The Curious Case of Mr Klang: A Matter of Corporate Solvency

Summary

· The Klang case, tried in the American courts, is unusual as it deals with a company that continued as a going concern.

· The decision effectively denies primacy in matters of solvency to US GAAP.

· US GAAP and law is contrasted with the law in New Zealand to show how the outcome may have differed in this jurisdiction.

· The challenge for directors may be this: if there is really an asset able to satisfy liabilities, then there should be no difficulty about formally booking it as such.

Introduction

Klang was the plaintiff in the case of Klang v Smith’s Food & Drug Centers Inc. (SFD) (Del. Supr. 702 A.2d 150 1997)) which was decided in the Delaware Supreme Court.  Klang was unsuccessful.

The case is noteworthy in two respects.  It entailed a judgement about the computation of the net asset limb of the solvency test where the corporation in question was not in bankruptcy.  Secondly, the losing side had appealed to the primacy of US generally accepted accounting principles (US GAAP).

The facts

SFD was a US quoted company with a chain of over 120 supermarkets.  A majority of the voting stock was owned by the Smith family.  They wished to unlock their investment.  To achieve this, SFD undertook a merger and recapitilisation including a share repurchase of half the company’s share capital.  According to SFD’s pro-forma balance sheet, the transactions left the company $100 million deficient as measured by US GAAP.

Klang claimed the corporation, after the transactions, would have so impaired its capital that it was in breach of the Delaware version of the solvency test.  He sought the rescission of the transactions.  Both the trial court and court of appeal did not provide Klang the relief he sought.  

The courts held that the SFD board had properly relied on a ‘solvency opinion’ provided by an investment bank called Houlihan, Lokey, Howard & Zukin (Houlihan).  Houlihan had computed SFD to be solvent with a net worth of $376 million. 

The law

There are differences between US GAAP and New Zealand generally accepted accounting practice (NZ GAAP).  There are also differences between the law in Delaware and New Zealand.  The exact nature of the Delaware solvency test differs but it is similar in requiring the computation of the difference between assets and liabilities.  

The law in Delaware is permissive in that the directors can use US GAAP or some other reasonable basis to assess solvency.  New Zealand law is stricter, obliging directors to ‘have regard to financial statements prepared in accordance with section 10 of the Financial Reporting Act 1993’.  That is, ‘regard’ must be had to NZ GAAP.

The financials

Table 1 presents a comparison of SFD’s financial position before and after the transactions, as computed in accordance with US GAAP.
  The third column shows the ‘balance sheet’ produced from the Houlihan opinion.

	Table 1
	SFD: Balance sheets
	
	
	
	
	

	
	
	1996
	
	1995
	
	Houlihan

	
	
	$m
	
	$m
	
	$m

	
	Current assets
	       620 
	
	       605 
	
	             -   

	
	Property & equipment
	       956 
	
	    1,061 
	
	             -   

	
	Goodwill
	       122 
	
	         -   
	
	             -   

	
	Deferred financing
	         72 
	
	           5 
	
	             -   

	
	Other
	         16 
	
	         15 
	
	             -   

	
	Total invested capital
	         -   
	
	         -   
	
	      1,800 

	
	
	    1,786 
	
	    1,686 
	
	      1,800 

	
	
	
	
	
	
	

	
	Current liabilities
	       510 
	
	       442 
	
	             -   

	
	Non-current liabilities / interest bearing debt + contingent
	
	
	
	
	

	
	    liabilities
	    1,398 
	
	       827 
	
	      1,454 

	
	Equity
	    (122)
	
	       417 
	
	         346 

	
	
	    1,786 
	
	    1,686 
	
	      1,800 


The Approach

Houlihan undertook their assessment as follows:

· Apply the ‘market multiple’ method by comparing SFD to similar public supermarket companies.

· Cash flows for the current year and the next are determined.  The ‘market multiplier’ is applied and a gross value of ‘assets’ determined (Total Invested Capital).

· Deduct total interest bearing debt and contingent liabilities from the ‘assets’ and the net is equity.

Klang claimed that the Houlihan approach did not take account of current liabilities.  The court accepted that the cash flow forecast would include settlement of these liabilities.  There is no sense then in which the general ledger has played any part in the valuation.  Applying the more permissive US law, the court has sanctioned a business value appraisal technique as the foundation for determining solvency.  A business appraisal valuation, by definition, will incorporate goodwill.

The interesting question is: how would the Klang case have unfolded in New Zealand?

Leaving aside the lack of sophistication in the Houlihan method, this question can be considered by reference to the components of value which underlie the valuation.  Value in a retail business such as SFD would comprise three classes of assets:

· Short term – mainly inventory and cash.

· Long term (tangible) – mainly leased and freehold properties but also the means to store and distribute.

· Long term (intangible) – referred to under a number of guises but really goodwill.

Short term assets

Cash on hand should have the same value no matter what method is used.

Both US and NZ GAAP require inventory to be carried at no greater than cost.  They differ in how this cost is computed.  For example, under FRS-4 Accounting for Inventories (para 5.17) standard cost (a form of current cost) is acceptable but not in the US.  Under an appraisal method using cash flow, inventory would implicitly be carried at selling value.

Whether cost or selling price is the more correct depends upon the message the solvency test is trying to convey.  It essentially invites the director to consider and confirm that the company had sufficient by way of liquid assets to discharge all the liabilities at a given point in time.  To obtain a selling price from inventory needs the passage of time.  Therefore a retailer is unlikely to be able to obtain better than the current wholesale price at any given point.  

The FRS-4 position, used discerningly, is the most likely to deliver an appropriate answer.  US GAAP would tend to understate and the Houlihan method to (implicitly) overstate stock value.

Long term tangible assets

The most important recognised assets in a supermarket business will be its property, plant and equipment.  Table 1 confirms this applies to SFD.  Of these assets property will be the single most important type of asset.  In the case of SFD property represents more than 75% of the book value of property and equipment.

It is within the area of property, plant and equipment that the difference between US GAAP and NZ GAAP is most marked.  The mixed measurement system known as modified historical cost has long been common place in New Zealand.  For historical reasons the USA has been reluctant to depart from historic cost.

In New Zealand, therefore, it is unremarkable for an entity to revalue retail property.  Indeed, the Statement of Concepts for General Purpose Financial Reporting could be seen as favouring the practice (see para 9.9).  In undertaking a revaluation, GAAP would require reference to either SSAP-28 Accounting for Fixed Assets or ED-82 Accounting for Property, Plant & Equipment as sources of authority.

SSAP-28 prescribes the use of net current value as the basis for revaluation (para 5.6).  ED-82 requires that an ‘existing use value’ is used.  The technical difference is that under SSAP-28 a deduction is made for costs of disposal.   Assuming that the conduct of a supermarket business is the optimal usage, how then would ‘existing use value’ be determined in respect to various assets making up property, plant and equipment?  

ED-82 is not really specific about how this process operates.
  In the absence of a active market in supermarkets a surrogate method would need to be employed.  That surrogate can only be present value of future cash flows derived from operating a supermarket business.  There will then be a need for some tricky allocations of value between the various types of asset to ensure no double counting arises but it would be a safe assumption that the lion’s share would be represented as property. 

Property valuation needs to be approached with caution.  In the recent past there have been instances of fiasco when present value based techniques are applied.  For example, in 1993 Queens Moat Houses, a hotel company, revealed to British capital markets that it had suffered a $NZ4 billion decline in the value of its hotel assets.  An Accountancy editorial commented: 

A property valuation in the hotels business is less useful that a property valuation in most other businesses.  This is because when you value a hotel you may well be valuing the business itself rather than the property.  In other words, what purports to be a ‘property’ actually contains a large element of goodwill.

In contrast to its US counter-part, NZ GAAP seems to contemplate the potential recognition of goodwill even if it is disguised as ‘property’.

Long term intangible assets

Leaving aside the blurring of the distinction between tangible and intangible assets, it is fair to surmise that the Houlihan business valuation will differ most markedly from GAAP (of whatever variety) in that it is prepared to recognise inherent goodwill.  

The unanimous stance in international financial reporting is that the residue of business value above the aggregate of identifiable assets should not be recognised on the balance sheet.  For example, UK FRS-10 Goodwill & Intangible Assets states:

An internally developed intangible asset may be capitalised only if it has a readily ascertainable market value.  (para 14)

This prescription is similar to IAS 38 Intangible Assets (para 51).  As these standards constitute authoritative support, the rule is binding under NZ GAAP.  In these and earlier standards, for example AASB 1013 Accounting for Goodwill and (US) APB-17 Intangible Assets (para 24),  it is possible to discern what amounts to notion of separability in the requirement for an asset to be identifiable.

This notion is reflected in legal precedent.  Such deliberation on the nature of assets as exists would tend to suggest that a defining characteristic of an asset is that it can be ‘turned to account’.  Lord Wilberforce concluded in National Provincial Bank v Ainsworth [1965] (AC 1175 at page 1247):

Before a right … can be admitted into the category of property … it must be definable, identifiable by third parties, capable in its nature of assumption by third parties, and have some degree of permanence or stability.

Goodwill, by definition, is not identifiable and not able to be sold without the sale of the business as a whole.  The issue then is stark.  We have a competition between the pure notion of separability versus clear cut evidence that an asset, bearing the characteristics of goodwill, is acknowledged as having existence by a transaction in the ‘market’.  

Goodwill and the meaning of equity

To illustrate, consider the most important feature of the SFD restructuring – that is, the substitution of equity with debt.  This borrowing now appears in the SFD balance sheet prepared under US GAAP as though, in part, it is not supported by any assets.  If this were true, the bankers could be construed as negligent.  It is more than plausible that the bankers perceive the same asset to support their lending as is recognised by the Houlihan opinion.

This is rather awkward for accounting in its resolute refusal to allow recognition of internally generated goodwill.  It so happens that this anomaly has been fully recognised most especially in conceptual work undertaken by FASB.  The FASB study Discussion on an Analysis of Issues Related to New Basis Accounting (December 1991), suggests that financial arrangements that have the appearance of debt sometimes constitute a transaction which fixes a recognisable asset based on future earnings.  This may mean, on occasion, goodwill.

The example given is that of a leveraged recapitalisation.  Such financial arrangements are often a substitute for a conventional acquisition.  A conventional acquisition would give rise to purchased goodwill.  Applying the doctrine of substance over form (representational faithfulness SC para 4.10), it can be seen that the same ‘asset’ should be recognised under a leveraged buyout arrangement as the transaction has exactly the same purpose and effect as the conventional acquisition.  The essence of the argument is that the act of lending is, in substance, a purchase transaction so that any goodwill is ‘purchased’.  

This may be so.  An advance from a banker secured only upon future earnings, unsupported by contract or commodity, is secured upon an asset of some sort.  Arguably that asset should be recognised.  But then the question about the nature of the asset may be less interesting that the question about the nature of the apparent liability.

In the case where a financial arrangement gives rise to a recognition of future earnings as an asset, the status of that arrangement as a liability may be questionable.  That is, the arrangement is really a specialised form of equity.  Therefore any servicing of the ‘advance’ would, under New Zealand corporate law, represent a distribution and would be subject to rules which would require that the company be solvent after the servicing has taken place.
  It would follow that the settlement of the ‘advance’ would be inextricably linked to the flow of cash that the intangible asset purports to recognise.

Conclusion

The individual components making up assets and liabilities are less important to the solvency test than the residue that is equity.  Yet an amorphous lump such as is calculated by Houlihan and called ‘Total Invested Capital’ masks the nuances of asset determination and valuation.  

The accounting process has a number of advantages for directors in applying the solvency test.  It provides a systematic, rule based framework in which to consider the recognition and valuation of assets.  The accounting process also has the potential, through the double entry mechanism, to ensure that there is consistency of valuation technique as between assets and liabilities. 

NZ GAAP is now sufficiently infused with economic reality to enable a valid representation of corporate solvency.  However, it needs to be applied judiciously so as to properly represent true realisable value as well as the liability / equity split.  The ultimate test may be this – if there is an asset it should be booked to the general ledger.  The general ledger is, after all, the heart of the accounting records required to satisfy section 194 Companies Act 1993.

If neither a director nor his or her professional advisers are able to bring themselves to keep a record of an asset in such a solemn form, why should they expect the fortunes of a creditor to be dependent upon such an asset?

Epilogue

Apparently Mr Klang’s motive in bringing the action was fear that the restructure would cause a fall in the share price.  It is apparently also the case that after the merger the share price soared.  Unfortunately we will never know whether Mr Klang was right in the long term.  SFD was taken over in 1998 at a price per share more than double the price prevailing before the restructure.

Robert B Walker

May 1999

� Source the Edgar database on www.sec.govt.


� Defendants – Appellees’ Answering Brief page 17.  The brief is not clear on the extent to which discounting has taken place.  As the cash flow data used is either historic or over so short a time period it is assumed that the time value of money has not been considered.  


� It could be argued that ED-82 requires the use of depreciated replacement cost (DRC) where an asset is ‘rarely if ever sold’ (para 4.11).  The problem with the argument is that the solvency test presupposes a realisation which means the presupposition of sale.  To assume the sale of something that is not saleable is paradoxical.  Besides it is dangerous.  DRC, being unrelated to a market, could lead to either over or under statement of the value of an asset.  


� Accountancy December 1993 Vol. 112 No 1204 (ICAEW) page 1.


� A variation on this theme is proposed in the case of thin capitalisation by Mike Ross in Directors’ Liability & Company Solvency – the new Companies Act (CCH 1994) page 17ff.
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