
A FAIRY STORY? 

(By Owen Covick; 23 Sept 2022) 

(1) A large conglomerate business enterprise has (among its many 100%-owned subsidiaries) 
two which have the short-form names RM and RB. Each produces and supplies to the public 
a durable product. Each has a monopoly over its product. The two products are fairly close 
substitutes for one-another: at least in the eyes of some end-users and in some uses. 

(2) The executives at RM have convinced the powers-that-be at the helm of their parent-
conglomerate that their product is such that the chances of any of the RM`s customers ever 
bringing it back and demanding a refund are zero. 

(3) The executives at RB have convinced the powers-that-be at the helm of their parent-
conglomerate that there is an ever-present threat of their having to cope with 100% of their 
customers bringing back their product and demanding a full refund. 

(4) “Naturally” this means that the accounting statements of the RM and the RB differ from 
one-another substantially. 

(5) The percentage mark-up on costs of production charged by the RB to those who it supplies 
with its product is significantly greater than the percentage mark-up charged by the RM. 

(6) In the RM`s accounting statements, the proceeds flowing to it from its mark-up are treated 
as gross profit. After a couple of fairly minor deductions, the parent company enjoys the 
benefit of the remainder being handed over to it. It thus becomes a `revenue` or `income` 
item in the parent entity`s accounts. 

(7) In the RB`s accounting statements, the proceeds flowing to it from the supply to users of its 
product are treated as containing not a single cent of profit. That quantum of funds IS 
recorded as having been received by the RB. But the RB simultaneously records itself as 
having incurred liabilities to the holders of its product, on a full dollar-for-dollar equivalent 
basis. 

(8) From time to time, the executives at the RB decide that for reason x (which is reported in a 
footnote in the relevant year`s accounts) it has been deemed compatible with due prudence 
to declare that for some defined quantity of items of its product it is now highly unlikely that 
they will ever be brought back with a demand for a refund. A portion of the RB`s “liabilities” 
is written-down to zero and this sum then becomes available for the RB to send to its parent 
to be treated as a `revenue` or `income` item in the parent entity`s accounts. 

(9) Why do the powers-that-be at the parent entity put up with this state of affairs under which 
that parent entity receives only an irregular and very `modest` trickle into its accounts of the 
proceeds that flow to the RB from it meeting the call from its customers to supply additional 
items of its product? One reason may be that they believe a “fairy story” which is sometimes 
told about these arrangements. 

(10)  The proceeds that flow to the RB when it supplies additional items of its product to its 
customers are loaned by the RB to its parent entity. That parent entity has to print 
additional debt instruments to hand over to the RB as part of this process. Those new 
`bonds`, it needs to be stressed, would not need to exist if the sums being handed-over by 
the RB were recorded as a handing-over of profits made by the RB. 

(11)  Those bonds which need not really exist bear interest. The parent entity`s accounts include 
the outgoing of that interest as part of its costs. The `good news` for the parent-entity is that 
the RB regularly pays most of those interest receipts back to its parent entity as `dividends`. 
These dividends are a very `visible` entry in the accounting statements. But it is NOT 
anywhere near so visible that those dividends are just a return to the parent entity of (some 
of) the interest that would not have needed to be paid if the RB treated the proceeds from 



the production and supply of its product in the same way the RM treats proceeds from the 
supply of its product. 

(12) And that is where the “fairy story” referred to comes in. Some people point to the regular 
flow of dividends from the RB to its parent entity, ignore the fact that that flow is matched 
more than dollar-for-dollar by interest-payments made by the parent to the RB on bonds 
that may not really need to exist: and declare that THAT is where the profit flow from the 
RB`s activities can be seen going into the parent entity`s revenues. 

(13)  If you read very carefully the various statements made by the RB`s executives and the 
various publications they have authorized the RB to release, you will find they are careful 
NOT to actually say that. Instead the wording is along the lines that the `quantum` of that 
dividend flow CAN be viewed as an APPROXIMATION of the profit flow ACCRUING to the 
parent entity from the profitability of the RB`s production and supply of its product. The 
profit that, in reality, is accruing year-by-year is almost entirely NOT recognized in the RB 
accounts as profit, and simply piles-up there year-by-year waiting for something to happen. 
Every now and then as noted above, something does happen: a portion is recognized as 
profit and handed over to the parent entity. That is the only time the parent entity gets to 
see it as `revenue`(or `income`) in its own accounts. 

(14) There is an easy way to verify that the “fairy story” outlined above is indeed a “fairy story”. 
Imagine that an agreement was struck whereby the stock of bonds issued by the parent 
entity to be held by the RB, were totally replaced by a special line of new bonds, with the 
same aggregate face value, but bearing zero (or negligible) coupon interest. What the “fairy 
story” describes as the visible flow of benefits to the parent entity from the RB`s profit-
making would suddenly and totally dry-up. But would the parent entity be any worse-off?  

 

FOOTNOTE: The customers of both the RM and the RB believe that the products they have been 
provided with have been supplied subject to an implicit warranty to the effect that: (a) if  items of 
the two entities` products they are holding display `defects` these will be replaced expeditiously at 
no cost to the holder with newly-made items; and (b) as items of the two entities` products start to 
display serious `wear&tear` through normal usage they also will be replaced expeditiously at no cost 
to the users with newly-made items. Whilst the implicit acceptance of these open-ended “lifetime-
warranties” on the part of the RM, the RB,(and the pair`s parent entity) needs to be recognized as a 
`cost` in the supply of the two products supplied by the RM and the RB, it seems to me that this 
implicit warranty should play at least some part in the RB`s assessment of the likelihood of it being 
deluged by a wave of dissatisfied customers simply handing them in and demanding an immediate 
full-refund. 

UPDATE: There have recently been some significant changes of personnel among the board of 
directors of the conglomerate enterprise that is the 100% owner of the RM and the RB. The now-
departed former chair of that board appears to have taken (at least some of the time) an interest in 
the question of whether the decision-making by senior executives of wholly-owned subsidiaries 
might be reducing the levels of those entities` reported profits. In the case of the 100%-owned 
subsidiary AP, he went so far as to conduct a special investigation which he described as “the pub 
test” and then made statements to the effect that the CEO of the AP had been guilty of behaviour 
that was contrary to the interests of the shareholders in the parent entity. It is not clear to the 
present writer what the “pub test” actually consists of. As to the question of whether the now-
departed CEO of the AP`s parent enterprise ever contemplated subjecting the accounting practices 



of the RB to that test, I have to admit to total ignorance. One wonders if his successor has discovered 
anything about the matter in the “To do” tray or the “Too Hard” basket he inherited? 

PS. Might the `pub` in “pub test” have been an abbreviation for “public interest”? 

 

 

 


