data in this study and an explanation of the different variables and ratios that were tested.

Chapter four aims to present the findings of the study.

Chapter five will summarise the findings of the study.

Chapter six will discuss in brief the reflections of this dissertation and reveal some limitations of the study.  

Chapter One:  INTRODUCTION

1.1 The rules versus principles debate

The rules versus principles debate has been going on for around two decades, if not longer.  Rules, the advocates of principles declare, makes standards longer and more complex and have led to arbitrary accounting treatments that allow companies to structure transactions to circumvent unfavourable reporting of their finances.  When working under rules based disclosure, it appears the role of the accountant has shifted from allowing him to use his professional judgement in considering the best accounting treatment of a transaction to a concern for parsing the letter of the rule (Shortridge and Myring, 2004).  While analysing rules in itself is not necessarily a bad thing, too many complicated regulations that must be followed to the letter create an environment where people are likely to follow the letter of the law rather than the spirit.

Those in favour of rules based disclosure, however, have noted that principles based standards often become rules based standards in an effort to increase comparability and consistency (Shortridge and Myring, 2004).  In addition to the belief that principles based accounting standards will become more rules based as they endeavour to increase comparability and consistency, there are other drawbacks to this type of disclosure.  A lack of precise guidelines could create inconsistencies in the application of standards across the organisation or company.  An example of such an inconsistency is when companies are required to recognise both an expense and a liability that is probable and estimable.  A contingent liability that is only considered to be reasonably possible, in contrast, is only reported in the footnotes of the financial statement.  Accountants can argue that with no precise guidelines on how to treat such liabilities, how are they supposed to determine if a liability is probable or only reasonably possible.  The lack of clear guidance in this instance, therefore, may reduce the comparability and consistency of disclosure, which will have the effect of negating the primary purpose of financial accounting (Shortridge and Myring, 2004).  

Because there are such strongly held views on which type of disclosure is the most appropriate, it is useful to analyse both rules and principles based systems of disclosure to gain a better understanding of their benefits and detractors.  It is only through examining both types of disclosure that one will be able to determine which system will provide the most transparent and consistent financial statements, as well as ensure an efficient and profitable marketplace.  

It is important to understand that a particular system of disclosure may be suitable for one part of the world but unsuitable for another.  For example, Europe endeavours to adopt a principles based reporting system and this system seems to be successful because of the environment in Europe.  If one were to adopt a principles based system in the United States, however, it is highly unlikely there would be a positive outcome because the economic, legislative, moral and intellectual infrastructure of the United States is completely different from the European infrastructure.  The United States, in particular, is in all probability is just not ready for a strong principles based reporting system (Baker and Hayes, 2007).  Because the environment in the United States is completely different to its European counterpart, it is estimated it will be a very lengthly and difficult exercise for that culture to attempt to move from a rules based to a principles based system of disclosure, which will have wide ranging consequences for public accountancy firms, industry, education, and enforcement.  This is not helped by the fact there is concern in the United States that a principles based system creates even greater potential for fraud.  Some fear if financial statement preparers and auditors feel unconstrained by clearly defined rules, they are unlikely to follow even broader principles (Kivi et al, 2004).  

In theory, however, it should make no difference whether a particular system of disclosure is rules or principles based because senior management are nevertheless expected to set high standards regarding compliance and professionalism (Merolla, 2007).  Both rules and principles based standards are effective only when rigoursly applied, and neither system of disclosure will prevent fraud from occurring in the marketplace (Kivi et al, 2004).  

1.2 The research question

The research question that will be addressed in this study is:-

A comparative analysis of rules versus principles based disclosure in British and American financial markets.

1.3 Issues to be addressed in this study

This study will perform a comparative analysis of a rules based and a principles based system of disclosure, and will look at the impact these two systems of disclosure have on publicly listed companies.  

The United States has a rules based system of disclosure, evidenced by the Sarbanes-Oxley Act 2002, which places responsibility for accurate financial disclosure on the chief executive officer and chief financial officer for all companies, domestic or international, that are listed on any American stock exchange.  

The United Kingdom, in contrast, has a principles based system of disclosure (Robinson, 2006).  Their transition from a rules based system to a principles based system of disclosure was orchestrated by the Financial Services Authority (FSA) which, coincidentally, is the leader in the debate on rules based versus principles based regulation (Merolla, 2007).  

This paper will look at two economies: the United States representing a rules based system of supervision and the United Kingdom representing a principles based system of supervision.  These two countries have been selected for analysis because they are similar in many ways, yet at the same time are contradictory in many others.  Perhaps one thing that binds these two countries together both culturally and economically is the fact they are both English-speaking countries.  While this commonality of language gives the appearance of breaking down cultural barriers, sometimes the fact that the same words in these languages are used in completely different ways can cause conflicts when conducting business.

The areas that will be looked at, with regard to methods of disclosure, are economy, legislation, recent corporate scandals, and the stock market.  A total of 33 publicly listed companies, 11 listed in American exchanges, 11 listed in British exchanges, and 11 cross-listed in both exchanges will be analysed.  This analysis will cover a five-year period after the American Sarbanes-Oxley Act 2002 was enacted, from the years 2002 to 2006.  The financial information of the 33 companies will be taken from each company’s balance sheet, trading and profit and loss account, and cash flow statements, which are included in their annual reports.  Pertinent financial information will be entered into a spreadsheet template, which will be programmed to derive statistical information from the entered data.

All of the above information taken from the companies’ financial statements will be analysed to look for any trends concerning profitability.  Because it is the primary objective of both rules and principles based systems of disclosure to instil public confidence in businesses and their accounting methods, a critical analysis of a small sample of those companies should in theory provide a snapshot view of the financial health and investability of those companies that seek to obtain equity capital from the public.

Chapter two:  LITERATURE REVIEW

This chapter discusses previous research conducted based on the rules versus principles debate.  Since the Sarbanes-Oxley Act 2002 has only been in effect for just over six years at the time of this writing, a great deal of research has yet to be completed on the subject.  Nevertheless, there are a few studies that are worthy of mention:-

2.1 The effect of Sarbanes-Oxley on non-US companies cross-listed in the United States

Whilst there have been some empirical papers that studied the effect Sarbanes-Oxley had on stock returns, changes in accounting and audit costs, and registration dynamics, these studies for the most part focused on American companies there publicly listed in the United States.  Since the Act applies to all companies publicly listed in the United States, irrespective of where the company may be physically located, the previous studies performed failed to create an adequate control group that was unaffected by the Act but affected by other economic and political trends (Litvak, 2007).

In a study conducted by Kate Litvak (2005) in the University of Texas School of Law, three years after Sarbanes-Oxley was enacted into law, she attempted to correct the deficiencies created by researchers failing to create a control group by which to test the effectiveness of the Act.  In her study, she created a natural experiment by breaking the companies analysed down into three distinct groups:-

(1) A treatment group of companies subject to Sarbanes-Oxley,

(2) A control group of companies that were not subject to Sarbanes-Oxley, but were indirectly subjected to the general tightening of United States business regulation, and 

(3) A control group of companies that are neither subject to Sarbanes-Oxley nor otherwise exposed to United States regulation.

The comparison of stock price reactions of foreign companies subject to Sarbanes-Oxley to reactions to the two control groups allowed Litvak to control for broader economic and political trends that affect all firms in a given country and hopefully isolate the true effect of the Act.  

The results of this study seem to be consistent with the general perception that investors expected Sarbanes-Oxley to have a net negative effect on companies to which it applied.  Cross-listed companies subject to Sarbanes-Oxley tended to respond strongly and negatively, whilst cross-listed companies not subject to the Act responded negatively but much less strongly (Litvak, 2007).

2.2 The effect of Sarbanes-Oxley internal control deficiencies on firm risk and cost of equity

In a study conducted by Hollis Ashbaugh-Skaife, Daniel Collins, William Kinney, and Ryan LaFond (2007) a link between Sarbenes-Oxley internal control deficiencies (ICD) and a company’s risk and cost of equity was established.  Prior to the passage of Sarbanes-Oxley , publicly listed companies on United States stock exchanges were required to maintain books and records that would protect corporate assets and facilitate generally accepted accounting practices (GAAP) based financial reporting.  Pre-Sarbanes-Oxley status did not require management evaluations of internal control adequacy and the status did not require independent audits of internal control.  

Sarbanes-Oxley changed all that, however, because section 302 of the Act mandates a firm’s chief financial officer and chief executive officer certify in periodic Security Exchange Commission (SEC) filings they have evaluated and presented in the report their conclusions about their internal controls based on their evaluation.  Secondly, section 404 of Sarbanes-Oxley requires the financial statement auditor to express an opinion on management’s evaluation of the effectiveness of internal control over financial reporting.  In addition, Auditing Standard (AS) Number 2, which has been superseded by Auditing Standard Number 5, adds a requirement that the auditor express a separate opinion about the firm’s internal controls based on the auditor’s own review (Ashbaugh-Skaife et al, 2007).

The Securities Exchange Commission is a United States governmental agency having primary responsibility for enforcing the federal securities laws and regulating the securities industry and stock market.  The Securities Exchange Commission was created by section 4 of the Securities Exchange Act 1934 in the aftermath of the 1929 stock market crash.  The main reasons for the creation of Securities Exchange Commission were to regulate the stock market and prevent corporate abuses relating to the offering and sale of securities and corporate reporting.  Unlike banking, investment in capital markets is not guaranteed by the federal government, so the potential investor gains to be weighed against the risk of loss.  Therefore, mandatory disclosure of financial and other information about the issuer and the security itself gives private individuals as well as large institutions the same basic facts about the public companies they invest in, thereby increasing public scrutiny while reducing insider trading and fraud.  

Because Sarbanes-Oxley makes it a requirement that management declare internal control deficiencies, this served as a starting point to enable those American publicly listed companies that had internal control deficiencies against those that did not.  

Internal control deficiencies affect firm’s information quality in two principle ways, which are:-

(1) Unintentional misstatements, and 

(2) Intentional misstatements.

Unintentional misstatements occur as a result of inadequate policies, training, or diligence by company employees.  Examples of these types of misstatements include inventory counting and pricing errors that misreport inventory on hand and related cost of sales, omission of items such as failure to record credit purchases, variation in revenue recording due to lack of specific policies for revenue recognition, expensing amounts that should be capitalised, inadequate basis for accounting estimates such as the allowance of inventory obsolescence, and unreliable procedures for “rolling up” amounts from segments and subsidiaries at year end (Ashbaugh-Skaife et al, 2007).

Intentional misrepresentations or omissions by employees or management typically overstated earnings for a current period, but understatements can be recorded through write-offs or reserves.  Employee fraud is made possible by inadequate segregation of internal control duties, and this can allow the misappropriation of assets and alteration of record amounts by employees that are not detected because the company has inadequate staff for monitoring or lack of action by top management because of a lackadaisical control environment (Ashbaugh-Skaife et al, 2007).  For example, the collapse of Barings Bank in 1995 is considered by many to be the result of the bank’s own deficient internal auditing and risk management practices because they allowed the “rogue trader” Nick Leeson to act as chief trader while at the same time being responsible for settling his trades, thereby enabling him to hide his losses from his superiors.

A more recent example of internal control deficiencies is the GMTV phone-in scandal, where an investigation by BBC’s Panorama in April 2007 revealed a shortlist of potential winners was prepared by GMTV staff at around 8:00, which was an hour before the phone lines had actually closed.  The competitions cost as much as £1.80 for people to enter, and the prizes on offer included £20,000 in cash and a Mazda MX-5 sports car.  In the aftermath of the scandal, Paul Corley resigned his position as managing director of GMTV.  In addition, GMTV announced a number of new strict measures for the management of future premium rate interactivity, including the appointment of a compliance officer and regular inspections of any outside businesses that work for the company (Sabbagh, 2007).

The researches in this study concluded firms with internal control deficiencies exhibit significantly higher betas (which is a measurement of market sensitivity), idiosyncratic risk, and cost of capital relative to firms that do not report internal control deficiencies.  Firms that disclose ineffective internal control experience a significant increase in market-adjusted cost of capital and firms that subsequently improve their internal controls as evidenced by an unqualified Sarbanes-Oxley 404 audit opinion exhibit a decrease in market-adjusted cost of capital (Ashbaugh-Skaife et al, 2007).

2.3 Long-term market under-reaction to accounting restatements

Mark Hirschey, Zoe-Vonna Palmrose and Susan Scholz (2003) conducted a study on the long-term market under-reaction to accounting restatements because the number of firms restating financial statements is on the increase.  Restatements occur when annual or quarterly reports filed with the Security Exchange Commission are later found not to be in accordance with generally accepted accounting principles. When misstatements are discovered, companies must file amended financial restatements to correct prior results.  From 1999 to 2003, 700 large companies were forced to restate their accounts, and these restatements no doubt had an effect on the market capitalisation of those companies (Blackburn, 2006).

Studies have shown that restatements produce a negative stock-price reaction of around 10% during the two days surrounding such announcements.  The greatest effect on the restating firms, therefore, was from their capitalised market valuations (Hirshey et al, 2003).  

While financial restatements do not necessarily have immediate cash flow implications, the information value of the decision to restate the accounts can be considered a signal of important changes to come in the value of the firm’s future earnings.   

There is evidence to suggest that companies that violate accounting standards and as a result restate their financial documents quite often do so because of capital market pressure.  Worldcom, for example, revealed it had overstated its earnings by more than $7.2 billion during the past five quarters, primarily by improperly accounting for its operating costs.  Firms that restate their accounts have high market expectations for future earnings growth and relatively high levels of outstanding debt.  It is this debt that lies behind much of the accounting earnings manipulation because company management’s desire to attract financing at a lower cost (Hirshey et al, 2003).  

The audit profession needs to take part of the responsibility for the surge in restatements.  Auditors are intended to provide a valuable monitoring function that keeps shareholders informed and helps moderate agency problems tied to the inherent conflicts that exist between management and shareholders.  The increase in restatements is believed to have occurred at least in part from new legislation and judicial decisions that greatly reduced legal exposure for auditors and other intermediaries during the 1990’s.  The increased potential for auditors to derive consulting income or other benefits from clients may have led auditors to take a more forgiving attitude toward increasing aggressive accounting practices (Hirshey et al, 2003).  

Several of the major company failures that occurred in the first part of this century were to a large extent attributed to auditor conflicts of interest.  Auditing firms also performed non-audit work for the companies they audited.  It was later discovered many of the consulting agreements of auditors were far more lucrative than their auditing agreements.  For example, when Enron was forced into bankruptcy, it was revealed their accounting firm, Arthur Anderson, was providing them with both auditing and consulting services, and Enron paid the auditors $52 million per year in fees (Bryce, 2002).  Arthur Anderson was the accounting firm for a number of companies other than Enron that were involved in major accounting scandals in the late 1900’s and early 2000’s.  The audit services provided by the firm lost value because its name was so tarnished from being linked to the scandals.  It was when Arthur Anderson was found guilty of obstructing justice on 15 June 2002 for shredding hundreds of pounds of documents relating to the Enron investigation, the firm collapsed because it could not very well operate as an accounting firm with such a conviction (CPA-CFA, 2007).  

The Sarbanes-Oxley Act, which is also known as the Public Company Accounting Reform and Protection Act 2002, has attempted to correct the accounting irregularities that have come about as a result of auditors providing both consulting and auditing work.  Title 2, Auditors Independence, establishes standards for auditors independence to limit conflicts of interest.  It addresses new auditor approval requirements, audit partner rotation policy, conflict of interest issues and auditor reporting requirements.  Section 201 restricts auditing companies from doing other kinds of business apart from auditing the same clients.  External auditors are required to issue an opinion on whether effective internal control over financial reporting was maintained in all material aspects by management (Sarbanes-Oxley Text of Law).

The United Kingdom, however, does not have legislation equivalent to Sarbanes-Oxley, so as little as six years after the Enron and Worldcom scandals shook the financial world, the United Kingdom had a scandal of its own in the form of Northern Rock.  Formerly known as the Northern Rock Building Society, Northern Rock was formed in 1997 when it floated on the London Stock Exchange (LSE), distributing shares to members who had savings accounts and mortgages with them.  Up until 2007 this bank was one of the top five mortgage lenders in the United Kingdom in terms of gross lending.  In 2006 the bank moved to the sub-prime lending market, which was a business model actually dreamed up in the United States, that brought about the first run on a British bank in over 150 years (Johnson, 2008).  It was during the investigation into Northern Rock’s near collapse that PriceWaterhouse Cooper, the bank’s accountant, was accused of a damaging conflict of interest after it emerged that it earned higher fees for helping Northern Rock sell on its loans and borrow funds in the wholesale market, than for auditing the business.  The bank’s annual report revealed that PriceWaterhouse Cooper was paid £500,000 in 2006 for auditing and £700,000 for non-audit fees, specifically in respect of securitisation transactions and the raising of wholesale funding (Stewart, 2007).

Another reason companies restate their financial statements is caused by an increasingly activist Security Exchange Commission or confusion over increasingly complex accounting standards.  It was, however, this perception that financial restatements are largely attributable to management abuses and the ineptitude or complicity of auditors that led to Sarbanes-Oxley being voted into congress (Hirshey et al, 2003).

Accounting restatements that involve revenues and reductions in core earnings, as well as auditor-induced restatements, tend to produce adverse stock-price reactions. It has also been found that firms that restate their accounts are more likely to be sued than those that do not restate their financial statements.  In a study conducted by Zoe-Vanna Palmose and Susan Scholz (2003), 37.6% of restating companies were involved in litigation and their auditors were named as defendants in 35.2% of those cases (Hirshey et al, 2003).

Another cost of misstating financial statements is the overpayment of income taxes.  A typical firm admitting to large earnings overstatements sacrificed 11 cents in additional income taxes per dollar of inflated pre-tax earnings.  A study conducted by Erickson, Hanlon, and Maydew (2002) found that studied firms paid $320 million in taxes on overstated earnings of about $3.36 billion (Hirshey et al, 2003).

2.4 International and domestic implications of Sarbanes-Oxley

Because the American economy is structured around a large domestic market, it is unlikely a great deal of consideration was given to international companies when Sarbanes-Oxley was enacted.  Because Sarbanes-Oxley applies to all companies publicly listed on American stock exchanges, those international companies publicly listed on American soil are required to comply with the Act in addition to the laws of the country in which the company is based.  Prior to Sarbanes-Oxley, some foreign firms floated their companies on American stock exchanges because in complying with American law, they were attempting to overcome deficiencies in the laws of their own countries.  Sarbanes-Oxley, however, may very well have the effect of deterring foreign countries from listing in America because the Act conflicts with laws of their own country or the cost involved in complying with the Act is too exorbitant (Ribstein, 2003).

An example of the difficulties Sarbanes-Oxley has caused foreign-based countries is Section 301’s requirement that a publicly listed company have a wholly independent audit committee that is responsible for hiring and oversight of auditors.  Those companies outside of the United States that are controlled by one or a few large shareholders will not be able to comply with this requirement (Ribstein, 2003).  

There is also some concern that if British companies comply with Sarbanes-Oxley they will be in violation of the Data Protection Act 1988 because British companies that complete item 8.1 of the registration form for Sarbanes-Oxley agree to provide information in the future, and this is an abuse of the Data Protection Act.  The Data Protection Act has eight key principles, which relate specifically to how data is to be processed.  For instance, principle two states personal data shall be obtained only for one or more specified and lawful purposes and shall not be further processed in any manner incompatible with that purpose, and principle five states that personal data that is processed shall not be kept for any longer than is necessary.  Principle eight states data shall not be transferred to a country or territory outside the European Economic Area unless that country or territory ensures an adequate level of protection for the rights and freedoms of subjects in relation to the processing of personal data.  In light of the fact that there are several British people who have been unlawfully incarcerated in American military prisons, such as Guantanamo Bay, and there are several British businessmen who have been extradited to the United States to stand trial under what many consider draconian laws, it is understandable that British people would be uneasy with the American government having access to their personal information.  

David Birmingham, Gary Mulgrew, and Giles Darby, who have become known as the Natwest Three, were British bankers found guilty of wire fraud and sentenced to 37 months each for multimillion pound fraud of a company linked to the collapsed American firm, Enron.  All three defendants admitted to defrauding Natwest out of £10 million when they conspired with ex-Enron employees David Fastow and Michael Kipper.  The Natwest Three advised Natwest to sell part of the Enron-owned firm Sub Swap for less than it was worth:  they then left the bank and bought a share in the company, selling it for a profit (BBC, 2008) 

While some might argue that the Natwest Three got what they deserved, there are other British businessmen who are serving time in American prisons due to misunderstandings brought about by their being polite.  Take for example, the case of Nigel Potter, chief executive of Wembley, the leisure group, who was sentenced to three years in prison for attempting to bribe a government official, and even the prosecution admitted that the crime never took place.  This case stemmed from allegations in 2000 and 2001 Potter and Dan Bucci conspired to bribe John Harwood, a former speaker of the Rhode Island state house of representatives.  Bucci had proposed to Potter that the firm he managed, Lincoln Park, pay a “bonus” of £2.3 million to get state approval for another 1,000 gambling machines and to help block plans for a rival casino.  Potter, not wanting to appear rude, stalled Bucci and used polite language in correspondence until he ultimately decided not to proceed with the payment.  Disgruntled employees alerted federal prosecutors to the proposed bribe, and even though the crime was never committed, Potter and Bucci were indicted on charges of wire fraud and conspiracy to bribe a government official. Potter was extradited to the United States to face trial on an extradition treaty that had been signed between the British and American governments and was designed to bring suspected terrorists to justice (Rushe, 2006).

Because of the United States government’s zealousness in exploiting treaties designed to stop terrorism as a vehicle to extradite British people who may not even have committed a crime, and then sentencing them to serve time in American penitentiaries, it is understandable that the average British person would not feel comfortable with anyone in America possessing personal information about them.  The Data Protection Act, therefore, was put in place to protect its citizens from a misuse of their personal information, and if Sarbanes-Oxley requires British businesses to violate their own laws then perhaps the Act is being violated and that is a matter that needs to be addressed.  

Sarbanes-Oxley is believed to take away a manager’s incentive to take risks because managers of American publicly listed companies are now required to take personal liability if financial information or monitoring devices they certified turn out to be incorrect or inadequate.  Title 3, Corporate Responsibility, of Sarbanes-Oxley mandates senior executives take individual responsibility for the accuracy and completeness of corporate financial reports.  It defines the interaction of external auditors and corporate audit committees and specifies the responsibility of corporate officers for the accuracy and validity of corporate financial reports.  It enumerates specific limits on the behaviour of corporate officers and describes specific forfeitures of benefits and civil penalties for non-compliance.  It mandates that signing officers must certify they are responsible for establishing and maintaining internal controls and have designed their internal controls to ensure material information relating to the company and its consolidated subsidiaries to such officers by others within those entities.  For instance, the chief executive officer and the chief financial officer can be fined up to £3 million, go to prison, or both, if they have been found guilty of misstating financial statements (Giles, 2007).  

The Public Company Accounting Oversight Board (PCAOB), which is a private sector, non-profit corporation created by Sarbanes-Oxley to oversee auditors of publicly listed companies has the authority to conduct investigations and disciplinary proceedings concerning, and impose appropriate sanctions where justified upon registered public accounting firms and associated persons of those firms.  Therefore, individual auditors can be fined up to $100,000 and audit firms can be fined $2 million (PCAOB, 2007).

As a result of the increased cost of compliance and the fact corporate managers and auditors must take personal responsibility for financial statements they sign, many firms have opted to go dark, or de-list from American stock exchanges.  As a result, some argue Sarbanes-Oxley has weakened American stock markets by driving domestic firms into the arms of private equity buyers.  

Cox Communications is the fourth largest cable provider in the United States and is perhaps one of the largest companies to go from being a publicly listed company to becoming privately owned, with a buyout of $8 billion.  Management of the company no longer saw the benefits of being public with the costs of compliance associated with Sarbanes-Oxley (CPA-CFA, 2007).

Sarbanes-Oxley has a far-reaching jurisdiction, so all foreign firms with a dual listing of 500 or more American based shareholders must make themselves compliant.  In November 2004 Accountancy Age reported between 10 and 20 major British companies were considering de-listing from American stock exchanges as a result of the rapidly increasing costs of Sarbanes-Oxley.  One of the highest profile de-listings was Lastminute.com, which de-listed in August 2004 (Giles, 2007).  

In 2004 ITV was in the process of buying out American shareholders so it would not have to register with the Securities Exchange Commission and comply with their onerous requirements.  ITV, which is jointly owned by Carlton Communications, expected to save £3 million a year by reorganising its share capital and buying out Carlton’s American shareholders that own less than 175,000 shares (Reed, 2004).

Electrolux announced it would no longer trade on the NASDAQ, which is an American stock exchange.  Shares of Electrolux would only be traded in Stockholm in their home country’s stock exchange, and this decision made Electrolux the second foreign company to de-list in the United States but stay publicly listed in another country (CPA-CFA, 2007).  

Sarbanes-Oxley has been cited by Russian and Chinese companies as a reason not to list in the United States.  Russian companies in particular have been turning instead to the London Stock Exchange, which recently hosted the E5.2 billion by placing Rosneft, the oil company, on its exchange (Gangahar, 2006).  

Messrs Bargeron, Lehn and Zutter looked at 9,258 initial public offerings in America and the United Kingdom between 1990 and 2006, and found that post-Sarbanes-Oxley, probability of listing shares in the United Kingdom rose sharply.  Ehud Kamar, Pinar, Karaca-Mandic and Eric Talley of the University of Southern California investigated whether Sarbanes-Oxley had driven firms out of the public market.  Using a sample of 8,266 acquisitions by private equity firms in 76 countries between 2000 and 2004, they found after Sarbanes-Oxley was passed, it became relatively more likely for small public firms in America to be sold to private equity buyers than similar firms elsewhere (The Economist, 2007).  

London is one of the world’s three global financial centres:  the other two being New York and Tokyo.  Whilst New York has a strong domestic market, London surpasses both New York and Tokyo in the volume of international business it transacts; more international banking, foreign-bond issuance and trading are conducted in London than any other centre.  Shares of around 1,550 British companies are quoted on the London Stock Exchange with a combined market capitalisation of £1,360 billion at the beginning of 2004.  Overall, London is 40 – 60% more competitive than Frankfurt, Paris, and Tokyo, and is about 15% more competitive than New York (Roberts, 2004).  

One advantage that the United Kingdom has over the United States with regard to public listing of companies is the fact it does not have a rules based, but rather a principles based approach to disclosing of financial statements.  Instead of issuing rules that must be followed to the letter of the law, it issues guidelines that direct the focus on reporting the substance of economic events.  

It is important to keep in mind that a principles based system of disclosure works in the United Kingdom and Europe because these countries operate in an environment that does not exist in the United States.  The consequences could be disastrous in the United States financial sector if it were to adopt a principles based system of disclosure at present because the culture simply isn’t ready for a non-rules based system of disclosure.  For example, if Arthur Anderson, Enron’s accountant, was able to manipulate the rules to allow the American firm to misrepresent itself, just imagine how much more creative the auditors could have been in misstating the companies accounts if it only had a few guidelines in place to define its boundaries (Baker and Hayes, 2007).  It is perhaps a lack of clearly defined rules that has made London particularly appealing to international businesses that don’t want to pay the very high personal and corporate cost of complying with Sarbanes-Oxley.  

Other companies, however, prefer to stay listed on American stock markets because in complying with Sarbanes-Oxley and other American laws, they are endeavouring to compensate for deficiencies in their own country’s legal or financial structures.  Even without a change in local law or culture, foreign firms can bond the quality of their governance and disclosure by cross-listing their shares on exchanges, particularly the United States, that strongly protect investor and shareholder interests.  Cross-listing in the United States gives firms the advantage of increased legal enforcement by the Securities Exchange Commission and American courts through class actions and derivative suits, committing to more stringent disclosure requirements and scrutiny by reputational intermediaries.  Cross-listing, therefore, has the effect of enabling foreign firms to give their shareholders a level of transparency that would not otherwise be available in the laws of their home country (Ribstein, 2003).  

There are, however, disadvantages to cross-listing, as cross-listing firms may be exploiting fundamental information asymmetries between home and cross-listing countries.  These firms could very well be using cross-listing to access investors who are less informed than those trading in same stock in their home country.  Cross-listing firms are associated with more informed trading, insider misconduct, post-listing disclosure of negative results, higher return volatility and trading volume in the home market.  Some would suggest, therefore, that cross-listing is not necessarily a good thing.  To add to this, whilst American regulators may take a draconian view to enforcing the standards of American companies that are publicly listed on their stock exchanges, they appear to lack the ability or willingness to enforce American laws against foreign issuers (Ribstein, 2003).  

2.5 The rules versus principles debate

Although the United States tries to distance itself from the general perception that it has a rules based system of disclosure, the fact that businesses listed on American stock exchanges must comply with Sarbanes-Oxley, the Foreign Corrupt Practices Act, and many other laws not mentioned in this study means that this country definitely has a predominantly rules based system of disclosure.  The United Kingdom, on the other hand, must comply with the Combined Code on corporate governance, which was issued by the London Stock Exchange on June 1998, and is a consolidation of the work of the Cadbury, Greenbury, and Hampel Committees, and it contains both principles and detailed code provisions.  Therefore, although these two nations seek to conduct business in a fair and equitable manner, the way in which they do business varies considerably between the two cultures.  

The United States has a strong domestic market and in the wake of several corporate scandals that had devastating effects on many people’s lives, adopted Sarbanes-Oxley in an attempt to restore public confidence in businesses that are listed on American stock exchanges.  In addition, although very little is mentioned about this little known fact, George W Bush mentioned in his 2000 election campaign that he wanted to privatise social security and invest the money in the stock market to increase the return.  This would not have been possible if the state of America’s accounting practices had not been cleaned up fast (CPA-CFA, 2007).

The United Kingdom, however, has a strong international market and wants to be seen as a friendly and approachable place for foreign firms to conduct business, and it would be impossible to maintain such a reputation if the United Kingdom were to adopt a rules based system of disclosure that would exact harsh personal and corporate penalties on companies and auditors that fail to comply with the letter of the law – hence the Combined Code’s “comply or explain” approach to disclosure (FRC, 2006).

Under the United Kingdom’s principles based system of disclosure, the nation’s generally accepted accounting practices require managers to report a “true and fair” view of an enterprise’s financial condition, which some believe to be preferable to the highly specified American mould.  There have been doubts as to whether a principles based approach provides useful disclosure, and Ronen actually felt the use of general principles as a sole guide for practice is a hazardous proposition (Emmanuel & Garrod, 2004).

As a result of controversy surrounding the United Kingdom’s principles based approach to disclosure in the wake of Sarbanes-Oxley, Emmanuel and Garrod (2004) conducted a study and focused their attention on two parts of the annual financial statements: the segment report and the operating and financial review (OFR). Whilst the segment report is closely defined by the Statement of Standard Accounting Practice (SSAP) 25, the operating and financial review is not mandatory and its content is discretionary.  Under SSAP 25 large British companies are required to disclose turnover, segment results (profit before taxation, minority interest, and extraordinary items) and net assets for all of their reportable segments.  The standard does not, however, provide rules for the identification of reportable segments and also recognises the need for directors’ discretion in choosing reportable segments.  In addition, this discretion allows directors the choice of non-disclosure if they feel disclosure will be seriously prejudicial to the business (Emmanuel & Garrod, 2004).

After studying 100 companies, excluding banks and insurance companies, which were randomly selected from The Times top 250 companies, Emmanuel and Garrod found firms classified as producing relevant segment reports identify more reported segments, while non-relevant disclosures provide fewer reported segments.  Reduced relevant disclosure in the segment report creates the potential cost of reduced information flow to providers of capital, with a commensurate increase in financing costs.  They also found firms classified as non-relevant disclosures in respect of the segment report tended to use the operating and financial review disproportionately more than firms classified as relevant disclosures to provide additional financial data.  The researchers also found evidence to support the view that principles based accounting disclosure leads to a considerable variety in reporting style and content of the annual report, which appears to be in contrast to the American rules based system of disclosure, where publicly listed companies are required to submit annual and periodic reports to the Securities Exchange Commission in a very specific manner (Emmanuel & Garrod, 2004).

With regard to the principles versus rules debate, the amount of money a company chooses to invest is an important piece of information to look at.  In a study conducted by Leonce Bargeron, Kenneth Lehn and Chad Zutter of the University of Pittsburgh, these individuals argue the implementation of Sarbanes-Oxley has had a detrimental effect on risk-taking by publicly listed American companies.  As a benchmark, the study found American firms have significantly reduced their investment in research and development and overall capital spending while increasing their cash holdings.  Based upon their findings, they have collectively concluded Sarbanes-Oxley has had the effect of statistically reducing corporate risk-taking (The Economist, 2007).  

2.6 Modigliani-Miller and the trade-off theory

The Modigliani-Miller theorem states that in the absence of taxes, bankruptcy costs and agency fees, it does not matter if a firm’s capital is raised by issuing stock (equity capital) or selling debt (debt capital).  The theorem goes on to make the assumption that, all things being equal, it would be better to finance a company with debt capital than equity capital (Lumby and Jones, 2003).  There are many reasons, however, why it is not practical for a company to heavily finance itself through debt capital, and one of the reasons is the higher risk to the lender that his loan and the interest fees associated with it will not be repaid.  

A recent example of a company that failed because it could not raise enough debt capital is Farepak, a company that collected money from clients on a monthly basis throughout the year and then issued vouchers that could be redeemed at retailers, such as Argos and Woolworths.  Farepak’s method of collecting money from customers allowed them to spread out their payments throughout the year.  In turn, Farepak expected the retailers they provided vouchers for to trust they would settle the bill for the vouchers after Christmas had passed.  

In 2006 there was a change in the way Farepak ran its business after a similar voucher firm went into receivership owing retailers more than £50 million.  Instead of extending credit for the vouchers, High Street stores wanted to be paid up front for the vouchers.  Farepak’s parent company, European Home Retail, said it would need to increase its borrowings, though this proved difficult to arrange.  Farepak’s bank, Halifax Bank of Scotland, was not willing to accept a new borrowing and business plan and called in the company’s overdraft, and administrators were called in October 2006 (BBC News, 2006).

Because Farepak was a Christmas club, it was not regulated like a bank because people did not actually save money with the company.  They paid for goods in advance, so Farepak fell outside the Financial Service Authority’s remit, and as a result the money Farepak collected from its customers was unsecure and unregulated (Guardian Unlimited, 2006).  

The above example illustrates what is acceptable in theory is not always acceptable in practice.  Therefore, although the Modigliani-Miller theorem views debt capital and equity capital equally, in reality these two types of capital are very unequal in terms of risk to the investor.

The Modigliani-Miller proposition 1 states that no financial structure is better than any other because a firm’s overall market value, or value of its securities, is independent of its capital structure.  That being said, whilst borrowing increases the expected rate of return on shareholder’s investments, it also increases the risk of the firm’s shares.  The risk of borrowing exactly offsets the increase in expected return, leaving stockholders no better or no worse off (Brealey et al, 2006).  

Whenever one considers taxes and financial stress, however, he will see the choice of capital structure does matter to a company.  The trade-off theory attempts to expand upon Modigliani-Miller’s proposition 1 by placing emphasis on the issue of taxes and financial distress.  The value of a firm is therefore broken down as:-

Formula 2.1 Value of a Firm

Value of a firm = value if all equity finance + Profit Volume (tax shield) – Profit Volume (costs of financial distress)

Under the trade-off theory a firm should increase debt until the value from Profit Volume (tax shield) is just offset at the margin, by increases of Profit Volume (costs of financial distress) (Brealey et al, 2006).  

While the trade-off theory tends to balance the tax advantages of borrowing against the costs of financial distress, such as bankruptcy, it does not explain why the most profitable firms within an industry generally have the most conservative capital structures (Brealey et al, 2006).  It is also important to note that in the recent past several companies have gone into administration because of cash flow problems.  

A famous example of a company that had been a thriving business for more than 76 years, with a solid cash flow statement and reliable earnings, but was suddenly forced to declare bankruptcy, was Enron.  Although it was subsequently revealed that from 1985 to 2001 there were several accounting irregularities, such as off balance sheet transactions, mark to market accounting that was not suitable for a pipeline business, and auditors providing both auditing and consulting services, the main reason Enron went bankrupt was because they had severe cash flow problems and had run out of real money, which is what they needed to keep the business afloat.  The problem was they had too much debt and too little cash because they were such a heavily leveraged firm (Bryce, 2002).   

A recent British company that has undergone a financial crisis brought about by cash flow problems is Northern Rock.  Although Northern Rock had done nothing illegal, its business model was designed to rely too heavily on short-term funding of their lending book because it was cheaper to finance and increased profit margins.  This business model worked for a while, but the business wrongly assumed limitless liquidity would be available in the markets, at cheap rates, indefinitely (Boyle, 2007).  What the management of Northern Rock had not considered was the credit crunch, which was caused by the American sub-prime mortgage crisis (Sunday Express, 2007). 

The above examples illustrate that although Modigliani and Miller felt in the absence of taxes, bankruptcy costs, and agency fees, it did not matter what capital structure a firm uses, and if that is the case, it would be better to finance the company through debt capital, this is rarely ever the case, as most companies finance no more than 50% with debt capital (Lumby and Jones, 2003).

Chapter three:  METHODOLOGY

This chapter discusses the methods used to conduct a comparative analysis of rules versus principles based system of disclosure.  The United States was used as the rules based culture and the United Kingdom was used as the principles based culture.  Both systems of disclosure were analysed by reading journals, studies, books, articles and company websites.  33 publicly listed companies have been analysed:  11 companies were listed on American stock exchanges, 11 companies were listed on British stock exchanges, and 11 companies were cross-listed on both British and American stock exchanges.  

3.1 Qualitative analysis

The qualitative analysis was conducted by reading literature from various sources, to include journals, studies, books, articles, and websites.  The information gleaned from the qualitative analysis has been presented in chapter two of this study.  There are several organisations or practices specific to each system of disclosure, which are depicted below:-

Table 3.1 Rules versus principles disclosure

	Rules Based Disclosure

United States
	Principles Based Disclosure

United Kingdom

	Sarbanes-Oxley Act 
	Combined Code

	Foreign Corrupt Practices Act
	Turnbull Guidance

	Securities Exchange Commission
	Financial Services Authority

	Public Company Accounting Oversight Board
	Financial Services & Marketing Act

	
	Financial Services Act

	
	Data Protection Act

	
	Human Rights Act

	US Generally Accepted Accounting Practices
	International Accounting Standards Board


3.2 Quantitative analysis

The quantative analysis was conducted by analysing the financial statements of the publicly listed companies chosen for analysis.  The information from the 33 companies was gathered for a five-year period covering 2002 to 2006, and these years were specifically chosen to determine if any considerable changes have occurred in the financial statements of those companies since Sarbanes-Oxley was introduced into United States law.  

A template was designed and used as the basis for data entry from the selected companies’ financial statements.  Once the information had been entered into the template, all figures had to be converted to dollars in order to ensure the relevancy of the analysis.  An exchange rate of $2 to £1 was used to conduct this analysis because in 2007 the British pound reached this rate of exchange and even exceeded it for a short while.  All data entered into the spreadsheet template can be found in appendix A.  

It was during the task of entering the data from company financial statements into the spreadsheet template that it became apparent there were some inconsistencies in the financial statements.  Many companies restated their accounts, and the consequences of restating accounts are discussed in chapter two of this study.  The cash flow statements had also changed from 2004 to 2005, and because they had been changed, some of the information derived from those statements could not be thoroughly analysed because of inconsistencies of format.  

The fact that many companies restated their accounts is also an indicator the information retrieved from those financial statements might not be reliable, so this needs to be taken into account when considering the accuracy of the financial information the selected companies have presented in their annual reports.   

When it became apparent there were inconsistencies in the financial statements provided by the analysed companies, an additional spreadsheet template was designed to track the number of inconsistencies found in the financial statements of each company for the analysed years, and this is found in appendix B.  

The values for each company were entered into its appropriate spreadsheet, found in appendix C.  The information in appendix C was then analysed to determine how the values increased or decreased in the analysed period.  The results of this analysis were entered into a table entitled “Summary of Findings”. Once the data had been summarised, each group of companies was given a rating for each variable analysed and these ratings were entered into the table entitled “Rating of Companies Analysed”.  The ratings for each group of companies analysed were totalled, and the group of companies with the lowest overall score was awarded the highest rating.  
Once the information had been entered into the spreadsheet, the data from the five years’ researched was averaged.  This information was also summarised to determine whether the amounts had increased or decreased during the research period. The summarised data was then entered into a third spreadsheet template, which is found in appendix C.  All of the data was analysed to see how many of the researched companies increased or decreased from 2002 to 2006.  

The following data has been entered into the spreadsheet template and subsequently analysed:-

3.3 Current assets

The current assets were taken from the companies’ balance sheets and are defined as cash and other assets the company expects to turn into cash (Holmes et al, 2005).  Ideally, the current assets would be expected to increase each year as the company becomes more profitable.  

3.4 Total assets

The total assets were taken from the analysed companies’ balance sheets and are defined as the sum of the fixed assets and current assets.  Fixed assets are assets that are being used for the long term in business and are not to be resold as part of trading activities (Financial Training Company, 2004). Ideally, the total assets would be expected to increase each year as the company becomes more profitable.  

3.5 Current liabilities

The current liabilities were taken from the analysed companies’ balance sheets.  Current liabilities are normally defined as “creditors due within one year”, and are the liabilities the company expects to meet within the next 12 months (Holmes et al, 2005).  Ideally, the current liabilities would be expected to decrease from year to year.

3.6 Total liabilities

The total liabilities were taken from the analysed companies’ balance sheets.  Total liabilities are defined as the sum of all amounts owed by the business, and there is an obligation to repay the money at some point in time (Financial Training Company, 2004).  In an ideal situation, the total liabilities should decrease from year to year.

When analysing assets and liabilities it is important to note in the field of accounting the accounting equation is stated as:-

Formula 3.1 Accounting equation

Assets = Liabilities + Capital

3.7 Total equity 

Total equity was taken from the balance sheets of the analysed companies.  In this instance, the total equity is defined as the shareholders’ funds.  Although net assets were not analysed in this study, the total equity should be the same as the net assets in the company balance sheet.  In an ideal setting, the total equity should increase from year to year.  

3.8 Revenue (sales) 

Revenue was taken from the analysed companies’ profit and loss accounts.  Revenue is defined as the money the company has earned through the sale of products or services.  In an ideal situation, the revenue should increase from year to year.

3.9 Cost of sales

Cost of sales was taken from the profit and loss accounts of the analysed companies.  Cost of sales is defined as the direct costs incurred in producing and selling a product or service.  In an ideal setting, businesses would endeavour to keep their costs as low as possible in an attempt to maximise profits, so it would be best if the cost of sales decreased annually. 

3.10 Contribution

Contribution is defined as sales revenue less variable costs of sales (Financial Training Company, 2005). For this research, it was derived by subtracting the cost of sales from sales in the profit and loss account.  In an ideal setting, the contribution should be as high as possible, so one would hope it would increase from one year to the next.  

3.11 Interest paid

The interest paid was taken from the profit and loss account of the analysed companies.  It represents interest paid on bank loans and overdrafts, on loans repayable within five years, and other loans (Holmes et al, 2005).  Because the most profitable firms have conservative capital structures, in an ideal setting the interest paid should decrease from one year to the next.  

3.12 Tax paid

Tax paid was taken from the profit and loss account of the analysed companies.  Because taxation is money that must be paid to the government, it goes without saying that any company would want to pay as little tax as possible.  Therefore, in an ideal setting, the taxes paid would decrease from year to year.  

3.13 Net profit
Net profit was taken from the profit and loss accounts of the analysed companies.  Net profit is the profit that remains after cost of sales, interest, and tax has been paid.  This is money the shareholders are entitled to because they have provided the bulk of the company’s share capital and have borne the most risk in the company (Holmes et al, 2005).  From a shareholder’s point of view, therefore, it is propitious for the net profit to be as high as possible, and one would hope that it would increase from year to year.  

3.14 Basic earnings per share
The basic earnings per share variable was taken from the profit and loss account of the analysed companies.  Basic earnings per share is a key measure of a company’s profitability.  It is a measure of a company’s ability to pay dividends and is the most widely used measure of growth (Holmes et al, 2005).  

Formula 3.2 Basic earnings per share

Basic earnings per share =                       Profit attributable to ordinary shares

                                                              Weighted average number of ordinary shares in issue

Because the basic earnings per share is the most widely used measure of a company’s growth, in an ideal setting this value should increase from year to year.

3.15 Diluted earnings per share

The diluted earnings per share values were taken from the profit and loss account of each analysed company.  The diluted earnings per share adjusts the basic earnings per share to give effect to potential ordinary shares outstanding during the reporting period (Holmes et al, 2005).  

Diluted earnings per share are different from basic earnings per share because they take into consideration potentially dilutive securities:-

(a) in the profit and loss account the benefit the company would derive from conversion or exercise of shares, such as (1) the saving on preference dividends, (2) interest saved on convertible debt, and (3) receipt of the exercise price of the warrants.

(b) add to the number of shares in issue the extra number of ordinary shares that would be created by conversion or exercise.

Formula 3.3 Diluted earnings per share

Diluted earnings per share = Higher earnings due to (a)

                                                     Higher number of shares due to (b)

It goes without saying that the diluted earnings per share should be as high as possible.  In an ideal setting, therefore, the diluted earnings per share would increase from year to year.  

3.16 Goodwill/ intangible assets

Goodwill/intangible assets are taken from the notes of publicly listed companies in the United Kingdom and the balance sheet of publicly listed companies in the United States and cross-listed companies.  

Intangible assets are defined as non-monetary fixed assets that have no physical substance but are identifiable and controlled by the company.  Intangible assets include goodwill, capitalised development costs, concessions, patents, licenses, trademarks, and software (Holmes et al, 2005).  In an ideal setting, goodwill and other intangible assets would increase from one year to the next.  

3.17 Plant/ property/ tangible assets

Plant/property/ tangible assets were taken from the notes of companies publicly listed in the United Kingdom and from the balance sheet of companies publicly listed in the United States or cross-listed.  

Tangible assets are those assets used by a company to earn revenue, and include land and buildings, plant and machinery, fixtures, fittings and tools, vehicles, and office and computer equipment (Holmes et al, 2005).  As a company grows, it is expected the tangible assets are expected to grow as well.  Therefore, in an ideal setting the tangible assets would be expected to increase from year to year.  

3.18 Cash flow statement

It was not possible to perform a complete analysis of the cash flow statements because the companies listed in the United Kingdom and the cross-listed companies changed the format of their cash flow statements in 2004.  The cash flow statements from 2005 onwards tell the potential investor what the money was spent on, but it does not state whether it was a good investment.  The subdivisions in the cash flow statement are:-

(a) Net cash generated from operating activities,

(b) Net cash used in investing activities,

(c) Net cash used in financing activities,

(d) Opening cash and cash equivalents,

(e) Closing cash and cash equivalents.

Although the original intention of this study was to carry out an analysis of the above four listed categories, being (1) operations, (2) investments, (3) financing, and (4) cash at the end of the accounting period, this simply was not possible in the case of the publicly listed companies it the United Kingdom and cross listed companies because the formats of the cash flow statement had changed and the data analysed would have been inconsistent.  It was decided, therefore, to analyse the data for the years 2005 and 2006 in an attempt to gain some understanding of how the analysed companies performed for those two years, if only obtaining a snapshot view of the performance of the analysed companies.

3.18.1 Net cash generated from operating activities

The cash flow provided by operations is representative of the earnings and reconciliation of operating activities.  Ideally, the cash flow provided by operations should increase annually because it is made up primarily of the company’s earnings.  

3.18.2 Net cash used in investing activities
The net cash used in investing activities reflects how much money that company has spent on investment.  If a company is doing well, it will be more inclined to invest some of its proceeds back into the company.  Therefore, in an ideal situation, the money spent on investments would increase from year to year, and this would appear as a negative value in the cash flow statement.  This variable is particularly relevant because using British firms as a benchmark, a study found that since Sarbanes-Oxley came into effect, American firms have significantly reduced their investment in research and development and capital spending, whilst increasing their holdings of cash (The Economist, 2007).  

3.18.3 Net cash used in financing activities

Net cash used in financing activities reflects the money a company has spent on long-term debt, short term debt, payments of dividends, repurchasing of stock, and the exercising of stocks and warrants.  Because a company can earn money from financing in addition to losing money through financing, in an ideal situation the money earned through financing should increase from year to year.  

3.18.4 Closing cash and cash equivalents

Closing cash and cash equivalents is perhaps the most important piece of information that can be found in the cash flow statement because it tells the potential investor how much available cash the company is able to quickly retrieve.  

Cash is defined as cash in hand and deposits payable on demand less overdrafts repayable on demand (Holmes et al, 2005).  How much cash a company has available to spend immediately will often depend upon the success or failure of that business because if the company runs out of cash or credit, it is highly unlikely it will recover from a financial crisis.  It is important, therefore, for a firm to keep as much cash and liquid assets as are necessary to pay off debts, should the need arise.  Under these circumstances, therefore, in an ideal situation the closing cash and cash equivalents should increase form year to year.  

3.19 Formulas derived from the company financial statements

All of the above mentioned data collected from the financial statements of the analysed companies was used as variables that formed the basis for several formulas that are used by financial analysts and credit managers to determine a company’s investment potential and credit-worthiness.  

3.19.1 Capital employed

Capital employed is difficult to define because there are so many contexts it can be used in.  All definitions of capital employed, however, refer to the investment required for a business to efficiently operate (Investopedia, 2007).

The complexity of the term “capital employed” is not helped by the fact that there are several formulas a company can use to define capital employed:-

(1) One definition of capital employed is it is the total capital used for the acquisition of profits.

(2) A second definition of capital employed is it is the value of all assets employed in the business.

(3) A third definition of capital employed is the fixed assets plus working capital.  

(4) A fourth definition of capital employed is the total assets less current liabilities.

(5) A fifth definition of capital employed is total assets less current liabilities, which is expressed as:-

Formula 3.4 Capital employed

Total assets – current liabilities

Because capital employed determines the financial health, credit-worthiness and investability of a business, it would be very propitious for this value to increase from year to year.  

3.19.2 Asset turnover

Asset turnover is a ratio that shows how a company is fully utilising its assets.  It is one of the three main operating ratios, and is also called the sales to capital employed ratio.  Because it is one of the three primary operating ratios, it forms part of the primary formula:-

Formula 3.5 Return on capital employed (ROCE)
Return on capital employed = gross profit margin * asset turnover

In order to further identify the role asset turnover plays in this configuration, the formula can be algebraically rearranged to reflect:-

Formula 3.6 Asset turnover

Asset turnover = return on capital employed 

gross profit margin

A rising asset turnover usually indicates an improvement in performance, or the amount of business being conducted is increasing in relation to the capital base (Holmes et al, 2005).  A low asset turnover shows a potential investor or credit manager a company is not generating a sufficient volume of business for the size of the asset investment.  This situation can be remedied by either increasing sales or disposing of some of the company’s assets, or a combination of the two (Financial Training Company, 2006).  It is for this reason  the asset turnover should be as high as possible and should increase from year to year.

There are two formulas that can be used to define asset turnover, and they are:-

(1) The first formula to determine asset turnover is turnover divided into capital employed.

(2) A second formula used to determine asset turnover is revenue divided into assets.  

In this study, asset turnover is defined by the first definition, which is expressed as:-

Formula 3.7 Asset turnover

Revenue (turnover)
Capital employed

3.19.3 Gearing ratio

The gearing ratio is a ratio that shows the extent to which a company is financed by debt capital as opposed to equity capital, and it is for this reason the gearing ratio is sometimes referred to as the debt to equity ratio.

In its simplest form, the gearing ratio can be written as:-

Formula 3.8 Gearing ratio

Gearing = Debt capital

                  Equity capital

Within the context of this study, however, the gearing ratio is calculated as:-

Formula 3.9 Gearing ratio

Gearing = Total liabilities

                   Capital employed

From a lender’s point of view, the more debt a business has incurred, the less likely it is the money will be recovered if the company goes into liquidation. A figure of 100% or less means a company will not be considered too highly geared and will be able to raise further funds from either debt capital, in the form of loans, or equity capital, in the form of shareholders funds (Accounting Technician, 2008).

In an ideal setting, the gearing ratio should decrease from year to year because investors and credit managers don’t want to see a highly leveraged business because of the increased associated risks.  

3.19.4 Interest cover

The interest cover is a measure of the ratio of the profit before interest to the interest charge itself.  It gives the potential investor or credit manager an indication of how easily the company can maintain payments of its loan and debenture interest, thereby providing additional information about the riskiness of a company (Financial Training Company, 2006).

Formula 3.10 Interest cover

Interest cover = Profit before interest
                             Interest charge

In an ideal situation the interest cover would increase from one year to the next because a company’s pre-interest and tax profits would increase or the interest paid would decrease, or both.  

3.19.5 Return on Equity (ROE)
Return on equity is an indication of company profitability.  There are several ways one can calculate the return on equity, but one common formula used can be broken down as follows:-

Formula 3.11 Return on equity (ROE)

ROE = EBIT – tax – interest

Equity

With EBIT representing earnings before interest and tax.  

The formula for the return on equity can be further broken down as follows:-

Formula 3.12 Return on equity (ROE)

ROE = assets *   sales * EBIT – tax * EBIT – tax – interest




            Equity     assets       sales             EBIT – tax

Each of the variables in formula 3.12 relates to one particular area of the business that can be looked at to determine if there are any inherent problems that need to be identified.

The assets/equity part of formula 3.12 reveals the leverage ratio.  It is a measure of the ratio of the gross assets to equity.  If the business is leveraged then it will have a value of greater than 1 because the assets will be greater than the equity.

The (EBIT – tax – interest) /(EBIT – tax) part of formula 3.12 reveals the debt burden of the company and is also related to whether or not the business is leveraged.  If the business is leveraged then the resulting figure will be less than 1 because part of the profit will be absorbed by interest.  These two parts of the main formula reveal, therefore, that leverage can either increase or decrease the return on equity (Brealey et al, 2006).  

The formula for the return on assets (ROA) is also incorporated into the return on equity formula, and this makes the ratio a significantly important indication of company profitability.  

Formula 3.13 Return on assets (ROA)
ROA = sales *   EBIT – tax





          Assets      sales

The return on assets depends upon the business production and marketing skills and is not affected by a company’s capital structure (Brealey et al, 2006).  

The sales/assets part of formula 3.13 is called the sales to asset ratio.  The (EBIT – tax)/sales part of formula 3.13 forms the profit margin.  

In this study the value of the return on equity was derived by dividing the net profit into the total equity, and it is written as:-

Formula 3.14 Return on equity (ROE)

ROE = net profit
              Total equity

In an ideal setting, the return on equity would increase from one year to the next because this would show the potential investor the company is improving its returns on investments.  

3.19.6 Gross profit margin

The gross profit margin is considered an operating ratio because the ratio seeks to identify how the company is trading and does not take into account the company’s financial structure  (Holmes et al, 2005).  

Formula 3.15 Gross profit margin

Gross profit = turnover – cost of sales

The formula for the gross profit margin can be re-written as:-

Formula 3.16 Gross profit margin

Gross profit margin = Gross profit

                                   Sales

The gross profit margin is also a part of the second operating ratio, return on capital employed (ROCE). 

In its simplest form, the return on capital employed is expressed as:-

Formula 3.17 Return on capital employed (ROCE)

Return on capital employed = gross profit margin * sales to capital employed

In order to identify the gross profit margin in formula 3.17, it needs to be rewritten as:-

Formula 3.18 Gross profit margin
Gross profit margin = Return on capital employed

                                   Sales to capital employed

In an ideal setting, the gross profit margin would increase from year to year because this indicates the company is, or has the potential, to be profitable.  

3.19.7 Current ratio

The current ratio is a liquidity ratio used in determining a company’s liquidity, or how easily it would be able to convert assets to cash if necessary. The current ratio is a common method of analysing working capital, or net current assets, and is generally accepted as a measure of a company’s short-term solvency.  It indicates the extent short term creditors are covered by assets that are expected to be converted to cash in a period roughly corresponding to the maturity of claims (Financial Training Company, 2006).  

Formula 3.19 Current ratio

Current ratio = current assets

                         Current liabilities

In an ideal situation the current ratio would be expected to increase from one year to the next, and rapid decreases in the current ratio can mean the business is in trouble.  

3.19.8 Return on capital employed (ROCE)

The return on capital employed, sometimes called the accounting rate of return (ARR), is one of the three main operating ratios, which looks at the trading status of a company but does not take into account how the company chooses to finance itself.  The return on capital employed is one of the key profitability indicators a potential investor can look on.  It is not a ratio that should be looked at in isolation, but should be compared with other figures, such as comparing it with budgeted and actual performance, performance over previous years, or compared against the return on capital employed with similar types of businesses (Accounting Technician, July 2007).  

In its simplest form, the formula for the return on capital employed is written as:-

Formula 3.20 Return on capital employed (ROCE)
ROCE = profit before interest and tax

Capital employed

This ratio, however, has two other ratios nested inside, and to rewrite the formula citing the two other ratios, it becomes apparent how the different ratios are interdependent on each other.

Formula 3.21 Return on capital employed (ROCE)

ROCE = profit margin * sales to capital employed

Ergo,

Formula 3.21 Return on capital employed (ROCE)

ROCE = trading profit      *     sales
                            Sales     capital employed

Because the sales figures cancel each other out, it becomes apparent that:-

Formula 3.22 Return on capital employed (ROCE)

ROCE = trading profit
               Capital employed

The return on capital employed can be considered a traditional measure of company profitability because:-

(1) A low return on capital employed can easily be wiped out in an economic downturn.

(2) If the return on capital employed is lower than the cost of borrowing then increased borrowings will decrease the earnings per share unless the extra money can be used in areas of the business where the return on capital employed is higher than the cost of borrowing.

(3) It serves as a guide to potential investors.  If the potential return on capital employed is low then the investment should be avoided.

(4) A persistently low return on capital employed in any part of the business suggests it could be a candidate for disposal if it isn’t an integral part of the business (Holmes et al, 2005).  

In an ideal situation, therefore, the return on capital employed should remain high and increase from year to year.  

There are four ways the return on capital employed can be improved:-

(1) Reducing costs,

(2) Raising prices,

(3) Increasing sales,

(4) Reducing capital employed.

One way to improve profitability is to dispose of low profitability/capital intensive parts of the business (Holmes et al, 2005).  

3.19.9 Net profit on margin on sales

The net profit on margin differs from the gross profit margin because it takes into account that expenses and sundry income may be incurred to reduce the profit margin, even if the gross profit looks acceptable.  

It is for that reason the formula for net profit margin in written as:-

Formula 3.23 Net profit margin

Net profit margin = net profit before interest and tax
                   Turnover 

A low net profit margin is an indicator of low selling prices or high costs, or both (Financial Training Company, 2006).  

Chapter four:  RESEARCH FINDINGS AND ANALYSIS

A total of 165 financial statements were analysed in an attempt to determine if there has been a significant change in the profitability, financial structure, and stock prices in rules based reporting systems, principles based systems, or cross-listed companies adhering to both reporting systems. Of the analysed financial statements:-

· 55 were from publicly listed companies in the United States,

· 55 were from publicly listed companies in the United Kingdom,

· 55 were from cross-listed companies in both the United States and the United Kingdom.  

4.1 Accounting restatements and market efficiency

It was during the entering of data into the spreadsheet templates it became apparent that in some of the financial statements there appeared to be discrepancies in the financial data from one year to the next.  Upon closer examination it was ascertained that many of the financial statements had been misstated, and this of course would have an impact on the efficiency of the market.  

According to Fama’s efficient market hypothesis there are three levels of market efficiency, which are distinguished by the degree of information reflected in the security prices; weak, semi-strong and strong.  Because this research was conducted by gleaning data from the annual reports of the analysed companies, the highest form of efficiency a potential investor would be able to achieve would be the semi-strong form of efficiency because the share and commodity prices would reflect past prices and all other published information.  

Table 4.1 Financial restatements

	US annual accounts were restated
	25

	UK annual accounts were restated
	17

	Cross-listed annual accounts were restated
	21

	Total restatements
	63


Because at the very least 38% of the financial statements analysed were restated, it is highly improbable any potential investors would be able to make judgements based on a semi-strong form of efficiency, and it is highly probable the form of efficiency used would veer towards the weak end, where share and commodity prices reflect information in the record of past prices.  

One of the reasons why the United States congress enacted Sarbanes-Oxley in 2002 was an attempt to increase the reliability of information transmitted (Muir & Schipani, 2007), so it is interesting to note that in the aftermath of Sarbanes-Oxley, 25 out of a possible 55, or 45%, annual reports were restated by American publicly listed companies.

4.2 Results

The results of the analysis are as follows:-

Table 4.2 Current assets

	Rating
	
	

	1
	11
	US publicly listed companies increased in value

	2
	10
	UK publicly listed companies increased in value

	3
	7
	Cross-listed companies increased in value


Table 4.3 Total assets

	Rating
	
	

	1
	10
	US publicly listed companies increased in value

	2
	8
	UK publicly listed companies increased in value

	3
	9
	Cross-listed companies increased in value


Table 4.4 Current liabilities

	Rating
	
	

	3
	1
	US publicly listed companies decreased in value

	2
	2
	UK publicly listed companies decreased in value

	1
	4
	Cross-listed companies decreased in value


Table 4.5 Total liabilities

	Rating
	
	

	3
	2
	US publicly listed companies decreased in value

	2
	3
	UK publicly listed companies decreased in value

	1
	5
	Cross-listed companies decreased in value


Table 4.6 Total equity

	Rating
	
	

	1
	9
	US publicly listed companies increased in value

	2
	8
	UK publicly listed companies increased in value

	3
	6
	Cross-listed companies increased in value


Table 4.7 Revenue (Sales)

	Rating
	
	

	1
	11
	US publicly listed companies increased in value

	3
	6
	UK publicly listed companies increased in value

	2
	7
	Cross-listed companies increased in value


Table 4.8 Cost of sales

	Rating
	
	

	3
	0
	US publicly listed companies decreased in value

	1
	5
	UK publicly listed companies decreased in value

	2
	4
	Cross-listed companies decreased in value


Table 4.9 Contribution

	Rating
	
	

	2
	9
	US publicly listed companies increased in value

	3
	6
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Table 4.10 Interest paid

	Rating
	
	

	3
	2
	US publicly listed companies decreased in value

	2
	4
	UK publicly listed companies decreased in value

	1
	5
	Cross-listed companies decreased in value


Table 4.11 Tax paid

	Rating
	
	

	2
	2
	US publicly listed companies decreased in value

	1
	5
	UK publicly listed companies decreased in value

	2
	2
	Cross-listed companies decreased in value


Table 4.12 Net profit
	Rating
	
	

	2
	9
	US publicly listed companies increased in value

	3
	7
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Table 4.13 Basic earnings per share

	Rating
	
	

	3
	6
	US publicly listed companies increased in value

	2
	7
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Table 4.14 Diluted earnings per share

	Rating
	
	

	2
	6
	US publicly listed companies increased in value

	2
	6
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Table 4.15 Goodwill/intangible assets

	Rating
	
	

	1
	9
	US publicly listed companies increased in value

	2
	8
	UK publicly listed companies increased in value

	2
	8
	Cross-listed companies increased in value


Table 4.16 Plant/property/tangible assets

	Rating
	
	

	1
	10
	US publicly listed companies increased in value

	2
	8
	UK publicly listed companies increased in value

	2
	8
	Cross-listed companies increased in value


Table 4.17 Cash generated from operations

	Rating
	
	

	1
	10
	US publicly listed companies increased in value

	3
	6
	UK publicly listed companies increased in value

	2
	7
	Cross-listed companies increased in value


Table 4.18 Cash used in investments

	Rating
	
	

	2
	3
	US publicly listed companies increased in value

	1
	5
	UK publicly listed companies increased in value

	1
	5
	Cross-listed companies increased in value


Table 4.19 Cash used in financing

	Rating
	
	

	2
	5
	US publicly listed companies decreased in value

	1
	7
	UK publicly listed companies decreased in value

	3
	4
	Cross-listed companies decreased in value


Table 4.20 Ending cash

	Rating
	
	

	1
	10
	US publicly listed companies increased in value

	2
	8
	UK publicly listed companies increased in value

	3
	5
	Cross-listed companies increased in value


Table 4.21 Capital employed

	Rating
	
	

	1
	8
	US publicly listed companies increased in value

	1
	8
	UK publicly listed companies increased in value

	1
	8
	Cross-listed companies increased in value


Table 4.22 Asset turnover

	Rating
	
	

	1
	6
	US publicly listed companies increased in value

	2
	5
	UK publicly listed companies increased in value

	3
	4
	Cross-listed companies increased in value


Table 4.23 Gearing ratio

	Rating
	
	

	1
	9
	US publicly listed companies decreased in value

	2
	6
	UK publicly listed companies decreased in value

	2
	6
	Cross-listed companies decreased in value


Table 4.24 Interest cover

	Rating
	
	

	2
	6
	US publicly listed companies increased in value

	3
	6
	UK publicly listed companies increased in value

	1
	9
	Cross-listed companies increased in value


Table 4.25 Return on equity (ROE)

	Rating
	
	

	2
	6
	US publicly listed companies increased in value

	2
	6
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Table 4.26 Gross profit margin

	Rating
	
	

	2
	6
	US publicly listed companies increased in value

	3
	5
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Table 4.27 Current ratio
	Rating
	
	

	3
	5
	US publicly listed companies increased in value

	1
	7
	UK publicly listed companies increased in value

	2
	6
	Cross-listed companies increased in value


Table 4.28 Return on capital employed (ROCE)

	Rating
	
	

	2
	5
	US publicly listed companies increased in value

	3
	4
	UK publicly listed companies increased in value

	1
	10
	Cross-listed companies increased in value


Table 4.29 Net profit margin on sales

	Rating
	
	

	2
	8
	US publicly listed companies increased in value

	3
	5
	UK publicly listed companies increased in value

	1
	11
	Cross-listed companies increased in value


Chapter five:  CONCLUSION

A total of 33 companies were comparatively analysed to determine their performance.  Eleven companies were publicly listed in America and this represented the rules based culture, 11 were publicly listed in Great Britain and this represented the principles based culture, and 11 were cross-listed in both America and Great Britain, representing a situation where they had to comply with both cultures.  Of the 33 companies  analysed, the data from 19 determinants were entered into a spreadsheet template and the values of these determinants were used as the basis for 9 ratios commonly used to determine a company’s financial health.  Once all of the values for the years 2002 to 2006 had been entered into the spreadsheet template for each company, the values were tested for an overall positive or negative movement in that five-year period.  The increasing or decreasing values were then tabulated so each item tested was given a rating from 1 to 3, with 1 being the best rating and 3 being the lowest rating.  All of the ratings where then added together to determine how each class of analysed data compared against the other two groups.

Table 5.1 Company ratings

	Rating
	Total Score
	

	2
	51
	US publicly listed companies – Rules based

	3
	58
	UK publicly listed companies – Principles based

	1
	48
	Cross-listed companies 


The cross-listed companies received a total score of 48, which corresponded to the highest rating. Therefore, in this study the cross-listed companies were seen to perform the most favourably against the variables tested.  This result tends to confirm the assumption that shares at cross-listed firms seem to gain extra credibility by subjecting themselves to tough foreign governance requirements (The Economist, 2007).  

The American and British publicly listed companies received an overall score of 51 and 58 respectively.  This reveals the American publicly listed companies performed slightly better than the British companies in this study.  

The research findings reveal, therefore, that cross-listed companies appear to be more financially secure than both the rules based and principles based companies alone, and this is believed to be because they are required to adhere to the laws of both of the countries they are cross-listed on.  

Chapter six:  REFLECTIONS

While the rules versus principles debate is a worthy topic of research, there have not been a great deal of studies devoted to this subject, which has made it a somewhat difficult area to research.  Hopefully, the findings in this study can be expanded upon and used as a catalyst to instigate other studies of a similar nature.  

This study was a very worthwhile research topic because the material analysed was taken from annual reports that had been downloaded from the Internet, using the website www.google-finance.com as the basis from which to begin the investigation.  Because time and resources were limited, it was only possible to analyse 33 companies. If unlimited time and resources had been available, it would have been preferable to increase the number of companies studied, which would have had the effect of more finely tuning the results of the study.  

6.1 Sarbanes-Oxley

Because Sarbanes-Oxley is relatively new, having only been implemented in 2002, there is not a great deal of literature on the subject.  In addition, the vast majority of the available literature has tended to focus on the effect the Act has had on the American economy.  Most of the articles that have been published on the subject of Sarbanes-Oxley have been of a negative nature, focusing on the exorbitant costs of compliance and the fines and prison sentences enforceable against companies and the directors themselves if they fail to comply with the Act.  An after effect of Sarbanes-Oxley, therefore, is a tendency for smaller companies to go dark, or de-list from American stock exchanges and to finance themselves privately.  Many foreign firms that are too large to finance themselves privately may not care to pay the high cost of compliance and risk imprisonment in an American penitentiary, have opted to list their companies on friendlier stock exchanges that don’t have such draconian laws, the United Kingdom being a prime example.  What is bad for the United States, therefore, can be good for the United Kingdom.  The United Kingdom does not ascribe to a rules based system of disclosure, so much of the business that departed from the United States in the wake of Sarbanes-Oxley just went right across the Atlantic Ocean to the United Kingdom, which no doubt has helped London to maintain its position as the international financial centre of the world. 

6.2 An objective oriented system of disclosure

It should be noted, however, that the United States does not see itself as a rules based culture and has gone to great pains to express this sentiment.  In fact, Sarbanes-Oxley required the Securities Exchange Commission to examine the feasibility of a principles based accounting system and this resulted in at least one study and one proposal being submitted to the United States government on the subject (Shortridge & Myring, 2004).

The result of the study directed by Sarbanes-Oxley and undertaken by the Securities Exchange Commission was that principles only standards may present enforcement difficulties because they provide little guidance or structure for exercising professional judgement by preparers and auditors.  Rules based standards, however, often provide a vehicle for circumventing the intention of the standard.  The Securities Exchange Commission therefore recommended that those involved in the standard setting process develop standards that are more along the lines of a objectives oriented basis, which should:-

(1) Be based on an improved and consistently applied conceptual framework, 

(2) Clearly state the accounting objective of the standard,

(3) Provide sufficient detail and structure so the standard can be operationalised and applied on a consistent basis,

(4) Minimise exceptions from the standard,

(5) Avoid the use of percentage tests that allow for financial engineers to achieve compliance with the standard while evading the intent of the standard (Securities Exchange Commission, 2003).  
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