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1. Introduction 
 
The ‘hollowed-out firm’ has been identified as a significant social and economic problem (Baker et al 
2020). Hollow firms1 have a number of common characteristics, of which three, are key: high levels 
of 
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(Baker et al 2020). In Baker et al (2020) we raised the idea that some of the accounting techniques 
conventionally understood as tax planning practices may – in fact – be used to maximise 





 4 

can do this because the dividend received from B Limited will then constitute its sole distributable 
reserves in its capacity as a parent company, and not as a group entity.  
 
As a consequence, B Limited and A plc (as a parent company) have no reserves, and the group has 
negative reserves of £20 billion, as does C limited. Yet dividends have been paid legally even though 
they are in excess of real profits arising because the reserves in A plc, acting as a parent company, 
are recognised as realised and distributable despite the fact that most of the8 (b)-0.f-4.7 (d)]TJ
94uhe8n 
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purposes of corporate profit reporting. A tax adjustment need not be reflected in an accounting 
adjustment4. Directors of companies, including those that are part of larger firms, can make ‘bad 
bargains’ that result in losses, and so long as their accounts properly reflect the bad bargains they 
have made, their accounts are true and fair under current law. The consequence is that the realised 
profits of the parent company may exceed that of the consolidated group as a result of transfer 
mispricing and that outcome would be entirely legal under existing rules.  
 
4. Transparency and disclosure  
 
Another issue of concern when considering this issue is that subsidiary entities used for this purpose 
often have their accounts prepared under differing generally accepted accounting principles from 
those used for the parent entity of the group. Hence, much of what we describe above is largely 
hidden from view in the accounts of the subsidiaries involved. For example, the UK’s Financial 
Reporting Standard 102, which is the alternative generally accepted accounting principle most likely 
to apply in this situation to a UK subsidiary company of a parent entity that for group accounting 
purposes uses International Financial Reporting Standards merely requires5 that the subsidiary 
provide ‘a reconciliation between (i)  the tax expense (income) included in profit or loss; and (ii)  the 
profit or loss on ordinary activities before tax multiplied by the applicable tax rate.’ This 
reconciliation need not be provided in detail and the language used is often vague, and non-
descriptive, with the term ‘other items’ or ‘other adjustments’ frequently appearing, meaning that 
no effective disclosure is made. In that case transfer pricing adjustments for tax purposes that might 
disclose that activity of the sort described is taking place can very often be hidden from view within 
accounting disclosures made.  

https://www.pwc.com/gx/en/international-transfer-pricing/assets/united-kingdom.pdf
https://www.pwc.com/gx/en/international-transfer-pricing/assets/united-kingdom.pdf
https://www.frc.org.uk/getattachment/69f7d814-c806-4ccc-b451-aba50d6e8de2/FRS-102-FRS-applicable-in-the-UK-and-Republic-of-Ireland-(March-2018).pdf
https://www.frc.org.uk/getattachment/69f7d814-c806-4ccc-b451-aba50d6e8de2/FRS-102-FRS-applicable-in-the-UK-and-Republic-of-Ireland-(March-2018).pdf
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purpose: it incentivises what Jim Chanos has called ‘legal fraud’6. And when management are 
remunerated in stock options on the basis of their ability to create shareholder value, they have 

https://www.legislation.gov.uk/ukpga/2006/35/section/2
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Third, there is a pressing need for information that would allow all stakeholder groups to appraise 
whether the decisions of directors prejudice the capital base of the firm which ultimately sustains all 
stakeholder claims, both present and future. 





 9 

Leaver, A. and Murphy, R. 2021. Creative accounting and shareholder value: why the accounting 
rules on distributable reserves must change. . Sheffield: Centre for Research into Accounting and 
Finance in Context (CRAFiC), University of Sheffield, forthcoming.  
 
Robé, J.-P., 2011. The Legal Structure of the Firm. Accounting, Economics, and Law: A Convivium 1. 
 


