FINANCIAL CORPORATE GOVERNANCE
Why  the need for Regulation
· accounting is an art not an exact science ~ ‘substance over form’
· wide scope for interpretation of transactions ~ companies would adopt favourable
· to protect stakeholders / sharholders ~ information: reliable, relevant, comparable
· theoretically possible to prescribe every accouinting procedure (by Govt / public body) but impractical given:
· would need to define all relevant circumstances
· would need to be continually updated
( use regulatory framework against which judgement based on common principles and standards can be exercised ~ GAAP (Generally Accepted Accounting Procedures)

Regulatory Framework

	1. Content of Financial Reports 

Requirement for accounts Legal requirement minimal. Company must produce B/S & P/L that give “true and fair” account @ prescribed format.  Accounting Concepts & all Directors responsible.

Regulation of accounting methods / standards  Guidance contained in Accounting Standards.  Produced by ASB & define GAAP.  From 2005, all EU to report using International Accountancy Standards (IAS)
Stock Exchange Disclosure rather than accounting. IE directors shareholdings.  Listing rules & Combined Code (see later).  
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	2. Regulation of Integrity
Requirement for audit Legal requirement by external firm of registered auditors.  They issue an opinion Addressed to shareholders but published in accounts.  

Combined Code  Polly Peck & Maxwell identified need for rules on Corporate Governance.  Now consolidated in Combined Code:

· Directors ~ separate role of Chairman & CEO/MD ; non-exec to be appointed ; re-elected (3 yrs)

· Directors Renumeration ~ proportional & linked to performance ; transparent ; disclosure 

· Relations@Shareholders ~ dialogue ; AGM

· Accountability ~ maintain & review internal system controls
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Potential Risks – Conflict of Interests
Agency Theory ; Directors can manipulate results to their advantage ; shareholders can override but large & disparate shareholder base can dilute their power ; auditors should pick this up but they can be influenced ; independence can be affected by desire to retain client (esp. as profits from non-auditing work high) ; overall very judgemental issues.
Recent Large Failures

	Enron
· Energy trading / Delivery Company
· Used Special Purpose Entities (SPEs) to remove poor performing assets & debt from Balance Sheet (Off-Balance Sheet financing)

· Received cash for assets & issued shares with guarantee that falls in value would be met

· But share price kept falling.  Not Good.
	WorldCom
· Global Telecommunications Company
· Business involved buying & selling line capacity for period & selling on to user

· But unused capacity couldn’t be carried fwd
· Instead of recording as expense (sunk cost) they recorded it as asset !  Not Good.

· Done as late accounting adjustment. 


Leadership was highly concentrated even though Chairman & MD/CEO separated.  High Growth seen as essential.  Profits at expense of Growth ?.  At core was the accounting treatment that company adopted for certain transactions.  Resulted in substantial reduction in previously reported profits.  Loss of confidence in both shares & market.  Both applied for protection (bankruptcy).  Large staff layoffs.  Legal implications ~ difficult to prove.
Reaction
· Focussed strongly on accountancy profession especially its self regulation
· In US ~ Sarbanes-Oxley Act rushed through:
· Off balance sheet transactions to be disclosed

· CEO / CFO to personally certify financial reports (no omissions / untrue)

· Rotation of auditor & scrutiny over relationship & non-audit work

· In UK ~ Patricia Hewitt (Trade & Industry Sec) announced several reviews: 
·  Regulation of audit and financial reporting (CGAA, interim report July 2002) recommendations :

· possibly restrict certain non-audit services

· compulsory rotation (5 yrs) of audit company

· accounting standards should emphasise ‘substance over form’

· FRRP (Financial Reporting Review Panel) should be proactive in reviewing accounts.
·  Regulation of accountancy profession (due to report January 2003).

· Basic question: Is there a need for independent regulation rather than self-regulation?
·  Role and effectiveness of non-executive directors (due to report late 2002). 

·  Basic question: Is the system working or are further measures required to bolster the role of the non-executive director?
But

· regulation introduced to occasional failings or as a knee-jerk reaction, does little to motivate people or businesses.  

· The ultimate responsibility for audit quality rests with the auditor himself.  No amount of legislation or regulation can dictate independence of mind.  Auditing is a practical discipline that relies on human action.  When the dust settles, we may discover that human failings played a large part and there is little that legislation can do about that. 
1 UK Listing Authority (part of Financial Services Authority) from May 2000.
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