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Abstract

In this article we identify the implications of the ‘post-industrial society’
for what has been termed the ‘accounting compromise’, being the basis of
traditional accruals based accounting.



In this article we identify the implications of the ‘post-industrial society' for what has
been termed the 'accounting compromise’, being the basis of traditional accruals based
accounting.

Below we argue that a series of aspects of the post industrial society put a strain on
this ‘compromise’.

a) The assets of a business in a post industrial society are less easily identified by
‘accrual’ accounting. This is because the investment in the 'intangible assets'
that arise from the investment in services does not normally arise from a single
identifiable payment in the same way as is common with the 'tangible assets’,
such as land and buildings and plant, that are the mainstay of a traditional
manufacturing process.

b) Post industrial society gives rise to the expansion of two major liabilities of the
business, pension commitments and environmental obligations, that need to be
reported if the accounts are meaningful yet are subject to considerable
difficulties in estimation.

c) The combined effect of a diminution of measurable assets and an expansion of

liabilities diminishes the apparent net worth of the business, giving rise to a
series of expedients by accountants to boost this figure.

d) The diminished credibility of the 'accounting compromise' leads to an increased
demand for information of a different kind both past cash flow data and

estimates of discounted future cash flows.

We observe that these trends are clearly established in the UK and detect some
indication that they are beginning to emerge in Spain.

The American Sociologist Daniel Bell has constructed an elaborate exercise in social
forecasting around the concept of the 'post-industrial society’. Bell (1974) identifies
five dimensions to this term:

1) The change from a goods producing to a service economy.

A traditional analysis divides the economy into three sectors:

a) The ‘primary’ sector, based on natural resources such as agriculture, mining,
fishing, and forestry.
b) The 'secondary’ sector being manufacturing or industrial.

c) The 'tertiary’ sector, being services.
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As an economy progresses from the 'primary’ to the 'secondary’ sector increasing
affluence leads to an increased demand for services. This demand moves from low
value services based on cheap labour, such as household servants, to include higher
value services such as those that support business and high skill areas such as health
and education. Bell identifies the USA as the first 'service economy' in which the
service sector accounts for more than half of total employment and more than half of
Gross National Product (GNP).

2) The second dimension of the post industriai socieiy 15 a shift in occupational
distribution. Within industrial society the semi-skilled worker, trained within a
few weeks to perform a simple routine with a machine, is the largest single
category in the work force. By contrast:

"The expansion of the service economy, with its emphasis on office work,
education, and government, has naturally brought about a shift to white-collar
occupations”. (Bell 1974, p 17).

Bell notes in the USA the growth of the professional and technical class as a
whole and the growth rate for scientists and engineers in particular.

3) The primacy of theoretical knowledge. Bell argues that for "all modes of
knowledge: the advances in a field become increasingly dependent on the
primary of theoretical work, which codifies what is known and points the way
the empirical confirmation. In effect, theoretical knowledge increasingly
becomes the strategic resource, the axial principle, of a society” (Bell 1974 p
26).

Bell offers a range of examples to illustrate this proposition. To give just one,
he cites the emergence of large econometric models of the economy, with
computers providing bridge between a formal body of economic theory and
large data bases.

4) The planning of technology. With the ability to employ new modes of
forecasting post industrial societies will have the ability to plan and control
technological growth. The specific example given by Bell is the ability to
control the environmental impact of new technology.

5) The rise of a new ‘intellectual technology'. The distinctive feature of this
concept is "to define rational action and to identify the means of achieving it"
(Bell 1974, p 30). It is argued that new technology makes it possible to allow
in decision making for the interation of a range of variables that would be too
wide for the mind to hold in correct order.

Each of these five dimensions can be seen as building on the previous one, as shown in
figure 1. At the basic levels of observing the move to a service economy and the
consequent growth of a professional and technical class the concept of post industrial
society is demonstrable by reference to statistics on gross national product and
employment statistics. At the higher level, moving to the development of new
concepts of social organisation, Bell's vision is necessarily more speculative.
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Figure 1
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Figure 2 shows some statistics for the percentage of GNP from Services and the
percentage of the population employed in Services in Spain, the UK, and the USA.
We can see that as early as 1960 both these figures comfortably exceed 50% for the
USA. By 1970 the same is true for the UK but Spain only achieves over 50%
employment in services more recently, between 1980 and 1990.

Spain can be said to have entered the 'post industrial society’ recently, compared to the
UK which has been in this position for some 25 years. Thus we would expect to find
effects of the post industrial society that are well established in the UK at an earlier
stage of emergence in Spain.
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In this paper we argue the relevance of the concept of 'post industrial society' to
understanding certain strains upon the traditional framework of the accounting system
that are becoming increasingly apparent in the UK and are just emerging in Spain.

The A ntin romi

Edey (1971) observes that:

"Accrual accounting is in fact an uneasy compromise between a wholly objective
record of past cash receipts and payments, and a wholly subjective assessment of the
current value of the enterprise, based on peering into the future”. (p441).

Edey discusses the merits of each of the extreme positions. Cash flow reporting has
the merits of simplicity, of being capable of precise measurement, and of verifiability.
For the old merchant venturers who invested in a ship or cargo and, if and when it
returned, sold both ship and cargo and divided the proceeds, this was a satisfactory
system. Since the money 'was likely to be in gold or silver coin’ there was not even an
inflation accounting problem! The real problems of accounting start with the ‘annual
carve-up', and the necessity to prepare a Balance Sheet.

Then a view of the future has to be taken. A 'magnificently simple' balance sheet could
be achieved by drawing up a budget showing expected future cash flows to the
shareholders and discounting these to net present value giving a balance sheet value of
the enterprise. While this is an appropriate exercise for share valuation, the
dependence on management's guesses and estimates means that it fails to provide an
objective basis for stewardship.

Accrual accounting is therefore seen as 'an uneasy compromise’ between these two
extremes. Rooted in actual transactions, and therefore drawing heavily on the record
of past cash flows, the statement of asset and liability values nevertheless involves
taking a 'view of the future'.

The range of management judgement is limited by applying rules of the game'on a
'prudent and conservative' basis.

Figure 3 attempts to express this concept of the accounting compromise in
diagrammatic form. On the left a simple list of past cash flows is highly objective but,
failing to take into account future expectations, has a low economic significance. On
the right a computation of the net present value of future cash flows is highly
meaningful as an estimate of economic value, but lacks objectivity.

(6)
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It is interesting to observe that in a recent work Edey has returned to this theme
observing ‘financial statements are a working compromise, far from perfect and capable
of improvement, but not to be blamed for failing to do what they were not developed
to do and indeed could not do'. (Edey 1993 p 8).

The asset problem

Block (1990) offers a range of examples, drawn mainly from the USA, where
investment in tangible assets has reduced in the post industrial society. He cites:

a) An official annual price decline for computers of 14% from 1972 to 1984 (p
138), a fall which Block argues is probably underestimated.

b) The increased capacity of computer numerically controlled machines has
increased productivity by an average multiple of 3 (p 143).

) Flexible manufacturing systems 'dramatically reduce’ the investment required in
plant and equipment (p 144).

d) New manufacturing technologies reduce the amount of space needed in land
and buildings - he cites cuts in factory production space:

i) From 51000 to 9000 square feet. (IBM).

1) From 125,000 to 52,000 square feet (J Westinghouse).

iii) From 16500 to 6600 square metres (an unnamed Japanese Factory)
(p 144).

Similarly a combination of new technology and management techniques has reduced
inventory levels through 'Just-in-Time'.

The problem for the accountant is that these shrinking tangible assets are the relatively
easy ones to measure. For a tangible fixed asset depreciation can be computed if two
estimates of future events need to be made, the expected period of useful life and the
expected disposal receipt or expense. For inventory the known figure of cost must be
compared with the estimated selling price, which often will be known by the time
accounts are prepared. By contrast, insofar as it is acceptable to account for the
intangible assets that assume growing importance in post industrial society a wide
range of predictions must be made. In the UK an accounting standard, SSAP13,
allows a company to show the costs of development expenditure as an intangible asset.
SSAP 13 includes the following forecasts that must be made before this may be done:
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a) The outcome must be "assessed with reasonable certainty as to:

1) its technical feasibility, and

i) its ultimate commercial viability considered in the light of factors such
as likely market conditions (including competing products), public
opinion, consumer and environmental legislation.

b) It should be "reasonably expected” that future revenues will cover all costs of
the project.

9] There must be adequate resources existing or 'reasonably expected to be
available’ to carry out the project and support consequent working capital
needs.

The accounting rules on research and development (R & D) offer an instructive, and
well researched, example of the problems that accountants face when confronted with
intangible assets. In the UK the initial proposal of the accounting profession was to
require write-off of all such costs. The change to permitting a deferral approach for
development expenditure appears to have come in response to defence contractors
concerned at the impact that a write-off requirement would have on the reported
capital invested in defence projects on which returns allowed for in government
defence contracts are computed.

Two issues of public policy support the case for permitting capitalisation of R & D,
contrary to the conservative instincts of accountants.

a) The possible reluctance of institutions to finance investment not visible in the
balance sheet.

b) The possibility that managers will cut back on R & D spending if this cannot be
carried forward against future related profits.

A study in the USA throws light on the first issue.

McGee (1984) constructed financial data for two companies. This data was identical
except that one capitalised software development costs and other applied a write off
policy. The data was then sent to bank loan officers who were asked various questions
as to which company they would grant a loan and at what interest rate. For each
question the company with the capitalised development costs attracted the more
positive response.

©)



On the second issue, how managers react to a requirement to write off R & D
expenditure, a number of studies in the USA followed the issue of FAS2, which
prescribed the write off method, during the 1970's. Previously a deferral approach had
been permitted.

Horwitz and Koledny (1980, 1981) report on a comparison of firms which had been
forced to change from a deferral policy with firms which had always chosen a write off
policy. They found that R & D expenditure declined for the 'deferral’ firms compared
to the 'write-off firms' following the issue of FAS2. A questionnaire to chief financial
officer confirmed that some reductions in R & D expenditure were attributable to the
new 'write-off rule. They conclude:

"The evidence supports the premise that the expense-only rule caused a relative decline
in R & D outlays for small high-technology firms which had previously used the
deferral method of measurement”. (Horwitz & Kolodny 1980 p 62).

Similar empirical testing in the UK has not been practical, since the UK accounting
standard on research and development, SSAP 13, permits deferral. However, in a
survey of UK managers Lothian and Fisher (1988) report that:

"The insistence on immediate write-off with the consequent impact on bottom line may
militate against investment” (p 14).

Overall, therefore, the evidence indicates that if firms are forced to write off research
and development expenditure this tends to cause managers to reduce such investment.

The experience of accounting for R & D, therefore, is that failure to account for this
key intangible asset can have negative economic consequences. In Spain, as in the UK,
capitalisation of Research and Development is permitted but with a provision that this
asset must be excluded from the accounts in the computation of permitted levels of
dividend distribution. Thus, within the framework of Spanish accounting law,
recognition of this intangible asset has been half hearted.

In the late 1980's a number of UK companies began to show another intangible asset
on their Balance Sheet, the value of their brand names. In most cases this has arisen
only where another company has been acquired, when the value of brands in the
acquired company has been separately identified in the consolidated accounts.
Generally this asset has not been depreciated on the grounds that brand values can
maintain their value indefinitely often this contention is supported by annual reviews of
brand valuations.

(10)



Accounting regulators in the UK have indicated a preference for not identifying brand
valuations separately, so that instead on acquisition of a business the brands will form
part of the 'goodwill' figure, being the difference between the price paid for the
business and the fair value of the identifiable assets acquired. This approach is
unattractive to many companies because Goodwill is subject either to immediate write
off or systematic amortisation through the profit and loss account. Table 1 shows the
size of the brand valuation intangible asset in the accounts of seven UK companies. In
the majority of cases the maintenance of a respectable figure for equity is dependent on
being able to continue to show brands as an asset.

Year End | Brands | Total Equity [ Brands | Brands:
Assets Total Equity
Assets

£m £fm £m

Cadbury Schweppes | 1.1.94 545.8 132669 |1206.2 | 17% 45%

Daily Mail 3.10.93 177.1 915.8 404.5 19% 44%

Grand Metropolitan | 30.9.92 2492 9363 3759 27% 66%

Guiness 31.12.93 | 1395 8019 3729 17% 37%
Ladbroke 31.12.92 | 376.7 4634.7 |2512.8 | 8% 15%
United Biscuits 1.1.94 216.6 1932.3 | 745.3 11% 29%
United Newspapers | 31.12.92 | 138 712 167 19% 83%

Cooper and Carey (1989) reflect a widely held view among accountants when they
argue:

"there have been very few reported cases of self-generated or similar intangibles being
recognised, and there now appears to be broad acceptance that they should not be”.

A notable exception to this view was provided by Rank Hovis McDougall (RHM)
which, in the 1988 accounts, first capitalised some £678 million of brands representing
59% of total assets. (see Amold & Sherer 1989). Self generated as well as acquired
brands were included.
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The technical process of brand valuation, involving both marketing and finance skills,
has created a new service industry in its own right. In a paper reviewing brand
valuation approaches Osburn (1989) observes:

"The appraisal profession has developed a number of useful concepts, such as 'premise
of value' and comprehensive valuation methodologies, which have remained largely
unknown by the rest of the accounting profession” (p 48).

Concern with the qualifications of the accounting profession in this area has been
articulated by the managing director of Interbrand UK: "many professional firms of
accountants who only a year ago were vehemently opposed to the brand accounting
initiative have now set up their own brand valuation divisions. Why should they stop
at brands? We are told that office cleaning and chiropody are boom areas. It seems
that accountancy practices can turn their talents to anything". (Stobart 1990).

In Spain, by contrast, there has not been any indication either of companies identifying
brand valuations separately on acquisition of a subsidiary or valuation of a company's
internally created brands. Brands only appear on Spanish company balance sheets
when they are the subject of a specific purchase.

Liabilit

Traditionally the liabilities of a business have been relatively easy to measure in the
accruals based accounting framework; a specific amount of money borrowed in the
past gives rise to an obligation to repay a specified amount in the future. In the post
industrial society, however, two liabilities which are considerably more difficult to
measure become significant.

One is the liability to pay pensions, a growing item with the increase in the white collar
workforce and the desirability of locking in the intellectual capital of the company.

As Loeb (1987) observes, current demographic trends add to the importance of this
issue. In the UK an accounting standard, SSAP 24, addresses this problem. For a
defined benefit scheme, where employers are promised a pension on the basis of some
defined benefit and the scheme is then funded accordingly, the standard identifies the
following assumptions which an actuary must make in valuing the total pension
obligation:

a) Future rates of inflation and pay nises.

b) Increased to pension payments.

c) Earnings on investments

d) Number of employees joining the scheme.

e) The age profile of employees.

f) The probability that employees will die or leave the company's employment

before they reach retiring age.

(12)



Such an actuarial valuation may reveal a considerable difference between the
accumulated pension fund, based on employer and employee contributions, and the
estimated liability. In recent years UK companies have tended to show large surpluses
of pension fund assets over the actuarially valued liability. Derwent (1994) argues:
"large surpluses have arisen, due in part to strong investment performance and low
inflation and in part to lower than expected preserved pension costs resulting from
widespread redundancy programmes. As these trends may be reversed, one year's
surplus could become the following year's deficit".

As an example of the potential for major fluctuations, Derwent cites the change in the
British Telecom accounts from a £1740m surplus in 1990 to a £750m deficit in 1993.

Thus UK industry has not, generally, been faced with a major liability arising from the
accounting rules in SSAP 24; indeed, those rules have given opportunities to boost
company reported income and assets. Changes in economic trends could expose UK
companies to similar reported losses and liabilities in the future.

It is interesting to contrast the position in the UK, with a full actuarial valuation of the
pension obligation, to that in Germany. There only legally binding pension obligations
entered into by the company itself must be accrued for, not those entered into via the
company welfare fund even though the labour courts have held these to be enforceable
against the company itself. Moreover German law limits the scope of actuarial
estimates to exclude accounts for employees under the age of 30 and to disregard
future payroll increases (see Seckler 1992 p 239). Traditionally the German approach
to accounting with its reluctance to permit valuation and its restriction on future
estimates, has tended to conservation. In this case the effect is the reverse.

In Spain it has only been as recently as 1990 that accounting law has required
companies to include the pension liability in their accounts. Moreover, to avoid too
dramatic an impact on the accounts companies have been given the following time
periods to accumulate provision for the full actuarial liability for pensions:

Employees still working 15 years
Retired employees 7 years

Thus in Spain the significance of this item is set to grow steadily over coming years,

unlike the UK where fluctuations in the trend of actuarial estimates and investment
performance have the potential to create more sudden swings.

(13)



The second liability arises out of the increasing environmental awareness, and
consequent legislation, that is part of the character of post industrial society. Tinker
(1985) reviews one case, that case of Hoover Chemical, an Occidental Petroleum
subsidiary. From 1930 to 1953 the company used the Love canal, near Niagara Falls,
as a dump for a range of highly toxic chemicals. The canal was then covered in. In the
late 1970's evidence accumulated that the polluted site was to blame for a range of
medical problems for local residents, including a horrifying range of birth defects.
Hundreds of homes had to be evacuated and destroyed. Only in 1980 did Occidental
Petroleum face a requirement to accrue in the accounts for the consequent spate of
legal claims, with the SEC observing:

"The total cost of compliance with environmental regulations includes not only those
costs of bringing facilities into full compliance with environmental regulations, but also
costs associated with past non-compliance with environmental regulations” (Tinker
1985, p 4).

As Tinker observes:

"Retrospectively, the costs associated with Love canal began to accumulate when the
company poured toxic waste into the canal in the 1930's, and hence should have been
matched against the revenues for that period” (p 8).

The case highlights the problem of accounting for costs arising from environmental
pollution, with a need here to foresee consequences 50 years ahead in a context where
it had become increasingly common to trace back the consequences of pollution to the
polluter. Tozer (1992) identifies legislation in Canada, the USA, the UK, and New
Zealand that substantially increases company responsibility for rectifying past and
present pollution. Awareness of the importance of potential environmental liabilities is
evidenced by the response of banks in the USA, where a loan secured on land that
proves to be contaminated may, because of the costs of rectification, become 'virtually
unsecured’ (Bunker 1990 p 14). Two surveys showed banks' increasing awareness of
this risk; in 1987, a survey showed that about a third of banks' used environmental
audits before accepting property as security, while a similar survey in 1989 showed 39
out of 41 banks regularly using such audits and the other 2 using them in special cases
(Commins 1990 p 14).

A recent survey of environmental reporting by UK companies reports that, while much
disclosure is current unquantified:

"Direct investors, takeover bidders and bank lenders are increasingly aware of the need

to ascertain whether potential responsibilities for environmental liabilities are lurking
within the companies with which they become involved". (Butler et al 1992 p 55).

(14)



In a discussion of accounting for environmental liabilities in Spain Elorriaga Ancin
(1993) identifies the liability for environmental damage as one that is difficult to
quantify in the accounts, while arguing that both companies and auditors should be
more sensitive to this issue.

The exnansion of creative accounting

Paton (1922) offered one of the earliest analyses of the basic postulates that underlie
accounting. Much of what he said has been absorbed into subsequent analyses of
accounting conventions. In discussing the basic accounting equation, that the owner's
equity in a business is equal to the assets less the liabilities, he makes the following
observation:

"there are certain situations outside the business enterprise which do not present an
equation of assets and equities in the ordinary sense”. Paton offers two examples.

One is that of governments which may owe amounts in excess of their assets but, with
the power to tax, can generate future cash flows to meet their obligations. The other is
that of the college student who "may have liabilities galore but no assets in the usual
sense. Yet his creditors may consider him perfectly good" (Paton 1922 p 485).

Paton saw this situation, where the ability to generate future cash flows is not
measurable as an asset, as arising "outside the business enterprise”. Arguably, in the
post industrial society, with diminishing measurable assets and expanding identifiable
liabilities, this situation may arise inside the business enterprise.

We have seen how business managing major brands have found it necessary to put
these on the Balance Sheet to boost their equity to respectable levels. In recent years
the growth of 'creative accounting' has attracted considerable comment in the UK.
Naser and Pendlebury (1992) report on a survey of company auditors on the reasons
why they believe their clients engage in creative accounting. The percentage who
'strongly agree' or 'agree' with the following reasons were:

%
To meet limits on borrowing levels and gearing ratios 80.9
Desire to reduce taxation 63.7
Desire to control dividends 22.7
Pressure from big institutional investors 22.7

(adapted from Naser and Pendlebury 1992 p 114).
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In UK Company Articles of Association it is common to find company borrowing
powers expressed as a multiple of the equity reported in the accounts; these
restrictions are often articulated in a similar way in agreements with lenders. Thus
company powers to raise finance from borrowing are dependent on the difference
between total assets and total liabilities as reported in the accounts. It is interesting to
observe that 45.5% of auditors "strongly agree" or "agree" that "the use of creative
accounting is considered to be a legitimate business tool" (Naser & Pendlebury 1992 p
116). In this context creative accounting may be seen as a defensive device in
response to the pressures arising from the breakdown of the "accounting compromise".

Whereas the phenomenon of ‘creative accounting' is well established in the UK, the
expression has only recently appeared in the Spanish literature (see Rojo Ramirez
1993).

Moving 1o the edges of the Spectrum

We have seen that Edey identifies accruals based accounting as a compromise between
a presentation of past cash flows and computing the present value of estimated future
cash flows. It is interesting to observe, and perhaps indicative of the break down of
the ‘compromise’, that both approaches have a growing place in the financial
statements in the UK, though not in Spain.

Accounting regulators have brought in requirements for cash flow statements in recent
years in New Zealand (1987), the USA (1987) the UK (1991) and Australia (1992).
Advocates argue that the cash flow statement avoids the elements of judgement and
subjectivity inherent in accrual accounting. Thus Lee (1992) argues that the cash flow
statement: "is devoid of the effects of periodic accounting accruals and cost
allocations. It represents the observable effects of economic transactions, and can
therefore be said to be a statement entirely of economic substance and free of legal

form".

Neill et al (1991 p 118) cite a number of authorities who have identified significant
manipulation by management of accrual based accounting as grounds for preferring
cash flow based information.

In Spain the 1990 General Accounting Plan requires a funds flow statement, explaining
changes between the opening and closing balance sheet, rather than a cash flow
statement. However there has been some argument in Spain for moving to the cash
flow approach (see Iglesias 1992).

As recently as 1980 the UK Accounting Standards Committee, in the Guidance Notes
to SSAP16, asserted that;

"In historic cost accounts it is not usual to discount the future cash flows" (see Clayton
& Blake 1984 p 23).

(16)



By contrast Lovejoy et al (1989) report:

1) A number of UK accounting requirements that explicitly prescribe discounting
future cash flows, such as SSAP 21 on leasing and SSAP 24 on pension costs.

i) Use made by companies of discounted cash flow techniques for a number of
financial accounting purposes, such as the estimation of the fair value of the
assets of an acquired subsidiary.

In Spain, on the otherhand, it is not normal for discounted cash flow technique to play
any part in arriving at the balance sheet figures.

Conglusion

The framework for social forecasting embodied in the concept of 'post industrial
society' is consistent with a number of trends which have undermined the traditional
accounting framework in the UK and are just emerging in Spain, consistent with
Spain's more recent development to a post industrial economy.

A number of implications may be seen as arising from the threat to the traditional
accounting framework posed by current social and economic trends:

1) The U.K. situation is likely to become increasingly difficult, since the two
liabilities for pension obligations and environmental responsibilities are both set
to grow in significance; in Spain, it is the growth of the pension obligation that
is more imminent.

2) Different countries are likely to respond to these pressures in different ways,
both because of different stages in moving to post industrialism and different
accounting philosophies. In our example, the UK needs to address this
situation with more urgency than Spain.

3) The accountant will become increasingly dependent on other areas of expertise
to evaluate future uncertainties. In the examples considered above we have
seen the need for scientists to assess both the technical viability of development
projects and the implications of past and present pollution, marketing experts
to value brands, and actuaries to assess pension liabilities.

4) If the accounting regulators refuse to allow the inclusion of the increasingly
importance intangible assets on the balance sheet because of the major inherent
uncertainties involved then accounts will decline in relevance, while if those
assets are recognised then there will be some less in reliability.

5) Research into methods for valuing intangible assets is of growing importance in
the post industrial society.
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