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1 Introduction
In the new economy intangibles have been recognised as a crucial factor in business success and a key part of the value creation story that management communicates to the analysts and investing community (Holland, 2004, 2006). The importance of intangibles in the evaluation of a company has led to accounting for intangibles becoming a major and sensitive issue for standard setters (Alfredson, 2001). In essence the issues are those that typically face standard setters being which (intangible) assets to include in the balance sheet, whether they are included at cost or value, and what disclosures to require outside of the balance sheet in the notes to the accounts or in other reports. In respect of disclosures much of the early work on intangibles measurement may be relevant. Such early work comes from intellectual capital theory (Viedma Marti, 2007) and includes the ‘Skandia Navigator’ (Edvinson and Malone, 1997), the ‘Intangible Assets Monitor’ (Sveiby, 1997) and the ‘Balanced Scorecard (BSC)’ (Kaplan and Norton, 1992). Scorecards such as the BSC have the potential to feed disclosures but they do not directly seek to value intangibles or put them on the balance sheet; rather they serve to help managers develop the link between measurable characteristics of intangibles and subsequent financial success. Score-carding also facilitates benchmarking (Viedma Marti, 2001) in which companies can benchmark their intellectual capital against their ‘world class’ competitors. Many of a company’s intellectual resources are not captured within mandatory financial accounting metrics and are reported therefore on a voluntary basis (Stiukova et al, 2008). Stiukova et al provide an empirical examination of intellectual capital disclosure practices by UK companies. 
There is a continuing debate as to whether the inclusion of intangibles on balance sheets is feasible and Kaplan and Norton (2004, p 52) describe the valuation of intangibles as the ‘holy grail of accounting’. Value relevance is part of the debate and Dahmash et al (2009) examine value relevance during the period 1994 to 2003 in Australia when it was possible to report internally generated goodwill and identifiable intangible assets, including R&D, on the balance sheet. In accord with prior studies they found that the balance sheet disclosures were value relevant though, due to accounting arbitrage between goodwill and identifiable intangibles, they may not have been reliable. The finding of value relevance is consistent with Lev, Nissim and Thomas (2005) who claim that expenditures on intangibles such as R&D should be capitalised and amortised. However Dahmash et al also report (p132) that for high performing companies with sustainable abnormal operating earnings (AOE), the reporting of goodwill and identifiable intangibles is no longer viewed as market relevant whilst the AOE variable becomes highly significant as a basis for valuing intangibles. This is consistent with Lev (2001) who has suggested a means of valuing intangibles by capitalising residual income. Skinner (2007) provides a recent summary of the issues and current debate in respect of the reform of accounting for intangibles. Zambon (2004) gives an excellent overview of both reporting and measurement issues.
The accountant’s traditional model of business is one where business creates a balance sheet by issuing shares and taking on liabilities to enable investment in assets, and then conducts business so as to strengthen its balance sheet. The difference between the opening and closing balance sheets, allowing for capital payments and dividends during the year, is profit. The debate on intangibles has, for the most part, been one of trying to fit intangibles into this model or to supplement the model with information on intangibles. The current paper assumes that the importance of intangibles should be taken as an opportunity to re-think the accountant’s model of business and to align it with new economy perspectives on business. In this regard the paper proposes a ‘new economy business model’ and this re-thinking of the accountant’s model of business allows the paper to look at accounting anew. Thus the paper does not deal with accounting for intangibles per se but rather it looks at the future of accounting as a whole using the new economy perspective. The next section of the paper introduces the new economy business model. In this model propositions are made to stakeholders designed to bind the stakeholders into a network giving the company access to the stakeholders’ knowledge. Knowledge is defined broadly to include ideas, skills, experience and capabilities. In the model, business activity is conducted to strengthen the stakeholder network and the difference between the opening and closing networks is ‘profit’. This is not traditional accounting profit but rather a ‘comprehensive profit’ appropriate to the new economy. This comprehensive profit might be looked at from the point of view of stakeholders collectively but in this paper the focus is on the shareholder viewpoint. Section 3 looks at how this new economy business model connects to strategy and a comparison is made with the strategy map that accompanies the balanced scorecard. Section 4 looks at how the model connects to accounting. In effect the ‘stakeholder knowledge network’ provides a common conceptual framework for both strategy and accounting. Sections 5, 6 and 7 illustrate the ideas introduced in previous sections through the comprehensive accounts of power systems company Rolls Royce plc, health and safety products company Halma plc, and specialty chemicals company Croda International. Each case focuses upon an important strategic issue. In the Rolls case it is the use of derivatives to manage foreign exchange risk. In the Halma case it is the first time use of long term loans to facilitate additional leverage, whilst the Croda case focuses upon a strategic acquisition. All three companies have a substantial stake in technology. Section 8 highlights the most significant implications of the new economy perspective to the future of accounting. There are ten suggestions several of them radical. In addition the paper introduces a framework - the LEADERS framework - as a representation of the dynamics of the new economy business model and recommends this framework as providing a clear structure for business reviews. ‘LEADERS’ stands for leverage, engage, align, develop, evaluate and re-shape and these are discussed in the following section.
2 The new economy business model

The new economy business model conceptualises the company as a continually re-shaping set of stakeholder propositions as per figure 1. Figure 1 shows each stakeholder proposition to have six dimensions. As is discussed in section 4 these dimensions have been co-developed with the comprehensive balance sheet. The dimensions are (1) the product offered to/by the stakeholder, (2) the price/cost of the product together with the volume proposed, (3) the knowledge required of /provided to the stakeholder, (4) the relationship with the stakeholder, (5) promises made and (6) the prospects for the development of the proposition in future. The matrix of stakeholder propositions is termed the stakeholder knowledge network (SKN) with knowledge and relationships being the intangibles at the heart of the network. In order to illustrate the concepts, the list of stakeholders identified in figure 1 is conventional but could be adapted/re-labelled to suit particular company circumstances. As propositions become more innovative and sophisticated they do not so easily map onto traditional stakeholder stereotypes. The rows of the SKN do not represent the traditional stakeholder categories as such but rather substantially different categories of proposition, with each category then being assigned a stakeholder label. Thus, in adapting a stakeholder network to particular circumstances, the thinking is as much from proposition to stakeholder as it is the other way around. 
Government as the instrument of society’s interests is a particularly complex stakeholder and the relations between company and society continue to evolve. In future research, the implications of these societal relations for the stakeholder network deserve fuller consideration than it has proved possible to give in this paper. 
It is part of management’s proposition that management design and re-shape the company’s stakeholder knowledge network and part of the shareholder proposition that they exercise governance over management and ensure the suitability of the management proposition. From this perspective it is the ability of management to organise the SKN that is the company’s organisational capital, whilst the ability of shareholders to exercise supervision might be termed governance capital. Ultimately organisational capital is the company’s most crucial resource (Lev and Radhakrishnan, 2004).
Engagement
The idea behind the SKN is that a company secures its knowledge base at a point in time through propositions that engage knowledgeable stakeholders. Some of this knowledge base such as intellectual property, organisational processes and the capabilities embedded in fixed assets are the property of the company itself and in this sense, as per figure 1 a company is a stakeholder in its own network. The knowledge and capability of the rest of the stakeholder network ‘leverages’ the capabilities of the company itself and thus access to stakeholder knowledge and capability is a key feature of the new economy business model. To be engaging, stakeholder propositions must focus on matching or exceeding the opportunities stakeholders have in the outside competitive environment. Propositions should not only satisfy the company’s needs but also stakeholder needs (Neely, Adams and Kennerley, 2002). In a rich knowledge network the flow of knowledge is a two way street with the same stakeholders both providing knowledge to, and taking knowledge from, the network.
Alignment
Vertical alignment of stakeholder propositions across the product dimension is essential to ensure the efficient and effective transformation of inputs into output. Horizontal alignment is necessary between the nature of the product required of/by a stakeholder, the nature of the knowledge provided to/by the stakeholder and the nature of the relationship with that stakeholder. Turning first to the nature of the product, the product proposition might be categorised as operational excellence, intimacy or leading edge (Treacy and Wiersema, 1996). Turning to the alignment with knowledge, these three product categories require, respectively, the ability to act systematically, adaptability and innovative ability. Providing operational excellence is the most certain task and providing leading edge products is the most uncertain. Turning to the alignment with the stakeholder relationship, for each of three product propositions the degree of certainty in the task objectives and task conversion process has implications for the choice of controls and incentives that frame the stakeholder relationship (Macintosh, 1994, pp150-2). A mix of beliefs, boundaries, interactions and diagnostics (Simons, 1995; Widener, 2007) has to be selected so as to generate a relationship that provides the degree of rigour/flexibility/creativity required by the nature of the product. The stakeholder network covers not only intra firm but also inter-firm relationships and controls (Caglio and Ditillo, 2008; Mouritsen et al, 2001). Constraints upon the content of stakeholder propositions and thus upon the degree of alignment achievable can come from cultural differences, from formal hierarchical structures, unequal power relations (Pfeffer and Salancik, 1978), outside regulation and the state of contract law. Institutional structures should exist to facilitate and clarify propositions not to inhibit their development except where they are manifestly unfair.
Once the SKN has been established through engagement and alignment, the new economy model requires the network to be both exploited through leverage and improved through exploration and development. (Volberda and Baden-Fuller, 2003). A company can carry on both incremental and revolutionary development simultaneously (Tushman and O’Reilly, 2002). Leverage and development are discussed in turn.
Leverage
One of the crucial differences between the old and the new economies relates to leverage. Writing in the New York Times (Oct 22, 2000) Paul Klugman puts it as follows:
In the past, businesses primarily invested in the tangible means of production, things like buildings and machines. To grow bigger, a business had to build new factories roughly in proportion to the increase in its sales. But now businesses increasingly invest in intangibles. And once you have designed a chip, or written the code for a new operating system, no further investment is needed to ship the product to yet another customer.
 Krugman’s quote indicates two benchmark companies – those that scale up fixed assets to scale up profits, and those that do not need to scale up fixed assets to increase profits. The latter is defined by Baruch Lev (2007) as a conceptual company. Although not considered by Lev, a company that needs additional fixed assets to increase profits but is able to finance them through borrowings or perhaps to outsource production, might be thought of as a quasi conceptual company. It needs additional fixed assets to increase profits but can do so without further equity being invested in tangible assets. The ability to leverage without additional (equity) investment in tangible assets is a key element in the performance of the new economy business model. Of course expanding companies might still expand their fixed assets but for both conceptual and quasi conceptual companies, profits increase at a far faster rate than the expansion of equity in fixed assets. Leverage can refer to expansion of volume or margin in existing business but it can also refer to ‘leveraging’ of core competences into new products or markets (Hamel and Prahalad, 1994). 
Krugman, Lev, and Hamel and Prahalad are all concerned with the leverage of knowledge in its widest sense and this should not be confused with financial leverage or gearing. In the new economy, financial leverage/gearing needs to be rethought so that it is the ratio of debt to equity invested in both tangible and intangible assets even though the intangibles, and thus the equity invested in such intangibles, may not be recorded in the balance sheet. From a new economy perspective using debt, rather than equity, to invest in tangible assets does not necessarily increase gearing if the scaling up increases the value of, and hence the (unrecorded) equity invested in, the intangibles. 
Development 
Development of the stakeholder knowledge network can come from new stakeholders, new markets in the form of new products and/or new pricing and volume propositions, new intangibles including new knowledge and improved relationships, new promises (or a change in the management of old promises), and new prospects. In respect of new intangibles the emphasis could be on research and development, upon patents achieved, upon human resource development and upon new ideas relating to alignments and processes. Acquisitions and disposals, and strategic partnerships are key developments that normally give effect to one or more of the above changes. 
It is seen from the above discussion that the re-shaping dynamics (management actions) of the new economy business model are the leverage of the SKN to maximise the inflow of (cash) resources, the engagement of stakeholders to ensure the security of the network and gain access to knowledge, the alignment of stakeholders to ensure the efficiency and effectiveness of the network and the development of the network to maximise future opportunities and minimise future threats. 

The balanced scorecard
 The balanced scorecard (BSC) is the most popular of all the ideas that might be regarded as strategic management accounting (Langfield-Smith, 2008, pp 221-224). An Appendix to the paper sets out a strategy map associated with the balanced scorecard (Kaplan and Norton, 2001a, 2001b). Although not explicit it can be seen that leverage, engagement, alignment and development are all employed in the strategy map. First of all there is recognition in the financial perspective of revenue growth strategy and productivity strategy. These are equivalent to leverage by increasing volume and leverage by increasing margins. Secondly the customer perspective includes a customer value proposition aimed at engaging customers (though other stakeholder propositions are not considered explicitly). Thirdly the inclusion of an internal process perspective shows the importance of alignment since alignment is a key function of process. In addition it can be argued that the BSC exists to promote alignment between the four perspectives. Finally the inclusion of a learning and growth perspective shows concern with development. Thus the ‘new economy business model’ is captured in part by the balanced scorecard. However the BSC, perhaps because it does not fully embrace the idea of a stakeholder network, is more restrictive than the SKN, and does not capture the full range of stakeholder propositions open to management in pursuit of the new economy business model. For example, there is no explicit consideration of sharing risks and rewards between stakeholders and these can be important considerations. Rolls Royce, for instance, has risk and revenue sharing partners (suppliers) who fund and perform research and development in return for a share of revenues. Rolls also have sales financing arrangements through which it in effect shares the financial risks of its airline customers.
Risk and reward sharing
Lev (2007) reports that goodwill impairment is higher than physical asset impairment, over a wide range of industries. This suggests investment in intangibles tends to be higher risk and potentially higher reward than investment in fixed assets for established products. In the new economy the competition is for ideas and differentiation rather than cost. Ideas can be difficult to implement and differentiation difficult to sustain, and hence there are higher levels of uncertainty. Thus the new economy business model drives the company into riskier business activities and consequently seeks to share or reposition the risks and rewards across the company’s stakeholder network (Miller et al, 2008). For this purpose, in addition to the traditional arrangements with shareholders there are risk and reward sharing agreements between the company and its suppliers, customers, employees and directors, and financial institutions are engaged to supply risk management products. Risk and reward sharing can serve to bind the stakeholder network together by engaging stakeholders and aligning them with the objectives of the company. 

Risk and reward sharing agreements facilitate the implementation of the new economy business model. However they are contractual promises and they leave a legacy for the future since the value of the contracts will move, at times unpredictably, as part of a changing environment. If not properly managed this legacy itself can be a substantial source of risk for the company.  Examples that illustrate legacy promises are given in column 5 of figure 1. The company should hold precautionary liquid assets to cover the need to meet promises as well as opportunity assets necessary to take early advantage of any new ideas and knowledge ‘breakthroughs’.

Risk is an issue that, as was discovered in the credit crunch, is not adequately dealt with in the traditional accounting model. In the case of the banks moving into progressively riskier activities, the higher returns were treated as profits whereas the increasing risks were scarcely addressed. What were reported in a risk management note were the processes for managing risk, but little of the substance of an increasing risk exposure was disclosed. Since the new economy drives us to seek higher returns from riskier activities the risk return relationship needs to be addressed in any accounting for the new economy business model. The President of the English Institute is reported in Accountancy (June 2009, p38) as being adamant that auditors are not to blame for the credit crunch. He is quoted as saying ‘Let’s be clear – the reason there has been turmoil in the markets is that businesses had inappropriate business models for the circumstances’. However, these inappropriate business models were not revealed by the accountability arrangements of which accounting and auditing are a central part. Accounting and the accounting profession failed to generate any early warning. The credit crunch does therefore represent an accounting failure.
3 Strategy and the ‘new economy business model’.

As a basis for illustrating the relationship between the new economy business model and strategy, this section adopts Bingham and Eisenhardt (2008) as providing a convenient summary of strategic choice. They categorise strategic choice in terms of leverage logic, position logic and opportunity logic, and each of these strategic choices can be identified in terms of the new economy business model of leverage, engagement, alignment, and development.

Leverage logic
Leverage logic (p244) argues that:

…competitive advantage derives from the ownership of specific core resources- i.e., particular resources that are rare, inherently difficult to imitate, non-substitutable and highly valuable in one or several markets (VRIN)….. When core resources are combined with complementary resources, firms can produce products faster, better and/or more cheaply than the competition (Collis and Montgomery, 1995). Given the inimitability of core resources, this is likely to result in competitive advantage and superior performance…….. For example, Honda’s strategy consists of leveraging its core engine technology into a wide variety of markets such as automobiles, motorcycles, lawnmowers and four wheel off-road vehicles where these resources are both valuable and rare (Prahalad andHamel, 1990).

Such leverage logic, achieves higher volumes by deploying existing resources into new markets and/or products. Insofar as this requires existing resources to work with new complementary resources then such leverage logic can be regarded as requiring development of the stakeholder network as well as pure leverage in the form of higher volumes. In terms of the stakeholder network it is inimitable access to scarce or valuable resources, rather than ownership per se, which is key to competitive advantage. Leverage logic therefore requires that the terms of engagement for stakeholders with VRIN knowledge are difficult for competitors to replicate so as to give a continuing advantage. Bingham and Eisenhardt argue that leverage logic applies to moderately dynamic markets and that the duration of competitive advantage is likely to be medium term. Under leverage logic the emphasis is upon engagement to give access to scarce knowledge and leverage.

Position logic
According to Bingham and Eisenhardt (pp246-7):

Under position logic, competitive advantage stems from executing different activities than the competition or executing the same activities in a different way. (Porter, 1996)…..Using position logic, strategy consists of tightly linking resources together in mutually reinforcing configurations termed activity systems (Porter, 1996; Rivkin, 2000; Siggelkow, 2002). Unlike the core resources of leverage logic, the individual resources comprising activity systems may not be inherently VRIN (Hansen et al, 2004).  For example, Southwest Airlines’ vaunted activity system relies on readily obtainable resources such as gates at less popular airports, zone assigned seating, and the use of a single type of aircraft. None of these is particularly valuable, rare or inimitable by itself.

In a case such as Southwest Airlines it is the innovative idea of the low cost, no frills customer proposition that provides a differentiated product in the market place, and the idea is implemented through the strict alignment of other stakeholder propositions with the customer proposition. There is the development of one original innovative idea, after which the focus is upon alignment and organisational knowledge in the form of hard to imitate activity systems. Bingham and Eisenhardt argue that position logic is appropriate to stable markets in which complex systems or processes have time to develop, and that the duration of the competitive advantage is often long term.  Under position logic the emphasis is upon alignment through tightly knit systems and leverage.

Opportunity logic
Finally, Bingham and Eisenhardt (p249) explain:

…a strategic logic of opportunity argues that competitive advantage and superior performance stem from entrepreneurial action…... In particular superior performance…derives from the firm’s ability to capture attractive fleeting market opportunities. For example,…during the late 1990s…. Cisco gained competitive advantage.. .. by acquiring a series of technology-rich ventures sooner, more quickly and more effectively than its competitors. Similarly, Nokia’s strategy during the same time period included its product innovation process by which the firm captured numerous, new product opportunities in the burgeoning market of wireless communication.

Opportunity logic depends upon entrepreneurial skills (a form of tacit knowledge) and organisational knowledge in the form of processes which facilitate those skills. Such processes are likely to be semi-structured rather than the tightly linked organisational processes associated with activity systems. Bingham and Eisenhardt argue that opportunity logic is appropriate to high velocity markets and the duration of competitive advantage is unpredictable, often resulting in a series of temporary advantages. Opportunity logic suggests the leverage of dynamic capabilities (Wang and Ahmed, 2007) through continuous development. The emphasis is on leverage and development.
As the above discussion demonstrates it is the chosen strategy that dictates the mix of leverage, engagement, alignment and development through which management execute the new economy business model and changes to the SKN. Leverage is a key factor in the success of all three strategic choices. The other key factor is the uniqueness of the engagement (choice 1), the commitment to alignment (choice 2) and continual development (choice 3).
4 Accounting and the ‘new economy business model’.

The accounting proposed for the new economy model is based upon a comprehensive balance sheet that considers four slices of equity as follows:
1 The book equity (BE) invested in the tangible assets and working capital of the company (the traditional accounting assets net of loans). 
What has it been necessary for the shareholders to invest in tangible assets and working capital in order to leverage the intangibles?

2 The current use value of intangibles (CUVI), providing a focus upon the current performance of intangibles. 
What is the value of the current contribution of intangibles to sustainable profit? CUVI is the current contribution valued as a perpetuity and assumes that business conditions which produced the sustainable profit will persist. 
3 The net value of promises (NVP) being the legacy value of promises net of precautionary assets. 
What is the impact on company value of the legacy of past promises?

4 The growth and opportunity value (GOV) associated with the prospects for the business (model).
What is the value of the future contribution of intangibles (over and above CUVI) expected as a consequence of developments in the network and expected changes in business conditions?
The overall market capitalisation (MC), assuming the net value of promises is negative, is given by MC=BE+CUVI-NVP+GOV. This equation is the firm’s comprehensive balance sheet and a financial expression of its stakeholder knowledge network from the viewpoint of shareholders. The equation assumes that loans will be re-financed by new loans (giving rise to a re-financing risk but no future claim on the equity) but that the net value of promises will be met by future equity. The equation may be regarded as an adaptation of a widely used valuation model (the residual earnings model; Ohlson, 1995) that relates the firm’s equity value to assets in place (fixed assets and working capital less loans) plus the growth potential, taken to be the present value of the firm’s future residual earnings. The adaptation is to split the value of the future residual earnings into CUVI, NVP and GOV. The reason for the adaptation is that the comprehensive balance sheet has been co-developed with the stakeholder knowledge network (figure 2) so that there is a correspondence between the components of the stakeholder proposition and the elements of the comprehensive balance sheet. The introduction of the four slices of equity facilitates this. Thus in figure 2 the prospects dimension corresponds to GOV, and the promises dimension to NVP, whilst the intangibles of knowledge and relationship correspond to CUVI. The price/cost/volume dimension represents the traditional accountant’s model of business in which the retained profit is added to, and identified with BE. Thus traditional accounting is subsumed within the comprehensive accounts.
A further comparison with Ohlson’s model
The residual earnings model assumes ‘clean surplus’ accounting in which all surpluses are reported through earnings and none are taken directly to equity. In the comprehensive accounting, the changes in NVP are not considered as sustainable earnings and are therefore a ‘dirty surplus’. Thus the net value of promises is a separate element in the market capitalisation and is added to the value arrived at through the clean surplus residual earnings model applied to sustainable earnings. Future residual earnings cannot be observed but are shown by Ohlson to depend upon the pattern (persistence) of abnormal earnings and ‘other information’. The clean surplus model has three elements of value: (1) book value (BE), (2) a value based upon abnormal (residual) earnings and the persistence of those abnormal earnings and (3) a value based upon ‘other information’ not reflected in the abnormal earnings. The concept of sustainable earnings adopted in this paper assumes that the persistence of abnormal earnings is 1 on a scale of 0 to 1 and this allows the residual earnings (item 2) to be valued as a perpetuity. This value is CUVI. GOV is equivalent to the value of other information in the Ohlson model (item 3) and comes from information about future earnings over and above that which is contained in the sustainable earnings. Since earnings persistence is set at 1, the value of sustainable earnings does not take into account the information value of a study of the pattern of past earnings. It follows that information from a study of past earnings is, in comprehensive accounting, taken into account through the assessment of GOV. This is an important consideration in the Halma case which looks at Halma’s performance as a conceptual company over the last five years as a factor in the assessment of GOV.
Comprehensive income
The difference between the closing and opening comprehensive balance sheets is termed comprehensive income and is analysed through its four components:
(1) The extent to which the traditional assets have increased to facilitate leverage of the intangibles and how the increase has been financed. This is the change in BE.

(2) The extent to which, taking into account any increase in risk, the current leverage of intangibles has led to an increase in company value.  This is the change in CUVI.

(3) The change in the legacy value of promises, and in the value of the precautionary assets. This is the change in NVP.
(4) The change in the stock market’s expected value of the future performance of intangibles (over and above that contained in CUVI). This is the change in GOV.
Comprehensive income can be added to dividends and adjusted for share issues and repayments, to give the total shareholder return. A distinction is made in this paper between comprehensive ‘income’ and comprehensive ‘profit’. Comprehensive income is a financial expression of the change in the value of the network from a shareholder perspective. Comprehensive profit, on the other hand is notional and relates to the summation of changes in each stakeholders’ interest. Each stakeholder experiences a change in their proposition during the year and if the proposition ‘improves’ then they experience a ‘profit’. The notion of comprehensive profit relates to the summation of the ‘profits’ and ‘losses’ across all stakeholders. On this view comprehensive profit is the change in the propositions that are ‘lived’ by the various stakeholders. The strongest networks are likely to be those that are improving the lot of all stakeholders. Re-shaping of the stakeholder network during the year is driven by management’s need to leverage, engage, align and develop, which in turn is in response to the company’s strategic choice (figure 3).
Figure 3 gives the company’s development path during the year.

5 The case of Rolls Royce plc

Figure 4 sets out the comprehensive balance sheet for Rolls Royce plc in order to illustrate the ideas in previous sections.

The current use value of intangibles
Figure 5 gives the calculation of CUVI based upon Rolls Royce’s 2007 and 2008 results. Rolls Royce reports an accounting profit of £733m in 2007 turning to a loss of £1892m in 2008. These reported profit/loss numbers are adjusted for changes in the value of promises, such as derivative and pension fund movements which comprehensive accounting deals with under NPV rather than through (sustainable) profits. For Rolls the main item in the value of promises is the hedging of sterling through the purchase of future foreign exchange contracts. At any one time Rolls holds future contracts to cover around 2.5 years of dollar denominated sales. The majority of these contracts are either ineligible for hedge accounting or Rolls does not choose to treat them according to hedge accounting. Therefore the movement in the value of these contracts, in accordance with accounting standards, is taken directly to the reported profit in Rolls Royce’s statutory accounts. During 2008 Rolls suffered huge unrealised losses on these contracts due to the unexpected strengthening of the dollar against sterling. In calculating sustainable profit for 2008 the loss in value of the contracts during the year forms a favourable adjustment to reported profit (£2475m per figure 5). This adjustment is also made by Rolls Royce in its own pro-forma calculation of what it calls ‘underlying profit’. In the comprehensive accounts movements in the value of foreign exchange contracts and other promises during the year are taken through NPV (figure 6: comprehensive income, shows the overall movement as £(2017)m). Of course exchange rates are not expected to remain constant and expected future changes in the value of the contracts are taken through GOV. 

In figure 5 sustainable profits after tax of £391.3m are reduced by a ‘normal’ return on book equity of 10% to yield residual income of £295.7m. This is then capitalised as a perpetuity using a required return upon intangible assets of 12% to give a CUVI of £2464m, compared to a 2007 CUVI of £1314m. 
The current use value of intangibles (CUVI) is the capitalised value of residual income based upon a required rate of return that responds to risk. Thus CUVI couples risk and reward. The required returns for both equity invested in tangibles and equity invested in intangibles have been increased by one per cent from 2007 to 2008. This is because the risks facing Rolls Royce have increased during 2008 due to various uncertainties, notably the impact of the credit crunch and oil prices upon airlines. The choice of an appropriate rate of return is a difficult judgement. One possible benchmark is the discount rate reported by the company for its assessment of any impairment of goodwill. The company reports a discount rate for pre tax profits (based upon WACC) of 12.75% in both 2007 and 2008 but this needs several adjustments in order to indicate the return on tangibles and the return on intangibles. Firstly it is pre tax and therefore considerably higher than the required discount rate for after tax profits. Moreover since it is based upon WACC it is an average of returns for equity and returns for debt. Finally the return on equity component is an average of returns on equity invested in tangibles and equity invested in intangibles. These adjustments have been made judgementally in the choice of required returns in figure 5. It would be a step forward if management were able to disclose their assessment of the required return on equity (Armitage and Marston, 2008) and explain it in the context of the (changing) risks that the company faces.
The value of promises and precautionary cash
Figure 7 shows the value of promises with only the pension deficits being shown on a net basis. Figure 7 is based upon balance sheet values and because of the difficulty in valuation excludes off balance sheet contingencies related to the financing of sales and to management’s stock options. However, ideally these promises, though off balance sheet would also be included. The value of a promise at the time it is made to secure current engagement is charged to profit. The balance sheet liability arises when the value of the outstanding promise subsequently changes over time due to unanticipated factors. The initial charge to profit nominally sets cash aside which, together with interest, will subsequently discharge the promise. At this point the net value of the promise (i.e. less precautionary assets) is zero. However, the cash, except in the case of pensions, is not ring fenced and is normally diverted for uses other than meeting the promise. This is a further reason why the promise becomes a balance sheet liability. Additionally, notably in the case of pensions, the liability (legacy value) is increased when cash is invested in assets which do not generate the expected returns. 
It is unclear from a company’s annual report how much cash (or surplus realisable assets) is available to meet the value of outstanding promises (assumed to be negative for purposes of this discussion). The company needs cash for working capital, for precautionary capital in respect of promises and for opportunity capital to underwrite prospects. The annual report does not contain detailed analysis in respect of any of these cash needs and if it did then that would be a notable step forward. In figure 8 an arbitrary amount equivalent to one month’s cost of sales has been taken as the need for working cash. The need for precautionary cash has increased considerably during 2008 as a result of the negative market value of the foreign exchange contracts. Their negative value of £2451m compares with a small overall cash flow surplus in 2008 of £146m and an operating cash flow of £1015m. Improvement in the value of the contracts might be anticipated but caution would suggest that regular cash flows cannot be relied upon to meet these contracts and a significant precautionary cash balance is sensible in case there has been a fundamental re-alignment of the two currencies. For both 2007 and 2008 a conservative assumption has been made that precautionary cash should be held equivalent to the value of the promises outstanding. On this basis figure 8 sets out the cash position. Interest on the precautionary/opportunity cash has been excluded from sustainable profit in figure 5. 
The caution exhibited in figure 8 does not leave anything, as opportunity cash at the end of 2008. On page 4 of their 2007 strategic review accompanying the 2007 preliminary results, the directors highlighted the need for opportunity cash as follows:

We (the directors) continue to believe that a strong balance sheet will remain essential for a long term business such as ours. The Group has to compete against large competitors on programmes where returns are measured over decades and where the Group’s competitive advantage depends upon its ability to make substantial investments and long term commitments to customers, not always at a time of our choosing. Financial flexibility in periods of uncertainty is desirable especially as there may be opportunities to develop the business further.

At the end of 2008 Rolls balance sheet does not look nearly as strong as it did at 2007. Rolls now have difficult risk decisions to make regarding the use of its cash. For example to what extent will they wish to set precautionary cash aside to underwrite sales financing for customers facing uncertain times?   
Growth and opportunity value
The GOV shown in the comprehensive balance sheet (figure 4) is the growth and opportunity value implied by the year end market capitalisation. This has declined substantially from £6835m to £3478m. The key issue for the analyst is to test the credibility of the closing GOV and hence to test the credibility of the share price. The question is whether the closing GOV is justified by the likely re-shaping of the business through future leverage, alignments, engagements and development. The following credibility test is based on what the directors themselves say about the future in the 2008 Annual Report. The Report does not give a detailed future pathway showing leverage and development but, according to the directors, profits in 2009 are expected to stay at 2008 levels whilst by 2018 the company is expected to double in size through organic growth alone.  This implies an 8% growth rate from 2010 onwards. These estimates of future profit provide growth and opportunity value of £1367m (figure 9) on the basis of a discount rate of 12% and an assumed effective tax rate of 30%. The discount rate has been held at 12% in spite of the future uncertainties regarding airline finances and carbon legislation. This accepts that the risks facing the business are mitigated by Rolls’ continuing diversification through the increasing proportion of revenue from the aftermarket, from emerging economies in Asia and from the three divisions other than civil aviation. The company also has a very substantial order book.

In addition the directors expect a redundancy programme to yield annual savings of £100m from 2010. These savings, assuming they are achieved and do not result in a loss of capability, have a value of £521m ({70/0.12}/1.12). Finally it might be assumed that the pound recovers against the dollar coming back from exceptionally low 2008 year end rate of $1.438 towards the average rate of $1.72 in the outstanding foreign exchange contracts. If we expect the exchange rate to come back fully to $1.72, then the loss in value of the exchange contracts might be expected to reverse. This gives a one off benefit net of tax of £1804m (0.7*2577). On the basis of these future values the credibility test suggests a GOV of £3478m is not unreasonable, being broadly comparable to £3692m, the sum of £1367m, £521m and £1804m. However the share price has strengthened significantly during 2009 and this increase may not be so easy to justify in view of the increasing uncertainty of the future of airline finances and the impact of carbon regulation. On the other hand some conservatism has been built into the estimate of net present value. For example, if the redundancy programme reflects a new and more efficient alignment then the cost savings have the potential to double if the company doubles in size, and no allowance has been made for this. In addition no growth has been assumed beyond 2018. 
The largest item in the valuation of GOV is the reversal of the losses on the foreign exchange contracts demonstrating the importance in valuation of judgements about future macro-economic conditions. Reversal depends upon the recovery of sterling. [By August 2009, sterling had recovered to around $1.6.] With continuing uncertainty surrounding the future of both the UK and US economies the sustainable rate remains uncertain and it may be optimistic to expect sterling to recover to $1.72. If it does not recover, however, then there may be a future compensatory benefit from the sterling translation of dollar denominated sales. The average of the opening and closing exchange rates for 2008 was $1.714 and so, if this is roughly the average rate for the year, any rate lower than this in future and sales, and hence profit, would benefit.
6 The case of Halma plc

Figure 10 gives Halma’s comprehensive balance sheets for the last five years. Compared to Rolls Royce which appears to be fully priced by the market, there is an argument that Halma is significantly undervalued. The market’s attribution of growth and opportunity value seems consistently understated especially the GOV of £27m at 28th March 2009. Halma is a holding company for 80 or so wholly owned subsidiaries around the world, producing a wide range of health and safety products, many of which are prominent in their own niche markets. Some of these products are for the construction industry and therefore are at substantial risk from the recession. However, with so many subsidiaries and products Halma remains reasonably well diversified across industries, and health and safety continues to have the ‘winds of regulation’ behind it. Halma’s CUVI trend, although slowing down in 2009, continues to be positive showing the successful leverage of intangibles. Moreover it is substantially in excess of GOV over all five years in contrast to Rolls Royce where GOV is in excess of CUVI. An investor in Rolls Royce is far more exposed to the future. Halma’s Board and central management team exercise governance through which each subsidiary is encouraged to leverage and develop its intangibles effectively. Until 2007 Halma had no long term borrowings yet managed to reduce its equity investment in fixed assets/ working capital whilst increasing CUVI. During this period it was a highly effective ‘conceptual’ company. The company then decided to take on borrowings to provide opportunity cash for acquisitions, since acquisitions allow the Board to leverage its governance expertise. In 2008 these borrowings served to reduce the equity stake in fixed assets/ working capital whilst CUVI continued to increase, giving Halma the status of a ‘quasi-conceptual’ company. However, in 2009 the equity stake in fixed assets/working capital rose faster than the rise in CUVI and therefore Halma was potentially losing its status as a conceptual or quasi conceptual company. As a consequence there might at first sight be a concern as to the future status of the company, but further examination of the statutory accounts does not give much cause for alarm. Firstly, the increase in fixed assets, over half of which is due to exchange adjustments, is matched by the increase in borrowings. The increase in FA/WC can therefore be attributed to an increase in working capital. However, the increase in inventories and trade receivables is in line with the increase in sales, whilst the increase in cash (mostly opportunity cash) is largely due to exchange adjustments. The only out of line item is the decrease in trade payables suggesting that there may have been a change in the supplier propositions. Alternatively it may be a temporary phenomenon. Because the accounts do not contain any assessment of the need for working capital it is difficult to know. 
In Halma leverage takes place at two levels. First there is the leverage of the intangibles held by each subsidiary. Second there is the leverage of Halma’s governance skills through the acquisition of new subsidiaries. To understand Halma’s leverage performance in detail it is necessary to separate the impact of acquisitions (and disposals) upon the four slices of equity. In the interest of brevity this is not done here for Halma, but such separation is explored in the next case.
7 Croda and Uniqema 2006

On 1 September 2006 speciality chemical company Croda International purchased Uniqema from ICI. As the 2006 Annual Report of Croda (p4) stated ‘the acquisition of Uniqema is a transforming event for Croda’.  Uniqema had total assets of £591.2m relative to Croda’s consumer care division with £174m and Croda’s industrial specialities division with £84m. Thus Uniqema was more than twice as big as Croda in terms of assets but its operating profits were substantially lower being of the order of £12.9m against Croda’s £48m for consumer care and £9.2m for industrial specialities. Croda’s profits were more than four times as big as Uniqema. Uniqema was an old economy company with commodity products, high fixed assets, high turnover and low margins, whereas Croda’s dominant consumer care division was a new economy operation with relatively low fixed assets, high profits and high margins. The new/old economy divide is shown in figure 11 by Croda’s 2005 CUVI of £190m versus Uniqema’s CUVI of negative £151m.

Figure 11 shows the impact of the Uniqema acquisition upon Croda’s four slices of equity and thus permits a new economy analysis of this major strategic development for Croda. Column 1 gives the opening position of Croda’s four slices at the beginning of the year of acquisition. Column 2 gives the four slices of Uniqema purchased by Croda for £381.8m during 2006. The acquisition of Uniqema brought not only the CUVI of negative £151m, but also book equity, on the basis of re-valued assets and liabilities, of £296m, NVP of negative £98.8m and an implied GOV, based on the purchase price, of £335.6m. Column 3 gives the effect of financing the acquisition (primarily) by debt. Croda paid £381.8m, funded £321.2m by new debt and £60.6m by new equity. CUVI is increased by £65.9m and consequently GOV is reduced by the same amount. This effect is almost all due to the tax savings associated with debt financing. Column 4 shows that outside of the immediate impact of the takeover, Croda’s business did well, improving CUVI by £86m (a rise of 45%) and GOV by £60.3m (a rise of 16.6%). It did this whilst reducing book equity by £33.7m, thus confirming its status as a conceptual, intangibles based company. 

The acquisition of Uniqema transforms Croda from a highly successful, new economy company with low debt to a significantly indebted company with a major old economy operation to manage. On the face of it this does not sound an attractive move, though it should be recognised that Croda’s industrial chemicals division had much in common with Uniqema and performed better. The acquisition could therefore be seen to leverage Croda’s management expertise in industrial chemicals. Indeed by 2008 the now combined industrial specialities segment had indeed improved profits by a few million on reduced assets. However over the same time the consumer care segment had increased operating profits from £48m in 2006 to £89.9m in 2008. Set against this performance, the acquisition of Uniqema was arguably a distraction for Croda management requiring substantial and expensive reorganisation, and the management of disposals. Indeed it appears that industrial chemicals may be the riskier of the two segments being exposed to sectors that have suffered in the recession, with customer care remaining resilient. 
A rather different question to whether the acquisition made strategic sense is whether Croda overpaid. The total consideration was £381.8m resulting in goodwill of £177.7m. The company claims (Croda’s 2006 Annual Report, p. 67) the goodwill is justified by (1) the acquisition of a skilled workforce, (2) the fact that Uniqema’s product portfolio complements and enhances Croda’s existing product offering, (3) further expected growth as a result of rationalising and improving Uniqema’s distribution network and (4) cost saving synergies as a result of bringing the business within Croda’s existing structure. Comprehensive accounting, however, does not look at the price paid for goodwill but at the price paid for GOV and at £335.6m this could only be justified by an increase in profits which would have to be of the order of £30m+. This is an increase which by 2008 continues to seem totally out of reach. 
8 The significance for accounting and business reviews
The point of a conceptual framework is that it shapes our thinking. The paper has shown how the Stakeholder Knowledge Network serves as such a framework to shape thinking on both business and accounting. In particular, in terms of business, the company is seen as a continually re-shaping set of stakeholder propositions. The re-shaping is in terms of the new economy business model, following which management action is to leverage the network, secure an effective network through engagement and alignment, and develop the network. The paper has shown how the conceptual framework of the SKN leads to an evaluation of the financial performance of the network through comprehensive accounting. On the basis of this evaluation, the credibility of the growth and opportunity value implied by the stock market price can be assessed in terms of the likely future re-shaping of the stakeholder propositions. The key action points for management here are leverage, engage, align, develop, evaluate and re-shape. The highlighted letters spell the mnemonic ‘leaders’ which serves as a way of remembering the dynamics of SKN management. The LEADERS framework provides us with the ideal structure for any business review whether conducted by management, such as the UK’s operating and financial review, or by the investment manager, or by the auditor (Hatherly, 2003). This is because LEADERS maps the new economy business model including feedback (evaluation) and response (re-shaping).

The SKN has been co-developed with a comprehensive balance sheet based upon four slices of equity. Comprehensive income identifies movement in the four slices of equity. This version of comprehensive accounting:

1 identifies the equity investment in tangible assets and working capital necessary to leverage the intangibles;
2 provides a focus on the current performance, allowing for risk, of intangibles;

3 includes a separate accounting for the legacy value of promises;

4 delivers, along with the business review of which it is a part, a platform for the evaluation of growth and opportunity value.

The Rolls Royce case has shown how the comprehensive accounts are developed from the statutory accounts. The role of accounting in servicing the comprehensive accounts provides a number of important pointers for the future development of accounting and accounting standards. They include:

1 The value of legacy promises (less assets set aside) should be a separate category in the balance sheet and movements in their value reported separately in the profit statement. Penman (2007, pp 36-37) identifies two accounting models in current usage. The first computes accounting profit as the difference between the value of outputs sold and the cost of inputs necessary to create the products sold. The second takes the fair value of assets (less liabilities) at the beginning of the period away from the fair value at the end of the period. Comprehensive accounting suggests the first is for activities that transform inputs into outputs and the second for speculative activities. The granting of promises is a speculative activity insofar as their future value is susceptible to changes in the environment and is volatile. The separate reporting of the value of legacy promises can be seen as part of a wider requirement to separate speculative activities, or the speculative element within activities, from transformational activities.
2 Separate the profit from sustainable transformational activities from those transformational activities that are ‘one off’. Impairments are one offs that accelerate expected future losses. The focus of comprehensive accounting on sustainable profits suggests that impairments should not be charged in arriving at accounting profit. They can be dealt with instead in comprehensive accounts as part of GOV.  
3 Maintaining the productive capability of the company is an implied commitment/promise of sustainable profit. If a company has ageing fixed assets then backlog depreciation should be included in the balance sheet as a legacy promise and replacement cost depreciation charged in arriving at sustainable profit. In similar vein a company which experiences a change in its credit rating should charge interest on fixed rate term loans at the rate that would be charged for the new credit rating with the number of years of interest savings or extra cost valued and treated as a promise (asset or liability) in the balance sheet. The change in the value of the loan should not go through profit.
4 At present accounting standards require the capitalisation of finance leases and there are moves afoot to extend this requirement to operational leases. However, the new economy perspective suggests that leases should not be capitalised. Leases are a different proposition to ownership. The desire to capitalise leases so that there is comparability of return on asset ratios between companies that own assets and companies that lease assets is a hangover from the old economy. Return on (recorded) assets is not a meaningful performance measure in a new economy where many intangibles are not capitalised.
5 On a takeover do not analyse the purchase price into net fixed assets and working capital, identifiable intangibles and goodwill as currently required by accounting standards. Identifiable intangibles and goodwill should not be capitalised. Instead the purchase price should be analysed into the four slices of equity in the acquired company and dealt with in the comprehensive accounts, as shown in the Croda/Uniqema case.
6 At the present time cash flow statements reflect the traditional accountant’s business model by identifying transactions with cash consequences as financing/ investing or operational. Comprehensive accounting suggests a new style of cash flow statement that reflects the three motives for holding cash (and other realisable non operating assets) being for working capital, precautionary and opportunity purposes. The first section of the new economy cash flow statement includes the opening cash held for working capital, the cash flow from transformational activities, and the closing cash required for working capital, with any balances transferred to/from precautionary cash. The second section includes the opening cash held for precautionary purposes, the cash flow from the liquidation of legacy promises, transfers to/from working capital, and the required closing cash for precautionary purposes with the balance transferred to opportunity cash. The third section deals with opportunity cash, including the opening balance, transfers in, loans received and repaid, and the funding of opportunities including fixed assets purchase and research and development. The adequacy of the closing balance should be assessed.

7 The new economy perspective suggests that the reporting of net debt, which sets debt against all cash balances whether held as working, precautionary or opportunity capital, should be dropped. Precautionary and opportunity cash balances are required for their own purposes and should not be offset against debt unless they are surplus to requirements. 

8 Drop the reporting of earnings per share. A price earnings multiple is a crude basis for valuing a company and effectively replaced by comprehensive accounting. In response to any dilution and capital flows, however, it might be helpful to disclose the performance of a holding of say 100 shares at the beginning of the year as being the total return of dividends plus the increase in value of the shareholding, including any bonus shares or rights issues, net of the purchase price.
9 Companies should report their assessment of the required return on equity invested in tangible assets and the required return on equity invested in intangibles. 

!0 Companies should not include a five year review of their traditional accounts but a five year review of their comprehensive accounts to facilitate an understanding of leverage.
9 Conclusion

The paper explores the consequences of a change in the accountant’s model of the business in order to embrace the new economy perspective. The traditional model is one where shares are issued and liabilities taken on, in order to invest in assets and create the opening balance sheet. Subsequent business activity in the form of transactions is to strengthen the balance sheet and, after allowing for any capital flows, profit is the difference between the opening and closing balance sheets. The new economy business model is based upon the notion of business as a set of stakeholder propositions designed to access the stakeholders’ knowledge (the Stakeholder Knowledge Network). Business activity in the form of leverage, engagement, alignment and development, is to re-shape and strengthen the stakeholder knowledge network. Profit is the difference between the opening and closing networks. The strength of the network manifests itself financially in terms of the four slices of equity and non-financially (real terms) through the degree of leverage, engagement, alignment and development. The financial performance of the network is captured by comprehensive accounting, whilst the LEADERS framework places this financial performance in the context of the new economy business model. 

The two models represent different views of scarcity. In the traditional model it is financial capital which is scarce and therefore it is the acquisition and use of capital that drives success. Capital flows to those business activities which yield the highest return on capital. In the new economy, however, it is knowledge that is scarce and it is the leverage and acquisition of knowledge that drives success. 
It is not claimed that the four slices of equity and LEADERS provide the complete answer to financial or business reporting. There are important issues that are not fully addressed, such as the reporting of risk. Even here the SKN can assist an assessment of risk by acting as a risk matrix through which the risks and the cell correlations with respect to macro-economic variables can be identified. This is a subject for a future paper. Many of the ideas in the paper such as the valuation model and the changing nature of stakeholder networks are not new but are well established in the literature. What might be innovative is the articulation of stakeholder propositions and a new economy business model, and their co-development with both strategy and the valuation model. It is this co-development that provides the insights on accounting.

Accounting is a product and ultimately any accounting ideas must be validated through their acceptance by customers in the form of the accounting profession, management, investors, investor representatives and other stakeholders. It is difficult if not impossible to test empirically ideas that as yet are not implemented. If the claim is that the market would be better informed by use of the LEADERS/four slices accounting model, then the model should not be validated by reference to past (uninformed) stock market data. If the claim is that the market’s evaluation of information is better captured by the model, then that is a different matter. The next step could be to take illustrations of LEADERS and 4S accounting, based upon suitable companies such as Rolls Royce, Halma and Croda, to the user communities in order to test their reaction. Would they feel better informed? Does it represent how they process information or how they might wish to process information? The applicability of the ideas to organisations in the public sector and to financial institutions remains to be explored.
David Hatherly, 
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