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Carillion’s business 
In January 2018, the British company, Carillion PLC went bankrupt – in legal terms, it applied 
for voluntary liquidation. The news caused a sensation. Carillion was a major company – 
Britain’s second largest construction company and a major service provider with over 39,000 
employees, a further 25,000 subcontractors and an annual turnover of over £5 billion.1   

Carillion was a private sector business, but a major part of its activity was in fulfilling public 
sector contracts. These contracts were mainly for work in three sectors: 

1) Construction: Carillion contracted to build major infrastructure projects, such as roads,
hospitals, schools, even a football stadium. Many contracts were with the British
government and its agencies, such as the National Health Service (NHS), but there were
also significant projects in Canada and the Middle East.

2) Provision of services: Carillion contracted to provide  a wide range of services, from
cleaning staff for NHS hospitals to prison staff. In particular, Carillion contracted to
provide future services relating to the assets that it constructed, for example maintaining
roads, and providing energy and telecommunication services for buildings.

3) Public-private partnerships (PPP), or Private Finance Imitative (PFI): although the
model has been adopted elsewhere, PFIs are a particular feature of British public
finance. The government (or a state agency, such as the NHS) makes a contract with a
private sector company (such as Carillion) to construct and subsequently maintain an
asset, such as a hospital, a school, a railway line or a road. The state agrees to pay an
annual fee, but pays no money upfront. Finance is arranged by the private sector
company. In this way the state is able to claim that the acquisition of the hospital or
whatever does not involve increasing the public deficit. However, this claim is
contested by many accountants (including JF and KB)2. Carillion was involved with
PFIs combining the first two sectors (construction and services), plus finance.

Table 6.1 sets out an analysis of Carillion’s revenue and work-force by sector. 

Table 6.1 Carillion: Segment analysis 2016 

Revenue Employees
       £m      %    Number           % 

Construction      2,228.8      43%        10,549      33%
Services      2,776.1      53%        20,684      65%
Public-private partnership         313.0        6%               31        0%
Other        -103.7       -2%             364        1%
Total      5,214.2     100%         31,628    100%

1 The precise figures (according to the 2016 accounts – the latest available) are employees 31,628 (of which 
19,256 were in the UK) and turnover £5,214,200,000. 
2 For analysis of this issue, see:  
Flower, J., The social function of accounts, Routledge, Abingdon, 2017, p. 215. 
Available at: 
https://books.google.co.uk/books/about/The_Social_Function_of_Accounts.html?id=DTYlDwAAQBAJ&redir_
esc=y 
Accessed July 2018. 
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The service sector provided over half of Carillion’s revenue and employed two-thirds of its 
workforce. PFI was relatively unimportant. It is a stark demonstration of the magnitude of 
Carillion’s revenue (over £5 billion) that a sector with revenue of £313 million should be 
considered to be unimportant. A notable feature of Carillion’s business model is the substantial 
use that the company made of sub-contracting. When it secured a lucrative contract from a 
public body, Carillion frequently sought to pass the task of actually constructing the asset or 
providing the specified services on to another firm by means of a sub-contract.   
 
Table 6.2 shows the importance of sub-contracting in Carillion’s business model, which 
calculates the amount of revenue per employee for Carillion and three of its close competitors: 
Serco, Mitie and G4S. 

 
Table 6.2 Subcontracting: Carillion compared with other firms 2016 

 Carillion Carillion Serco Mitie G4S 

 (overall) (excl. 
construction)

(overall) (overall) (overall)

Revenue (£m) £5,214 £2,985 £3,051 £2,126 £7,825 
Employees 31,628  21,079  43,176  56,279  585,000  
Rev. per employee (£) £164,854 £141,610 £70,664 £37,776 £13,381 

 
The figure for Carillion (£164,854 per employee) is very substantially higher than those for its 
competitors. To a certain extent, the discrepancy can be explained by Carillion having a far 
larger construction sector compared with the others. But, even if Carillion’s construction sector 
is excluded, its revenue per employee (at £141,610) is still significantly higher. The principal 
reason for the discrepancy is that Carillion did not employ most of the people who worked on 
its contracts – they were employed by sub-contractors. 

 
Carillion’s bankruptcy 
The principal events in Carillion’s collapse are summarised in the Table 6.3. The first 
indication that all was not well from Carillion was communicated in the ‘Trading Update’ 
issued on July 10th, 2017. In fact, financial analysts had long suspected that it was in a 
precarious position, which had led to Carillion being the most shorted share on the London 
Stock Exchange3. Yet up until six months before its collapse, Carillion’s management had 
repeatedly insisted that the company would survive and even prosper. For example, on July 5th 
2017, only five days before the July 10th Trading Update, Carillion’s Chairman Philip Green, 
(not Sir Philip Green of Arcadia/BHS fame), was proposing that the company should make ‘a 

                                                 
3 Ralph, A., ‘Hedge funds made £200 million short-selling Carillion shares’, The Times, 15 January 2018. 
Available at: 
https://www.thetimes.co.uk/article/hedge-funds-made-200-million-short-selling-carillion-shares-sh5cgblv7 
Accessed July 2018. 
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positive and upbeat announcement …focusing on the strength of the business as a compelling 
and attractive proposition’.4  
 

Table 6.3 The principal events in Carillion’s collapse. 
As early as 2015 Long-term professional investors began to sell their stakes in 

Carillion 
2016 The start of serious problems in paying the supply chain. 
2016 and 2017 Short sellers built a huge bet against Carillion’s shares, making large 

profits from the company’s downfall.  
1 March 2017 Carillion issued its final accounts for the 2016 year. They reported a 

profit of £129 million and gave no hint of the impending collapse. 
10 July 2017 Carillion issued a ‘Trading Update’: assets were written down by 

£845 million and the 2017 dividend was suspended.  
29 September 2017 Carillion issued interim accounts for the first half of 2017 indicating 

a loss of £1.15 billion, including further write-downs of £200 
million. 

17 November 2017 Third profit warning issued. Carillion went on to  breach its banking 
covenants at the end of 2017. 

3 January 2018 The Financial Conduct Authority (FCA) announced that it had 
launched an investigation into Carillion. 

15 January 2018 Carillion goes into liquidation after failing to secure backing from 
the government and its lenders.  

5 April 2018  The government launched an independent review of the FRC by 
Kingman. 

16 May 2018 Joint Select Committee Report 
2018 to 2021  Possible consultation & new powers for FRC or new body to be 

formed. Review of auditing. 
 
 
The Trading Update (read profit warning) contained two very significant pieces of information, 
both highly damaging to the perception that Carillion could survive:  

1) firstly the suspension of the  2017 dividend , which was generally interpreted as a signal 
from the management that the company’s financial position was grave; and  

2) secondly that Carillion had been overstating its assets by an amount that was more than 
four times its 2016 profit. It reported a loss provision of £845 million related to the 
values placed on ongoing construction contracts in Carillion’s accounts. Following a 
review carried out with the aid of KPMG (Carillion’s auditor), it was concluded that 
the values placed on many contracts were significantly overstated.  

 

                                                 
4 Goodley, S., ‘Carillion chair planned ‘upbeat’ message before £845m writedown’, The Guardian, 1 March 
2018. 
Available at: 
https://www.theguardian.com/business/2018/mar/01/carillion-chair-planned-upbeat-message-before-845m-
writedown 
Accessed July 2018. 
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About half the adjustment related to just four construction contracts: a project in Qatar (dispute 
of final £200m), with Msheireb Properties, and three in the UK: the Royal Liverpool University 
Hospital (£335m project), the Sandwell Midland Metropolitan Hospital (£350m project) and 
the Aberdeen Bypass (£745m project). The latter three contracts had experienced problems 
common in major construction projects. Surprisingly, in the Trading Update, Carillion’s 
management insisted that the 2016 accounts did not need to be adjusted. This implied that these 
changes in the contract values had occurred between March and July (that is after the 2016 
accounts had been signed off in March 2016). This bad news led to an immediate fall in the 
market value of Carillion’s shares of over 50%. All subsequent attempts to rescue the company, 
either by finding a buyer or by securing extra finance, failed and Carillion finally collapsed  six 
months later with  debts and liabilities variously estimated to be between £5 billion and £7 
billion.  
 
Causes of Carillion failure 
There were, of course, lots of checks and balances but in this case they all failed to shed light 
on or help management understand the fundamental problems affecting the company. SC and 
page number refers to the Select Committee report and page number or paragraph number 
within that report5. 
 
Acquisitions 
Carillion went on an auction spree up to 2012,  purchasing Mowlem, McAlpine, Eaga (which 
only made losses after the takeover) and others. These companies were all bought for 
substantially more than their tangible net assets. SC Page 13. 
See Figure 6.1 
 
The early 2000s represented a period of rapid expansion for Carillion. Revenue peaked during 
the 2007 to 2009 period, fell and then recovered, but the period of rapid expansion was never 
repeated, we have attempted to restate all accounting figures to be consistent from 2002 (under 
IFRS) and provided our estimates of the full-year out-turn if Carillion had produced a full set 
of accounts at the year end 2017.  
 

                                                 
5 House of Commons. Business, Energy and Industrial Strategy and Work and Pensions Committees. Carillion 
Second Joint report from the Business, Energy and Industrial Strategy and Work and Pensions Committees of 
Session 2017–19. HC 769. Published on 16 May 2018. by authority of the House of Common. 
Available at: 
https://publications.parliament.uk/pa/cm201719/cmselect/cmworpen/769/769.pdf 
Accessed July 2018. 
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Organic expansion 
From 2012 the company turned its attention to bidding aggressively on contracts to generate 
cash. Here we agree with the SC report whose verdict was that Carillion’s business model was 
an unsustainable dash for cash.  

The mystery is not that it collapsed, but how it kept going for so long. Carillion’s 
acquisitions lacked a coherent strategy beyond removing competitors from the market, 
yet failed to generate higher margins. Purchases were funded through rising debt and 
stored up pensions problems for the future. Similarly, expansions into overseas markets 
were driven by optimism rather than any strategic expertise. Carillion’s directors 
blamed a few rogue contracts in alien business environments, such as with Msheireb 
Properties in Qatar, for the company’s demise. But if they had had their way, they 
would have won 13 contracts in that country. The truth is that, in acquisitions, debt and 
international expansion, Carillion became increasingly reckless in the pursuit of 
growth. In doing so, it had scant regard for long-term sustainability or the impact on 
employees, pensioners and suppliers. SC Page 16.  
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Figure 6.1 Carillion Revenue (restated)
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Debt 
The acquisitions were financed mainly by debt.  

“The accumulation of debt and inability to reduce it, caused concerns among Carillion’s 
institutional shareholders from 2015 onwards triggering a big increase in investors short 
selling or betting against Carillion’s shares. Carillion rejected many opportunities to 
inject equity into the growing company and always concentrated on debt”. SC Page 14.  

 
See Figure 6.2. Management changed around 2012 to 2014 and this coincided with a sharp 
increase in net borrowing. Our estimate of net borrowing at the end of 2017 has to be at best a 
guess, and is based on actions that would have led to the company surviving at least for 2018 
So net borrowing had to substantially increase in our re-enacted simulation. We have 
constructed a financial simulation model which can re-enact Carillion's finances under different 
accounting rules and different accounting conventions, and some different real world actions 
(i.e. how much debt to be raised if the company is going to survive [in theory]).  
 
As we have outlined the net borrowing figure in 2017 is our simulated estimate. It could easily 
be several hundreds of millions of pounds higher.  
 

 
 
As we shall explain, that simulated debt figure is probably still understated by as much as 
£500m or £1 billion for several recent years. By that we mean the level of new debt that would 
have been necessary to keep the company going at least to 2019. 
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Figure 6.2 Carillion net borrowing restated
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Low margin and unprofitable projects without sufficient provisions when things went 
wrong 
It seems evident that the principal cause of this failure was mismanagement. Carillion had taken 
on contracts at too low a price – a price that did not cover the costs of possible (or even 
probable) future problems. It has been alleged that, as Carillion’s financial problems mounted, 
it deliberately secured work by making low bids, in order to give the impression of an 
expanding business with good prospects, as well as to ease its cash-flow problems with up-
front payments6. Our restated and what we believe is a true and fair view of income is shown 
in Figure 6.3  
 
Excessive subcontracting 
It is also arguable that Carillion’s excessive reliance on sub-contracting was a factor in its 
collapse. By sub-contracting a substantial proportion of the work that it had contracted to 
undertake, Carillion was able to manage  with less capital, as  much of the capital was provided 
by the subcontractor (in the form of fixed assets, such as  bulldozers, and working capital for 
wages and materials). In effect, subcontracting is a way of gearing up the return on capital - 
more revenue with less capital. But this increased return on capital is accompanied by the risk 
that the reduced capital might be insufficient to cover  unforeseen risks that could arise in the 
subcontracted work, but  for which, Carillion would be responsible as the prime contractor.  
 
The more complicated calculation, including all the issues raised by us and the SC evidence is 
to simulate, using a financial model, the income figures over time making adjustments for all 
the aspects of aggressive or wrongly classified elements of the revenue, costs and balance 
sheets. This has to be a very rough estimate and makes many assumptions. However, the 
resulting recalculated and restated income figures might have looked something like Figure 
6.3.  
 

                                                 
6 These allegations were contained in a report by FTI Consulting, which had been hired by Carillion in 
September 2017 to advise on further financing.  
Project Ray: Independent Business review, FTI Consulting, 15 January 2017. 
The conclusion was: 
 However, as whole, the Group has been poorly managed for a considerable period, during which time significant 
underperformance and contract issues have been masked by aggressive accounting and working capital 
management. As a result, the balance sheet and liquidity position of the Group is stretched and unsustainable. 
Available at: 
https://www.parliament.uk/documents/commons-committees/work-and-pensions/Carillion/Project-Ray-FTI-
consulting-15-January-2018.pdf 
Available at: 
Accessed July 2018. 
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The three top lines are just the firm’s figures restated back to 2002. The bottom line includes 
all the adjustments that might have been made to meet the authors’ interpretation of true and 
fair view of Carillion adjusting for all the aggressive accounting and elements that adjusted the 
profit figure to be higher than our view of reality. Of course there are many views of reality. 
But this is ours.  
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Dividends 
Carillion increased its dividend continuously. Carillion’s dividend payments bore little relation 
to its volatile corporate performance. Some institutional shareholders begin divesting from 
Carillion in part because they realised Carillion’s insistence on high dividends meant it was 
neglecting rising debt levels. SC Page 16 and 17. See Figure 6.4.  
 

 
 
New equity rejected by board 
The SC mentioned this in passing: “Carillion rejected opportunities to inject equity into the 
growing company and instead funded its spending spree through debt” Page 14. The SC 
mentioned a proposal was made in 8 June 2017. Most of the evidence from minutes and letters 
is redacted. So we have to rely on journalism to expand this point.  One aspect reported by the 
Sunday Times7 was that a plan to shore up Carillion’s balance sheet with a rights issue was 
rejected in favour of taking on more debt. Carillion’s board of directors blocked multiple 
chances to raise new cash in the run-up to the outsourcing giant’s catastrophic collapse.  

 A plan to shore up the company’s balance sheet with a sizeable rights issue was first 
examined in 2013 — but rejected in favour of taking on more debt. 

 Another attempt to raise about £500m in fresh funds in the run up to the profits warning, 
via new shares, was rejected by its board and bankers in the first half of 2017. It was 
rejected in a dispute over strategy and leadership, and then the broker (Morgan Stanley) 
refused to underwrite the cash call after the disputes became clear.  

 
Suppliers 
Basically a source of funding: 

                                                 
7 Collingridge, J., ‘Carillion board vetoed rescue plan’, The Sunday Times, 13 May 2018. 
Available at: 
https://www.thetimes.co.uk/article/carillion-board-vetoed-rescue-plans-ghbq6kn22 
Accessed July 2018. 
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Figure 6.4 Carillion dividends
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Carillion relied on its suppliers to provide materials, services and support across its 
contracts, but treated them with contempt. Late payments, the routine quibbling of 
invoices, and extended delays across reporting periods were company policy. Carillion 
was a signatory of the Government’s Prompt Payment Code, but its standard payment 
terms were an extraordinary 120 days. Suppliers could be paid in 45 days, but had to 
take a cut for the privilege. This arrangement opened a line of credit for Carillion, which 
it used systematically to shore up its fragile balance sheet, without a care for the balance 
sheets of its suppliers.SC Page 26. 

 
Another revelation, which was common knowledge but confirmed by the select committee was 
reported by Sky News8: 

Carillion executives used suppliers to "prop up their failing business model" according 
to MPs investigating the collapse of the construction and outsourcing firm. They said 
evidence from lender Santander showed the company had used its early payment 
facility (EPF [or more commonly known as reverse factoring9]) to conceal its true level 
of borrowing. The facility allowed suppliers to Carillion - described as "notoriously late 
payers" - to receive their money earlier via the bank, but at a discount, documents 
supplied to two parliamentary committees revealed. This was effectively a line of credit 
that should have been described as "borrowing" in annual accounts but was instead 
presented as liabilities to "other creditors", the MPs said. Credit ratings agency Moody's 
said that as much as £498m was misclassified as a result. 
  

                                                 
8 Sky News, 2018, ‘Carillion used suppliers to prop up failing business say MPs: Bosses at the failed company 
used credit for companies to hide its true levels of debt, according to an inquiry into its collapse’. Sky News, 14 
May 2018. 
Available at: 
https://news.sky.com/story/carillion-used-suppliers-to-prop-up-failing-business-say-mps-11372066 
Accessed July 2018. 
9 Reverse factoring is when a bank, interposes itself between a company and its suppliers and commits to pay 
the company's invoices to the suppliers at an accelerated rate in exchange for a discount. 
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Pensions 
The SC claimed: 

Honouring pension obligations over decades to come was of little interest to a myopic 
board who thought of little beyond their next market statement. Their cash-chasing 
acquisitions policy meant they acquired pension scheme deficits alongside companies. 
Their proposals for funding those deficits were consistently and resolutely derisory as 
they blamed financial constraints unrecognisable from their optimistic market 
announcements. Meeting the pension promises they had made to their rank and file staff 
was far down their list of priorities. This outlook was epitomised by Richard Adam 
who, as Finance Director, considered funding the pension schemes a “waste of money”. 
SC Page 22. 

 
The Carillion accounts- fantasy? 
The demise of Carillion raised an awkward question for the accountancy profession: Why did 
the 2016 accounts which had been issued only three months before the Trading Update (read 
profit warning) that started Carillion’s collapse, and which had been certified as ‘true and fair’ 
by the auditors, give no hint of the impending disaster? The narrative section was supposed to 
pass the fair, balanced and understandable (FBU) requirement. Nothing in the 2016 report 
sounded any alarm bells. So it was not fair and balanced (something that is surprisingly 
common among the UK’s top companies). We examine these questions now. 
 
Carillion’s accounts for the year ended 31 December 2016 were issued on March 1st, 2017. 
They portrayed an apparently sound and profitable company; profits of £129.5m represented a 
reasonable return on equity of £730 million.  
 
Two statements in the annual report dealt specifically with the question of whether Carillion 
would survive: the going concern statement and the viability statement. It appears that the exact 
meaning of these two statements and the extent they are can give rise to different interpretations 
is also discussed in Chapter 8. 
 
Aggressive accounting 
SC said: 

A company wanting to indulge in aggressive accounting would make every effort to 
minimise the estimates of total final costs to ensure that margins on contracts are 
maintained and greater amounts of revenue are recognised up front. SC Page 40. 

 
Overall the SC was unimpressed and pretty damming about the board’s strategy.  

Carillion used aggressive accounting policies to present a rosy picture to the markets. 
Maintaining stated contract margins in the face of evidence that showed they were 
optimistic, and accounting for revenue for work that not even been agreed, enabled it 
to maintain apparently healthy revenue flows. It used its early payment facility for 
suppliers as a credit card, but did not account for it as borrowing. The only cash 
supporting its profits was that banked by denying money to suppliers. Whether or not 
all this was within the letter of accountancy law, it was intended to deceive lenders and 
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investors. It was also entirely unsustainable: eventually, Carillion would need to get the 
cash in. SC Page 44. 

 
Going concern and viability 
The going concern statement reads as follows10: 

“The Directors confirm that, after due consideration, they have a reasonable expectation 
that the Company and the Group have adequate resources to continue in operational 
existence for the foreseeable future and that there are no material uncertainties in 
relation to going concern of which they are aware. For this reason, they continue to 
adopt the going concern basis in preparing the financial statements.” 

 
The principal function of this statement is to justify the use of certain rules and conventions in 
the financial statements – for example that long-lived assets are reported at depreciated 
historical cost and not at resale value. But it is reasonable and logical for the reader to read 
more into the directors’ words: that the business will survive ‘for the foreseeable future’, which 
is taken to be twelve months from the statement’s date. 
  
The viability statement reads11 

“On the basis of both reasonably probable and more extreme downside scenarios, the 
Directors believe that they have a reasonable expectation that the Company will be able 
to continue in operation and meet its liabilities as they fall due over the three year period 
of their assessment.” 

The viability statement covers much of the same ground as the going concern statement. The 
principal differences are that it covers a longer time period (three years instead of twelve 
months) and it is not tied to technical accountancy matters. It is a simple statement that, 
according to the directors, the business will continue to operate in the future. 
 
Losses on certain construction contracts 
Clearly, subsequent events demonstrated that these two statements were, at the very least, 
overly optimistic, and as the SC indicates, deliberately misleading. Later we discuss the issue 
of how Carillion came to issue such questionable statements, but first we consider the specific 
cause of Carillion’s collapse: the losses on certain construction contracts. The annual report 
(the financial statements and associated narrative, such as the strategic report) make absolutely 
no reference to problems with construction contracts; in fact the four principal problem 
contracts (listed earlier) are not mentioned at all. Later, after Carillion’s collapse, Richard 
Howson, the former chief executive, declared that he had had continual problems with the 
Qatar contract. He had visited Qatar at least ten times a year for the past six years to chase up 
the money, saying that ‘he felt like a bailiff’.12 Yet there is no hint of these problems in the 

                                                 
10 See Carillion Annual Report, 2016, page 47 
Available at: 
http://www.annualreports.co.uk/HostedData/AnnualReports/PDF/LSE_CLLN_2016.pdf 
Accessed July 2018. 
This report may be more difficult to download in the future.  
11 Ibid. Carillion Annual Report, 2016, page 31 
12 Shoaib, A., 2018, ‘Carillion inquiry: missed red flags, aggressive accounting and the pension deficit. In a series 
of meetings the joint parliamentary committee grilled Carillion directors, pension regulators and KPMG and 
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annual report, it only  deals with construction contracts  in general terms, notably how Carillion 
values them in its accounts - which is of course central to the question of whether the accounts 
give a true and fair view of its financial position. Note 1 to the financial statements sets out the 
principles used by Carillion to value uncompleted construction contracts: 

‘Where the outcome of a construction contract can be estimated reliably, contract 
revenue and costs are recognised by reference to the degree of completion of each 
contract, as measured by the proportion of total costs at the balance sheet date to the 
estimated total cost of the contract.’ 

 
In fact, Carillion tried to cover-up loss making contracts: 

A November 2016 internal peer review of Carillion’s Royal Liverpool Hospital contract 
reported it was making a loss. Carillion’s management overrode that assessment and 
insisted on a healthy profit margin being assumed in the 2016 accounts. The difference 
between those two assessments was around £53 million, the same loss included for the 
hospital contract in the July 2017 profit warning. SC Page 44. 

 
The SC went on:  

Carillion’s problems were not, however, restricted to just a few contracts: September 
2017 audit committee papers showed that at least 18 contracts suffered losses over the 
March-June period. Internal board minutes show the board were aware of concerns 
about aggressive accounting methods. SC Page 42. 

 
Revenue recognition again 
The valuation method set out above is known as ‘the percentage of completion method’ and is 
permitted in Construction Contracts (IFRS 11)13. The aim of the method is to spread the profit 
from a contract over its life and to avoid all (or most) of the profit being reported in, say, the 
first year (where the contract requires payment in advance) or in the final year (where the 
contract specifies payment after delivery). 
 
The working of the ‘percentage of completion method’ is demonstrated in the table below, with 
the aid of a hypothetical example – See Table 6.4. It is assumed that at the start of 2016, a 
company contracted to construct a bridge for a price of £500, to be paid on completion. The 
work is expected to take three years and to cost £400 – the company expects to make a profit 
of £100 over the life of the contract. At the end of 2016, the company has already incurred 
costs of £200, but has not received any revenue. On a cash flow basis, the company is £200 out 
of pocket, but it would be misleading to report this amount as a loss. Hence some part of the 
revenue is brought forward with the aim of ensuring that the 2016 accounts give ‘a true and 
fair view’ of that year’s operations. The contract is expected to earn a profit of £100; the 

                                                 
Deloitte auditors on accounting methods, problem contracts, and oversights. This is the story so far.’, Accountancy 
Age, 26 February 2018 
Available at: 
https://www.accountancyage.com/2018/02/26/carillion-inquiry-missed-red-lights-aggressive-accounting-
pension-deficit/ 
Accessed July 2018. 
13 IFRS 11 has since 2016 been superseded by IFRS 15 which deals with revenues recognition from contracts 
with customers.  
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contract is 50% completed, as measured by the proportion of total expected costs so far 
incurred; hence the profit on the contract to be reported in 2016 is 50% of the expected contract 
profit. In order to report a profit of £50, £250 of revenue has to be brought forward. This 
involves reporting an asset, a debtor, ‘Receivable of £250’, in the balance sheet, 
notwithstanding that, under the terms of the contract, the customer is not obliged to pay any 
money until the contract is completed.  
 
 
 
    Table 6.4 Example of accounting for a construction contract in the 2016 accounts 
   2016 2017 2018 Total 
 Costs incurred in 2016 £200    
 Expected costs in 2017 and 2018  £100 £100  
 Total contract costs (actual + expected)    £400 
 Expected revenue in 2018   £500  
       
 Percentage of completion at end 2016     
  Total costs to end 2016 £200    
  Total contract costs (actual and 

expected)  
£400    

  Percentage £200/£400 50%    
       
 Revenue to be reported in 2016     
  50% of total contract revenue 

(.5*£500) 
£250    

       
 The amount of £250 is credited to revenue and debited to accounts 

receivable. 
 

       
 The 2016 accounts report a profit on the contract of £50, being revenue of £250 and 

costs of £200.  
 
Rod argues that in his construction work, the full 100% value is never allowed for, as  a 
provision in case there is a problem in the future should always be made.  
 
It is clear that the use of the ‘percentage of completion method’ to report a profit in the first 
year of a three year contract is based on estimates of future costs and revenues. Hence, the 
method should only be used when ‘the outcome of a construction contract can be estimated 
reliably’ (to quote Carillion’s note 1). Under IFRS 15, the revenue may not be recognised 
(depending on the contractual conditions) until either progress payments, or revenue would be 
recognised in the example above in 2018. 
 
With Carillion, it is abundantly clear that the values placed on certain construction contracts in 
its 2016 accounts were based on faulty estimates of future costs and revenues. Carillion 
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claimed, in the Trading Update, that the deterioration in the contract values occurred after the 
2016 accounts were prepared; this claim is simply not credible, and arguably is self-serving 
nonsense. The motivation of Carillion’s management in overestimating future revenues and in 
underestimating future costs was to increase reported profit. According to a report of FTI 
Consulting14, Carillion used accounting practices that were designed to ‘enhance reported 
profitability’ rather than address its underlying problems and these practices included bringing 
forward receipts from contracts15.  
 
Excuses given 
The SC confirmed our own findings concerning the £845m provision made in July 2017: 

The provision conceded that £729 million in revenue that Carillion had previously 
recognised would not be obtainable. This led to accusations that Carillion was engaged 
in aggressive accounting, stretching what is reasonably allowed by accounting 
standards to recognise as much revenue upfront as possible. SC Page 39.  

 
Carillion's defence was not that these false valuations had been made continually for some 
years. The defence was that the financial situation deterioration of positions on key contracts 
between March and June 2017:  

As part of a contract review that led to the July 2017 provision, management were asked 
by KMPG to consider whether the results indicated that the 2016 accounts had been 
misstated due to either fraud or error. The position the board chose to adopt publicly 
was that there was no misstatement and that the provisions all related to the sudden 
deterioration of positions on key contracts between March and June 2017. SC Page 42 

and 
The Carillion board have maintained that the £845 million provision made in 2017 was 
the unfortunate result of sudden deteriorations in key contracts between March and June 
that year (2017). Such an argument might hold some sway if it was restricted to one or 
two main contracts. But their audit committee papers show that at least 18 different 
contracts had provisions made against them. Problems of this size and scale do not form 
overnight. SC Page 44. 

 
These “sudden deteriorations” became the mantra for management and KPMG and Deloitte. 
But they were not the issue. Our simulation of Carillion’s finances show the problems were 

                                                 
14 Ibid FTI Report 2018. 
Available at: 
https://publications.parliament.uk/pa/cm201719/cmselect/cmworpen/769/769.pdf 
Accessed July 2018. 
15 There is one other area of aggressive accounting under the heading ‘Traded but not certified’. This is defined 
as revenue that clients had not yet signed off, such as for claims and variations, and therefore it was inherently 
uncertain whether payment would be received. In December 2016, the company was recognising £294 million 
of traded not certified revenue, an increase of over £60 million since June 2014, and accounting for over 10% of 
total revenue from construction contracts. The amount of revenue that was traded not certified was never 
publicly disclosed in financial statements, but was included in papers reviewed quarterly by the audit committee. 
SC Page 43 
Available at: 
https://publications.parliament.uk/pa/cm201719/cmselect/cmworpen/769/769.pdf 
Accessed July 2018. 
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being stored up for some time (years). Aggressive accounting, and burying heads in sand 
seemed to be a possible cause of not recognising this earlier. See the Appendix 2.07.01.  
 
Why? 
The SC identifies some motivation for an overly optimistic view or holding back bad news: 

A June 2017 lessons learned board meeting minute noted that “management need to be 
aware that high-level instructions such as that to ‘hold the position’ (i.e. maintain the 
traded margin) may, if crudely implemented, have unintended consequences”. Those 
minutes show that Andrew Dougal identified a “hold back of bad news”, with regard to 
one major contract. He subsequently told us the contract in question was the Royal 
Liverpool Hospital. A board minute from August 2017 notes concerns from Keith 
Cochrane that long-serving staff in the business had a tendency to turn a blind eye to 
such practices. While there were corporate incentives to present a hugely optimistic 
picture, there were also individual incentives for staff rewarded on the basis of 
published results. SC Page 42. 

 
Early payment facility (EPF) or reverse factoring – hidden borrowing 
A £500m liability was accumulated under Carillion’s Early Payment Facility (EPF), commonly 
known as reverse factoring16, introduced by the company in 2013. Under the facility, 
Carillion’s banking partners would pay suppliers in the first instance, and then recover the 
capital from Carillion. So £500m or a third of Carillion’s £1.5 billion debt to banking partners 
was made up of “reverse factoring”, or supply chain finance facilities. 
 
Carillion’s classification of the EPF/reverse factoring/supply chain finance was advantageous 
to its presentation of its finances in two main ways:  

1) The scale of the liability to banks was not evident from the balance sheet. 
2) Presenting drawing on the EPF as “other creditors” excluded it from total debt. That 

means roughly a third of its debt was hidden and classified as creditors, instead of 
borrowing or debt (probably long-term as it was entrenched and chronic). 

3) Carillion’s EPF treatment helped hide its failure to generate enough cash – that is a key 
source of cash generated by the business was not clear from the cash flow statement. 
 

The SC noted that two major credit ratings agencies, Moody’s and Standard & Poor’s, claimed 
that Carillion’s accounting for their early payment facility (EPF) concealed its true level of 
borrowing from banks and other financial institutions. They argue the EPF structure meant 
Carillion had a financial liability to the banks that should have been presented in the annual 
account as “borrowing”. Instead Carillion choose to present these as liabilities to “other 
creditors”. Moody’s claim that as much as £498 million was misclassified as a result, though 
Carillion’s audit committee papers show the actual figure drawn was slightly lower at £472 
million.  
  

                                                 
16 Ibid. 
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Simulated Net borrowing – adjusted for balanced accounting 
Finally we produce an estimate using our financial model to simulate actual borrowing adjusted 
for non-aggressive accounting and other actions. Using all the evidence we have restated the 
net bowering figures allowing for all the aggressive accounting and any actions that would 
have artificially (in our view) lowered the net bowering figure and running it through our 
financial model yields the results shown in Figure 6.5. We have not included any figure for 
2017 in the adjusted net borrowing. But it would have been large.  
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Figure 6.5 Carillion adjusted net borrowing
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