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Abstract:

There, several times a year, 11 representatives of the nation's leading auditors and corporations, including J.P. Morgan and the Big Four accounting firms, meet at the private-sector board's offices in Norwalk, Conn., to grapple with cutting-edge accounting issues and come up with answers for the rest of the country. Critics say it's a process rife with conflicts of interest, at the expense of investor protection. Task-force members routinely vote on proposed changes to generally accepted accounting principles that directly affect the reported profitability of their companies or, in the case of the accounting firms, their audit clients. The recent action by J.P. Morgan is a prime example.

J.P. Morgan's representative on the task force, [David H. Sidwell J.P.],

for his part acknowledges that the task force's decision could have 

long-term implications for his company's profits, but says it was principle

that drove his vote. "Everyone sitting around the table knows I'm from J.P.

Morgan Chase," Mr. Sidwell says. "They know I have experience in financial

instruments."

One thing's for sure: J.P. Morgan has a big stake in the matter. Its most

recent audited financial statements show that $315 billion of the company's

$693.6 billion of total assets as of Dec. 31 were recorded based on

fair-value accounting, including $41 billion of energy-trading contracts.

Mr. Sidwell says 95% of the energy-trading contracts' valuations are based

on quoted market prices. But neither he nor J.P. Morgan will divulge how

much of the $315 billion total is based on market quotes, except to say

that it's a majority.
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IN JUNE, J.P. MORGAN CHASE & Co. did something most companies could only

dream of doing. Faced with a post-Enron Corp. reform proposal by the

nation's accounting-rule makers whose long-term implications threatened the

future profits of investment banks and securities dealers, including its

own, it cast the deciding vote to block the measure.

It may surprise most people that a large corporation could wield such

direct power over a public-policy decision in which it holds a vested

financial interest. But that's the way it often works at the Emerging

Issues Task Force, an arm of the Financial Accounting Standards Board

that's largely unfamiliar to the public.

There, several times a year, 11 representatives of the nation's leading

auditors and corporations, including J.P. Morgan and the Big Four

accounting firms, meet at the private-sector board's offices in Norwalk,

Conn., to grapple with cutting-edge accounting issues and come up with

answers for the rest of the country. Critics say it's a process rife with

conflicts of interest, at the expense of investor protection. Task-force

members routinely vote on proposed changes to generally accepted accounting

principles that directly affect the reported profitability of their

companies or, in the case of the accounting firms, their audit clients. The

recent action by J.P. Morgan is a prime example.

"You have an inherent conflict with J.P. Morgan voting on the very

accounting that's going to affect them," says Lynn Turner, an accounting

professor at Colorado State University and former chief accountant for the

Securities and Exchange Commission.

J.P. Morgan's representative on the task force, David Sidwell, for his part

acknowledges that the task force's decision could have long-term

implications for his company's profits, but says it was principle that

drove his vote. "Everyone sitting around the table knows I'm from J.P.

Morgan Chase," Mr. Sidwell says. "They know I have experience in financial

instruments."

At issue at a June meeting of the task force was a FASB staff proposal to

change some of the rules governing the easily manipulated technique of

"mark-to-market," or "fair value," accounting. Specifically, the proposal

would have barred companies from recognizing immediate mark-to-market

profits or losses upon entering an energy-trading contract, absent evidence

of quoted market prices or current market transactions for contracts with

similar terms. The staff's reasoning was fairly straightforward: In a

contract between a willing buyer and a willing seller, the best gauge of

the contract's fair value is whatever price the parties agreed to -- not a

higher figure -- barring solid contrary evidence like market quotes.

That isn't the way the rules are now. In response to energy-industry

lobbying, the task force in recent years has given energy traders like

Enron wide discretion in valuing their energy contracts and recording

instant "dealer profits" that flow directly to their bottom-line earnings.

Companies are allowed to use internal -- and highly subjective --

mathematical models to come up with valuations. Those models often hinge on

a company's estimates of seemingly unknowable future market factors, like

what electricity and natural-gas prices will be in 30 years, prompting some

critics to mockingly refer to the accounting technique as "mark-to-model"

or "mark-to-maybe." Regulators say the lenient rules invited abuses at

Enron and elsewhere in the industry, prompting the SEC to ask the task

force to revamp the rules as they applied to energy traders.

However, Mr. Sidwell, the chief financial officer for J.P. Morgan's

investment-banking unit, balked. He argued at the June meeting that

approving the FASB staff's recommendation would have wide ramifications for

securities dealers that use mathematical models to record immediate dealer

profits from trading other types of illiquid financial instruments. These

instruments can include long-dated currency and interest-rate contracts,

for which market quotes often are hard to come by.

If the task force eliminated traders' ability to record instant gains on

illiquid energy contracts, Mr. Sidwell noted that the next logical step

would be to eliminate the recording of such gains from trades of other

types of illiquid financial instruments. And that would be unreasonable,

Mr. Sidwell argued, given the investment-banking industry's years of

experience with fair-value methodologies. "I think there's a presumption

here that it's not being done reasonably, and I think we should back off

that," Mr. Sidwell said at the June meeting. "I think many people have done

it reasonably, and it's been audited for significant aspects of trading

books."

It takes only three task-force members to reject a proposal by the board's

staff. When the staff's recommendation came up for a vote, representatives

for Ernst & Young LLP and Dow Chemical Co. joined Mr. Sidwell in opposing

the measure.

Other task-force members at the time, including Deloitte & Touche LLP

partner John T. Smith, argued that companies shouldn't be allowed to

continue recording profits that they couldn't objectively validate. Unless

reliable market data are available, "your best evidence of fair value is

your trade," Mr. Smith said at the June meeting. Added the task force's

interim chairman at the time, Michael Crooch, who sits on the seven-member

FASB: "I think the anecdotal evidence is that models are being used to

record significant upfront profits in some cases."

For his part, Mr. Sidwell says he voted as he did in an effort to urge the

task force "to be cognizant of not creating a difference between energy

markets and these other markets unless we knew why there was a difference."

"If you have a trading business, the use of fair value is the most

appropriate measurement tool," he adds. "If you look at the experience of

the investment banks over multiple years, you can put in place the right

valuation models" and controls.

One thing's for sure: J.P. Morgan has a big stake in the matter. Its most

recent audited financial statements show that $315 billion of the company's

$693.6 billion of total assets as of Dec. 31 were recorded based on

fair-value accounting, including $41 billion of energy-trading contracts.

Mr. Sidwell says 95% of the energy-trading contracts' valuations are based

on quoted market prices. But neither he nor J.P. Morgan will divulge how

much of the $315 billion total is based on market quotes, except to say

that it's a majority.

That leaves open the possibility that the values for as much as half those

$315 billion of assets are based on what the company's financial statements

say are "internally developed cash-flow models." The financial statements

offer few details of those models, though they do warn of risks. In its

annual report, J.P. Morgan says it "believes its estimates of fair value

are reasonable." But it also warns that "there is often limited market data

to rely on when estimating the impact of holding a large or aged position,"

and that "judgment must be applied in estimating prices where no external

parameters exist."

In the post-Enron world, the lack of more transparent financial statements

has been among the many factors weighing on the shares of

investment-banking companies. J.P. Morgan's stock is down 54% this year and

closed yesterday at $16.77, up 23 cents, in 4 p.m. New York Stock Exchange

composite trading.

For now, the task force's proposal has been bounced back to a "working

group" at the FASB, which is studying the matter. Members of that group

include executives from energy traders like El Paso Corp., Duke Energy

Corp. and Williams Cos., brokerage firms such as Goldman Sachs Group's

Goldman, Sachs & Co. and Merrill Lynch & Co., as well as members of the Big

Four accounting firms and FASB staff members. FASB officials say the issue

likely will come up for another vote at the task force's next meeting this

month.

Dow Chemical Controller Frank Brod says he would vote in favor of the

proposal if it comes up again. The Dow Chemical executive who voted against

the measure was attending the task force's June meeting as a substitute for

him, Mr. Brod explains, and won't attend the next one. The Ernst & Young

representative on the panel, David L. Holman, didn't return calls. (J.P.

Morgan's auditor is PricewaterhouseCoopers LLP, which didn't object to the

proposal at the June meeting.)

At the FASB, Chairman Robert Herz, who assumed his post in July, says he's

sensitive to criticisms that the task force is beholden to the financial

interests of its members and accounting firms' clients. He says the FASB

may change its policies to require more direct involvement by the FASB

itself in the task force's decisions. He says he's also looking to add

members to the task force to represent investor interests. Currently, there

are none. While the FASB itself can overrule any of the task force's

decisions, as can the SEC, they do so only occasionally.

But Mr. Herz maintains it's necessary for the task force to include

representatives from the Big Four accounting firms and private industry so

that the board can stay abreast of emerging issues from professionals in

the field. And Mr. Herz says he doesn't have qualms about Mr. Sidwell being

permitted to vote in a manner that benefits his employer. "I think he was

voting from his heart, not from self-interest," Mr. Herz says.

---

                 Guarding the Henhouse

  The 11 members of the Emerging Issues Task Force, an arm of the

Financial Accounting Standards Board that helps set what are known as

generally accepted accounting principles.

Members                       Affliation

Frank H. Brod                 Dow Chemical

Leland E. Graul               BDO Seidman

Joseph Graziano               Grant Thornton

John M. Guinan                KPMG

Stuart H. Harden              Hemming Morse

David L. Holman               Ernst & Young

David B. Kaplan               PricewaterhouseCoopers

Louis W. Matusiak Jr.         BKD

David H. Sidwell J.P.         Morgan Chase

John T. Smith                 Deloitte & Touche

Richard H. Stock              Exxon Mobil

  Note: List reflects the task force's membership as of its most recent

meeting last month.
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