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Abstract
This paper presents a modest contribution to the debates surrounding the culpability of the accounting profession in the recent financial crisis.  It adopts a Marxist theoretical perspective concentrating mainly on Marx’s work on fictitious capital.  The paper argues that the accounting profession’s adoption of mainstream economic thought alongside its structures and sources of funding have rendered it unable to deal adequately with the demands placed upon it by an innovative and rapidly expanding derivatives market. 

In the wake of arguably the worst economic crisis in 80 years, a new debate is gradually opening up about the culpabilityof accounting (Hopwood, 2009).  In particular, significant concerns have been raised about the roles of fair value accounting and auditing  (Gup and Lutton, 2009; Krumwiede, 2008; Laux and Leuz, 2009; Sikka, 2009).  At a very basic level one might ask how it could be that large financial institutions with recently audited financial statements showing positive net assets and no audit qualifications could fail so dramatically or require such massive government bail-outs.  

[bookmark: HIT_2][bookmark: ORIGHIT_2]Following the bail-outs and failures the press was quick to make allusions to Marx[footnoteRef:1]but as Kunkel (2011) states; this is a “shallow revival” of Marxist theory perhaps best exemplified by a piece in the UK right-of-centre, conservative Spectator Magazine by the Archbishop of Canterbury, Rowan Williams (2008), in which he argued that placing too much trust in the market had become a kind of ''idolatry.'' Williams reminded readers of Karl Marx's criticism of laissez-faire capitalism, noting, ''He was right about that, if about little else.''   This Marxist revival has picked up upon some interesting facets of Marx’s work, notably its crisis tendencies but Keynesianism appears to set the left-boundary of economic debate in the press (Kunkel, 2011).  This essay argues that a deeper reading of the work of Marx, especially his work on credit and fictitious capital, can enable a stronger understanding of the crisis and could play a central role in the conceptual discussions about accounting and its role in the crisis.  This paper draws strongly upon David Harvey’s writings (2006, 2010, 2011) which have developed a coherent understanding of some of Marx’s work on the credit system including fictitious capital which was published posthumously.  [1:  A nexis search of the 54 months  up to 30th June 2007 shows that Marx and the economic situation was alluded to 92 times in newspapers, and in the period since 1st July 2007 Marx was alluded to 1,292 times – a 14 fold increase.] 


The use of Marxist theorisation is not new in accounting.  For example, Marxist theory has been used to develop a social history of accounting change (eg Armstrong, 1985, 1987; Bryer, 2000a, 2000b, 2005, 2006; Toms, 2005).  Other accounting research has used Marxist theory to develop an understanding of contemporary issues in accounting.  For example, in the Special Issue on human rights, in Critical Perspectives on Accounting, several papers draw upon Marxist theory (see for example, Cooper et al, 2011; Sikka 2011).  Marxist theory has been used to comprehend accounting’s functions in terms of control over the labour process (Arnold, 1998; Cooper and Taylor, 2000; Saravanamuthu and Tinker, 2003; Spence, and Carter, 2011) and deal with contemporary issues like accounting’s functions in privatisation (see for example, Toms et al, 2011).  This paper builds upon this body of work by using Marxist theory as a counterweight to mainstream economic theory.   

The paper is structured as follows.  The next section sets out a Marxist explanation of fictitious capital.  Fictitious capital is any form of investment (for example bonds) which is based upon the expectation of future returns (in terms of surplus value).  Marx explains that fictitious capital serves several important functions under capitalism, not least in terms of enabling capitalist expansion.  But, if investment flows to forms of fictitious capital which are not based upon the creation of value, this will, sooner or later, provoke an economic crisis.  The following section outlines the form of economic theory which has underpinned and indeed prioritised the expansion of the markets for fictitious capitals.  This is followed by a brief explanation of the growth in fictitious capital in the past thirty or so years.  The scale of the growth and size of the derivatives market has been highly significant and enormous amounts of money has been invested in these markets.  Then we turn to an explanation of the recent crisis which is described as a mixture of over-accumulation and over-financialisation, or, in other words, too much money searching for profitable investment opportunities and finding the highest returns in speculative fictitious capital.  Finally, the paper turns to the contexts and the implications of those contexts for accounting standard setters and the accounting profession.  It is argued that accounting standard setters and accountants are blinkered by their adoption of and dogged adherence to mainstream economics as the conceptual underpinning of accounting.  Moreover, standard setters struggle to keep pace with an avaricious and “innovative” finance industry.  Accounting standard setters are also increasingly structurally “superior” to nation states.  Although their rules are sanctioned by nation states, in practice, it would be exceptionally difficult for these states to reject their accounting standards.  Finally we turn to a discussion of the implications of Marxist theory for accounting and suggest that accounting standard setters and auditors are not fit for purpose.
Marx and fictitious capital

A Marxist understanding of fictitious capital[footnoteRef:2] is based upon Marx’s labour theory of value alongside his idea that money can function as a store of the value created by human labour.  The “value” of fictitious capital is based on an expectation of the creation of surplus value in the future.  So for example, if an investor acquires a bond in Company A, the value of the bond is based upon an expectation of payments (interest and repayment) which will be met out of future surplus value.  Therefore, there is always a speculative element to fictitious capital since it is based upon the (uncertain) production of surplus value in the future.  While fictitious capital may sound like a “pejorative” term, Marx saw that the credit system and its outgrowth, fictitious capital, are essential to the expansion of capitalism and can even out many of the frictions of capitalism (Harvey, 2006, p 239, p 284).   [2:  The term did not originate with Marx.  Adam Smith had previously used the concept in the Wealth of Nations.  ] 


Thus for example, Harvey (2006) explains that traded stocks and shares are forms of fictitious capital that played an essential role in the early growth of capitalism, which in order to rapidly expand, had to be liberated from the constraints of the family firm – joint stock companies enabled this and presented the opportunity for massive investments in technology, the reaping of economies of scale and so on.  Moreover, when first issued, some share capital, in Marxist terms represented “real capital[footnoteRef:3]”— [3:  “Real capital” is money which is invested in the means of production.] 


“The shares in railways, mining, shipping companies etc, represent real capital, ie, capital invested in the functioning of these enterprises, or the sum of money that was advanced by the share-holders to be spent in these enterprises as capital...  But the capital does not exist twice over, once as the capital value of the ownership titles, the shares, and then again as the capital actually invested or to be invested in the enterprise in question.  It exists only in the latter form, and the share is nothing but an ownership title pro rata, to the surplus value which this capital is to realise.  A may sell this title to B, and B may sell it to C.  These transactions have no essential effect on the matter. A or B has then transformed his title into capital into a mere ownership title to the surplus-value expected from this share capital (Capital Vol 3, Ch 29, pp 597 – 598).”  

Therefore when C acquires shares, they are bought with the expectation of future returns (based upon future surplus value), or as finance theory would suggest, based on predictions of the future cash flows and profitability of the business.  They can be bought and sold many times over as if they were wealth itself although in fact, their market prices represent expected future returns.

The necessity for credit in the capitalist system can be explained through a simple example of an economy with only one company following Kunkel (2011).  In Marxist terminology, the production process of this company requires both “constant capital” (the means of production) and “variable capital” (wage labour), an outlay of C+V.  At the end of the productive process, the capitalist will want to sell the product (commodity) at a price of C+V+S, where S is the surplus value contained in the commodity.  If the cost to that firm of C+V is £10 and the company wished to sell its product for £12, there will be a problem in that the firm’s suppliers of constant and variable capital are also its only potential customers.  They will jointly only have £10 to spend.    So production of the total supply of commodities exceeds the monetarily effective demand in the system.   In short, £2 must be created somewhere if the company is to make some profit.  The £2 can only be created by the same firm and only in the future.  Marx would argue that the price of £12 is only possible with the assistance of money advanced against commodity values yet to be produced.   In other words, the “£2 problem” can be solved by a credit system.  As Kunkel (2011) explains, money values backed by tomorrow’s as yet unproduced goods and services are to be exchanged against those already produced today: this is credit or bank money, an anticipation of future value without which the creation of surplus value would not be possible. Realisation (or the transformation of surplus value into its money equivalent, as profit) thus depends on ‘fictitious’ capital.  And it enables the smooth running of a system in which production and demand and not always coterminous.  With credit, commodities requiring extra long production periods can be paid for by instalments for example.  Without credit, the whole accumulation process would stagnate and flounder (Harvey, 2006).

Aside from its usefulness in terms of the expansion of capitalism through joint stock companies and through smoothing over the “timing difference” problems inherent in capitalism, the credit system also has a disciplining effect directing investment towards the most profitable arenas.  Harvey (2006) argues that for these and other reasons, the credit system and fictitious capital emerge as the distinctive child of the capitalist mode of production.  But the system of credit and finance is necessarily erected upon the monetary basis defined by conditions of simple commodity production and exchange (Harvey, 2010).  This means that while fictitious capital is essential to capitalism in helping it to overcome discontinuity and discordance in the system, the basic contradiction which fictitious capital and the credit system cannot overcome is that while they can co-ordinate the flow of economic value, they can’t create it ex nihilo: ‘There is no substitute for the actual transformation of nature through the concrete production of use values.’ Kunkel (2011).    Importantly, there are some forms of fictitious capital that are more removed from the value creation process than others.  As explained in the next section, some forms of fictitious capital are little more than “investment-gambles”, which if don’t come off, are like any losing book-maker gambling-slips, worthless pieces of paper.

However, perhaps due to the credit system, as capitalism has developed, people have come to believe that money should “grow” over time.  Marx described this as a form of fetishism.  However, if money increases (though, for example, interest payments) over a given time period, this is because productive capitalists have managed to produce sufficient surplus value within that period to cover the interest payment (Harvey, 2006, p 258).   Harvey (2006, p 253) notes that everyone has the right to place their money in a bank, for the bank to invest, in return for interest[footnoteRef:4].  But, if money is created through the finance industry which is unsupported by surplus value creation[footnoteRef:5], the currency may be debased, chronic inflation could occur, monetary crises could be created and so on.  In this way, the credit system can undermine the utility of money as a measure and store of value.  If this happens, steps must then be taken to preserve the quality of money.  Yet, investors are, in the main, indifferent to, or ignorant of, the ultimate source the returns on their investments.   So, believing that money grows over time, investors will invest in the financial institutions and products which promise the greatest returns.  This means that money can flow to investments in fictitious capital which is not underpinned by the creation of surplus value thereby creating a financial crisis. [4:  We can convert our money into capital by putting it in a bank where it can immediately be lent out as capital in return for interest.  ]  [5:  and not invested in “real” capital] 


Thus the large, glossy and prestigious financial institutions of the 21st century have been constructed upon a form of capital which cannot, on its own, produce any real value, while at the same time, has the power to create financial havoc. The role of finance capital in the recent banking crisis was that in the search for profitable returns, new and sophisticated financial instruments were created which were increasingly removed from the value creation process.  Since money flows to where it can earn the greatest returns, investments were made in a myriad of forms of fictitious capital, rather than in the real economy (Harvey, 2006, p 254).  Harvey (2006) explains that Marx’s primary purpose in his discussion of fictitious capital is to disabuse us of the idea that a marketable claim upon some future revenue is a real form of capital.  He wishes to alert us to the insanity of a society in which investment in fictitious capital appears just as important as investment in real capital (production).   If we only invest in fictitious capital, then capitalism could not last for long (and neither could we).   Massive investment in fictitious capital which is far removed from the creation of value puts us onto very dangerous grounds – especially when there is a massive amount of money being invested in some of the more extreme forms of fictitious capital, for example naked credit default swaps, which will be discussed later in the paper.  

Thus far, an explanation of Marx’s understanding of fictitious capital has been presented in order to provide an alternative perspective on the current economic crisis.  In short, money cannot grow in value on its own.  Importantly for the arguments in this paper, a rather different form of economic theory from Marxism has come to form part of the knowledge-base for contemporary economic, political and social practices.  Ben Fine (2008) describes this theoretical economic form as zombieeconomics, while Mike Power (2010), calls it financial economics; yet as will be set out in the next section, the term zombieeconomics has some explanatory power.  For ease of exposition, in this essay, the dominant form of economic theory under neo-liberalism will be called mainstream economics, except where a different term is used for clarity of exposition.

Zombieconomics and social legitimation.

While a surface reading of the Marxist theory outlined above would suggest that money simply, flows to where the “best” returns can be made; this can only take place within a social, economic and political context in which the structures are in place to enable this process.  Significant in the capitalist system (as in any social system) are the legitimating structures which enable an understanding of what is allowable and what is not allowable in society.  Legitimation is clearly linked with the knowledges which we have about our day-to-day social practices; what is acceptable behaviour and what is not (Berger and Luckmann, 1966; Hines, 1988a).  Berger and Luckmann’s four levels of legitimation present a robust and coherent framework for understanding the function of linguistic and social structures.  Their first level of legitimation is linguistic.  Our language (broadly construed) allows us to name and hence to "know" certain things and by having a word for something we must grant its claim to exist. The second level is "theoretical propositions in rudimentary form".  This level includes myths, stories and other forms of anecdotal evidence which are used to justify certain social events or relations.  The third level consists of explicit theories linked to particular organisational contexts.  This would include mainstream economic theory.  Finally, the highest level of legitimation is what Berger and Luckmann describe as “symbolic universes”.  These are able to tie together different institutional environments to explain their interrelation.  Mainstream economics has come to serve as the conceptual underpinning of the neo-liberal symbolic universe.  Fine (2008) calls the form of economic theory which has come to dominate since the late 1970s zombieeconomics--   

There are two reasons why the mainstream economics in the current phase of
 neo-liberalism is zombie-like. First, it is both dead and alive at the same time, undead as popular culture would have it. That it prevails within its own disciplinary boundaries with little or no contest and with scant respect for alternatives is more or less uncontroversial. No one can doubt that there are zombieconomists out there and that they are extraordinarily powerful and almost impossible to slay. They are totally insensitive to the considerations of the living but merely respond to an inner inescapable logic and, occasionally, perpetrate mysterious jerking movements of their own.

Fine (2008) traces the evolution of economics from the marginalist revolution of the 1870s through the Keynesian revolution and the monetarist counterrevolution to the current phase of economics in which both economic and non-economic analysis (the non-economic being touched by mainstream economics and so changing to become like it) is primarily reduced to the optimising behaviour of individuals in face of market imperfections. It is such reductionism that endows zombieconomics with so much life but with so little content both in terms of analytical elements and understanding of contemporary capitalism.  

One of the major theoretical works underpinning mainstream economics, Hayek’s (1943), “Road to Serfdom,” is seen by Fine (2008) as the founding document for neo-liberalism.  Fine (2008) states that Hayek’s work involved an entire break from mainstream economics and is entirely incompatible with it.  However, Hayek’s ideas were not an overnight success.  In the post World War II period, Keynesian economics dominated. But, with the collapse of the post-war boom in the 1970s, the crisis of Keynesianism, and the resurgence of monetarism, the prospects for Hayek’s ideas suddenly became promising. Fine (2008) notes that, unburdened by any memory of the extraordinary qualifications that had been necessary to allow them in the first place its marginalist/individualist principles remained sacrosanct.  During the same period, the Chicago School reduced the idea of expectations to the domain of knowable outcomes with attached probabilities (Friedman (1953). And optimisation was extended to include the processing of information, in the theory of rational expectations so that individuals now optimise by modelling the economy.  The state was portrayed as ineffective in macroeconomic policy. Fine (2008) states that, “it is truly remarkable that it should be felt possible to understand the economy in terms of single representative individuals for households and firms, with the leading New Classical Economists proclaiming, “the term ‘macroeconomic’ will simply disappear from use and the modifier ‘micro’ will be superfluous”, Lucas (1987, p. 108), cited by Davis (2003, p. 35).” 

In effect, Zombieconomics is dead in that it is based upon an unquestioned methodological individualism and technical apparatus of the narrowest type, it is totally ignorant of its own history, of its methodology and of alternatives, and it fails to engage with them except to dismiss them as unscientific and lacking in rigour (Fine, 2008).  However, its own intellectual fragilities in these respects that are most marked, (Fine, 2007b).  As shall be described later, in academia, mainstream accounting and finance have clearly been touched by zombieconomics and share the same failure to engage, dismiss alternatives as unscientific and suffer from serious theoretical fragilities (for example the Durem problem and the CAPM).  And although in these senses mainstream economic theory can be seen as dead, it is undead in blundering around looking for applications out of the incidence of market imperfections, whether in the dimly incorporated real world, or through appropriation and degradation of the material of other social sciences (Fine, 2008). Arguably, mainstream accounting and finance were one of its first victims.  In the realm of policy, it seeks interventions to correct market imperfections on a piecemeal basis and refuses to question the unequal distribution of power which creates imperfections.  

Stiglitz (2002) argues that the vested interest and ideology of finance lie behind poor policy.  Indeed, Fine (2008) recognises that in practice neo-liberal economic theory is totally orthogonal to neo-Austrian arguments concerning the virtues of free markets in that in practice it has always been highly interventionist. The ideology of non-intervention is more appropriately seen as a rationale for discretionary and not minimal intervention. While neo-liberalism is not a monolithic blueprint and takes many forms, they all involve a transformation as opposed to a reduction of the role of the state. But thirty years of neoliberalism have demonstrated that it is heavily driven by the vested interests, practices and ideology of mainstream economics, not least through what has been appropriately termed financialisation. This involved both the proliferation of “fictitious” financial markets built upon existing activities (for example, foreign exchange hedges) as well as the creation of new spheres of operation for finance, Fine (2007a).   While under neoliberalism all markets are highly valued, the markets given the greatest priority are those of finance.

Thus far it has been argued that while credit and fictitious capital have served several important functions in the capitalist economy they suffer from the fundamental problem that they cannot, on their own, produce any real value.  If an economy (as happened in the UK and US) turns to investing/speculating in fictitious capital markets, then, the value of money will be debased, throwing the economic system into crisis.  The conceptual milieu of the past thirty years, in which fictitious capital markets have flourished has been an extreme variant of economics which suffers from many flaws.  Its imposition of (some problematic) micro-economic principles to the realm of macroeconomics means that it has no concept of the systemic (such as globalisation) nor of power (Fine, 2008) and so was ill equipped to sense (or care about) the havoc which it would create.  The underlying principle is that everyone should maximize their own wealth and that governments should do everything to enable that wealth maximising process.  The next section builds upon these theoretical foundations in order to develop a Marxist understanding of the developments in fictitious capital.

The growth of fictitious capital

While Marx could perhaps not have envisaged the exact forms of fictitious capital which were likely to emerge in the 21st century, the idea that fictitious capital should be distinguished from “real” capital which is capital invested in the means of production enables an understanding of the real risks which lie behind the activities of banks and financial institutions at the end of the 20th and beginning of the 21st centuries.   Contemporary forms of fictitious capital are traded through many different markets with varying degrees of regulation and include stocks and shares, bonds, derivatives[footnoteRef:6], collateralized debt (or loan) obligations and numerous other asset classes[footnoteRef:7] and financial instruments.   Deutsche Börse AG (2008) explains that the number of OTC-traded derivatives is unlimited in principle as they are customized and new contracts are created continuously. A broad universe of exchange traded derivatives exists as well: for example, over 1,700 different derivatives are listed on the three major global derivatives exchanges.[footnoteRef:8] [6:  These can be traded on derivatives exchanges but also bilaterally between market participants. The latter segment – i.e. the OTC segment – currently accounts for around 84 percent of the derivatives market and operate with almost complete disregard of national boarders.]  [7:  For example the securitized future gate receipts at Manchester United.]  [8:  Chicago Mercantile Exchange, Eurex and Euronext.Liffe] 


The largest fictitious capital market is the derivatives market.  Until 25 years ago, the derivatives market was small and domestic and mainly swerved the function of risk hedging.  Since then it has grown significantly – around 24 percent per year from 1995 until 2008 – into a global market with about €457 trillion of notional amount outstanding[footnoteRef:9].  By this measure, the derivatives market is more than four times larger than the combined global equity and bond markets measured by market capitalization. However, the estimated gross market values of all derivatives outstanding total only €10 trillion, which is much lower than the equity (€43 trillion market capitalization) and bond markets (€55 trillion market capitalization).  [9:  The Global Derivatives Market: An Introduction -Deutsche Börse AG (Apr 2008)] 


McNally (2009) sets the growth of the derivatives market emerging at the time of the end of dollar-gold convertibility in 1971 at which time, currency values, especially for the dollar, became much more volatile.   In the context of volatile currency markets, it seems sensible that, for example, a UK exporter of goods to the US, will take a short position for the amount they are due to receive in order to hedge their foreign exchange risk.   So, for example, if a British Export Company is due to deliver goods to a US customer and be paid US$1,500 in six months time, it might enter into a derivatives contract in which it agrees to sell US$1,500 at a rate of US$1.50 = £1, thereby ensuring that it will receive a certain £1,000 when the goods are delivered.  As in an earlier capitalist period, modern fictitious capital has played an important role in the capital accumulation process.  Indeed as a form of fictitious capital, many derivatives can play a role in “risk protection”.  But while some derivatives contracts have the positive function of eliminating risk, others are basically speculative (McNally, 2009), or as Deutsche Börse (2008) put it, “allow innovative investment strategies” (p 4).  For example, it is possible for a lender to cover the risk of not being repaid, by purchasing a derivative called a credit default swap (CDS) which is essentially an “insurance policy” taken as a protection against default by a borrower.   But, investors can buy (naked) Credit Default Swaps, even if they are not owed any money (for example if they do not own the bond).  Naked CDSs account for 80% of the market.  Thus it is possible to “bet” on a company, in which you have absolutely no interest, defaulting on its debt.  It is also possible to purchase weather derivatives offering compensation if temperatures at a specified location exceed or fall below a predefined reference temperature.  While this type of derivative might serve to reduce the risk of a highly specialised farmer, arguably, it exemplifies the speculative nature of many derivatives.

Since 2000, another form of fictitious capital, mortgage-backed “securities”, often in the form of Collateralized Debt Obligations (CDOs), became popular.  In spite of the potential for a collapse in the housing market (for example, because of falling real incomes in the US), the credit rating agencies failed to adequately reflect the risks associated with many mortgage-backed CDOs and awarded them the highest possible grade.  Perhaps one of the first signs of the looming crisis appeared in the US as the subprime mortgage crisis when there was a rapid increase in mortgage delinquencies and foreclosures and CDOs became worthless.[footnoteRef:10]  Arguably, therefore, the recent crisis is not solely a financial/speculative crisis caused by too much investment in derivatives.  Its roots were, in part at least, grown in the inability of people to pay their mortgages and to be able to command sufficient incomes to pay for the necessities of life (McNally, 2009).  The next section expands upon this characterization of the crisis as one of too much investment in extreme forms of fictitious capital alongside falling real wages (especially in the US and the UK). [10:  Joint Center for Housing Studies of Harvard University, THE STATE OF THE NATION’S HOUSING (2008)] 

The recent crisis

A Marxist definition of an economic crisis, as Harvey (2006, 2011) sets out, is a situation in which surplus capital and surplus labour exist side by side with seemingly no way to put them back together[footnoteRef:11].  He called this “over-accumulation”.  Kunkell (2011) points out that in the US, corporations are sitting on almost two trillion dollars in cash while unemployment hovers just below 10 per cent (Kunkel, 2011).  In other words the capitalist class cannot see enough profitable investments in which to invest their money and start employing those looking for work.  The ultimate reason for this is that the majority of people do not have enough money to buy the necessities of life (Harvey, 2011) and so create the demand for commodity production.  For a short-while, this problem can be solved by recourse to credit by individuals[footnoteRef:12].  But if individuals are not producing value (in a Marxist sense), they will be unable to meet interest payments.  Thus falling real incomes and unemployment can feed into a crisis in the system.  However, Harvey (2006) explained that, in the recent crisis, alongside over-accumulation, we also have had over-financialisation.  The fictitious capital economy has become increasingly active, as set out above.   While arguably the crisis was set-off by a shaking of confidence in the property market, it has been exacerbated by the speculative bubble in certain derivatives and other extreme forms of fictitious capital.   [11:  Labour availability is no problem now for capital, and it has not been for the last 25 years. But disempowered labour means low wages, and impoverished workers do not constitute a vibrant market. Persistent wage repression therefore poses the problem of lack of demand for the expanding output of capitalist corporations. One barrier to capital accumulation – the labour question – is overcome at the expense of creating another – lack of a market. (Harvey, 2006, pp)]  [12:  According to a recent Citizen’s Advice Bureau factsheet, total personal debt in the UK currently stands at £1.46 trillion. The average household debt in the UK is £8,920 (excluding mortgages). This figure increases to £18,583 if the average is based on the number of households who have some form of unsecured loan (www.citizensadvice.org.uk/pdf_the_value_of_debt_advice.pdf accessed 20th October, 2011)] 


As Harvey (2006, p 288) points out, fictitious capital and credit started out as a means for overcoming the “immanent fetters and barriers to production” and so raising the “material foundations” of capitalism to new levels of perfection, have “become the main lever for over-production and over-speculation.”   New “insane forms” of fictitious capital (like naked CDSs) have come to the fore and allowed the “height of distortion” to take place within the credit system.  However, although it might appear as if the origin of the 2008 crisis was financialisation and the new insane forms of financial manipulations -- 

Marx demonstrates that they are surface froth upon much deeper currents making for disequilibrium.  He shows us that overaccumulation (capital with nowhere to invest) creates conditions ripe for such speculative fevers so that a concatenation of the latter almost invariably signals the existence of the former.  The difficulty here is to disentangle the pure surface froth of perpetual speculation from the deeper rhythms of crisis formation in production. (Harvey, 2006 p 325).  

In any case, once credit begins to dry up and uncertainty takes hold, capitalism descends into a downward spiral.  Loan repayments are enforced, interest still has to be paid, and those unable to make these payments (both individuals and companies) are forced to sell their assets at knock-down prices.  Thus what started as a crisis in the “fictitious economy” can spread to the “real economy” (McNally, 2009).  Marx states that a crisis involves a destruction of capital. The “values” of fictitious capitals – all kinds of paper assets – which were previously treated as if they were real assets become, as stated earlier, worth as much a losing book-maker’s betting slip.  At the same time, real capital is destroyed, companies go bankrupt and their assets are sold off at bargain basement prices (McNally, 2009).   The situation is exacerbated by the unequal distribution of pain, reflecting the unequal distribution of gain in better economic times.  Those with the least power (and the highest marginal propensity to consume, and thus more likely to help regenerate the economy) fare worst.  While it is beyond the scope of this paper, this insight demonstrates the psychosis of the current austerity measures.

As explained earlier, investors are, in the main, indifferent to the ultimate source of revenue and will invest in order to maximise returns (Harvey, 2006).  Legitimated by mainstream economics they pursue “high private returns”, not “high social returns” (Kunkell, 2011).  This is why speculative bubbles can occur rather than investment in things which society needs.  As Stiglitz (2010) observes “The world is currently faced with serious challenges that also present investment opportunities: retrofitting the world economy to face the challenges of global warming, or making the investment necessary to reduce global poverty. There is no shortage of opportunities for investments with high social returns.”  But, “markets…are not always well intentioned. The objective of a speculative attack is to generate profits for the speculators, regardless of the cost to the rest of society. They can make money by inducing panic and then feel pleased with their ‘insight’: their concerns were justified, but only because of the responses to which their actions gave rise.”  This explains why some derivatives traders and investors (for example those investing in naked credit default swaps) will become very rich when companies fail.  They therefore benefit from the misery of the individuals who have lost their livelihoods.  Indeed speculators gamble on this very thing.

In summary, Harvey (2006) explains that the tendency towards excess in the realms of finance is ultimately checked by a return to the eternal verities of the monetary base (labour combined with productive capital as the source of value). Moreover, as set out earlier, the tendency towards “excess” has strong theoretical social legitimation and has become increasingly difficult to counter.  Speculation in fictitious capital cannot in Marxist terms create any “real value”.   Harvey (2006) believes that the use of credit tends to make matters worse in the long run because it can deal only with problems that arise in exchange and never with those in production.  And there are many “circumstances in which credit can generate erroneous price signals to producers and so aggravate the tendencies towards disproportionality and over-accumulation.” (p 286)   “Advantageously positioned as they are, the bankers and other “gentlemen of high finance” can set about exploiting the credit system “as if it was their own private capital” and thereby can appropriate “a good deal of the real accumulation” at the expense of industrial capital (Marx, 1967, vol 3, p 478; cited in Harvey, 2006).”  In the next section we turn to the role of accounting standard setters in their attempts to set standards which can be used to account for the proliferation of the many different forms of fictitious capital which have been developed over the past 30 years.  Accounting information is important since it is part of the legitimating structures of society.

Accounting standard setters, accounting professionals and the financial crisis.

Accounting came in for much criticism for its roles in the financial crisis  (for example, Gup and Lutton, 2009; Krumwiede, 2008; Laux and Leuz, 2009; Sikka, 2009).  It is certainly the case that even at a very basic level of providing information, accounting failed miserably.  For example, in the weekend before the demise of Lehman Brothers, the bankers and regulators working in the headquarters of the New York Federal Reserve, were reportedly told by one of Lehman’s bankers, “We have no idea of the details of our derivatives exposure and neither do you.” (Guerrera and Bullock, 2008).   In this section we will argue that accounting standard setters were hampered by their “adoption” of mainstream (zombie)economics as their knowledge base, were struggling to “catch-up” with an aggressive, growing, influential derivatives market, and at least in terms of the IASB were undergoing significant structural changes and both the FASB and the IASB are in a constant battle to maintain their structural position in the field of business and vis-a-vis the state, especially since the financial crisis (Bengtsson, 2011).


Internationalisation
Cooper and Sherer (1984) have pointed out the non-neutral role of standard setters at a time when arguably standard setters were more under the control of the state, or at least were more contained within national boundaries.  An essential feature of the international accounting standard setting regime in the 21st century is that it is private and increasingly international in character.  Nölke and James (2007), saw the adoption, in July 2002, by the European Parliament and the Council of the European Union (EU) of a regulation requiring more than 7000 EU stock exchange-listed companies to use International Accounting Standards (IAS) and International Financial Reporting Standards (IFRS) as one of the most wide-ranging delegations of public authority to a private, business-funded, and business-led, body within international politics (Nölke and James, 2007).  Although the state has not been totally usurped by private international accounting standard setters since each standard only becomes binding when endorsed by the Commission of the European Union and in other jurisdictions similar public authorities are empowered to endorse IFRS (see also Arnold and Sikka, 2001).  Nölke and James, (2007, p 1) state that “(N)evertheless, within these qualifications the IASB[footnoteRef:13] is still one of the most amazing cases of delegation of authority to a private body in international politics.”  In practice, it would be extremely difficult in a globalised world for any country not to adopt either US or international accounting standards.  For example, without these accounting standards in place, it would be difficult for any country to attract inward investment or IMF and World Bank loans. [13:  International Accounting Standards Board] 


While accounting standard setters have become international and more powerful in the past 20 years, nonetheless, they are still under pressure to maintain and enhance their position within the fields of economics and accounting (Bourdieu and Wacquant, 1992).  They will, in some ways, walk a tightrope in that they will have to please their paymasters while at the same time “policing them,” or at least trying not to shoulder the blame when things go awry.  Standard setters are bound to come under pressure from fractional interests.  For example, Power (2010) notes the re-emergence of the International Valuation Standards Council (IVSC) in 2009.  The IVSC criticised the IASB exposure draft on fair value measurement for being too narrowly prescriptive about the range of possible valuation methods arguing that the IASB should restrict itself to principles leaving space for the development of detailed valuation methods (IVSC, 2009).  If the IVSC’s pronouncements are more in tune with the interests of IASB’s paymasters, the IASB could find itself increasingly replaced by a more “friendly” body.  Power (2010) also notes that international accounting standard setters are increasingly becoming decoupled from their professional base.  But in terms of the IASB and FASB’s struggles to remain at the top the their field, and in relation to other fields, they have significant symbolic capital in their armoury, not least in terms of their connections with their professional base (Ramirez, 2001, Walker, 2004).  Perhaps surprisingly, it is only in the past forty or so years that accounting standard setters, and the accounting profession seemed to seriously begin formalising its conceptual (cultural capital) base.  The development of this base occurred concurrently with the rise of mainstream economics as outlined above.

Conceptual foundation building
Hines (1989, p 72) writes that historically, the body of knowledge around which the financial accounting professionalisation project initially took place was based upon a variety of personal qualities, such as honesty, independence and respectability – skills not specific to “accountants”, such as penmanship, arithmetic, work and knowledge, since, at the time these were contestable as being the domain of the legal profession.  This means that the original knowledge foundations of the accounting profession were problematic in the sense that they were not specific to the accounting profession and so in order to reproduce and advance the accounting profession, members had to counteract threats to its legitimacy stemming from its underlying knowledge foundations. The search for a Conceptual Framework became a way of dealing with this and counteracting the threat from other professions.  Thus, Conceptual Framework projects are used as a political resource in the professionalisation struggle during times of possible intervention by the state and at times of competition from other (including accounting) groups.  

At the time in which Hines was writing (in the late 1980s) it was clear that Conceptual Framework projects were doomed to “technical failure”.  It became clear that the major rationale for undertaking Conceptual Frameworks was not functional or technical but a strategic manoeuvre for providing legitimacy to standard-setting boards and the accounting profession (Hines, 1989).

The accounting profession and accounting standard setters, in the US, began their Conceptual Framework project in the late 1960s.  Without an “accounting theory,” or strong conceptual basis of their own, accounting standard setters and professionals turned to that of mainstream economics.  Although, zombieconomics is a useful analogy to explain the spread of mainstream economics’ theory to accounting and finance (and many other social arenas), it probably misses the point that ideological change occurs sometimes very slowly and that for significant periods of time, vestiges of previous understandings remain.  Thus contemporaneously with the transformation in mainstream economics towards the end of the 1960s, some subtle shifts in understandings of the purpose of accounting began to emerge which were articulated to the more information economics bent of mainstream economics.  The, initially subtle, changes could perhaps be best summarised as a move from accounting having a stewardship function (a more traditional macroeconomic approach) towards an informational perspective on financial reporting.  This was clearly set out in the Accounting Principles Board (APB), Statement number 4 in 1970, which stated that the “basic purpose of financial accounting is to provide information that is useful to owners, creditors and others in making economic decisions” (APB, 1970, paras 40 and 73).  The APB statement no 4 was reiterated in the later Trueblood Committee, although its report did maintain an idea of stewardship even if this now appeared under the umbrella term accountability.  And the successor to the APB, the Financial Accounting Standards Board’s (FASB) first Conceptual Framework Project made user needs a primary objective of financial reporting.  In its Statement of Financial Accounting Concepts, No 1 (1978), it states:

Financial reporting should provide information that is useful to present and potential investors and creditors and other users in assessing the amounts, timing, and uncertainty of prospective cash receipts … Since investors and creditors’ cash flows are related to enterprise cash flows, financial reporting should provide information to help investors, creditors and others assess the amounts, timing, and uncertainty of prospective net cash flows to the related enterprise. (page viii)

Accounting’s newly emerging concern was with the provision of information for investment decisions.  Accounting was to look to the future rather than the “transactions base” of the past.  In a telling interview in 2007, which demonstrates the change in accounting logic wrought by mainstream economics, a managing partner of KPMG (Theresa Ahlstrom) states that, “Clearly, historical cost accounting, while perhaps easier to follow and "bookkeep," has seen its day and more than outlived its usefulness” (Casabona, 2007).  

It is perhaps rather obvious that investors would very much like to be able to “see into the future”, and this desire set in motion a gradual shift towards accounting technologies designed to place a value on expected income alongside an emphasis on “the market”. Those who set in motion these accounting technologies drew their inspiration from a Friedmanite vision of expectations being reduced to a micro-level domain of knowable outcomes with attached probabilities.  While capitalist investors might need to concern themselves with the future, Marxist theory would suggest that it is dangerous to treat future values as anything other than fictitious until they are realised.  Thus the “revolution” (Beaver, 1989) in accounting led it into a world of the fictitious (Casson and Napier, 1997, cited in Power, 2010) and proved to be slippery slope to what Power (2010) describes as a balance sheet approach to accounting in which the balance sheet components have to become meaningful rather than residual values.  But while accounting standard setters and professional were open to “accounting for the fictitious”, they found themselves somewhat lagging behind the activities in financial markets especially in terms of accounting for derivatives and they faced significant battles over which form accounting for derivatives would take.

Accounting for the fictitious
While derivatives are not the only form of fictitious capital, it is the growth of derivatives which have placed increasing pressure on accounting standard setters to develop new standards and were the catalyst for the expansion of “fair value accounting” (Power, 2010).  Although fair value accounting was not a new technique having it origins as early as the 1930s in the US,  the first major step towards enforcing FVA, in present-day financial accounting, occurred in December 1975, as the FASB issued Statement of Financial Accounting Standard No. 12 (FAS12) (Cascini and DelFavero, 2011). This was the first time that, the FASB allowed firms, to report unrealized losses and unrealized gains on marketable securities in income.  In effect, accounting standard setters have been grappling with ways to account for derivatives for almost 20 years.  The FASB started looking at derivatives around 1992, and took several years to come up with a standard.  When large financial institutions didn’t like their proposal, they tried to have FASB abolished and some withdrew funding from FASB (Economist, 1998[footnoteRef:14]).  The FASB and IASB’s standards in any case do not converge (Baluch et al, 2011) and so it is clear that fair-value accounting can take many different forms, perhaps depending on the strengths of the various fractional interests. [14: http://find.galegroup.com/econ/infomark.do?&source=gale&prodId=ECON&userGroupName=ustrath&tabID=T003&docPage=article&docId=GP4100289930&type=multipage&contentSet=LTO&version=1.0, accessed 1st Dec 2011; THE ECONOMIST January 17, 1998 BUSINESS: AMERICA V THE WORLD: ACCOUNTING STANDARDS IN DISPUTE] 


The issues surrounding accounting for derivatives are complex.  For example, in the 1990s standard setters (IASB and FASB) seemed to want to distinguish between speculative hedges and risk removing ones (Bruce, 1994).  Undoubtedly some derivatives serve an important risk reduction function.  In the case set out earlier, it is understandable for an exporter to hedge their foreign exchange risk.  Presumably a US exporter to the UK might also like to hedge their sterling exchange risk too[footnoteRef:15].  In Marxist terms these are transactions based upon the realisations of future values but the contracts will not be executed until surplus value is realised through the sale.  Thus these contracts are closely associated with the real value creation process.  And accounting standard setters wished, (quite reasonably from a Marxist perspective, although not using Marxist terminology) to distinguish between risk reducing hedges tied to the creation of surplus value and speculative ones.  [15:  Of course it might be difficult for an individual firm in the UK to find a firm in the US with exactly the same contract date and amount of money and so financial institutions have a role to play in enabling hedging of foreign exchange risk.   Their commission could be seen as their “share” of the surplus value realised by the firms who wish to hedge their exchange risk.  There might be a power battle over the size of commissions.  Bankers who make money without producing anything may be described as parasites; nonetheless, in the specific case outlined here, their profits are ultimately derived from real production.   ] 


In reality, accounting standard setters cannot write standards with enough detail sufficient to preclude financial engineering designed to hide more than it reveals, (Scott Taub, the deputy chief accountant at the Securities and Exchange Commission).  Nor can they write standards which can “judge” the intentions of companies in terms of whether they are taking risk avoidance measures or speculating.  And standard setters, while attempting to fill in loopholes will always be a few steps behind an increasingly avaricious, powerful and “innovative” finance industry (Davenport, 2004).  Kahneman (2011) suggests that people are very reluctant to admit that they have trouble in evaluating their own judgments and that declarations of high confidence (of the type required by under pressure accounting standard setters) frequently tell you that individuals have constructed a coherent story in their minds; not one that is necessarily true.  As explained earlier, accounting standard setters without a “coherent story” of their own when developing a conceptual framework of accounting took their “story” from information economics.  It is perhaps because accounting standard setters are increasingly under attack that they tenaciously hold onto their flawed mainstream economics vision of the world. Moreover, mainstream economics is well entrenched in the neoliberal symbolic universe.  For example, in 2000, the American Accounting Association’s Financial Accounting Standards Committee wrote a response to the FASB “Preliminary Views: Reporting Financial Instruments and Certain Related Assets and Liabilities at Fair Value”, their embeddedness in mainstream economic theory is perhaps best exemplified by this direct quote –

…the major conceptual advantage of fair value as a measurement system is that "because it is a market-based notion, it is unaffected by: (a) The history of the asset or liability.. (b) The specific entity that holds the asset or owes the liability.. (c) The future of the asset or liability...." Thus, the principal advantage of the use of fair values seems to be neutrality. While this is certainly a laudable goal, perhaps the most important economic reason to prefer a current-value accounting system is that current values are more relevant to financial statement users for decision-making purposes than historical-cost numbers.  (Wahlen et al, 2000, p 506)

From a Marxist perspective, the notion that market values are neutral, that history is to be eschewed and financial accounts should enable individuals to maximise their wealth are risible.  

Arguably, it has taken a generation for this “accounting revolution” to become accepted, as Bourdieu would put it, doxic.   Accounting standard setters seemed to be mired in problems and are frankly rather zombie-like.  We rarely hear anything about stewardship.  Auditors have taken refuge in markets as determinants of asset and liability values.  And we have a situation in which the real foundation of fair value, (or any other speculative asset valuation) lies in mainstream economic ideology.   The extreme case of this is the level 3 inputs of FAS 157 in which assets and liabilities are measured according to models which use the capital asset pricing model (CAPM) and could perhaps be more realistically described as “mark-to-myth” models.  Hines (1988b) clearly explains that tests of market efficiency, one of the fundamental assumptions underpinning the CAPM, are that they suffer from the Duhem jointness of testing problem.  It is certainly the case that the use of mark-to-model accounting has smoothed over the volatility that mark-to-market accounting may have produced; mark-to-model accounting is an exceptionally poor basis for the inclusion of assets and liabilities in Balance Sheets.

[bookmark: bbib20][bookmark: bbib37]Financial institutions, in contrast to standard setters, can embrace (for example) fair values when it suits them, and make arguments against them when it doesn’t.  Laux and Leuz,  (2009), note that in the second half of 2008 when the crisis intensified, some banks raised concerns about the use of FVA, especially arguing that the use of market values was creating a downward spiral .   However, other banks, for example, Credit Suisse (2008) and JP Morgan (2008) argued against a suspension of FVA and defended it even during the crisis. Laux and Leuz (2009) suggest that the arguments could be self-serving, essentially passing the blame for the crisis to the accounting standards. 

In summary, the accounting standard setting regime
Conclusion
It is not the role of Marxist theory to solve the problems of capitalism.  However, the trajectory of neo-liberalism, especially in economies which have refused to curb the excesses of speculation in extreme forms of fictitious capital, have already blighted the lives of many people, destroyed the life chances of a generation of young people and potentially left the baby-boomer generation with the prospect of a miserable old-age.  My personal view is that when the next crisis comes, as it surely will, mark-to-model accounting will exacerbate the situation.  No-one will have the slightest idea of what is going on and panic will set in.  In this context Marxist theory can be used to warn of the insanity continuing to speculate/gamble rather than to invest in real capital, although ultimately, nothing can solve the contradictions of capitalism and as Harvey (2011, p 274/5) argues “… a minimum of 3% compound growth forever, which is both empirically and conventionally accepted as necessary to the satisfactory functioning of capitalism, is becoming less and less sustainable”.

Theoretical perspectives like the ones in this paper are so different from those in the neo-liberal symbolic universe, that, to many, they might sound extremely bizarre.   The post Reaganite/Thatcherite generation have been raised with a perspective that there is “no alternative” to the current system and that markets are efficient and will provide prosperity and democracy to all.   And yet, as Harvey (2011, p 275/6) states, “it has long been evident to dispassionate observers that individual capitalists operating in their own self-interest are prone to behave in such a way as to collectively drive capitalism deeper into crisis.  The same can be said of the various factional interests that periodically dominate political and economic power: the bonus-hungry bankers and financiers who now set so much of the agenda in Washington and London … Individuals and factions pursuing their own particular interests have almost always signally failed to produce a cogent political agenda to stabilise, let alone revive, an ailing capitalist system.”  In the face of clear evidence that the many are suffering for the sake of the enrichment of the few, one would imagine that regulation is required to prevent this from happening.  To this extent, Laux and Leuz, (2009) are correct that it is the role of the state and not accounting standard setters to bring some kind of order to this situation.  But this does not let accounting standard setters or the accounting profession off the hook.

Accounting standards and audit are an integral part of the symbolic universe of neo-liberalism.  Their auditors failed in their role of warning investors of the impending implosion of banks and other financial institutions.  It has been argued here that their zombieeconomic conceptual foundations rendered them incapable of doing anything to warn of the impending crisis or to do anything about it.  In the wake of the growth in extreme forms of derivatives, standard setters became mired in debates about how to account for derivatives and there has been much debate about fair value accounting.  In truth, in their drive for individualised wealth maximisation, different industries, and institutions within the same industry, will battle to have the form of accounting standard that best suits their interests.  And those fighting hardest for their factional interests are the paymasters of the profession.

In terms of the contemporary debates in accounting surrounding whether or not we should have fair value accounting, mark to model accounting or something else which will give investors information about the future, the blunt fact is that such discussions totally miss the point that the value of claims to future cash flows are in Marxist terms fictitious.  Interestingly, in 1938, former President Franklin Delano Roosevelt abolished mark to market accounting as it was believed that this valuation technique contributed to the severity of the Depression, thus causing financial institutions to fail (Cascini and DelFavero, 2011).   Although Laux and Leuz, (2009) argue that based on extant empirical evidence, it is difficult to evaluate the role of FVA in the current crisis.  They further argue that we need more work on the question of whether market prices significantly deviated from “fundamental values” during this crisis. Presumably, “fundamental values” are future (fictitious) values.   From a Marxist perspective, many derivatives are of such a speculative nature and so far from the real accumulation process that they should not have been accounted for at all.  

The home page[footnoteRef:16] of the International Accounting Standards Foundation (IFRS) foundation[footnoteRef:17] and the IASB states that – [16:  http://www.ifrs.org/The+organisation/IASCF+and+IASB.htm accessed 1st Dec 2011]  [17:  TInternational Accounting Standards Foundation (IASF) was incorporated as a tax-exempt organization in the US state of Delaware in January 2001. The next month, the International Financial Reporting Standards Foundation was also incorporated as a tax-exempt organization in Delaware. The IFRS Foundation is the parent entity of the International Accounting Standards Board (IASB), an independent accounting standard-setter based in England.  http://en.wikipedia.org/wiki/International_Accounting_Standards_Board#cite_note-0] 


The IFRS Foundation is an independent, not-for-profit private sector organisation working in the public interest

If the future were not so bleak, it might be amusing to describe their claim to be acting “in the public interest” as akin to zombie accounting standard setters walking around dressed in their old clothes[footnoteRef:18].   Accounting standard setters are not “fit for purpose” in the 21st century, not least because of their conceptual foundations, their funding basis and their supra-government structure. [18:  Interestingly, claims to act in the public interest are not prominent in either the Financial Accounting Foundation, and the FASB’s webpages.] 
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