










Classification (SIC)" codes, are problematic and weak on the face of it. They give new
meaning to words such as "simplistic" or "imperfect".

Also, there are different ways to cut it, different ways to think it through. Different
parties to this information-different data consumers-look at it in a great variety of ways
and for a great variety of purposes. Investors may be looking at a segment breakdown to
scope out a company, financial analysts may be looking at it for indicators of company
strategies, the reporting companies themselves may be looking at it for industry trends or
performance of major competitors, and regulators of different kinds-the FTC, the FERC
and so on-may be looking at it for measures of market share.

And finally, line-of-business data quality is a larger and more complicated issue
than we might think. The primary responsible party is, of course, the reporting company.
But there are other and important players here. One is regulators-primarily the SEC-that
monitor and at times critique industry-segment breakdowns, taking companies to task for
breakdowns that are sloppy or shallow. Beyond that, there is the whole universe of data
consumers, consumers who from one perspective or another speak up about data quality,
sometimes prodding companies to produce more and better data.

This is, of course, easier said than done, and it is not done half enough. Since
when did regulators have the time for issues of fundamental data quality? They generally
have more pressing things to do, especially hot-button things such as fraud or insider
trading. And since when did data consumers go knocking on the door for better data?
They find it much easier to grab off whatever data are there, then complain about what is
not there. "Why can't those guys do a better job on the segment data?"

It is no wonder that the FASB began a new set of business-segment guidelines-
FAS 131-with a major complaint about "imprecision" regarding "industry definition" and
"numerous practical problems" stemming from many applications of the industry approach.
"FAS 14 requires disclosure of line-of-business information classified by 'industry
segment'. Its definition of segment is necessarily imprecise, recognizing that there are
numerous practical problems in applying that definition to different business entities
operating under disparate circumstances." (FAS 131, #58).

One result of this imprecision is excessive data consolidation across industry
segments. Anybody can do it. You simply combine two or three business lines and call
the combined entity a business line. Important facts about companies are easily obscured
or hidden from public view. "That weakness in FAS 14 has been exploited by many
enterprises to suit their own financial reporting purposes. As a result we have seen one of
the ten largest firms in the country report all of its operations as being in a single, very
broadly defined industry segment" (FAS 131, #58).

What is the answer here? What can anybody do to produce or promote better
segment information? The FASB had an idea, and it is radical on the face of it. It is to
stop asking companies to produce industry data. It is to pursue the whole issue of data
quality from a new and totally different angle. It is to ask companies for something
different. It is to give them a new and different concept.

This is the management concept. It is a kind of higher-level or organizational or
'meta-concept', a concept that is meant to give us more clarity and precision, a precision
defined by a certain relevance to corporate-executive evaluation and decision-making. It
is reflected in a management structure-how operations are organized for management
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purposes. "Almost all of the users and many other constituents ... agreed that defining
segments based on the structure of an enterprise's internal organization would result in
improved information." (FAS 131, #59).

The idea here is to ask reporting companies to target, not the more numerous and
generic concepts that define industry activities, the concepts that are subject to ambiguity
and endless complexity, but rather the more customized and strategically sophisticated
management concepts, the concepts that have by definition the clarity we are looking for
built into them. This is the management approach.

The result is a major overhaul of fundamental concepts. Understanding it is a
challenge, because there is little substantive explanation. It is more formulated or argued
in abstract terms that really explained in concrete terms. Our best guide to what the FASB
might be talking about may not the guidelines themselves. It may be a close look at real-
world applications. In other words, FAS 131 had an impact on external-financial reporting.
It made a difference. But what is that difference, and what does it tell us about the
management approach and what it can for us?

Segment-data quality

The basic idea behind FAS 131 is to improve segment-data quality. What do we
mean by that? Two things primarily: granularity and industry comparability. Granularity is
a complicated concept defined by both the number of breakdowns that frame a business-
segment schedule and the quantity and quality of information that is reported on each
segment. Industry comparability is defined by breakdowns that produce a platform for
intercompany comparison at the segment level.

The FASB spoke to all of these issues. Granularity: "Over the years, financial
analysts consistently requested that financial statement data be disaggregated to a much
greater degree than it is in current practice" (FAS 131, #45). Number of segments: "The
report of the Special Committee listed the following as among the most important
improvements needed: ...[a] greater number of segments for some enterprises" (#50).

Segment-data quality: "Almost all the users and many other constituents ... agreed
that defining segments based on the ... structure of an organization would result in
improved information. They said that not only would enterprises be likely to report more
detailed information but knowledge of the structure of an ... organization is valuable in
itself because it highlights the risks and opportunities that management believes are
important (#59),

Data comparability: "Comparability between enterprises increases the
informational value of comparisons of relative to economic opportunities or performance.
The significance of information, especially quantitative information, depends to a great
extent on the users's ability to relate it to some benchmark." (#63).

Understanding the management concept

The industry approach identifies activities defined by (1) the production of
revenues and the incursion of expenses (items that define a profit center) and (2) the
availability of discrete financial information. These two items define an industry concept.
The management approach introduces a third item, an item that is profoundly different
from the first two. It identifies an activity "whose operating results are regularly reviewed

purposes. "Almost all of the users and many other constituents ... agreed that defining 
segments based on the structure of an enterprise's internal organization would result in 
improved information." (FAS 131, #59). 

The idea here is to ask reporting companies to target, not the more numerous and 
generic concepts that define industry activities, the concepts that are subject to ambiguity 
and endless complexity, but rather the more customized and strategically sophisticated 
management concepts, the concepts that have by definition the clarity we are looking for 
built into them. This is the management approach. 

The result is a major overhaul of fundamental concepts. Understanding it is a 
challenge, because there is little substantive explanation. It is more formulated or argued 
in abstract terms that really explained in concrete terms. Our best guide to what the FASB 
might be talking about may not the guidelines themselves. It may be a close look at real­
world applications. In other words, FAS 131 had an impact on external-financial reporting. 
It made a difference. But what is that difference, and what does it tell us about the 
management approach and what it can for us? 

Segment-data quality 

The basic idea behind FAS 131 is to improve segment-data quality. What do we 
mean by that? Two things primarily: granularity and industry comparability. Granularity is 
a complicated concept defined by both the number of breakdowns that frame a business­
segment schedule and the quantity and quality of information that is reported on each 
segment. Industry comparability is defined by breakdowns that produce a platform for 
intercompany comparison at the segment level. 

The FASB spoke to all of these issues. Granularity: "Over the years, financial 
analysts conSistently requested that financial statement data be disaggregated to a much 
greater degree than it is in current practice" (FAS 131, #45). Number of segments: "The 
report of the Special Committee listed the following as among the most important 
improvements needed: ... [a] greater number of segments for some enterprises" (#50). 

Segment-data quality: "Almost all the users and many other constituents ... agreed 
that defining segments based on the ... structure of an organization would result in 
improved information. They said that not only 'NOuld enterprises be likely to report more 
detailed information but knowledge of the structure of an ... organization is valuable in 
itself because it highlights the risks and opportunities that management believes are 
important (#59). 

Data comparability: "Comparability between enterprises increases the 
informational value of comparisons of relative to economic opportunities or performance. 
The Significance of information, especially quantitative information, depends to a great 
extent on the users's ability to relate it to some benchmark." (#63). 

Understanding the management concept 

The industry approach identifies activities defined by (1) the production of 
revenues and the incursion of expenses (items that define a profit center) and (2) the 
availability of discrete financial information. These two items define an industry concept. 
The management approach introduces a third item, an item that is profoundly different 
from the first two. It identifies an activity ''whose operating results are regularly reviewed 



by the enterprise's chief operating decision maker to make decisions about resources to
be allocated to the segment and assess its performance (FAS 131, #10). These three
items define a management concept.

The basic argument behind FAS 131 has to be that a management approach-a
segment-reporting practice built on management concepts-is superior to an industry
approach-a practice built on industry concepts-because management concepts are better
or more fully defined. In other words, the three items better define a segment-reporting
concept than the two items. So the industry approach is termed "deficient" or defective,
and the management approach is supposed to replace it,

What is most of all striking about this third item-the management factor-is how
profoundly it alters the whole discussion, the whole argument regarding business-segment
information and how to cut a segment breakdown. It is absolutely different in kind from
the first two items, the two that define an industry concept. The first two are perfectly
straightforward. They are public in concept Any party to segment information-company
management or regulators or investors or industry observers-can identify or read a profit
center or discrete data set. But a management concept is a different animal. Who outside
company management is able to identify or read certain activities or a certain configuration
of activities as special or different from a management perspective?

The answer is, No one. Only management is in any position to speak with
authority about such things, only management has the handle on it. Why? Because the
management perspective is predicated on something that only management has, and that
is hands-on experience, the experience of managing a company.

There is an issue here, an issue that the FASB somehow tagged, but did not fully
recognize or address or resolve. A regulatory concept of any kind, for a financial reporting
or any other regulatory purpose, has to define or imply a conceptual foundation, a logical
ground, for identifying and addressing and resolving an issue, and this foundation has to
be a common ground, a ground common to both regulator and regulated, something that
is equally accessible and understandable to both parties. Without that commonality of
meaning and access and experience, there is no real dialogue between these two parties.
They are like stars passing in the night.

The most telling and dramatic example here is international regulation of nuclear
material and technology. It is predicated on access for verification purposes. There is a
common ground that is established by verification procedures. When the regulator is
denied access for these purposes, there is no such ground and therefore no point to the
whole process. The process is dead. Regulatory issues are mute.

Note that the first two items, the items that define an industry concept, meet this
criterion perfectly well. The third item does not Only management is privy to things
managerial. No outside party, either regulators or the larger universe of data consumers,
is on this 'high ground,' this 'meta-concept' territory. No outside party is a party to this
'inner sanctum', this 'inner circle'.

The FASB saw that there is some kind of an issue here, but it did not precisely
identify it. It tried to distance itself from the whole idea of 'a special person' or 'special
group', the management circle. "The term chief operating decision maker identifies a
function, not necessarily a manager with a specific title" (FAS 131, #12} But there is no
important difference between the function and the flesh-and-blood human being or group
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of such beings. These two things, the function and the particular person or group, are
inextricably connected. The function has to tie at some point to something flesh and
blood. Functions do not manage companies. People or groups of people manage
companies. That is their function.

This effort to somehow drive a wedge between the function and the person is
doing little more here than deflect critical attention away from the important point, which is
the inevitable and inescapable connotation of some special party, some inner circle.
There is-however you care to formulate it-a reality here that is not open or accessible to
outside parties and in particular regulators.

The implications are both inescapable and unacceptable. If you are the chief
operating decision-maker, you are practically-speaking untouchable. FAS 131 is your
ticket to do things your way. Nobody, including the SEC, is in any position to challenge
you the executive manager. You might operate 10 major business lines and combine
nine of them to form one super-segment, or you might altogether discontinue your
segment data. You are nonetheless and by definition on solid ground when you the
executive manager say that these nine or 10 entities are i/n/fary from a management
perspective. There is really one thing here, not nine or 10.

What does the outsider, and in particular the regulator, have to say about this?
The answer is, Not much. Something like "Gosh" or "Gee whiz" or "Wow" might be
appropriate, but not much else. The regulator is for all practical purposes mute. He has
no ground to stand on, no hook to hang his hat on, no concept that he can work with at
this point. He is no more than a spectator.

What can the FASB do to put the management approach on a solid regulatory
ground? The answer is simple. Nothing. It can't.

It would be interesting to know what if anything the SEC has done to work with
reporting companies on the logic of a segment breakdown in the post-1997 period, the
period governed by FAS 131. Has it challenged or questioned companies on a particular
management-based logic? And if so, on what grounds? And why would the company
want to talk with these regulators? Their mandate is to do their own thing.

Applications

Applications of the management approach demonstrate three things: a clear and
unmistakable impact on segment-data quality, an organic and well-defined interface of
management concepts and industry concepts, and a profound and intractable connotation
of managerial discretion and creativity.

One industry-one group of industries-that is loaded with applications is gas and
power. It is large, functionally and regionally complex, highly diverse and dynamic. It has
a history of producing lots of business-segment information. Given partially successful,
but partially failed attempts to deregulate this industry, most everything including financial-
reporting practices are to some extent in flux-companies are going this way and that,
These companies are open-as much as any other group of companies-to new directions
for business-segment breakdowns.

FAS 131 was effective December, 1997. When we look at the annual data
reported on exactly this year, 1997, we begin to see for the first time a sizable number of
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combination gas and power companies, companies that reported historically on two
separate business lines, natural gas distribution and power distribution, simply collapse
this whole segment breakdown. For example, a Midwest utility now known as Aquila (the
name at that time was Utilicorp) began reporting on a new segment, "domestic networks,"
which included primarily two things: natural gas distribution and power distribution.

A time-honored financial breakdown-a breakdown that was practically forever
thought to be fundamental to understanding these companies-a breakdown that is directly
consistent with information reported to the FERC and state public service commissions-
simply disappeared from public view.

The rationale was clear and unmistakable. Company management was not eager
to talk about this new financial-reporting policy-Why should it be?-but when asked about
it the explanation was predictable. There is a shared management structure. Natural gas
distribution and power distribution should for management and financial-reporting
purposes be thought of as unitary. This practice is "consistent with FAS 131."

The implication here is that power distribution and natural gas distribution are
industry concepts. They separately generate revenues and incur expenses, and they
produce discrete information, but they are not separately relevant to executive-managerial
evaluation and decision-making. "Domestic networks" is the management concept. From
a management perspective it is different from other activities. The management of
domestic networks is different from the management of other operations.

This real-world application can tell us a lot about management concepts and
industry concepts. We can see that industry concepts are the more generic. They are the
common-ground material, the "nuts and bolts" of business-segment information. By
contrast, management concepts are the higher-level, more complex concepts. They are
also the more particular, more idiosyncratic and management-organizational-type
concepts. They are the concepts that belong to 'the inner circle.'

There is a clear asymmetry here. Management concepts draw on and aggregate
and organize a world of industry concepts. Industry concepts do not draw on or aggregate
or organize a world of management concepts.

There is also a fundamental interdependence here. Management concepts
produce relevance and particularity, but they depend on industry concepts for a generic or
common-ground material base. Industry concepts produce granularity and industry-
comparability, but they depend on management concepts for relevance to the particular
company doing a particular thing and generating financial results.

To be precise FAS 131 introduced two related, but different ideas, to the whole
discussion of business-segment reporting: "management concept" and "management
approach." There is no issue to pick with a management concept per se. Management
concepts simply happen. They are important to what management does. They organize
and impart a certain relevance to industry concepts. They speak to us of a particular
company doing particular things and reporting on those things with some mix of industry
and management concepts.

What is debatable is the management approach, which targets management
concepts for business-segment reporting purposes. By contrast, the industry approach
targets industry concepts. The claim underlying FAS 131 is that segment information built
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on the more particular management concepts is better than segment information built on
the more generic industry concepts.

The gas and power application is anything but an argument for the management
approach. It has a very different story to tell. For one thing, it is all-else-equal diminishing
the total number of segments reported on these companies. Second, it is providing a
lesser format for high-quality information on each individual segment. Third, it is doing
more to undermine than promote industry comparability.

The facts are important here. Natural gas and power are two different products,
the distribution systems-pipes vs. poles and wires-are different, the markets are different-
they can in many cases go in very different directions, especially when power plants do
not burn natural gas for fuel-and these two systems are separately regulated by the FERC
and the state public service commissions. A separate look at each business line would
all-else-equal tend to produce more, not less information on each. It would tend to
enhance more than diminish information quality.

Industry comparability is important to understanding companies relative to other
companies and beyond that a total industry operating environment. When gas and power
distribution companies do a gas vs. power breakdown, analysts are able to create a cross-
company and industry line-of-business comparative analysis, and they can produce
industry trends for benchmarking company performance. But when companies pull back
this breakdown, the comparative potential is diminished.

The FASB recognized that a management approach might compromise the
comparability of segments across enterprises. "Segments based on the structure of an
enterprise's internal organization may not be comparable between enterprises that engage
in similar activities" (FAS 131, #62). But it decided that the management concept is more
important. "Both relevance and comparability will not be achievable in all cases, and
relevance should be the overriding concern" ( #65) and "Improving comparability may
destroy or weaken relevance or reliability" (#63).

There are two different, but related points here:

a) One is that applications of the management approach diminish more than expand
industry comparability. The question is, Why? The answer is that management concepts
are 'aggregators', not 'granulators', and comparability is built on issues of granularity.
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territory. "More specific" can mean either of two things. We can produce "more specific
information" by breaking things down to constituent elements, ultimately the nuts and
bolts of things, the industry concepts. But we can also produce "more specific information"
by exercising a management concept, fusing simpler and more generic things to produce
things that are more complex and therefore unique.

b) The FASB is making an extraordinary claim, a daim that is both big in scope and
lacking any argument or concrete explanation. We are told that issues of relevance and
managerial perspective are more important than issues of comparability. But where is the
argument for this assertion? Industry comparability is critical to understanding different
business lines. For example, we understand a kind of mining operation, coal mining,
because, for one thing, we understand that coal mining is different from iron ore or oil and
gas extraction, and we can compare these things. Also, we understand performance, both
financial and operating, of different coal-mining companies because we can observe their
different mining techniques or strategics and how they work. The FASB cannot tell us that
a comparative perspective on things is second to issues of relevance.

The management perspective is important, but not at the same level. We might
understand things fundamentally in comparative terms, but company management can
give us a better understanding of things by giving us a unique perspective on company
strategies. In other words, it can expand on a comparative sense of things by talking up a
particular strength or focus or emhasis. It is more about fine-tuning things and organizing
things to make an argument or a presentation.

This extraordinary daim about relevance and comparability, that relevance, not
comparability is more important, is important for what it might tell about the origins of the
management approach. It is common knowledge that financial analysts in particular put a
lot of weight on management perspectives. The joke is that if they could go to company-
management meetings they would have the information they need to do their job. Did the
impetus for a management perspective on segment breakdowns originate more than
anything else in testimony coming from the financial-analytical community? The FASB
would probably have some insight here.

So far, the gas and power applications traceable to the 1998-2000 period are
doing little to recommend the management approach. But things get worse. A closer look
at this subgroup of combination companies can tell us more, and it is damaging.

The 1990s was period of rapid and aggressive deregulation, and some of these
companies were working hard to create or grow major nonregulated operations, primarily
merchant power generation or gas and power marketing. It was easy for them to realign
their segment-data reporting to identify two major segments, utility and non-nonregulated,
and it was easy for them to look at this breakdown in management terms. Managing a
utility can be very different from managing a merchant operation.

When the gas and power industry collapsed several years later, some of these
companies were forced to pull back. They quit on their nonregulated subsidiaries. They
went back to what they were before, which was a gas and power utility. But what did that
entail for financial-reporting purposes? The answer for one company, PG&E Corp., was
simple. The data for the utility were now practically equivalent to the consolidated data.
So why produce any separate, which is to say segmented, data? The result here is clear
and unmistakable: a major company, company that had historically produced an important
breakdown, simply quit on it. In other words, the ultimate impact of FAS 131 was the
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disappearance of important business-segment information.

Other companies in this combination subgroup were not at the time working to
create or grow other operations, or these operations were not large enough to look like
candidates for separate reporting. It was not easy for them to simply drop the one major
breakdown they had going for them. But this was the 1990's-fast times, loose money,
everybody on a roll, nobody asking very good questions-and they were fearless. They
realigned their segment data to identify to identify two segments, utility (consolidated gas
and power) and other. "Other" was a strictly residual category. In some cases it
accounted for less than 1% of total assets and revenues and earnings.

The fact is that companies were using FAS 131 to "dumb down" or trivialize or
obscure a more structured look, the nuts and bolts look, the industry-comparative look,
at their operations. Without a line-of-business concept to drive or discipline segmentation
practices, they were left to their own devices, their own "creative managerial instincts."
FAS 131 was at this time and for these companies doing more to r»nc/erthan facilitate a
fundamental financial analysis.

The good news is that most of the combination gas and power companies did not
go down this new and different road. They did little or nothing to change what they had
been doing for many years given FAS 14.

These gas and power applications document the fundamental concern about the
management approach, which is the connotation of managerial discretion or creativity.
The advisors to gas and power companies-their advisors in the consulting and accounting
world-are known to give their clients the following kind of advice based on the adoption of
FAS 131. "Do what you want for a business-segment breakdown. This is an executive-
management decision, and you are the executive manager. Don't worry about having to
produce information on business lines. And don't worry about the regulators. Think about
it this way. What do these regulators know about your business, your management
perspectives, how you do things, how you organize things, anyway?"

There is nothing illegal or technically incorrect or out-of-!ine here. This advice is
perfectly consistent with FAS 131. It demonstrates to perfection something we already
know, which is that the regulators are not in the loop here. They are not a relevant party.
Of course not. They are not a part of the 'inner circle', the managerial 'high ground', the
'in-crowd', the 'meta-concept' crowd.

An advocate of the management approach might look at this period following the
adoption of FAS 131, effective December, 1997, and say something to the effect that,
"This period does not represent a fair test of a new and different idea for external financial-
reporting guidelines. It was unusual to say the least. It was wild and crazy-fast times,
loose times-and the impending collapse of major companies make exactly this point. This
was an unhealthy operating environment, a world that made people cynical and drove
good men to do bad things. The management approach was a hapless victim of unusual
or extraordinary circumstances. The only fair test of FAS 131 is the longer run of things,
not some one-night stand."

The idea here may be tempting, but it does not wash. For one thing, company
advisors have not by and large changed their tune since that time. And why should they?
They are on absolutely solid ground. They have correctly read the business-segment
guidelines, and they are giving companies advice that is perfectly on message. The major

disappearance of important business-segment information. 

Other companies in this combination subgroup were not at the time working to 
create or grow other operations, or these operations were not large enough to look like 
candidates for separate reporting. It was not easy for them to simply drop the one major 
breakdown they had going for them. But this was the 1990's-fast times, loose money, 
everybody on a roll, nobody asking very good questions-and they were fearless. They 
realigned their segment data to identify to identify two segments, utility (consolidated gas 
and power) and other. "Other" was a strictly residual category. In some cases it 
accounted for less than 1 % of total assets and revenues and earnings. 

The fact is that companies were using FAS 131 to "dumb down" or trivialize or 
obscure a more structured look, the nuts and bolts look, the industry-comparative look, 
at their operations. Without a line-of-business concept to drive or discipline segmentation 
practices, they were left to their own devices, their own "creative managerial instincts." 
FAS 131 was at this time and for these companies doing more to hinder than faCilitate a 
fundamental financial analysis. 

The good news is that most of the combination gas and power companies did not 
go down this new and different road. They did little or nothing to change what they had 
been doing for many years given FAS 14. 

These gas and power applications document the fundamental concern about the 
management approach, which is the connotation of managerial discretion or creativity. 
The advisors to gas and power companies-their advisors in the consulting and accounting 
world-are known to give their clients the following kind of advice based on the adoption of 
FAS 131. "Do what you want for a business-segment breakdown. This is an executive­
management decision, and you are the executive manager. Don't worry about having to 
produce information on bUSiness lines. And don't worry about the regulators. Think about 
it this way. What do these regulators know about your business, your management 
perspectives, how you do things, how you organize things, anyway?" 

There is nothing illegal or technically incorrect or out-of-line here. This advice is 
perfectly consistent with FAS 131. It demonstrates to perfection something we already 
know, which is that the regulators are not in the loop here. They are not a relevant party. 
Of course not. They are not a part of the 'inner circle', the managerial 'high ground', the 
'in-crowd', the 'meta-concept' crowd. 

An advocate of the management approach might look at this period following the 
adoption of FAS 131, effective December, 1997, and say something to the effect that, 
"This period does not represent a fair test of a new and different idea for extemal financial­
reporting guidelines. It was unusual to say the least. It was wild and crazy-fast times, 
loose times-and the impending collapse of major companies make exactly this point. This 
was an unhealthy operating environment, a world that made people cynical and drove 
good men to do bad things. The management approach was a hapless victim of unusual 
or extraordinary circumstances. The only fair test of FAS 131 is the longer run of things, 
not some one-night stand." 

The idea here may be tempting, but it does not wash. For one thing, company 
advisors have not by and large changed their tune since that time. And why should they? 
They are on absolutely solid ground. They have correctly read the business-segment 
guidelines, and they are giving companies advice that is perfectly on message. The major 



difference today is that companies are much less inclined to take this advice. Things are
different now. Companies are responding to a different signal, and that is Sarbanes-Oxley
and the whole larger message, which is "transparency, transparency, transparency."

Second, there is no easy designation here of cause and effect. The reality is far
more complex and troubling. A management approach to segment breakdowns might
have been subject to crazy business, but it might also have contributed to it. It might have
itself been a major or minor contributing factor. When you give company management a
high ground, an unbridled discretion, you are creating conditions for crazy business.

And finally, the longer-term impact of the management approach is anything but
clear. It might be presumptuous to assume that there is much of a longer-term impact.
When companies adopted FAS 131, times were right. They were more than a little loose
and wild. Deregulation and creativity and do-your-own-thing and don't-sweat-the-details
were in the air. It was an opportune moment for 'meta-concepts' and 'mix-and-match' and
'we-are-different'. But when major companies destabilized and collapsed and a new
theme-'transparency, transparency, transparency'-finally took hold, the enthusiasm for
this new guy on the block went cold. The management approach declined. But more to
point, it went to a large extent dead in the water.

This is not to say that companies simply dumped it. Having made a commitment
to it, they not were not inclined to quit on it. But the cogency of their presentation lost
much the edge on it. Data consumers looking for comparative detail, detail that has some
comparative meaning relative to other companies, companies operating in same or similar
business lines, and detail on industry trends, are easily frustrated with this presentation.
They are either bugging these companies for more industry-based detail or simply tuning
out with a disparaging comment.

At the same time companies that now face a fundamental segmentation decision,
given substantial changes to their operating organization, are inclined to go for an industry
approach. And why not? If the theme is transparency, and the key to transparency is
granularity, and if granularity is an industry concept, not a management concept, and the
industry approach is the key to industry comparability, then why not?

The number of gas and power companies that have initiated this consolidation of
natural-gas-distribution and power-distribution business lines in the period since the go-go
times (1998-2000) is close to zero. The likelihood that any substantial number of them will
start now is approximately zero.

One company that initiated this consolidation in the go-go days, Northwestern
Energy, saw it as a perfect match to an aggressive diversification (non-energy) strategy.
But the ventures largely failed, and the company declared Chapter 11. When it emerged
from bankruptcy, it shed both the failed business lines and the management approach to
business-segment information. It adopted an industry approach, complete with separate
data on natural gas distribution and power distribution and natural gas marketing and
power marketing. The theme here is obvious. Transparency, granularity, comparability.

If regulators wanted to bring reporting guidelines into line with a current theme, a
theme defined largely by Sarbanes-Oxley, they have fundamental changes to make to
their business-segment guidelines. If one thing has to go, it is the management approach.
If one thing that has to come back, it is the industry approach.
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Implications

The FASB identified a number of implications stemming from the management
approach. They are supposed to make the case for it. The only one that is really argued
is a cost-of-reporting issue. There is supposed to be a reduced cost of compiling data for
management-based reporting purposes (FAS 131, #60). The idea here is that reporting
on this basis can reduce the demand for data compiled on business lines. But this is not
true. Companies compile data on business lines anyway. Why? Because that is where
the profit centers and the discrete data are-af the industry level. The assumption that
data compilation can be somehow minimized by simply introducing a management-based
presentation is neither argued by the FASB nor is it believable.

The major issue with the management approach is in any case a much larger
issue. It is the presentation itself and what impact that might have given companies that
are growing and diversifying across different business lines. There is no question that a
management approach can facilitate this diversification by simplifying information reported
on these different business lines-however the data might be compiled and at whatever
cost-by combining the more generic and common-ground industry concepts to build more
specialized and complex management concepts. Companies that come to operate 10
major business lines might see a major advantage to a schedule that produced data on,
say three segments, not 10. A 10-fold breakdown can be complicated and cumbersome,
and it might actually befuddle or overwhelm investors who are only trying to get a rough
and simple feel for things, not an encyclopedic run-down.

Does the FASB want to embrace this idea? Does it want to be an information
facilitator or what? Does it want to make things easier lor companies set on diversifying
across business lines by simplifying their segment-data presentation? Or is there reason
to aim for a kind of neutrality, meaning that the formula for segment data should neither
facilitate nor hinder diversification? Or is there some reason to look at financial-reporting
practices as a check or brake on diversification strategies? This is a touchy question.
What is ultimately at stake here is a total competitive setting.

Compare the industry approach. There is a message here. "Do what you want
about diversifying across business lines, but please be sure put the nuts and bolts, the
industry-comparative data, on the table. If that is too much of a burden-if you really don't
want to produce the industry line-of-business-specific data-then you might give a thought
to simplifying your operations." There is a kind of discipline here. It may be an imperfect
discipline, a discipline that companies play fast and loose with or even mock or scorn, but
it is on the face of it exactly that-a discipline. The point here is that companies are asked
to think carefully or think twice about acquiring other companies, operations that can
greatly complicate their segment-reporting routines.

The management approach is different. What 'discipline' can there be here?
Companies are simply off the hook regarding industry particulars, the nuts-and-bolts data.
They can be creative about designing a segment presentation. They can 'mix and match1

different business lines for financial-reporting purposes, and they can either pick or invent
concepts that work for them. For example, "domestic networks" is a concept that works
for Aquila, the gas and power distribution company.

The point here is that management concepts can effectively insulate companies
from the concerns they might have about the financial or administrative or competitive cost
of a diversification strategy. They are free to be more aggressive and do their own thing
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without worry. Nobody is likely to bother them with troubling concerns about the logical
integrity of a segment breakdown. "FAS 131 is our friend. We can operate 10 major
business lines without having to say one thing about any one of them or two or three of
them. And hey, if we can do 10 major business lines, we can do 20."

Issues of competitive exposure are especially touchy. There is no question that
company-specific industry-level information has a strategic importance to a competitive
and market setting, or that the industry approach to segment information put a light on it,
or that the management approach put another and very different light on it. When industry
data are thought to be sensitive-wnich is often thecase-a company can, given FAS 131,
obscure or hide these data from public view by subsuming them to the more complex and
idiosyncratic management concepts. Moreover, things that are complex and idiosyncratic
are a kind of dangerous territory. What is "idiosyncratic" today can be "inscrutable"
tomorrow. This can be a very easy, very slippery slope.

The important point here is that a management approach can cover for efforts to
"dumb-down" important industry information, and this can be for the reporting company a
substantial market and strategic advantage. "FAS 131 is my friend. My creativity with
regard to segment-financial reporting practices gives me the upper hand relative to my
competitors. I keep them guessing."

The issue here is much larger than the competitive interface of two or more
companies operating within a particular market. It is ultimately a total market economy.
Companies across the board can get into this game. "My black box is blacker than your
black box. My reporting concepts are bigger and more complex and more obtuse and
inscrutable than your reporting concepts." And where does it end? Of course, these
strategies will damage all parties concerned. Dumb-it-down segment information, like
competitive pricing, can get out of hand and "poison the well." But companies do not
always act in their own self- or any larger interest.

And finally, there is no question that industry-based data, not management-based
data, are the ticket for regulators who monitor a competitive setting. Competitive Issues
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helpful for quality purposes. By contrast, data that emerge from a special or one-time
request are not subjected to this kind of discipline or exposure. There can be defects that
are difficult to catch. Public data are an effective check or 'second reading' or 'point of
comparison' for data-quality purposes.
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and external-financial reporting in general can have implications that go well beyond the
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structural make-up of a total competitive economy are critical arguments for or against a
management approach or an industry approach. The somewhat narrower and more
limited arguments coming from the FASB do not seem to capture or represent the full
meaning of these concepts and approaches. There is in the final analysis a big difference
between the management approach and the industry approach. The one is a creative
facilitator; the other is not.

The period following the adoption of FAS 131, the 2000-2001 period in particular,
demonstrated to perfection the interface of external-financial reporting and larger issues of
industry structure and performance and competitive setting. Company size and line-of-
business complexity were major themes. Enron and Dynegy and Tyco Industries were all
very large and functionally and regionally complex. They were products of considerable
aggregation and company growth.

Front-line regulators did not have a good handle on things. They did not see the
critical issues, issues that were undoing these companies. More to the point, they did not
understand what was going on "inside" these companies. They did not understand their
internal workings. But would give them this understanding? How were they supposed to
understand these companies from any structural perspective? Given FAS 131 these
companies were information-facilitated. They were diversified, and they did what they
wanted for a segment breakdown. They were able to look at XX different business lines
and ask themselves whether a minimalist presentation of segment data might work for
them and the outside parties that follow them. Or what about no presentation?

This is an issue that industry observers such as the trade and general press and
investigators for and witnesses to different committees on Capitol Hill seemed to have
missed altogether. Nobody seemed to be asking a key question here, which is, Why don't
we know more about the 'internal workings', the structural and functional make-up of these
companies? Wouldn't a better idea of these internal workings give us more of a heads-up
on impending issues and problems? Wouldn't it give us better signals about weak spots
or problematic and troubling strategies and misdirections?

The situation for these large and line-of-business-complex companies could have
presented an opportune moment to look at information policies that might be contributing
factors, and there is no question that FAS 131 could have been at about the top of that list.
There was some talk about the FASB and its whole program, but there was no effort to
analyze particular guidelines, no effort to 'pick things apart'. The Congress had another
idea, and that was corporate reform.

Had anybody started picking, FAS 131 could have been a target. A critic could
have said that, "The FASB might look like a regulatory agency, but look again. FAS 131 in
particular gave regulators the axe. It effectively empowered a corporate 'in-crowd', and it
proceeded to insulate this precious and unique outfit from any outside or regulatory input.
It advocated a 'do-your-own-thing', 'forget-the-nuts-and-bolts', 'don't sweat-the-facts'
financial-reporting policy, a policy that can came to undermine the fundamental workings,
the integrity, of a market economy." What would the FASB say about that?

Improving data quality

What can regulators do to improve segment-data quality? Thing one is to stop
messing with fundamentals. A concept that is "regulatory" in name only is at best a bad-
news distraction from the challenge at hand. At worst it is a systemic facilitator of poor
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information. If regulators want to make a difference to segment-data quality, they have to
get with a regulatory program, which is to say the industry approach.

This is not to say that the industry approach is in any position to guarantee a
product. Far from it. The concept itself is a necessary, but not a sufficient condition of
good-quality data. Bad things do happen. But the issue is not conceptual. It is real-world.
A weakness or failure can happen anywhere in the whole complex network of interfacing
parties: reporting companies, front-line regulators and data consumers. Companies may
not want to produce good-quality data. Front-line regulators may not want to monitor data
quality. Data consumers may not want to give back to the reporting companies. Desire is
a major issue. Of course, the FASB is not a public-relations firm or a cheerleader or a cop
on the beat. It is not about holding your hand. It is not about spanking you. It is about
formulating and explaining good concepts.

Good concepts are critical. But there is also another issue. When companies
adopt good concepts, they can and sometimes do produce good information, and this is
often itself a good source of new ideas for regulators, ideas that can help regulators pick
up on and talk up and promote good things. The fact is that current reporting practices-
practices built on the industry line-of-business concept-are loaded with good ideas and
suggestions and directions for how to improve this information.

Conditions favoring improved information generally and segment information in
particular are better today than they have been in a generation. There are two big things
going on. For one thing, Sarbanes-Oxley is motivating companies to produce more data.
Also, there are specific provisions that are meant to improve data quality from the ground
up. These are the so-called "internal controls". These provisions are meant to improve
data quality regarding the different pieces of a corporate enterprise, data that figure at
some higher level into the construction of a segment-reporting schedule.

There is no question that a ground-up approach is producing greater confidence
about the data that lie behind the segment breakdowns, making it easier for companies to
commit to a greater levels of detail, and companies today are doing exactly that. They are
producing more, not fewer segment breakdowns. More industry concepts, more nuts and
bolts, more granularity, more industry comparability.

The other thing going on is industry deregulation. It is motivating companies to
look for new and different reporting concepts and practices to tell a story. The important
question is this: What can the FASB and the SEC do to promote the granularity and
industry comparability that will improve this story-telling?

One promising new direction is a more aggressive approach to segment-based
operating data. Without any prompting from the FASB or the SEC, the bulk of the major
gas and power distribution companies produce at the very least summary measures of
output and average price specific to a business segment. The bulk of these companies
report data on natural gas deliveries and average sales or transportation price on the one
side and data on power deliveries and average delivered price on the other.

These operating data can do a lot to expand the value of the segment-financial
data. Combining segment financial and operating data, we are able to compute earnings
per mcf total deliveries on the gas side and earnings per mwh total deliveries on the power
side. This is giving us two new and different measures of segment profitability.
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What is the best format for information of this kind? It is easy to think that more
data might imply a more formal approach to data presentation, and it is easy to go from
there to data schedules, and schedules can get to be complicated. But it is a mistake to
think that large-scale formalities have to be the major issue here. They are not the major
issue. Given a commercial and industrial reporting environment that is to say the least
diverse and complex and dynamic, they cannot be the major issue.

Large-scale schedules are inappropriate in many cases anyway. For example,
there are no easy or ready-made output measures for many operations. Companies can
be very creative about facsimile-type concepts, "output-like" concepts of all kinds. This
kind of creativity is important and useful, but it is not generally compatible with a more
formal approach to producing data.

The FASB pointed out that formalities of this kind can be cumbersome, and they
can in time become archaic and irrelevant. It is right to be concerned. "Interenterprise
comparison of industry segments would require a fairly detailed prescription of the basis or
bases of disaggregation to be followed by all enterprises, as well as specification of the
basis of accounting for intersegment transfers and methods of allocating costs common to
two or more segments." (FAS 131, #64)

The very nature of this beast-line-of-business information and all its diversity and
complexity and dynamism-simply does not argue for a formalized approach. There are
always important differences across companies, and they are often a challenge. Data are
always more or less comparable. Also, there are outliers, companies that disregard
consensus thinking and seem to enjoy their idiosyncratic ways about things. They may be
troubled companies or companies that simply do not seek public inspection or analysis.

The important point here is the concept, the basic direction, which is to give
segment data more of a direct operational meaning. It is something that the FASB could
clarify and support short of a commitment to troublesome formalities. Companies can tell
from intuition and their own thumb-nail surveys of different filings what kind of comparative
format is useful and au courant and where things are generally going or not. Informal
consensus is a powerful concept here.

Another positive direction is a regional breakdown beyond the traditional U.S.
domestic vs. foreign. A major power generator, NRG Energy Inc., is doing a full segment-
financial and operating breakdown on the U.S. itself. The regions are Texas, Northeast,
South Central and Western. A major power distributor, Progress Energy, is producing a
full breakdown on North Carolina vs. Florida operations. A major coal producer, Arch Coal
Inc., is doing a full breakdown on Eastern U.S. operations and Western U.S. operations.

Given industry consolidation, which is producing a smaller number of larger
companies, larger companies that are often national in scope, this is definitely good news.
Regional-type information that is often lost in mergers and acquisitions is sometimes
regained in this new regional breakdown.

Advocates of the management approach to segment information might argue that
regional breakdowns affirm the management approach by identifying breakdowns internal
to an industry breakdown. In other words, these regional elements, for example, eastern
U.S. coal and western U.S. coal, are more granular than the industry concept. The point
here is that if management concepts can be more granular then industry concepts, there is
a powerful argument here for the whole, larger management approach.
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This is not a good argument. How can a regional breakdown be understood to
reflect a management breakdown? When companies produce regional breakdowns, they
reflect real industry differences. There are, for example, major differences between
eastern and western coal. There are major differences of volatility and sulfur emissions,
extraction technology, transportation mode and market. Of course, these differences can
make a big difference to management concepts and techniques and strategies, but the
industry concept is the driver here. The management concept is not.

An argument based on management differences alone would be peculiar to say
the least. A company could say that because an executive manager, Bob, grew up in the
East, and he knows the East, and he does really well in the East, and another executive
manager, Ralph, grew up in the West, and he knows the West, and he does really well in
the West, it would be better all things considered to recognize two different areas, East
and West, one managed by Bob and the other by Ralph, and report separate financial and
operating data to shareholders. But what is the strength of this argument? Who is going
to look at an argument of this kind and call it compelling?

The larger point here is that nothing is able to trump an industry concept for
granularity. It is rock-bottom granularity, ultimate granularity. A regional breakdown does
not represent anything more than a level of detail.

Another area that companies are exploring is special items included in segment
earnings. At the consolidated level they are making a big deal of them. They sometimes
produce a formal statement, including tables that appear in the "Management's Discussion
and Analysis." They have different names for them, but as a general rule they are meant
to demonstrate earnings from ongoing operations separate from total earnings including
one-time or unusual factors. Sometimes the first statement of earnings in a press release
is an adjusted total, adjusted for special items, followed at some point later in the release
with a statement of reported earnings, earnings non-adjusted.

Companies are also making a bigger deal of these items at the segment level.
The larger items are generally tied to a segment or labeled as "corporate and other."
When there are a number of items tied to a number of segments, companies will often
produce a segment-specific table showing the impact on earnings.

Companies have demonstrated the importance of special items to their different
statements of segment earnings. What might be helpful at this point is things that produce
better clarify and a more uniform presentation. These are two separate issues here. One
is the formality, the segment-table presentation. Some companies include special items in
these tables, and this very helpful, but some don't. When data are shown in a matrix, we
have some confidence that they are comparable. We can see in an organized way the
larger impact of these special items.

The second issue is differing statements of special items tagged to particular
segments. The major difference is net-tax vs. pre-tax. When companies state both the
segment earnings and the special items included in these earnings net-tax or pre-tax, it is
easy to see the importance of these items. But when they state them differently, there is
less clarity. They might state segment earnings pre-tax, but special items included net-tax
(consistent, for example, with a presentation at the consolidated level). Analysts can
make their own adjustments to improve data comparability, but based on what? What
else but the corporate tax rate, which may not apply to a particular segment.
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There is another and related and more general issue, something that companies
have made very little progress on, primarily because there is no consensus on where to go
with it, and that is the whole larger issue of net-tax vs. pre-tax segment earnings. This
may be the single greatest impediment to understanding current statements of segment
income from a larger comparative perspective. Most companies include pre-tax measures
of segment earnings, but some don't. Some include net-tax measures, but many don't.
Some include both pre-tax and net-tax measures, and that is helpful. Some produce an
abbreviated income statement by business segment, a statement that can make this
whole issue-net-tax and pre-tax-quite clear.

Summary

The management approach to business-segment breakdowns is important for
what it can tell us about regulatory fundamentals. There has to be a logical or conceptual
foundation for this interface of a company and its regulators, and it has to be something
external ("arm's length") and universally transparent and accessible. Without that logical
foundation, regulators are operating 'off message'. They are creating a deep-seated and
vitiating confusion about "what is regulation", and that has trouble-making implications well
beyond the technicalities of a business-segment breakdown.

The industry approach, for all the imperfect data it has produced, is nonetheless
on message. If regulators cannot work with it-if this whole operation is too haphazard or
funky or messy-if companies just don't or can't produce the goods-then why not simply
quit the business? Why not walk away from it? Give the companies a clean and simple
thumbs-up on managerial discretion and creativity.

Is it any wonder that the FASB is picking up little if any critical feedback on the
management approach? Who is going to object to a presentation that is both incoherent
and-from a number of different perspectives-affracf/Ve? Who is going to challenge
regulators on their own ground when the final product is a more, not less "customized"
approach to the whole issue of data quality? Certainly not the companies. They can
simply do what they want for a business-segment breakdown, call that "the management
approach" and go home happy and proud. "I am a corporate executive manager. My
exercise of a broad and far-reaching discretion regarding segment breakdowns is a major
responsibility. I am reminded once again of how important I am."

Certainly not the regulators. They are more or less out of the loop anyway, and
they may be happy to be done with something they never did pay much attention to given
the original, the regulatory, the industry approach. After all, issues of "conceptual integrity"
and "the logic of a business-segment breakdown" are not at the top of a regulator's 'to do'
list. These folks generally have other and more pressing things to do.

The one party that might be motivated to speak up about data quality is data
consumers. Different concepts and approaches make a critical difference to the quality of
the information they access, and these consumers often have well-defined data needs.
But what do they know or care about FASB concepts and guidelines and the fundamentals
of a segment-data production? What do they know or care about the different pros and
cons of FAS 131 or FAS 14? They just want more and better information. Of course.
"More data, please." "More data, thank you."
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There is another and related and more general issue, something that companies 
have made very little progress on, primarily because there is no consensus on where to go 
with it, and that is the whole larger issue of net-tax vs. pre-tax segment earnings. This 
may be the single greatest impediment to understanding current statements of segment 
income from a larger comparative perspective. Most companies indude pre-tax measures 
of segment earnings, but some don't. Sorne include net-tax measures, but many don't. 
Some include both pre-tax and net-tax measures, and that is helpful. Some produce an 
abbreviated income statement by business segment, a statement that can make this 
whole issue-net-tax and pre-tax-quite dear. 

Summary 

The management approach to business-segment breakdowns is important for 
what it can tell us about regulatory fundamentals. There has to be a logical or conceptual 
foundation for this interface of a company and its regulators, and it has to be something 
external ("arm's length") and universally transparent and accessible. Without that logical 
foundation, regulators are operating 'off message'. They are creating a deep-seated and 
vitiating confusion about "what is regulation", and that has trouble-making implications well 
beyond the technicalities of a business-segment breakdown. 

The industry approach, for all the imperfect data it has produced, is nonetheless 
on message. If regulators cannot work with it-if this whole operation is too haphazard or 
funky or messy-if companies just don't or can't produce the goods-then why not simply 
quit the business? Why not walk away from it? Give the companies a clean and simple 
thumbs-up on managerial discretion and creativity. 

Is it any wonder that the FASB is picking up little if any critical feedback on the 
management approach? Who is going to object to a presentation that is both incoherent 
and-from a number of different perspectives--attractive? Who is going to challenge 
regulators on their own ground when the final product is a more, not less ·customized" 
approach to the whole issue of data quality? Certainly not the companies. They can 
simply do what they want for a business-segment breakdown, call that "the management 
approach" and go home happy and proud. "I am a corporate executive manager. My 
exercise of a broad and far-reaching discretion regarding segment breakdowns is a major 
responsibility. I am reminded once again of how important I am." 

Certainly not the regulators. They are more or less out of the loop anyway, and 
they may be happy to be done with something they never did pay much attention to given 
the original, the regulatory, the industry approach. After all, issues of "conceptual integrity" 
and "the logic of a business-segment breakdown" are not at the top of a regulator's 'to do' 
list. These folks generally have other and more pressing things to do. 

The one party that might be motivated to speak up about data quality is data 
consumers. Different concepts and approaches make a critical difference to the quality of 
the information they access, and these consumers often have well-defined data needs. 
But what do they know or care about FASB concepts and guidelines and the fundamentals 
of a segment-data production? What do they know or care about the different pros and 
cons of FAS 131 or FAS 14? They just want more and better information. Of course. 
"More data, please." "More data, thank you." 
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