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Contemporary Issues in Financial
Reporting

With the collapse of Enron in 2001, and other similar scandals, financial
reporting and its relation to corporate governance has become a contentious
issue. In this book Paul Rosenfield involves the reader in exploring
contemporary financial reporting, highlighting the deficiencies in current
methods.

Contemporary Issues in Financial Reporting challenges the reader to critically
think through the issues and arguments involved in the practice of financial
reporting. The book goes to the heart of the most difficult and controversial
problems, presenting the major issues and commenting upon the solutions
that have been offered in the financial reporting literature. The grave defects
in current accepted accounting principles are demonstrated and exposed, and
Paul Rosenfield offers alternative solutions.

Paul Rosenfield is a CPA for the state of Illinois and worked for the AICPA
for 30 years, during which time he was Director of the Institute’s Account-
ing Standards Division. He taught financial reporting at Hunter College,
New York, and has published widely on the subject, including co-editing
the tenth edition of the Accountants’ Handbook (2003).

Accounting students and professors, as well as regulators and account-

ing professionals in firms and companies, can profit immensely from

this refreshing and fearless analysis of the major issues of the day in
financial reporting.

Stephen A. Zeff, Herbert S. Autrey Professor of Accounting

at Rice University, USA
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. the betterment of accounting must begin in the classroom . .. our
undergraduate curricula consist almost entirely of present practices. . . .
The undergraduates go into practice and implement what we taught
them; the graduate students go into academia and advance the research;
the gap between research and practice grows wider and wider. Young
and rising accounting practitioners cannot view both sides of the ques-
tion with impartiality because we teachers do not present both sides of
the question. Instead, we pass along and thereby reinforce the inherited
dogma. Thus, the long-run reform of accounting practice requires the
reform of accounting curricula. My suggestion is that we teach both—
we consider alternatives to present practices with the description of
present practices.

(Sterling, 1989, 82; 1979, x)

. students ... are being sent out into a world where they will be
leaders in 20 years more or less; but in that time it will be a different
world. How are they equipped to meet that ... knowing only the
current dogma of their time? ... the teacher ... should ... present the
very best of what is being done in ... the studies of the researchers, for
there is a distinct probability that some of it, heresy today, will become
orthodox and accepted in practice in the students’ lifetimes. . . . To be in
the vanguard of advances in knowledge and technology is at once a duty
and a source of deep satisfaction to educators.

(Chambers, 1969, 691, 692; 1987, 106)

... {to} provide students not just with a knowledge of current practice,
but with the knowledge to evaluate critically that practice and seek its
reform.

(West, 2003, 162)

... teaching little except GAAP not only neglects the investing public
but may also prepare students poorly for long-run careers, because
critical thinking is so important in some the high positions in the
profession.

(Staubus, 2004b)
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Foreword

Paul Rosenfield has written an intelligent book on financial reporting,
which insists that readers think through issues and arguments and make up
their own minds. In a literature dominated by soulless textbooks and how-
to-do-it manuals, Paul has crafted a book that challenges the readers’ intel-
lect and demands that they take positions. He extensively, sensitively and
critically reviews previous writings, and is quick to skewer fallacies and
illogic. He goes right to the heart of the most difficult and controversial
issues. Accounting students and professors, as well as regulators and
accounting professionals in firms and companies, can profit immensely from
this refreshing and fearless analysis of the major issues of the day in financial
reporting.

Paul Rosenfield is richly qualified to write this book. An accounting
graduate of the University of Illinois and a CPA, he has devoted his entire
professional career to studying issues and problems in the standard-setting
sphere. In the 1960s and early 1970s, following a stint with Price Water-
house, he served on the research staff of the AICPA’s Accounting Principles
Board (APB). From 1973 to 1975, he was the first full-time secretary of the
International Accounting Standards Committee (IASC), based in London.
During the remainder of the 1970s and into the 1980s, he directed the
AICPA’s accounting standards division, and he was the staff support to the
U.S. delegation to the IASC. While at the Institute, he drafted the APB’s
Statement on Basic Concepts and Accounting Principles Underlying Financial State-
ments of Business Enterprises, published in 1970, which was a forerunner of the
FASB’s conceptual framework project. Under Paul’s influence, the Statement
was comprehensive, perceptive and deeply analytical. He has written numer-
ous provocative articles and co-edited the tenth edition of the Accountants’
Handbook. Paul has never been reluctant to challenge doctrine and to propose
his own resolution of accounting controversies.

Paul’s book is well suited for the capstone accounting theory or account-
ing issues course in a professional accounting program. Most accounting
programs are devoted almost totally to the indoctrination of students in
settled practice, as if there were no raging controversies in the field. Yet, as
future professionals, they will be called upon to opine on proper practice and



Foreword  xvii

on the principles underlying that practice, whether as audit firm partners,
chief accounting officers, accounting consultants, expert witnesses, or
authors of articles, and they may also find themselves contesting the opin-
ions of the FASB, the SEC, or the IASB. This book is an excellent vehicle for
enlivening their critical faculties at the tail-end of their program of studies.
Stephen A. Zeff
Rice University



Preface

The readers and the author of a book on issues in financial reporting should
all struggle toward solutions to the issues. I have tried to emulate Goldberg
in making this book “...a joint adventure to be undertaken by both writer
and reader...” (Goldberg, 1965, 24) The book provides information and
analysis on all the issues to help you readers make up your minds; my only
request is that you orient your approach to solutions of the issues, as this
book does, toward the needs of the users of financial reports. The results of
my own struggle toward solutions to the issues are also presented as conclu-
sions in this book.

Financial reporting breakdowns

The 2001 Enron collapse was accompanied by the worst financial reporting
breakdown in decades, if not the worst ever. The collapse and the breakdown
at Enron destroyed Arthur Andersen & Co., one of the five largest inter-
national CPA firms, leaving what some call the “final four.” The Enron
breakdown was accompanied by other reported large-scale breakdowns, for
example at WorldCom—whose reported breakdown was called “. . . the most
sweeping bookkeeping deception in history . ..” (Kadlec, 2002, 21) and was
accompanied by the largest bankruptcy thus far in the U.S.—and others, for
example Adelphi Communications, Cendant Corporation, Global Crossing,
Qwest Communications, Rite Aid, Waste Management, The Baptist Foun-
dation, Tyco International, Vivendi Universal (a French company), Xerox,
and HealthSouth. Levitt, a former SEC chairman, testified before Congress
that “What has failed is nothing less than the system for overseeing our
capital markets” (Alter, 2002, 25). Thomas said in the_Journal of Accountancy
that “the Enron implosion has wreaked more havoc on the accounting pro-
fession than any other case in U.S. history” (C. William Thomas, 2002, 44).
Quindlen wrote in Newsweek that “In a post-Enron economy . .. {tthe Amer-
ican people are afraid ... that huge corporate entities that once promised
secure employment and investments are hollow at the core” (Quindlen,
2002, 64). The headline of an article by Eichenwald and colleagues stated
that Enron “rotted from within” (Eichenwald e a/., 2002). Accountancy Today
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said that “corporate financial statements are being perceived as having the
authenticity of a sidewalk game of three-card monte” (Accountancy Today,
2002). Rossant and colleagues stated that “Shareholder deception, supine
boards, and Special Purpose Entities seem to have rendered the U.S. corpor-
ate governance model a Swiss cheese of loopholes” (Rossant et «/., 2002, 80),
and Kadlec said that “a fat slice of corporate America . .. has been ethically
bankrupt for years. We're only now getting a look at the red ink on the
moral balance sheets. ..” (Kadlec, 2002, 21).

Reform efforts are underway at this writing. The first fruits of those
efforts are the Sarbanes—Oxley Act of 2002 and the formation under it of the
Public Companies Accounting Oversight Board (PCAOB).

Attention is devoted to the financial reporting breakdowns in a number
of the sections of the book, especially in Chapters 2, 3, and 17.

Greater problems

The financial reporting breakdowns at Enron and others demonstrate to
everyone involved that there has been something seriously wrong with finan-
cial reporting. However, the breakdowns are only part of the story—
financial reporting has greater problems:

Willens, an accounting and tax analyst at Lehman Brothers {said} “At
the end of the day, I believe the problem lies in the accounting prin-
ciples themselves. . . .”

(Henriques, 2002)

This book concludes that the issuers of financial reports don’t have to
fiddle with the numbers or omit or disorder disclosures to mislead the users
of the reports; it holds that all they have to do is conform fully with gener-
ally accepted accounting principles (GAAP). That’s because the book con-
cludes that the parties to financial reporting that currently have the most
power in the design of financial reporting standards, the issuers, have collec-
tively skewed the standards to their benefit and to the detriment of the users
and of society. It concludes that in the process, the issuers have turned finan-
cial reporting under GAAP into a Wonderland portrayal of the products of
their imaginations'—“financial reports ... are often based on imaginary
concepts” (West, 2003, 174)—rather than a neutral portrayal of the current
financial condition and past financial progress the reporting entity has thus
far achieved, and of current factors the users should consider in evaluating
the reporting entity’s prospects for further financial achievement.

Another fatal kind of problem with GAAP is a requirement in FASB
Statement No. 52 to violate the single-unit-of-measure rule, discussed in

Chapter 22.

1 This is stated forthrightly. See the Prologue about stating positions forthrightly.
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This book also concludes that those developments prevent successful
auditing of the amounts in financial statements prepared in conformity with
current GAAP, which is necessary to provide the credibility essential to
using the statements. For amounts in financial statements to be audited suc-
cessfully, they have to represent aspects of the world outside financial report-
ing and its underlying documentation and outside the thoughts of the
issuers of the statements about the future, and they have to be verifiable.
Most amounts determined under current GAAP don’t represent such aspects,
and they therefore aren’t verifiable.

You readers should judge whether those conclusions are supported in this
book, in addition to forming your own conclusions.

Detour

The issues discussed in this book were debated more in preceding decades
than in the most recent one. The financial reporting literature has taken a
detour away from issues concerning optimum financial reporting for the
benefit of the users of financial reports. For example, those issues had been a
major topic of the Journal of Accountancy, the flagship publication of the
American Institute of Certified Public Accountants. However, in recent
years the Journal has run few articles on those issues, preferring instead to
give its readers, for example, advice on the best income-tax software pro-
grams. Zeff stated that “in 1982, the Journal of Accountancy ... announced
that it was encouraging the submission of ‘practical’ articles, code language
for the avoidance of controversy . ..” (Zeff, 2003a, 200). Further, the major
initiative of the profession in the 1990s to study the overall area, the Amer-
ican Institute of Certified Public Accountants (AICPA) Special Committee
on Financial Reporting, concentrated on disclosures rather than on deter-
mining the amounts on the face of the financial statements.

The direction of the detour has been towards positive accounting (dis-
cussed in Chapter 2) and instrumentation rather than objectives: “the dis-
course of accounting researchers has come to focus on the behaviour of those
involved with accounting, and sophistication in method has taken prece-
dence over the significance of discovery” (West, 2003, 113).

One reason the profession’s course was set on the detour was the failure of the
experiment with price-change reporting in Financial Accounting Standards
Board (FASB) 1979 Statement of Financial Accounting Standards No. 33 (SFAS
No. 33), which was officially interred in 1986 by SFAS No. 89. Chapters 11
and 13 state why SFAS No. 33 failed and why, because it was flawed, that was a
good thing. Nevertheless, for those such as I who have as their first priority
increasing the help financial reports can give to their users and society, and who
believe that the help those reports currently provide falls woefully short of the
help they could provide, being diverted that way was a deplorable development.

Zeft contends that another reason was the transfer of the authority to estab-
lish financial reporting standards from the AICPA to the FASB. He referred to
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the profession’s loss of its accounting standard setter and the impact of
that loss on the vitality of professional discourse . .. [the} repositioning
of the big firms from the center to the margin of standard setting soon
served to dampen their interest in actively participating in the public
dialogue on accounting principles, which should be a sine gua non of pro-
fessional discourse.

(Zeft, 2003a, 190, 198)

It is time for the profession to get back on track for the benefit of the users.

Requests for comments

This book quotes and critically analyzes all the significant positions I could
find in the literature on all the issues dealt with. To try to make sure that
the analyses are as sound as possible, I sent drafts of the material in which
each of those positions is quoted and analyzed to those who stated them in
the literature, requesting that they comment. Of those who responded, some
simply agreed, some had some differences. I made changes in the manuscript
for a few of those differences. I corresponded with those with whom I dis-
agreed. One or two simply said the analyses or conclusions were wrong, but
didn’t say why and didn’t respond to my requests to tell me why.’
I would welcome comments from you readers.

2 For example, Beresford (see footnote 13 in Chapter 21).
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Note on assignments

(This note is for those of you who use this book as a textbook.)

One half of the education of English-speaking accountants as financial
reporters should be on financial reporting, one half should be on English,
and the rest should be on everything else.' Financial reporters are profession-
als. A hallmark of every English-speaking professional is a mastery of
English. Progress in a career in any profession is difficult or impossible
without such mastery. That’s why the assignments for Chapters 5 to 26,
which contain issues, include preparing essays. In approaching the assign-
ments, you should take to heart the request stated in the Prologue that you
think rather than merely learn—and use the exercise to improve your
written English. Even authors of books like this need to continually’
improve our written English.

Essays could be on subjects such as:

e The author’s main conclusions on the issues in this chapter are
sound/unsound because . . .

e Observer xyz was particularly astute on issue abc because . . .

e Observer uvw was way off the mark on issue def because . . .

No firm conclusions can be reached on the issues in the chapter because . . .

The strongest and the weakest arguments given in this chapter are . ..

The author completely missed the point because . . .

The issues discussed are insignificant because . . .; the significant issues

in this area are . . .

e Financial reporting couldn’t possibly be as off the mark as made out in
this chapter because . . .

e Here’s what I really think about the issues in this chapter: . ..

The end of each section includes questions to discuss during the class ses-
sions for the Prologue and Chapters 1 to 4, which don’t involve issues, and

1 Chapter 22 indicates that the FASB says it’s okay for us financial reporters to
violate an inviolable rule of arithmetic.
2 Yes—split infinitives are okay.
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points to debate during the class sessions for the remainder of the chapters
and the Epilogue. The debates will give everyone a taste of the stimulation
of dealing with issues in financial reporting. The best time to write an essay
on the issues in a chapter is after the class has debated them.

Selecting some of the sources listed in the bibliography to read in their
entirety should keep those who become caught up in this material out of
trouble.



Prologue

Thinking independently

One truth is clear, Whatever is, is right.’
(Pope, 1688-1744, Epistle i, Line 289)

Most issuers”® of financial reports believe that whatever is, is basically right
in financial reporting. For example, Flegm, a prominent issuer, referred to
“The discipline, reliability, yes, even the artistic beauty of {the double-entry,
historical cost-based financial reporting system}...” (Flegm, 1989, 95). This
conforms with the view stated in several places in this book, that we finan-
cial reporters® in effect currently paint pretty pictures® rather than report.

1 Contrast this:

in Voltaire’s satire, Candide ... In the face of repeated and horrendous cata-
strophes, {Dr.} Pangloss keeps insisting that “all is for the best in this best of
all possible worlds.” Voltaire’s point . . . is that Pangloss is a fool and that this
is the worst of all possible worlds.
(Wallace, 1969, 138)
Voltaire was a contemporary of Pope.
Also, Veblen said that

the law of natural selection, as applied to human institutions, gives the axiom:
“Whatever is, is wrong.” ... the institutions of to-day ... are the result of a
more or less inadequate adjustment of the methods of living to a situation
which prevailed at some point in the past development . . .

(Veblen, 1899, 207)

2 The term issuers is emphasized in this book rather than the more commonly used
term preparers to focus on those who have the authority to issue financial reports
and are therefore responsible for their contents—management and the board of
directors—not merely those who draw up the reports: “Originating these com-
munications are identifiable members of the management and the board of dir-
ectors” (Herman Bevis, 1965, 8). The SEC also refers to them as “issuers,” for
example in Rel. No. 33-8039. The quality of the management of the reporting
entity by the issuers is implied by the reports, as discussed in Chapter 2.

3 Here the term financial reporter is emphasized to focus on those who prepare, issue,
and audit financial reports, and to de-emphasize the other functions of those com-
monly called accountants. Chapter 1 discusses the related functions of bookkeep-
ing, accounting, and financial reporting and, by implication, the related functions
of bookkeepers, accountants, and financial reporters. Newspeople who write about
financial reporting are referred to as financial journalists.



2 Prologue

Some issuers emphasize “pragmatism,” which can be taken to mean what-
ever is, is basically right. For example, the Business Roundtable, whose
members are the chief executive officers of major U.S. corporations, stated
that “A more pragmatic, preparers-oriented’ approach is needed” (Business
Roundtable, 1998, 13, emphasis added). This contrasts with the user-oriented
approach emphasized in this book and in some courses on financial report-
ing: “The focus of many accounting curricula is evolving from a preparer
approach to a ... user orientation” (Bline and Cullinan, 1995, 307). An
executive of the American Stock Exchange agrees: “we have been pleading
for what we would call a user-orientation in developing principles and prac-
tices of accounting and financial reporting” (Kopp, 1973, 54). Sterling
pleaded for “decision oriented financial accounting” (Sterling, 1972).

Financial reporting apparently is the only activity in which the providers of
products or services look to the needs and desires of the providers rather than
the needs and desires of the consumers to determine how to design the prod-
ucts or services. Why can’t the issuers of financial reports adopt, for example, a
slogan similar to Siebel’s “EBusiness for a customer-driven world,” or follow
the example of the AICPA Special Committee on Financial Reporting, which
titled its report “Improving Business Reporting—A Customer Focus”?

Other issuers say changes proposed are “too conceptual, not practical, too
academic” (Wyatt, 1989a, 126)—for example, “[the FASB} should be
independent, but not in an ivory tower manner that doesn’t take into account
the practical effects of its decisions” (Hansell, 1997, D9, quoting a spokesman
for Reed, chairman of Citicorp and chairman of the Business Roundtable), or
“‘unnecessary’ and ‘confusing’” (Petersen, 1998¢, D2), which appears simply
to mean they don’t want to change. Livingston, who in 1999 became Presid-
ent of the Financial Executives Institute, the organization of leading financial
executives in business, was quoted as saying that “‘the United States has a
great [financial reporting} system, and we hope there isn’t too much tinkering
with it"” (Journal of Accountancy, 1999a, 13). (I wonder if you will agree with
Livingston after you finish reading this book.)

A few teachers of financial reporting also say that we should look to what
we do to see what we should do, for example, “theory-building ... in
accounting [is} abstracting from a mass of observations of accounting prac-
tices . ..” (Jjiri, 1971b, 5). However, if theory building in transportation, for
example, were abstracting from a mass of observations of transportation

4 Lowenstein and Brown said about the Enron collapse in 2001 that

If auditors understood that their true client is ... the investing public—they
would see their interest is in disclosing a true picture, not a prettified one . . .
hundreds of companies have used the gray areas of accounting to paint prettier
pictures of themselves than they deserve. . .

(Lowenstein, 2002, A22; Ken Brown, 2002, C1)

5 Also, “During the 1980s, ... companies and trade associations racheted up their
lobbying of the FASB for preparer-friendly standards” (Zeff, 2003b, 273).
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practices at the beginning of the nineteenth century, jet planes would never
have been invented:

If customers who took the long coach ride from London to Edinburgh
around 1800 were asked how service could be improved, they would be
likely to mention the need for fresh horses, better springs on the coach
and improved inns along the way. Few, if any, would have suggested
inserting the passengers in a metal tube and flinging them through the
air at 500 mph in the direction of Scotland.

(Burton and Sack, 1991, 118)

Financial reporters in practice have to apply current GAAP: “To obtain
general acceptance of the ‘rules of the game’ is desirable; otherwise chaos
would ensue” (Kam, 1990, 526). Most also support it:

history records no unwillingness quite so persistent as the unwillingness
of mankind to abandon time-honored principles.
(MacNeal, 1970, 184)

Attempts to depart from {traditional} conventions run into opposition

similar to that encountered by any violation of long-established traditions—

people automatically assume that the conventional practices are correct.
(Arthur L. Thomas, 1975a, 13)

All change in habits of life and thought is irksome.
(Veblen, 1899, 199)

No system smiles on the challenging of its axioms.... It develops
sincere intolerance.

(Durant, 1950, 930; 1963, 70)

When all around take fundamental ideas for granted, these must be the
truth. For most minds there is no comfort like it.
(Barzun, 2000, 23)

Financial reporters are generally too busy to question current GAAP.
They have all they can do to apply it. They don’t think about whether their
product is information. Were they to think about it, they would probably
assume it is; after all, people pay them a lot of money for it. In 1932, the
AI[CP}A Special Committee on Co-operation with Stock Exchanges stated
that “There is no need to revolutionize or even to change materially corpor-
ate accounting...” (AICPA, 1963, 11). (In fact, for example, Chapter 10
discusses how amounts, such as depreciation, that result from allocation
aren’t information, and Chapter 22 discusses how amounts that result from
application of SFAS No. 52 aren’t information.)
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However, some don’t support it. For example, a president of the AICPA
said that “the continued preparation of useless [acquisition cost—also called
‘historical cost’} data is intolerable. In fact, it is downright suicidal” (Marvin
L. Stone, 1971, 146). (As chairman of his firm of outside auditors,® he had to
engage in such “suicidal” behavior every day.) MacNeal describes such data
as “deceptive, and frequently quite meaningless, figures ...” (MacNeal,
1970, 180). Another president of the AICPA, Chenok, tells the following
story:

A pilot made an emergency landing and asked someone where he was.
After the person told the pilot he was in a corn field, the pilot told the
person he must be a CPA. The person was astounded and asked how he
knew. The pilot said because the person’s answer was completely reli-
able but absolutely irrelevant.

That president was instrumental in establishing the AICPA Special Com-
mittee on Financial Reporting and drafted its charge, which called for a
“consideration [of] the need for ... value’ based information ...” (AICPA,
1991, 1).

Students have to learn current GAAP and know that they will eventually
have to apply it. They don’t necessarily have to agree with it. To be sure, the
theory section of the CPA examination requires new financial reporters to
defend current GAAP, but that’s a requirement only to repeat the conven-
tional wisdom, not necessarily to believe it. In fact, ferment characterizes
financial reporting thought, especially among those who teach it. Issues
abound:

One is left ... with a sense of bewilderment that a discipline that
appears so mundane and practical to some can be so ... ridden with
issues . . .

(Riahi-Belkaoui, 1993, 41)

Interminable and inconclusive debates on alternative solutions to con-
troversial issues seem to be a hallmark of the accounting discipline . . .
(Lemke, 1982, 287)

6 Those commonly called “independent auditors” are called “outside auditors” here
because, as discussed in this book, especially in Chapter 2, the extent to which
outside auditors are actually independent of their clients is currently in question.

7 Value is a chameleon term with multiple and usually undefined meanings and
should be used with utmost care if at all: “Accountants have . . . attached conflict-
ing meanings to ‘value’” (Baxter, 1966, 23).
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We fight fierce battles over them:

Contemporary financial accounting displays . . . unresolved disputes over
fundamentals, warring schools of thought . . .

(Arthur L. Thomas, 1979, 24)

The relative advantages of the different measurement bases have been
... bitterly debated . . .
(Revsine, 1973, 10)

Durant was pessimistic: “On the high seas of reason, on the battlefield of
ideas, [rlefutations never convince” (Durant, 1961; Durant and Durant,
1975). 1, in contrast, believe that at least in financial reporting, the issues
can at length be solved. If nothing else, we may need to change the ques-
tions we are asking.

This book discusses the major issues in financial reporting.

The necessity for financial reporters to think
independently

Defined doctrines ... put the mind to rest instead of to work. [We
need} a sense of humor to question [our} ideas. [But we should} be skep-
tical even of our skepticism.

(Durant, 1950, 929; 1939, 22; Durant and Durant, 1975, 492)

This book is purposely controversial, because controversy is the essence of
issues. Instilling a habit of independent thinking about financial reporting
to help get away from supporting the conventional wisdom in financial
reporting without reflection is a primary objective of this book.®

There’s nothing wrong with supporting the conventional wisdom as long
as it’s not done without reflection. (I believe that reflecting on the conven-
tional wisdom in financial reporting would result in abandoning it, as
indicated throughout this book.) You should support nothing without
struggling with it, both the conventional wisdom and challenges to the con-
ventional wisdom, “to throw off the yoke of the inherited dogma and reex-
amine the fundamentals” (Sterling, 1979, ix). Those of you who are or will
become financial reporters should be prepared to practice the conventional
wisdom in financial reporting but question it and work to change it when-
ever and wherever you can and believe it should be changed.

Books on financial reporting generally ask readers to learn what current

8 Similarly, in the “Preface to the Japanese Translation” of his Theory, translated
into English, Sterling urged teachers of financial reporting “not {to} just mind-
lessly teach and use the conclusions (GAAP or standards) supplied to you by
somebody else.”
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concepts are and what we are currently reguired to do. But “learning [may
be} a formality unrelated to understanding” (Chambers, 1969, 150). In con-
trast, I ask you to think about what the concepts should be and what we
should do. Though people are unhappy to be asked to learn, they are even
more unhappy to be asked to think. Philosophers, for example Bertrand
Russell, have said that: “Most people would sooner die than think; in fact,
they do so” (quoted in Robert Byrne, 1988, 14). Durant said that “only a
small proportion of any generation . .. think their own thoughts instead of
those of their forebears or their environment” (Durant, 1953, 525).
Rousseau bemoaned “the weary effort of thought” (Rousseau, 1953, 593). In
commenting on the effect of extreme specialization in industry, de Toc-
queville said that “men are so busy acting that they have little time to
think” (de Tocqueville, 1969, 642).

Some financial reporters have said the same—for example: “Once a certain
notion is accepted and used, it is extremely difficult to drop procedural and
mental patterns associated with that notion” (Vatter, 1955, 373, quoted in
Melcher, 1973, 108). And a financial journalist had a piece in the Wal/ Streer
Journal with the heading, “Mean Old FASB: Forcing Us to Think” (Holman
W. Jenkins, Jr, 1999).

In this book, in addition to the views of others, I have forthrightly stated
my own views, some of which may change in the future, and in some areas I
have added my own solutions to the issues for which I have provided support.
In contrast, a wait-and-see attitude about issues in financial reporting may
sometimes be seen in the financial reporting literature. For example, Kam
stated the following: “Whether we agree with {Thomas} or not, it is to his
credit that he has made us more conscious of the need for real-world evidence
to support what we do in accounting”™ (Kam, 1990, 296). I don’t share that
attitude. I would rather be wrong than uncertain,'® unless I have no basis on
which to choose—I feel I can always change my mind. Contrast this from a
review of another book on financial reporting issues: “edition ... presents a
maximum of useful, factual, traditional material with a minimum of analy-
sis, supported criticism, or innovation” (Sorter, 1983, 655).

In a mode opposite to my forthrightness, for example, Henderson and
Peirson observed, “It is difficult to see how a cash outflow can be interpreted
as a cash inflow” (Henderson and Peirson, 1980, 183). (That’s comparable to
saying that “it’s difficult to see how up can be interpreted as down.”)
Skinner observed, “It seems probable that ... capitalizing all leases ...
would not be readily accepted”!! (Skinner, 1987, 96). Roberts and colleagues
said, “Presentation of the ... equity section in the balance sheet could be
reduced to a single line item” (Roberts ¢ a/., 1990, 35), and Lipe said that

9 He was referring to Thomas’ views on allocation, discussed in Chapter 10.
10 Similarly, “it {is} worse to be irresolute than to be wrong” (White, quoting
Strunk, in Strunk and White, 1979, xvi).
11 Chapter 25 describes the strenuous opposition that would likely ensue.
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“financial statement users need to exercise caution if the recognition of gains
on debt at the onset of financial distress becomes accepted practice” (Lipe,
2002, 179). Here is a comment on such mild kinds of expressions: “There is
a widespread phobia about being positive or definite or unequivocal about
statements of principle and rules” (Chambers, 1969, 595). I have no such
phobia,'? and my strongly stated views provide you with grindstones on
which to sharpen your swords to use against me. Would you be interested in
contesting views stated meekly?

Though I have attempted to be evenhanded (except in the Epilogue), bias is
bound to creep into any book such as this, through selection of references,
empbhasis, and the like. You should challenge the proponents and opponents of
every side of every issue, including me. Your attitude should be that I may be
as wrong as anyone else; you should trust your own judgment. My views are
obviously no more worthy of uncritical acceptance, of the bandwagon effect

12 Observers in other fields also have no such phobia. For example, de Tocqueville
stooped to arguing ad hominem against a political opponent:

on becoming a minister {M. Hébertl remained attorney general to the
marrow of his bones, and he had the icy character and face for it. You must
picture a narrow, shrunk, weasel face compressed at the temples; forehead,
nose and chin all pointed; cold, bright eyes and narrow, drawn-in lips; add to
this a long quill usually held across his mouth, which at a distance looked
just like a cat’s bristling whiskers, and you have the portrait of a man more
like a carnivorous animal than any other I have seen.

(de Tocqueville, 1979, 25)

(Compare that description to Hubbard’s description of an auditor in footnote 6
in Chapter 24.) Also, de Tocqueville quoted a newspaper reporter as saying:

“In this whole affair the language used by Jackson [the President} was that of
a heartless despot exclusively concerned with preserving his own power.
Ambition is his crime, and that will be his punishment. Intrigue is his voca-
tion, and intrigue will confound his plans and snatch his power from him. He
governs by corruption, and his guilty maneuvers will turn to his shame and
confusion.”

(de Tocqueville, 1969, 182)

A professor of ecology and evolution said this about views that Professor Behe, a
molecular biologist, stated in a book on Darwin’s theory: “Behe’s ‘scientific’
alternative to evolution ultimately becomes a confusing and untestable farrago
of contradictory ideas” (Coyne, 1996).

Also, consider the forthrightness of the title of one of my articles: “Current
Replacement Value Accounting—A Dead End,” and of the title of a draft article
of mine: “How the Defects of Current Generally Accepted Accounting Prin-
ciples Prevent Successful Auditing of Amounts in Financial Statements” (which
is taken from material in Chapter 10), and of this conclusion of another of my
articles: “the information provided under the replacement price principle [is
unintelligible, uncorroborable, and irrelevant}. ..” (Rosenfield, 1969b, 797).

Of course, being forthright and unequivocal doesn’t necessarily mean you're
right. Behe may still be right and de Tocqueville, the newspaper reporter,
Coyne, or I may be wrong.
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described below, than are those of any others. “Contradiction is not always
refutation; a new theory does not necessarily denote progress” (Freud, 1939,
169). With Thomas, “this {book} will ... rais{e} as many questions as pos-
sible about its own validity” (Arthur L. Thomas, 1969, 105).

Rosenthal wrote that

Before I left for California, a friend asked if I was going with an open
mind about the anti-immigration movement. Yes, like a car with a
sliding roof panel, open but not really convertible.

(Rosenthal, 1995, A31)

My mind, in contrast, is not only open but convertible (in a few places in
this book, such as on page 270, changes in my positions have been noted),
and yours should be too. Vested interests in one’s own views is fatal to intel-
lectual integrity and growth.

However, long-considered views shouldn’t be abandoned lightly:

An open mind is all very well in its way, but it ought not to be so open
that there is no keeping anything in or out of it. It should be capable of
shutting its doors sometimes, or it may be found a little drafty.

(Samuel Butler, quoted in Auden and Kronenberger, 1981, 354)

And the following has been characterized as an invaluable saying: “Let us
not keep our minds so open that our brains fall out.”

The following are among the ideas to which I subscribe that color my dis-
cussion of issues in this book. Each of these ideas isn’t conformed with—at
least occasionally—today in financial reporting or in the financial reporting
literature (please correct me in areas in which you believe the ideas are
unsound, if any):

1 Financial statements should

a Contain only information that represents phenomena that have
existed or occurred external to the reports and their underlying doc-
umentation'® and external to the thoughts of the issuers about the
future (246).1

b Report the financial effects of all events and transactions that have
affected the reporting entity that meet reasonable criteria (241).

13 The last four words were added to avoid the FASB’s position concerning, in
Sterling’s terms, a blob of ink representing another blob of ink. See the discus-
sion in Chapter 3.

14 The references are to the pages in the text on which examples of the nonconfor-
mances are discussed.
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¢ Reflect nothing that didn’t happen or that’s fictitious by definition
(289, 403, 436, 478).

d Reflect the use of only those formulas that track the financial effects
of events that have occurred (244).

e Reflect the existence of the reporting entity apart from all other
entities with which it’s associated (187, 189).

f Not incorporate false assumptions (188, 384, 433).

g Report only the reporting entity’s side of each of its transactions and
relationships with other entities (195, 196).

h  Not affirm and deny the same thing (218).

i Reflect inflation and deflation (228, 260).

j Emphasize the needs of the users of the statements if the needs or

desires of other parties to financial reporting conflict with the needs
of the users (237, 243, 246, 383, 440, 449).
k Obey the rules of arithmetic (446).

Financial statement amounts that can’t be audited successfully shouldn’t
be represented as having been audited successfully (247).

Financial reporters shouldn’t play tricks on the users (58).

The events that have occurred and have affected a reporting entity should
be analyzed to determine the financial effects they have had on the report-
ing entity to decide how to report on those effects; the causes of the events
should be ignored in making such decisions (the causes of assets and lia-
bilities may need analysis to determine when they came into existence)
(16,77, 385, 428, 463, 476, 481, 484).

Issues that have long evaded solution in financial reporting should be
solved or reformulated (75, 186, 452, 504).

We financial reporters shouldn’t be required to act as though
something important to financial reporting is the opposite of what it is
(121, 153).

The map isn’t the territory (124, 205, 221, 231, 233, 251, 437).

A cause and its effect only either occur simultaneously or a cause pre-
cedes its effect in time (161, 167, 281).

The future is only a helpful concept that exists only in the mind (165,
282).

Nothing about the future need be considered in order to determine and
report history (168).

Financial reporters shouldn’t represent as assets things that aren’t assets,
especially if they’re losses (205, 484).

The equity of a reporting entity is only a helpful concept that exists
only in the mind (211).

Accrual covers a variety of bases other than the cash basis (273).

Costs aren’t assets (235).

The balance sheet" shouldn’t, in effect, be turned into a footnote to the
income statement (236).
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Financial reporting standards setters shouldn’t prohibit issuers from
providing the most current and most relevant information in the report-
ing entity’s financial statements (472).

Financial reporting shouldn’t be designed merely as a ritual (256).

Users shouldn’t be forced to tolerate the intolerable (262).

Misleading names and misleading shorthand descriptions of concepts
and principles shouldn’t be used in financial reporting (287).

The government as an income-taxing agency is no friend of yours (431).
Bookkeeping by the reporting entity can’t be a cause of events outside
the bookkeeping records, such as creating liabilities (437).

We financial reporters shouldn’t be required to do anything we can’t do
(460n2).

Incurring liabilities causes costs, not vice versa (474)).

Unsuccessful operations can’t eliminate liabilities (433).

Discharging employees can’t eliminate liabilities (478).

Active leases aren’t executory contracts (493).

One can’t forfeit what one doesn’t have (though one can forfeit an
opportunity one does have to obtain what one doesn’t have) (478).

You should develop tentative views of your own on the issues (a person’s

views should always be tentative: “Certainty is not necessary for life ... a
high degree of probability suffices” [Durant and Durant, 1975, 144}), test
them, think them through, and adjust them with new knowledge and new
thinking of your own and of others. You should never allow anyone to lead
your thinking down the garden path about financial reporting (or, for that

15

The name balance sheet refers to only technical aspects of the statement: (1) it
reports the balances of the so-called real accounts after they have been closed and
(2) the totals of the amounts on the two sides of the statement are equal: the
statement balances. It doesn’t refer to the information it reports or should
report, as the names income statement and statement of cash flows do. The statement
is sometimes called by its other name, the statement of financial position. However,
as discussed in Chapter 10, the balance sheet as currently designed doesn’t
report the financial position of the reporting entity at the reporting date
(nothing we now do does, though the outside auditor’s standard report says that
we do). It’s justifiably described there as a mere footnote to the income state-
ment. So, calling it a statement of financial position is inaccurate:

The balance sheet . .. is scarcely a statement of financial position within the
usual meaning of that term. . .

(Chambers, 1969, 65)

the balance sheet has little claim to being a statement of financial position at
the accounting date. It does not realistically represent the resources employed
in the business.

(American Accounting Association, 1991, 92)

When and if the defects of the balance sheet are rectified, the name szarement of
Jfinancial position would be justified.
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matter, about any other area of life'®). You should never succumb to “the
bondage of tradition and authority” (Durant, 1950, 1004). My point is to
urge you not to sacrifice your judgment, your reason in considering issues in
financial reporting, but, in considering them, “to engage in the labors of the
mind . .. the trouble of thinking . ..” (de Tocqueville, 1969, 458, 692).

In contrast:

Heaven’s Gate {whose 39 members voluntarily departed this life to go
to the “level above human”} was a cult with strict mind control ... In
one posting on the Internet, Heaven’s Gate listed some of the “offenses”
members should avoid: trusting one’s own judgment {and} having
private thoughts ... “We wanted our brains washed,” said a former
Heaven’s Gate member. “There’s a lot of joy in it.”

(The Record, 1997a, L-12)

The issues, positions, analyses, and arguments presented in this book are
used as sources of debating points at the end of each chapter on issues to
help you think independently. I would appreciate receiving for revisions of
this book the results of debates you might have that contain

e analysis or arguments contesting analysis or arguments presented on
positions presented

e analysis or arguments not presented for or against positions presented

e positions not presented on issues presented, together with analysis or
arguments for or against them

® major issues not presented of interest to you, including positions on
those issues plus analysis or arguments for or against them.

Why consider issues?

in order to be of increased service, accountants must maintain a lively
interest in emerging developments in accounting and must be prepared
to adapt to meet new challenges.

(Editor’s Notebook, 1973, 39)

16 At a dialogue among three clergymen of three different faiths I attended, the
host clergyman spoke last and said that when the first clergyman spoke, he was
so eloquent that if you had heard only him, you would have surely agreed with
him. The host said that when the second clergyman spoke and said the opposite
of what the first clergyman said, he was so eloquent that had the dialogue ended
then, you would have surely changed your mind and agreed with him instead.
The host then proceeded to say what he presented as the truth of the matter.
You should take my word for what I say simply because I say it no more than
you should have taken the host clergyman’s word for what he said simply
because he said it.
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Why should financial reporters consider issues in financial reporting anyway?
Because, among other reasons, knowing current practice isn’t enough to
practice well.

First, practice isn’t cut and dried. There is much room for judgment.
Areas exist in which current rules are unclear or ambiguous. Sound applica-
tion of current rules requires thorough understanding of the reasons given in
support of and in opposition to them and of practices that are proposed to
replace current rules and the reasons given in support of and in opposition to
them.

Second, economic activities and conditions change (as discussed below in
“Forces for change”), and current rules must be adapted or new rules
adopted to report on the new circumstances. Before the changed or new
rules are available, practitioners must practice. They must act as practition-
ers did before profession-wide rules were issued, individually inventing prac-
tices to fit the circumstances:

knowledge [of concepts used with care} may ... provide guidance in
resolving new or emerging problems of ﬁnanc1al accounting and report-
ing in the absence of applicable authoritative pronouncements ... in
dealing with situations not yet clearly covered by standards.

(FASB, 1980b, introduction and par. 11)

Financial reporting is a learned profession, and its practice, as with the
practice of any such profession, requires knowing more than simply its rules.
A responsibility of any financial reporter is to keep current on challenges to
those rules, to the status quo. Financial reporting is always in a state of
change, and those who are involved in that process should have a voice in
the changes that are made. But that voice will be heard only if it’s articulate
and soundly based.

Financial reporting affects people’s fortunes, or at least they act as though
it does. They therefore attempt to influence the development of financial
reporting practices. Some favor maintaining the status quo; they contend
with others who favor change. And those who favor change in one direction
contend with those who favor change in other directions.

Forces for the status quo

inertia and a reluctance to think through possibilities for improvements
in reporting are powerful impediments to change.

(Skinner, 1987, 513)

Strong forces for maintaining the status quo cause financial reporting prac-
tices as a whole to resist sudden or broad changes:

In both the accounting profession and the corporate community, potent
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forces exist which oppose any serious rethinking of traditional account-
ing conventions—even at the expense of the relevancy of the financial
data which those conventions yield.

(Harold Williams, 1989, 45)

it has been asserted that changing the accounting for [stock-based

compensation, pension liabilities, postretirement benefits, derivatives,

and business combinations} would be the end of Western Civilization.
(Foster, 2003, 3)

We financial reporters fear to “plunge into the unknown” (AICPA, 1994b,
II, 4, 7); we have an “aversion to change” (Adkerson, 1978, 32).

Conservative issuers, outside auditors, standard setters, and
regulators

One such force is the natural tendency of the practitioners of any practical
art and their leaders to be conservative and to resist change. They don’t like
to modify practices practitioners use, especially if they have used them for a
long time: “Accountants are unlikely to decide unilaterally that their hard-
earned expertise is obsolete and submit themselves to a painful retraining
process” (Henderson and Peirson, 1980, 31). Also, contemporary financial
reporting practices are rules of the game, and people don’t like to have rules
changed in the middle of the game: “Any accounting standard that changes
the score keeping will change the way the game is played, and people who
have been playing the game will scream foul at the rule changes. ..” (Harold
Williams, 1989, 45).

The FASB itself is essentially conservative. The FASB went out of its way
to say as much in its conceptual framework:

The recognition criteria and guidance in this Statement are generally
consistent with current practice and do not imply radical change. ..
The Board emphasizes that the definitions in this Statement neither
require nor presage upheavals in present practice.

(FASB, 1984a, par. 3; 1985a, par. 170)

A committee of the American Accounting Association holds that that
conservative conceptual framework is the ideal against which standards
should be judged: “we believe a high quality standard should be consistent
with the FASB’s ‘Conceptual Framework’...” (American Accounting
Association, 1998, 162). The remainder of this book demonstrates a belief
that that framework is far from ideal.

The former conservatism of the SEC is exemplified by the response of
Barr, its chief accountant, when told in 1969 that the AICPA had just pub-
lished the APB’s Statement No. 3, “Financial Statements Restated for
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General Price-Level Changes” (see Chapter 11). His response was blunt,
simple, and unequivocal: “We’re against it.”

Practice, education, and research

The current relationship among financial reporting practice, education, and
research also contributes to maintenance of the status quo. That kind of thing
has long existed. For example, Kepler complained in 1618 that “academies . . .
are concerned not to have the program of teaching change very often . . . fre-
quently . .. the things which [are taught} are not those which are most true
but those which are most easy” (Kepler, 1618-21). Tabori reports that

In 1624, the followers of Copernicus and Galileo were banished from
Paris and those who stayed behind were forbidden under penalty of
death to “teach tenets differing from those of the old and accepted
authorities.”

(Tabori, 1993, 156)
And in the nineteenth century,

people clung to ... the idea that a star like the Sun might keep hot for
long enough to explain events on Earth simply by shrinking very slowly
under its own weight, turning gravitational potential energy into heat
as it did so. It was Eddington who finally squashed this idea ...: “Only
the inertia of tradition keeps the contraction hypothesis alive—or
rather, not alive, but an unburied corpse.”

(Gribbin, 1999, 185)

Education in financial reporting is designed mainly to prepare students
for practice. Further, practice determines education in financial reporting,
perpetuating the status quo. Hatfield says that “Accountants . . . rely on reit-
eration in lieu of argument”!’ (Hatfield, 1927, 273). Having been taught
contemporary practices, the students later apply them in practice and many
are unaware of possibilities for change. One purpose of this book is to cut
into that circle and foster such awareness.

The reciprocal interaction of education and practice on us financial
reporters provides a strong barrier to adoption of the results of research in
financial reporting. A former member of the FASB noted examples of bar-
riers to the acceptance in practice of research conclusions: simple inertia,
resistance to change, the research was undertaken by an academic, and the
need to accommodate the views of constituents to gain acceptability (Wyatt,

17 He contradicts himself on the next page, however. “The arguments adduced in
favor of valuing at cost or market, whichever is lower, are [a} brilliant ...
instance of flabby thinking...” (Hatfield, 1927, 274).
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1989a, 125). To a considerable extent, the researchers talk to each other but
not to students or practitioners: “the impact of accounting research on
courses is negligible. Its impact on the practice of accounting is less”
(Burton and Sack, 1991, 122).

Professional users’ resistance to change

Professional users of financial reports also tend to be generally conservative
and not eager to have financial reporting changed, except for the addition of
information (see “Demands for more disclosure” below):

Even though data contained in historical cost financial statements are
largely ignored, “users” of financial statements will still feel more com-
fortable with the status quo than with the unknown. Financial analysts
and other users will undoubtedly express grave concern over a whole
new set of unknown complexities.

(Marvin L. Stone, 1971, 149)

For example, the Financial Accounting Standards Board’s experiment in its
SFAS No. 33 (see Chapters 11 and 13), which required large companies to
present supplementary information incorporating changes in prices while
assets are held and changes in the general level of prices—inflation'® or
deflation—and which might have been the first step to incorporating that
information in the main financial statements, didn’t excite the enthusiasm of
financial analysts.

Chapters 10 and 17 discuss views expressed by investors and creditors
interviewed by the AICPA Special Committee on Financial Reporting and
their resistance to significant change to financial statement design.

Forces for change

only those professions that adjust their institutional underpinnings to
the needs of society survive.
(Bedford, 1971, 137)

Significant forces for change in financial reporting practices also exist.

18 This term is unfortunate. “Inflation” sounds like something good, building
something up, like inflating a tire. The emphasis would better be placed on the
debasemenr of money. People would then refer to the debasement rate rather than
the inflation rate. No one could confuse that with something good. People
might then work harder to prevent it.
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Changes in the environment

Changes in the environment in which the reporting entities operate are the
strongest force for change in financial reporting practices. The stockmarket
crash of 1929 and the inflation of the late 1970s in the U.S. are two
examples.

Before the crash, many companies increased the amounts at which they
reported their assets, mainly their land, buildings, and equipment,” to
make them more current, based on the belief that investors were influenced
by reported asset amounts more than by reported income amounts, in con-
trast with the opposite belief today. After the crash, the write-ups were
reversed and many companies even wrote their assets down below acquisi-
tion cost.

Many said those increased asset amounts contributed to the increase in
prices of common stocks leading up to the crash; for example, Clifford D.
Brown referred to “The speculative orgy of the predepression days based on
frequent and optimistic revaluations of assets, dividend distributions based
on inflated values, and heavy reliance on book values of stock...” (Brown,
1993, 69). Investors who had lost money rightly or wrongly placed part of
the blame on us financial reporters who had made or permitted the write-
ups. Thus burned, we financial reporters changed rules, instituted new
rules—"“in the United States ... upward revaluation was virtually outlawed
in the ’thirties...” (Chambers, 1979a, 40)—and vowed we would never
again permit assets to be reported at amounts greater than their acquisition
costs: “few people wish to see enterprises and accounting tangle again with
the revaluation approach often used in the 1920’s and 1930’s” (Littleton,
1953, 213). It was said that the financial reporters of that day would all have
to die before reporting of assets at greater than acquisition cost would again
be permitted. Kuhn is quoted as saying that “Conversions will occur a few at
a time until, after the last holdouts have died, the whole profession will
again be praticing under a single, but now different, paradigm” (Kuhn,
1970, quoted in West, 2003, 137). Likewise, the economist Samuelson said,
“knowledge advances ‘funeral by funeral’” (Samuelson, quoted in Wade,
1998, F6). The historian Barzun agrees: “old resisters could be gradually
argued into their graves” (Barzun, 2000, 38). Even today, issuers feel much
the same. For example,

It was common practice in the 1920s to “create” values through such
questionable practices as writing up one’s assets, but the 1929 stock

19 The literature commonly refers to these assets as “property, plant, and equip-
ment,” based on outdated terminology. Property in that expression refers to only
land, and plant refers to buildings. Also, the expression is ambiguous, because
property can be real property or personal property. This book refers instead to
land, buildings, and equipment.
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market crash and the subsequent congressional hearings which resulted
in the establishment of the SEC ended such “voodoo accounting.”
(Flegm, 1986, 48)

After more than a generation, double-digit inflation plus a nudge from
the Chief Accountant of the SEC caused us financial reporters to reconsider.
First the SEC in 1976 (Securities and Exchange Commission, 1976,
Accounting Series Release 190) and then the FASB in 1979 (FASB, 1979b)
temporarily required large companies to present supplementary information
reflecting current prices of assets held—often higher than their acquisition
costs—and reflecting the financial effects of inflation (see Chapters 11 and
13). For the moment, though, the primary financial statements reflect the
Depression mentality of acquisition cost now and evermore. The AICPA
Special Committee on Financial Reporting reflected that mentality in 1994:
“Despite the periodic call to do so, [standard-setters} should not pursue a
value-based accounting model”®® (AICPA, 1994a, 95). That’s ironical,
because the Special Committee also stated that “Complete information pro-
vided by the best sources enhances the probability that the best decisions
will be made” (AICPA, 1994a, 1). The incompleteness of acquisition cost
information is its worst defect (as discussed in Chapter 10).

Only time will tell whether the breakdowns of financial reporting that
accompanied the Enron collapse and the breakdowns in other companies
discussed in the Preface will result in fundamental changes in financial
reporting.

Changes in activities reported on

Some changes in the activities reported on in financial reports have caused
changes in financial reporting practices. An example is the increase in the
1960s in business combinations of previously separate reporting entities
arranged through transfers of ownership securities among the parties
involved. Such combinations were reported on by the pooling-of-interests
method.”!

That formerly accepted method minimizes the amounts at which assets
are stated at the time of a combination. It thereby permits reporting of
income after the combination, when the assets are used or sold, larger than

20 The Committee stated that, in spite of my imploring it, as AICPA staff to the
Committee, not to do so.

21 Illustrating that what goes around comes around, the Chairman of the FASB
stated at the end of 1998 that “The issues surrounding the [FASB’s} project [on
business combinations} are particularly important because the growth of
mergers has brought greater attention to perceived flaws and deficiencies in
existing accounting standards” (FASB, 1998e, 1). This renewed concern resulted
in SFAS No. 141, Business Combinations.
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permitted by the method of reporting on business combinations now per-
mitted, the purchase method (see Chapter 23). Proliferation of combinations
reported on that way led to the perception that abuses were occurring and
resulted in APB Opinion No. 16 with its twelve criteria that had to be met
to report on a combination by the pooling-of-interests method. APB
Opinion No. 17, “Intangible Assets,” requiring amortization of goodwill
related to business combinations, accompanied APB Opinion No. 16.

As indicated below and as discussed in Chapter 23, renewed concern over
the results of applying those two Opinions resulted in their reconsideration.
The result, SFAS No. 141, eliminated the pooling-of-interests method and
eliminated amortization of goodwill related to business combinations.
Instead, such goodwill not being amortized that’s subsequently determined
to have a finite useful life is tested for impairment. If it’s found to have been
impaired, an impairment loss is reported currently.

Curbing abuses

Financial reporting rules have been changed to curb practices that, though
desired by the issuers because of their incentives (see Chapter 2), were con-
sidered abuses and therefore harmful to the interests of the users of financial
reports.

An example is the rule requiring an all-inclusive income statement.
Before the rule was established in 1966 (AICPA, 1966b, par. 17), some
items of revenue, expense, gain, or loss were excluded from the income state-
ment and charged or credited directly to equity, on the grounds that they
were unusual in some way and including them in reported income would
give an unclear view of the earning power of the entity.”” That practice was
often called dirty surplus.

Because issuers of financial reports usually like to report income of the
reporting entities as high as possible, consistent with avoiding large fluctua-
tions in reported income from period to period (see Chapter 2), they tended
to report more charges than credits outside the income statement. A rule
was therefore established requiring all items of revenue, expense, gain, and
loss to be reported in the income statement with the exception of prior

22 The FASB has since said that presentation of earning power isn’t part of finan-
cial reporting:

procedures such as averaging or normalizing reported earnings for several
periods and ignoring or averaging out the financial effects of “nonrepresenta-
tive” transactions and events are commonly used in estimating “earning
power.” However, both the concept of “earning power” and the techniques for
estimating it are part of financial analysis and are beyond the scope of finan-
cial reporting.

(FASB, 1978, par. 48)

That quotation is also used in Chapter 5.
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period adjustments (AICPA, 1966b, par. 17). That practice was often called
clean surplus.

Recently there has been some erosion of clean surplus, with items of gain
or loss pertaining, for example, to investments in securities and to reporting
on foreign operations now required to be reported outside net income. And
the AICPA Special Committee on Financial Reporting has recommended an
addition to the list. Those of us who were there when the clean surplus rule
was established thought the barn door had been locked. It hadn’t.?

Responses of standard-setters and regulators

Though standard-setters and regulators are among the conservative parties
in financial reporting, as discussed above, some changes in practice have
been responses of standard-setting bodies or regulators to perceived prob-
lems, to reduce the number of available alternative reporting practices, or to
establish what they consider sound practice: “In spite of the oft-quoted quip
that no one ever erected a statue to a committee, it is not impossible for
committees to innovate” (Solomons, 1986, 196).

Two key examples concern reporting on income taxes and reporting on
oil- and gas-producing activities.

Starting in the 1940s, companies began to report on income taxes sup-
posed to be related to certain types of transactions in the periods in which
the transactions occurred instead of the periods in which the income taxes
appeared in their income tax returns. By 1967, there was considerable diver-
sity in the types of transactions to which the procedure was applied and in
the ways in which it was applied.

By issuing APB Opinion No. 11 in 1967, the Accounting Principles
Board (the predecessor of the FASB) not only eliminated alternative prac-
tices in reporting on income taxes but also extended to all current transac-
tions the practice of reporting income taxes related to the transactions
currently, by requiring comprehensive interperiod income tax allocation (see
Chapter 21).

Also, the FASB in its SFAS No. 19 required all oil- and gas-producing
companies to report on their exploration costs using the successful efforts
method of reporting, one of the two methods then in use. It prohibited the
full cost method of reporting, the other method then in use. However, the
SEC forced the FASB to rescind that prohibition (see Chapter 19).

Demands for more disclosure

Financial analysts want more disclosure. For example, they have become spe-
cialists: some concentrate on retail businesses, some on railroads, some on
steel companies, and so on. With the arrival of conglomerates—businesses

23 See the discussion of comprehensive income in Chapter 9.
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in a variety of industries combined into single companies or groups of com-
panies—financial analysts became frustrated, because the information reported
on undifferentiated jumbles of many kinds of activities. In consequence, a
rule was established that requires disclosure of information by segments
along industry lines, and recommendations have been made to strengthen
the rule.

Strange results = more change

Rules for translating foreign money amounts have changed several times (see
Chapter 22). No matter what we financial reporters have done in this area,
people have considered the financial statement results to be strange. When
enough people complain about the rules in effect and the financial statement
results they give, we change the rules again, always in the hope that the
latest change will be the final answer.

Research

Several kinds of research are performed for financial reporting, including
that carried on by the FASB for its projects. They are generally described as
conceptual or empirical, which are best done in combination, as in any other
kind of research. That's often called hypothesis formation and testing. Some
researchers emphasize one kind and others the other, as do, for example,
theoretical and experimental physicists. In recent years, the academic finan-
cial reporting literature has emphasized mathematical research. As indicated
above, academic research in financial reporting hasn’t thus far had much
effect on practice.

Felt need for a common set of international financial reporting
standards

The professional financial reporting organizations and the standards-setting
bodies in many countries have voiced a need for a common set of inter-
national financial reporting standards recognized by all. Achieving such
standards would be mainly choosing among the financial reporting stand-
ards required in the various countries on which to standardize rather than
developing new standards. The movement in the U.S. that recently resulted
in its elimination of the pooling-of-interests method of reporting after busi-
ness combinations reflects that development. Herz, Chairman of the FASB,
and Tweedie, Chairman of the IASB, recently voiced support:

In order to make {global}l markets work better, we need ... common,
high-quality accounting standards . . .
(Herz, in FASB, 2002d, 2)
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Let’s not mess about with preserving our existing standards. If the U.S.
has the best answer, change the international standard and vice versa.

(Tweedie, in FASB, 2002d, 2)

Broad principles versus detailed rules

A continuing controversy has been over whether standard-setters and regulators
should issue broad principles or detailed rules. Broad principles permit us
financial reporters to attempt to tailor the reporting to the particular circum-
stances, but can lead to inconsistent treatments. Detailed rules promote consis-
tency but foster the loophole mentality in which some seek to avoid the effects
of detailed rules once they are spelled out. Observers complain about that:

professional auditors ... seek ... loopholes in ... standards to exploit
for client benefit.

(Wyatt, 1989b, 96)

Every new rule breeds a profusion of finagles, and time is on the side of
the finagler . .. The mark of a profession is a commitment to excellence
... that commitment ... will not long survive ... the notion that the
job of the professional is to search out and exploit the loopholes in his
own standards.

(Gerboth, 1987b, 98, 99; 1988, 107)

FASB has bogged down in the specifics ... The predictable result has
been that creative Big Five accountants and chief financial officers have
simply structured ever more ingenious ways around them, [Professor}
Carmichael says. “FASB has had all along an unwillingness to specify
the objectives of their pronouncernents,”24 [Professor} Carmichael con-
tends.

(Liesman, 2002)

instead of complying with the letter of the law, [Professor Lev]} wants
auditors to delve deeper into . . . deals [creating special purpose entities}
and dig out their true ramifications ... Could the liabilities come back
to the company attempting to get them off the books?

(Nanette Byrnes, 2002b, 36, 37)

certain of the FASB’s standards have been rule-based, as opposed to

principle-based . .. all constituencies must make concerted efforts to

report transactions consistent with the objectives of the standards.
(Herdman, 2002, 5)

24 However, it occasionally does so. For example, it did so in its SFAS No. 52, but
with strange results. See Chapter 22.
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Standard-setters and regulators have recently opted for detailed rules.
However, SEC Chief Accountant Herdman recently stated that “We have
been working with the FASB to change its style to be more principle-based”
(Herdman, 2002, 5).

Chapter 17 discusses how the issue has come to the fore in the wake of
the Enron collapse.

In December 2002, the FASB issued a “Proposal for a Principles-Based
Approach to U.S. Standard Setting.” That initiative is part of the effort dis-
cussed in the preceding section on “Felt Need for a Common Set of Inter-
national Financial Reporting Standards” to close the gap between FASB
standards and international standards.

On July 25, 2003, the SEC issued an “SEC Study on Adoption by the
U.S. Financial Reporting System of a Principles-Based Accounting System,”
in which the SEC staff recommends that accounting standards should be
developed using a principles-based approach.

Bandwagons

We accountants have a tendency to allow our course to be influenced by
the fickle winds of fashion.
(Sterling, 1990b, 132)

A new point of view on financial reporting of some thinkers sometimes
becomes popular and is accepted quickly by other thinkers, who jump on
the bandwagon. That’s flattering to the original thinkers, but does their
cause no good. (Nevertheless, Chambers, one of the two leading exponents of
current selling price reporting [discussed in Chapter 14}, said to me,
perhaps jocularly, that he wouldn’t mind if the profession started chanting
his views.) The only worthwhile proponents of one’s views are those who
have wrestled with the issues enough to come to the same conclusion inde-
pendently. (All such proponents may still nevertheless be wrong.)

A bandwagon developed, for example, in favor of current cost reporting
with the publication in 1961 of a book® advocating it: “Edwards and
Bell[’s} ... proposal ... resulted in a growing number of followers” (Kam,
1990, 414). Current cost reporting was popular with reformers for about ten
years, but it was replaced with a bandwagon for current replacement value
reporting (see Chapter 13). With the failure of SFAS No. 33, fervor for
current replacement value reporting has dissipated.

The largest bandwagon may be considered to be the one for the most
influential book ever written about financial reporting, An Introduction to
Corporate Accounting Standards, by Paton and Littleton, published in 1940. It
provided justification for then current practice, which has hardly changed

25 Edwards and Bell, 1961.
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since that time. It is still used as the basic justification for current practice
(this is discussed more fully in Chapter 10).

Some nonstandard points of view that have been strongly supported

haven’t attracted a crowd, such as current selling price reporting (see
Chapter 14). That says nothing about the merits of those points of view.

Discussion questions

1

NN

10

11

12

Have you ever previously considered whether current GAAP in general
or in particular are sound?

a If not, was this because
i You were previously too busy learning the principles and their
application to think about whether they are good, bad, or indif-
ferent?
ii  You revered authority too much to think about that question?
If so, did you consider the principles in general or in particular?
¢ If in particular, which principles did you suspect might not be the
best?

Do you now care whether current GAAP are sound?

Are you willing to think about whether current GAAP are sound?

Do you feel that current GAAP is the best guide to the design of
GAAP?

Should the design of GAAP emphasize the desires of the issuers of
financial reports, or the needs of the users of financial reports?

Who would you trust more to guide your thinking about the soundness
of GAAP—issuers of financial reports, independent accountants,
teachers of accounting, or none of the above?

Do you now feel confident that you can evaluate the soundness of GAAP
in general or in particular, and defend your evaluation?

Are you willing to learn to better evaluate the soundness of GAAP in
general or in particular?

Are you willing to suspend judgment about the views of others cited in
this book?

Are you willing to suspend judgment about the conclusions reached in

this book?

a Are you offended by conclusions stated forthrightly?
b Do you think you will be influenced by the forthrightness of the
statements of conclusions reached in this book?

Do you now have opinions on the items in the list of ideas that color the
discussion of issues in this book?

Do you now in general favor the status quo or significant changes in
financial reporting?
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Setting the stage






1 The nature of financial reporting

the role of financial . . . reporting in the economy {is} to provide evenhanded
financial and other information that, together with information from other
sources, facilitates efficient functioning of capital and other markets and
otherwise assists in promoting efficient allocation of scarce resources in the
economy.

(FASB, 1978, Prologue)

To begin consideration of contemporary issues in financial reporting, it is
helpful to set the stage with discussions that provide background for suc-
cessfully dealing with the issues. This chapter begins that task.

A clear understanding of the nature of financial reporting is essential to
the sound solution of issues in financial reporting.

Issuers and users

Only recently has the report user become the subject of serious attention
in accounting circles.

(Lee, 1979, 36, 37)

Financial reporting is a two-party transaction, in which (1) the issuers of a
financial report (discussed in Chapter 7), who control its preparation, provide it
to (2) the users of the report, who use it in the hope that it will help improve
their financial decisions about the reporting entity as a whole.

That financial reporting involves users is often lost sight of by issuers,
outside auditors, and standard-setters. In 1961, the AICPA Director of
Accounting Research, in a study of the fundamentals of financial reporting,
purposely didn’t explore the needs of the users: “anyone who stresses ‘useful-
ness’ as a criterion, in accounting or elsewhere, must answer the two pointed
questions—useful to whom and for what purpose? And herein lies the
danger” (Moonitz, 1961, 4). Weetman and Gordon commented: “Most of
the arguments against Sprouse and Moonitz {a related study} mentioned
usefulness in their criticisms” (Weetman and Gordon, 1988, 25). The
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issuers of the financial statements of Enron and of the other companies that
had financial reporting breakdowns discussed in the Preface apparently
didn’t make the welfare of the users of the statements their primary
concern—Klein quoted Goldwasser as saying that “Andersen {Enron’s
outside auditors} . . . lost sight of their duties to the public” (Klein, 2002).
The needs of the users of financial reports weren’t formally explored in
the official financial reporting literature until the end of the 1960s, in
American Accounting Association, 1966 and AICPA, 1970c. That revolu-
tion hasn’t yet fully reached the consciousness of the profession. Some still
decry the shift in emphasis to the needs of the users; for example, Anton
recently complained about “a decided shift in emphasis in external reporting
to providing data primarily for decision making by present or potential

equity share holders. This emphasis ... has had some pernicious effects”
(Anton, “Foreword,” in Flegm, 1984, vii). Yet, as Solomons pointed out,
“Before designing a product . .. it is necessary to consider what purpose or

purposes the product is to serve” (Solomons, 1989, 9).

Though the FASB’s CON1 and CON2, issued in 1978 and 1980, cen-
tered on the users, the FASB has rarely referred to the users since they issued
those Statements. The Financial Accounting Standards Advisory Council,
which advises the FASB, was asked the following in 1994 in a questionnaire
sent to the Council to help it prepare for considering the recommendations
of the AICPA Special Committee on Financial Reporting: “What interim
steps can the Board take to incorporate the user focus ... into current pro-
jects and forthcoming standards?”—in effect confessing that the Board had
forgotten the users. (And Scott forgot that the AAA and the AICPA were
the first official organizations to emphasize usefulness: “The earliest ...
statement {of the decision-usefulness approach} comes from the FASB in its
Conceptual Framework project” {Scott, 1997, 581.)

In 2002, Pitt, Chairman of the SEC, stated that “...in the long bull
market we enjoyed, some in ... corporate America grew complacent and
forgot their responsibility of single-minded devotion to the needs and interests
of American shareholders” (Pitt, 2002, 2). On the contrary, corporate America
has not given much evidence that it ever recognized that responsibility. That
is the central lesson of the current financial reporting breakdowns.

As the Prologue states, the users are the parties whom the whole endeavor
of financial reporting should benefit.

Functions of records and reports

Financial reporting is the most recent variant of a process that began in anti-
quity," with records being kept of resources, obligations, and transactions

1 “The earliest reference to accounting in the Library of Congress . .. is an exhibit
of Sumerian administrative documents dating from 3945 BC” (MacNeal, 1970,
58).
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involving money, such as assessments and collections of taxes. Millennia passed
before the adoption of double-entry bookkeeping, some time before its first
detailed written description, by Paciolo in 1494 (Brown and Johnston, 1963).

Management

Until the separation of ownership and control of businesses and the develop-
ment of credit markets involving participants who don’t know one another, the
records were kept to help persons and organizations manage their personal and
business affairs. Some of those persons kept their own records; other people and
organizations had servants or employees keep the records for them.

Financial statements

Littleton observed that “Paciolo . .. {made} no provision for financial state-
ments” (Littleton, 1933, 84). However, summary reports eventually began
to be produced from the records for the use of the persons or organizations
whose affairs were the subject of the records, to help them appraise and
better manage those affairs.

Financial statements are the heart of financial reports (see Chapter 17):
“Financial statements are the center of business reporting ... few suggest
the current framework should be scrapped and a new one developed”
(AICPA, 1994a, 5, 26). Of course, it’s possible to drape many kinds of archi-
tecture on a given framework. Most of the issues in financial reporting
pertain to financial statements.

Accountability

If agents were entrusted in any way with those affairs, the records and
reports could also be used by the principals periodically to determine how
the agents had fulfilled their accountability responsibilities—honesty in
dealing and success in operations, also sometimes called stewardship, though
stewardship is sometimes more narrowly construed as merely custodianship of
the assets. As late as 1964, a leader of the profession defined financial state-
ments solely in terms of accountability: “The financial statements discussed
here are the general-purpose, accountability statements designed to report
on the position and progress of a business enterprise. ..” Miller, 1964, 43).
Some still define financial reporting solely in terms of accountability—for
example: “stewardship reporting of managers to absentee owners is the
foundation of today’s financial reporting” (Flegm, 1989, 94). Also, it is

2 “Records have been discovered of a thirteenth-century Florentine banking house
which describe various business transactions during ... 1211. The entries ...
were of the cross entry type which later gave rise to double entry” (MacNeal,

1970, 59, 60).
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correct that “accountability is the cornerstone of all financial reporting in
government” (GASB, 1987).

Economic decisions

In contrast with the emphasis on accountability, the AICPA and the FASB
defined financial reporting in terms of making economic decisions, which
conforms with the definition of financial reporting in the third paragraph of
this chapter:

The basic purpose of financial accounting and financial statements is to
provide quantitative financial information about a business enterprise
that is useful to statement users, particularly owners and creditors, in
making economic decisions.

(AICPA, 1970c, par. 73)

Financial reporting is ... intended to provide information that is useful
in making business and economic decisions . .. {Its] objectives . .. stem
largely from the needs of those for whom the information is intended

. the stewardship role of accounting may be viewed as subordinate
to and a part of the decision making role, which is virtually all
encompassing.

(FASB, 1978, par. 9; 1980Db, par. 28)

Armstrong reported that “only 37 percent of the responses to the discussion
memorandum on the objectives supported this user orientation” (Arm-
strong, 1977, 77)

May stated the importance of the difference between the use of financial
reports for accountability and dividend decisions and their use for making
economic decisions:

“Whether the experience of a company in the recent past is likely to be
repeated in the near future is practically immaterial if financial state-
ments are to be considered as reports of stewardship or as guides to the
profits that may properly be distributed.’ It is of paramount importance

3 Issues in financial reporting are too complex to tolerate such colloquial terminol-
ogy. Profits aren’t distributed. Assets, mainly cash, are distributed:

Profits are not a physical “thing” that can be disposed of, retained, or paid out.
Profit is the name given to the change in a company’s net assets that results from
selected operating, financing, and investing activities during a period . . .

(Heath, 1978, 101)

May’s thought here, soundly stated, is: “guides to the cash that may properly be
distributed based on reported profits.” Further, Chapter 9, footnote 9, discusses
the use of the term “net assets.”
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if they are to be used as a guide in determining whether to buy, hold, or
sell securities.”
(May, 1951, 21, quoted in Sprouse, 1963, 688)

Controversy exists today between those who emphasize the accountability
function of financial reporting and those who emphasize its function in
helping make economic decisions, reflected in diverse conclusions on the
issues in financial reporting and therefore diverse policy recommendations.
For example,

Some present-day accountants seem to assume automatically that
“accountability” means accountability in terms of {acquisition} costs . . .
Thus, by invoking the word “accountability” they somehow invoke a
defense for [acquisition} cost and a weapon to be used against {other
measurement bases].

(Devine, 1985a, 71)

Regardless of whether financial reports are intended to serve economic
decisions or merely for accountability, users use them for economic
decisions, and their design therefore needs to accommodate that. Thus, on
the arrival of the separation of ownership and control, of markets for owner-
ship shares, and of debt instruments with parties acting through impersonal
exchanges, the reports that had been used for management and accountabil-
ity were and are also used with little or no change for economic decisions by
persons operating in those markets. Thus, current financial reporting is the
progeny of unconscious adoption of record-keeping methods and reports
invented for purposes—management and accountability—other than its
current central purpose involving economic decisions by persons not
involved in the running of the reporting entity.

That’s not an unknown kind of progression. The first automobiles were
“horseless carriages” with fringes and buggy whip holders, but the purposes
and uses of automobiles were and have been studied, and they have been
redesigned to better meet those purposes and uses (though their power is
still rated in terms of horses). Most products and services except financial
reports, regardless of their origin, are currently designed and improved
mainly to serve and better serve the users of the products and services.
Financial reports, in contrast, continue to provide buggy whip holders in the
days of Formula One racing cars, as discussed throughout this book. And
“the persistence of an accounting technique is [not} proof of the utility
of the resulting information. It is feasible ... that business firms have
prospered in spite of accounting, rather than because of it” (Chambers,
1969, 72).

Though airplanes were invented by bicycle-makers, they weren’t first
made as fancy bicycles. They were designed from scratch with the purpose of
flight in mind. The additional need of financial reporting to serve the
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economic decisions of its users is relatively new. If there had been no history
of management and accountability reporting, devices would have been
invented from scratch to serve that need too. That didn’t happen.

Those who consider issues in financial reporting should bear in mind the
baggage it carries from its ancestors serving other needs:

Like all human institutions, {accounting principles} have tended to
remain static while conditions have been steadily changing.
(MacNeal, 1970, 70)

the passing on of practices as traditions disregards the shifts in the
context of practice ... A practical art may, thus, come to be practically
artless, though ancillary functions may secure its persistence.

(Chambers, 1966, 346)

They should compare current practices with those that might have been
developed from scratch to serve the new need. Part of the charge to the
AICPA Special Committee on Financial Reporting from the AICPA Board
of Directors in 1991 in effect was to do just that: “to recommend ... the
nature of the information that should be made available to others by man-
agement” (AICPA, 1991). This charge in effect acknowledges the remark-
able fact that the organized profession hadn’t previously carefully considered
the nature of the information needed by the users of its product for decision-
making.

Financial reporting as mapping

The FASB has noted an analogy that has been made between preparation of
financial reports and map-making:

An analogy with cartography {map-making} has been used to convey
some of the characteristics of financial reporting . . . symbols (words and
numbers) in financial statements stand for ... economic things and
events pertaining to an entity existing and operating in what is some-
times called the “real world.”

(FASB, 1980b, par. 24; 1985a, par. 6)

In financial reporting, the financial statements, the underlying records, and
the thoughts of the issuers of the statements that have been incorporated
into the statements (as discussed in Chapter 7) are analogous to the map; the
conditions of the reporting entity that exist and existed and the financial
effects of events that have occurred to the reporting entity outside the finan-
cial reporting system are analogous to the territory. Others have observed
the same, for example,
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Financial statements are . . . in essence, maps of economic territory.

(Heath, 1978, 97)

accounting is compared to financial map-making, where maps have to
be accurate and faithful.
(Riahi-Belkaoui, 1993, 76)

Accounting is financial mapmaking.

(Solomons, 1978, 7)

Mapping is a helpful metaphor for representativeness (see Chapter 3):
data in the minds of the issuers of the financial statements as portrayed in
the line items of financial statements, in the financial reporting map, should
purport to represent external phenomena—financially related events and
conditions that occurred, existed, and exist external to the reports, phenom-
ena in the financial reporting territory.

Chapter 4 discusses abuses of the concept of mapping in financial reporting.

Venture reporting versus time period reporting

The preceding section describes the first of three ways in which financial
reporting didn’t evolve completely in fundamental areas, in that case from
accountability reporting to reporting for accountability and economic
decisions. This section discusses the second, not evolving completely from
venture reporting to time period reporting. Chapter 8 discusses the third,
not evolving completely to the concept of the reporting entity as the sole
focus of attention.

Venture reporting

Venture reporting was used for ventures, for example, one in which a ship
was bought and provisioned and hands hired to start the voyage, and, if the
ship returned (many didn’t), the ship and cargo were sold and the hands
were paid at the end of the voyage and the venture. The costs of the voyage
were matched with—subtracted from—the revenue, and the excess was
deemed to be income. Because the risks were great, profits for successful
ventures were great.

Time period reporting

Only historians make divisions; time does not.
(Durant, 1935, 138)

Staubus observed that “[under} venture accounting ... periodic reporting
was not used” (Staubus, 1977, 397). However, reporting entities generally
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no longer operate discrete ventures, so periods of time have been substituted
for ventures as the units that the reports cover:

Time periods. The financial accounting process provides information
about the economic activities of an enterprise for specified time periods
that are shorter than the life of the enterprise. Normally the time
periods are of equal length to facilitate comparisons. The time period is
identified in the financial statements ... decision-makers need ...
information about the enterprise’s degree of success” periodically. . . .
(AICPA, 1970c, par. 119; 1973b, 21)

Venture reporting links the financial effects of two classes of events, charac-
terized as efforts and accomplishments. In contrast, pure time period report-
ing analyzes and reports separately on the financial effects on the reporting
entity of each event. As discussed next, current financial reporting retains
vestiges of venture reporting in the concept of matching.

Incomplete evolution

The switch was not complete. . .

(Sterling, 1968, 501)

The evolution wasn’t complete. Some didn’t mind; they thought that the
reports should cover hybrids between ventures and time periods. For
example, Goldberg said that “A profit and loss statement is merely a
summary of ventures related to each other by virtue of their concurrence
through a particular period of time” (Goldberg, 1965, 95). The AICPA
Study Group on the Objectives of Financial Statements honored such hybrid
reporting with a concept: “Earnings Cycles: All business enterprises engage
in related activities aimed at goals. These related activities are defined as
cycles” (AICPA, 1973b, 27). The FASB picked up that concept: “Both an
entity’s ongoing major or central activities and its incidental or peripheral
transactions involve a number of overlapping cash-to-cash cycles of different
lengths” (FASB, 1984a, par. 36).

The matching concept, popularized by Paton and Littleton in Standards,
which “easily qualifies as the academic writing that has been most influ-
ential in accounting practice” (Storey, 1999, 1, 21), incorporates that
hybrid. Revenue is now tallied at the end of what are considered to be iden-
tifiable operations (“ventures”), when it’s said to be “realized,” and the costs
considered to be attributable to the operations that are considered to have
ended are tallied and matched with—again, subtracted from—revenue to

4 This refers to what this book calls “achievement” already achieved, especially in
Chapter 16. Chapter 16 states that decision-makers also need information to help
them judge the reporting entity’s current prospects for future achievement.
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determine the income for the reporting period in which the identifiable
operations ended. Matching is based on associating causes and effects of
events (see Chapter 9).

In fact, Paton and Littleton believed venture reporting was still the ideal
and time period reporting only a “substitute”: “Time periods are a conve-
nience, a substitute, but the fundamental concept is unchanged. The ideal is
to match costs incurred with the financial effects attributable to or signific-
antly related to such costs” (Paton and Littleton, 1940, 15). They thought
that time period reporting may be an unfortunate tradition: “Fortunately or
unfortunately the tradition of annual reckonings has become firmly estab-
lished . ..” (Paton and Littleton, 1940, 77). Gilman agreed: “the third major
convention of accounting ... one which has proved most troublesome ...
the convention of the . . . accounting period” (Gilman, 1939, 73).

Matching is a vestige of venture reporting.

Supporters of time period reporting criticized such hybrid reporting:

the accounting period . . . has been flouted. . .
(Chambers, 1989, 15)

the disavowal of the venture concept necessitated periodic reporting . . .
however . .. only the variation in quantities was accounted for. . . . Since
the value of the components is a product of two coefficients {the quan-
tity and the price}, the concept should be extended to cover the [price}
as well as the quantities.

(Sterling, 1968, 500, 501)

Adoption of the conclusion in Chapter 14 would complete the evolution
from venture reporting to time period reporting. With the current limbo
between the two, the dates and periods stated at the tops of financial state-
ments can’t be relied on to indicate the contents of the statements, and the
users are fooled as to those contents. For example, improvements in current
possession of or access to consumer general purchasing power (see Chapter
11) that occurred in previous periods is often reported as income of the
current period. Also, expected expense of future periods is sometimes
reported as actual expense of the current period (this is discussed in, for
example, Chapters 21 and 24).

Financial accounting versus financial reporting

The process that’s the subject of this book has been thought of as financial
accounting (thus the name Financial Accounting Standards Board), simply
preparing accounting documents seemingly with the only purpose to recite
history: “nearly all of our current GAAP were solidified before the profession
became interested in objectives” (Staubus, 1977, 16). Even the names of the
processes involved in financial reporting given by the FASB perpetuate that
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misconception. The FASB calls the two main processes measurement and recog-
nition. Assets, liabilities, revenues, expenses, and the like are “measured”—
often simply calculated (see Chapter 6)—and then “recognized” in,
incorporated “into,” financial statements: “Recognition is the process of for-
mally recording or incorporating an item into the financial statements of an
entity as an asset, liability, revenue, expense, or the like” (FASB, 1984a, par.
6). Issuance by the issuers and use by the users isn’t suggested. Such a
process may involve only one party, the issuers in their role as preparers,
who look inward (as discussed above, the FASB in effect has forgotten about
the users):

We accountants are doing accounting for accountants’ sake, not for use
by investors, creditors, underwriters, analysts, boards of directors, and
regulators who are the people that we accountants should aim to
please . . . Accounting should not be done for the benefit of accountants.

(Schuetze, 2001, 4, 16)

On the contrary, the issuers (including the preparers) of financial reports
aren’t simply in the business of accounting—of measuring and recognizing—
which requires only one party; they are essentially in the business of
reporting, which requires two parties, the issuers and the users:

If the [FASB} were to be renamed today, it might well be called the . ..
Financial Reporting Policy Board ... The word “reporting” rather than
“accounting” better conveys the breadth of {the} subject.

(Heath, 1988, 110)

The SEC now issues “Financial Reporting Releases.” Until 1982, they were
referred to as “Accounting Series Releases” (Sutton, 1997, 97, 97n). Also, on
April 1, 2001, the trustees of International Accounting Standards Commit-
tee changed the name of International Accounting Standards to Inter-
national Financial Reporting Standards (hetp://www.iasc.org.uk/frame/
cenl_13.htm).

Issuers essentially report assets and liabilities and changes in them rather
than merely measure and recognize them. Thinking inward about measuring
and recognizing permits financial reporters to forget that there are users out
there with needs that have to be served for which financial reports should be
designed, which is the only excuse for the activity of financial reporting.

Further, as reporss, financial statements should

* Report solely information about phenomena pertinent to the reporting
entity outside the reports and the reporting system (this is considered in
Chapters 3 and 4).

* Report information about the financial effects of events, changes in con-
ditions that occurred to the reporting entity, not financial effects of
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events that one believes might occur later to the reporting entity or
financial effects of events that might have occurred to the reporting
entity but didn’t (this is considered in Chapter 7).

In sum, financial statements need to report what is and what happened,
outside of thoughts of the issuers about the future. (Measurement problems
may make determining what is and what happened difficult or impossible in
specific circumstances. Approximations or surrogate measures may some-

times help {see Chapter 6}.)

Functions of bookkeeping, accounting, and financial
reporting

Thus the separate but related functions of bookkeeping, accounting, and
financial reporting need to be kept in mind by those who would consider
issues in financial reporting.

Functions of bookkeeping and accounting

Bookkeeping and accounting serve management, by providing both of the
following:

e Help for control and management, i.e. the means to help control and
manage the operations of the reporting entity. Flegm calls control “zhe
principal goal of accounting...” (Miller and Flegm, 1990, 40). His refer-
ence to accounting apparently means financial reporting, because the
article in which he stated that was about how the FASB should set
standards, and the FASB is concerned only with financial reporting.
But the principal goal of financial reporting isn’t control; that’s one
of the principal goals of management accounting. The principal goal
of financial reporting is providing information for outsiders. The
support by Flegm, a management accountant, for the acquisition cost
basis, shown, for example, in the first paragraph of the Prologue, is
compatible with underrating the goal of providing information for
outsiders.

e Developing information for financial reporting, i.e. help in developing
some of the information financial reporting provides.

Outside auditors are concerned with both functions. They, along with
internal auditors, are concerned with the control function, to prevent and
detect fraud. Their contribution in this area is substantial and growing.
They are also concerned with the information financial reporting provides.
However, as discussed in Chapter 10, the defects of current GAAP mainly
prevent efforts of outside auditors to contribute in connection with this
function.
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Functions of financial reporting

As indicated above, financial reporting, in contrast, serves the users, by
providing both

o Help for appraising accountability, i.e. providing users with information to
use in judging how the management and the board of directors have
discharged their accountability responsibilities.

o Help for economic decisions, i.e. providing users with information to use to
attempt to help them make economic decisions, especially investment
and credit decisions, about the reporting entity as a whole.

Because this book considers issues in financial reporting, it emphasizes the
functions of financial reporting. It deals with the functions of bookkeeping
and accounting only peripherally, as they relate to financial reporting.

Conflict of functions of financial reporting in the issuers’ minds

The two functions of financial reporting are somewhat complimentary. After
judging how management and the board of directors have discharged their
accountability responsibilities, the users of financial reports can better deter-
mine what actions to take, if any, concerning both

®  Management and the board of directors, the issuers of the reports
e Making and retaining investments and credit positions in the reporting
entity:

Unless stewardship means mere custodianship ... stockholders need
essentially the same information for that purpose as they do for
making investment decisions.

(Storey and Storey, 1998, 98, citing FASB, 1978, pars 50-53)

However, because financial reports are issued by management and the
board of directors and report on the discharge of their own accountability
responsibilities, the two functions of financial reporting conflict in the
minds of the issuers and color their behavior concerning the reports. The
issuers are naturally concerned primarily with the actions the users might
take concerning them based on the reports (their incentives {see Chapter 2}
are to a considerable extent based on the possibility of such actions). The
issuers are concerned only secondarily with making the reports serve well
their function of helping the users decide whether to make and retain invest-
ments and credit positions in the reporting entity. That conflict of functions
in the minds of the issuers is the cause of most of the issues, the controver-
sies, and, especially, the current inadequacies of financial reporting in
serving its functions.
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To solve the conflict of functions, a suggestion is sometimes made to
move the authority to issue financial reports from the current issuers, the
management and the board of directors, toward others, such as the report-
ing entity’s outside auditors (for example, in Miller, 1964). Though that
suggestion has mainly fallen on deaf ears, and implementing it would
indeed cause major problems of its own, it deserves study because of the
extent to which the current conflict of functions in the minds of the
issuers harms the quality of financial reporting. (The lobbying issuers do
on individual issues [see Chapter 2] would be nothing compared with the
lobbying they would do against this suggestion if an attempt were made
to put it into effect.)

Financial statements versus economics

Financial statements and economics have in common a concern with eco-
nomic resources. They have fundamental differences, however. Financial
statements should contain solely verifiable representations of the financial
effects on the reporting entity of events involving economic resources that
have occurred to the reporting date. In contrast, economics deals mainly
with thoughts of people about the future concerning economic resources.
Concepts of income in financial statements and economics should therefore
differ. That they don’t do so completely has harmed financial reporting, as
discussed in Chapter 12.

Financial reporting versus financial analysis

what information the accountant should supply and what should be left
to the decision maker who has access to accounting and other informa-
tion deserves careful consideration.

(Hanna, 1982, 269n)

In contrast with financial reporting, financial decisions are made based on
comparisons of personal opinions that concern the strengths and prospects of
improving the strengths (see Chapters 16 and 17) of the entities in which
investments or loans may be made or retained. The opinions may be formed
by the persons making the decisions or by the persons’ advisors. In any case,
the personal opinions may be improved if they are based on factual informa-
tion in financial statements. The process of turning information in financial
reports and other information outside of financial reports concerning status,
progress, and prospects into personal opinions on which to base financial
decisions is called financial analysis:

[The} perspectives [of financial reporting and financial analysis} are dia-
metrically opposed ... Because assets and liabilities are both the result
of past transactions and events, so is the accounting measure of net
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worth. Financial analysis, on the other hand, assesses, estimates, and
gauges value solely in terms of expectations {thoughts} of the future.
(Association for Investment Management and Research, 1993, 17)

Financial statements should be (but aren’t) free of opinions, expectations,
and other thoughts of the issuers about the future (this is discussed above

and in Chapter 7). Therefore,

The point at which the accountant’s responsibility should end and that

of the analyst begin is neither clear nor fixed ... There are many
examples. Preparation of statements of changes in financial position . . .
earnings per share data ... forecasts of earnings ... classification of

assets and liabilities as current. . .

(Heath, 1978, 72)

In a number of areas, diverse positions are taken on issues depending on
where those taking the positions draw the line between financial reporting
and financial analysis. For example, “Mr. Halvorson dissents to the Opinion
because he believes the subject matter [of earnings per share} is one of finan-
cial analysis, not accounting principles...” (AICPA, 1968, Dissent). The
American Accounting Association agrees: “earnings per share ... is a naive
measure ... ‘performance,” even in a business context, is too complex and
multidimensional a concept to be reduced to any single indicator” (Amer-
ican Accounting Association, 1991, 89).

This book concludes overall that present GAAP is over the line, that to a
considerable extent it presents analysis rather than reports, especially con-
cerning prospects (see Chapter 16). It also concludes (in Chapter 5) that
injecting financial analysis into financial statements in order to stabilize
income reporting is a pervasive fault of current GAAP.

Financial reporting versus income tax accounting

in so far as taxation rules are allowed at all to influence reported results
and financial positions they interfere with the proper function of finan-
cial statements. . . .

(Chambers, 1969, 239)

Income taxes grew out of financial reporting, with its concept of income.
Their purposes differ, the one to raise revenue and serve certain social object-
ives and the other to inform. But income tax accounting nevertheless
hobbles the development of financial reporting. The most prominent
example in the U.S. is the LIFO booking requirement: “the history of LIFO

5 This passage is also quoted in Chapter 12, in another context.
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[shows]} that as early as 1938 an accounting principle became generally
accepted by act of Congress” (Moonitz, 1974, 34).

LIFO is often considered an advantageous income tax treatment. The U.S.
Congress required taxpayers to use it in their financial reports in order to be
permitted to use it in their income tax returns, though one has nothing to
do with the other. The likely reason was that Congress had some doubt that
LIFO would be a good income determination procedure for any purpose and
felt reassured only by seeing financial reporters use it in their reports.

Worse, the alternative minimum tax incorporates all of financial report-
ing’s income statement choices in determining income tax liabilities, and by
a feedback effect influences those choices. In many other countries, the
income tax laws also have pervasive effects on financial reporting.

As indicated by the quotation that begins this chapter, the quality of
financial reporting affects the quality of decisions about the allocation of
resources in a private enterprise economy such as ours, and therefore affects
the well-being of us all. Congress shouldn’t hamper financial reporting
through the income tax laws. Devine even suggests that “the many special
needs of the taxing authorities merit a new concept that may be so different
that it no longer should be termed income” (Devine, 1999, 236).

A science or an art?

It was formerly fashionable to debate whether financial reporting is a
science or an art. Those who wanted it to be relatively free of rules and to
leave much to the judgment of the issuers presumably promoted its classi-
fication as an art, and those who wanted more discipline in it promoted its
classification as a science. The debate bore no fruit, and is no longer
engaged in.

If the activity of financial reporting has to be classified, it perhaps should
be considered a practical art, like engineering, carried out to serve people’s
needs. Chambers thought so: “Accounting has generally been regarded by its
practitioners as a practical art. ..” (Chambers, 1966, 342). Like engineering,
it should be based at least partly on knowledge of the way the world oper-
ates, that is, scientific knowledge, and should conform with relevant scient-
ific insights. But also like engineering, it will always require the ingenuity
and creativity of its practitioners.

Discussion questions

1 Do you agree with the definition given for financial reporting?
What are the implications of the analogy between mapping and finan-
cial reporting?

3 Do you consider the primary function of financial reporting to involve
accountability or economic decisions?

4 Describe the evolution from venture reporting to time period reporting.
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5

6

State the relationship between the matching concept and venture
reporting.

How are bookkeeping, accounting, and financial reporting related, and
how do they differ?

Describe the conflict of functions of financial reporting in the issuers’
minds. How does it harm financial reporting?

Describe how financial reporting is related to and differs from eco-
nomics, financial analysis, and income tax accounting.



2 The incentives of the parties to
financial reporting

It may simply not be feasible for the FASB to properly implement the
objectives contained in the conceptual framework until incentives are in
place for its constituencies to acquiesce to the necessary standards.

(Ronen and Sorter, 1989, 72)

When financial reporting practices have been advocated, reasons for the
choices made have usually been given, but many seem like only good reasons
in place of real reasons. Self-interest rules:

pressures {arel applied by powerful business lobbies, elements in the
financial community, departments of the Government, and members of
Congress to promote one or another accounting practice that would
favor special interests.

(Zeff, 1994, 15)

A Chairman of the FASB noted the “conflicting ... interests of those
affected by the financial reporting process” (Kirk, 1989b, 85). In contrast,
P. R. Brown is almost Utopian: “Each constituent potentially affects
formulation of the FASB decisions by providing thoughtful and theoretic-
ally sound input...” (Brown, 1982, 283).

A former issuer of financial reports commented that contending that
parties to financial reporting attempt to serve their own self-interest is a
challenge to their integrity and honesty. However, the great majority of the
parties to financial reporting are dedicated, honest professionals whose
integrity can’t be questioned. Nevertheless, it’s natural for each class of
party to financial reporting to look out for themselves.

Of course, people don’t confess in their arguments that they are essen-
tially serving their self-interest: “the protracted arguments ... have not
generally overtly recognized the vested interests that stand to gain or lose by
how the argument goes...” (Solomons, 1986, 231). Issuers criticize rules
that don’t serve their self-interest with terms such as “aren’t effective” and
“too costly,” for example:
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Individual members of the Business Roundtable, a powerful lobbying
group, have been criticizing the FASB ... Roundtable members have
told the SEC that some rules of the chief rule-making body aren’t effect-
ive and are too costly for companies to implement.

(Berton and Ricks, 1988, 4)

Positive and normative research

A full understanding of issues in financial reporting requires a consideration
of the reasons we financial reporters advocate one solution or another to the
issues. Two related avenues of research are concerned with the reasons for
choices we financial reporters make among existing and proposed financial
reporting practices.

One avenue, positive accounting theory (PAT), a relative newcomer, is
said by its proponents to be the only scientific kind of financial reporting
theory: “the concept of positive theory {is} the concept used in science. ..”
(Watts and Zimmerman, 1986, 8). PAT has as its objective “to explain and
predict accounting practice” (Watts and Zimmerman, 1986, 2)—that is, to
see why the issuers choose the practices they choose and to predict the prac-
tices they will choose. The proponents of PAT describe “Another popular
view . .. that the objective of accounting theory is the provision of prescrip-
tions for regulation of accounting and corporate disclosure {that is} norm-
ative...”! (Watts and Zimmerman, 1986, 4, 350). (Normative issues in
general concern not what people do but what they should do, which is the
main subject of this book: “it is the role of professional knowledge to gener-
ate ... normative propositions pertaining to human conduct” {West, 2003,
1171.) Watts states that “...positive research in accounting [has} sup-
planted normative research” (Watts, 1994, 33). PAT proponents believe a
normative approach isn’t a theory: “By itself, theory ... yields no prescrip-
tions for accounting practice. It is concerned with explaining accounting
practice” (Watts and Zimmerman, 1986, 7). Sterling retorts that

it 75 normative to say that accountants ought to make their numerals
correspond to some phenomena, but it is zo¢ unscientific. On the con-
trary, the correspondence concept is often described as the basic scientific
norm since it is indispensable to the requirement that scientific research
be verifiable.

(Sterling, 1990b, 12)

1 Two authors straddle the issue. They first state that “Normative theories explain
what should be, whereas positive theories explain what is.” They then contradict
themselves, saying that “The goal of accounting theory is to provide a set of prin-
ciples and relationships that provide an explanation for observed practices and
predict unobserved practices,” which rules out normative theories (Schroeder and
Clark, 1998, 1).

2 This contrasts with his statement quoted below in the text.
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Rather than being concerned with what is or isn’t a theory, this book is
concerned simply with how to make financial reporting better serve the pur-
poses it should serve, that is, not only with what the issuers do and why they
do it but also with what they should do. This book is about issues concern-
ing what the issuers should do, about improving financial reporting.

Proponents both of PAT and of improving financial reporting agree that
research in financial reporting should start by determining what the issuers
do currently. Such an inquiry is presented in general in Appendix B to
Chapter 3 and in Chapter 10 and in particular in various other chapters.
There is no apparent reason why the two kinds of research should start with
different descriptions of what the issuers do currently, so proponents of PAT
presumably could start with the same inquiry.

PAT goes from the description of what the issuers do currently to an
inquiry as to why the parties at interest make the choices they do in select-
ing or recommending financial reporting practices in each of the various
areas: “a precondition of a positive theory of standard-setting is understand-
ing management’s incentives”(Watts and Zimmerman, 1978, 113). In con-
trast, the effort to improve financial reporting follows up the description of
current practice by

1 Setting up goals for financial reporting
Seeing to what extent current financial reporting meets the goals

3 Recommending revisions in what financial reporting does in an attempt
to help it better meet the goals.

The goals have been stated by various observers recently in terms of the
needs of the users of financial reports.

Like science, PAT can’t help in setting priorities: “Science . . . is silent on
ultimate . .. values and aims...” (Durant, 1953, 14). The issuers of financial
reports have their own foremost priority for financial reporting, which is
their own welfare: “Corporation management . . . is invariably interested pri-
marily in its own situation. ..” (Skinner, 1987, 28). That conflicts with this
book’s foremost priority for financial reporting, which is the welfare of the
users of financial reports and of society in general. Those conflicting prior-
ities lead to conflicting answers to the issues in financial reporting about
what the issuers should do, as discussed throughout this book.

Though PAT doesn’t directly work toward improving financial reporting,
it might have the indirect result of inciting others to work toward improv-
ing it. Positive theorists concede that “a positive theory can have normative
implications once an objective function is specified” (Watts and Zimmer-
man, 1990, 148, citing Jensen, 1983), and Watts states that “positive
accounting theory is demanded for the normative prescriptions that can be
generated from it” (Watts, 1999). Jensen stated that “In the end, of course,
we are all interested in normative questions; a desire to understand how to
accomplish goals motivates our interest in ... positive theories” (Jensen,
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1983, 320). He explained that that includes predicting how the various
parties would react to a proposal to change financial reporting practices and
how they would react to the changed information if it’s produced.

Conflicting incentives

the magnitude of political costs imposed by the improper alignment of
incentives.
(Ronen and Sorter, 1989, 74)

Financial reporting affects the parties to financial reporting, especially the
users, the issuers, and the outside auditors, and that gives them strong
incentives to influence the design of financial statements. The incentives of
the issuers and the outside auditors may conflict with the needs of the users.
The proponents of PAT are deeply concerned with the incentives of the
parties. Observers of financial reporting other than the proponents of PAT
rarely if ever inquire into those incentives, into their motives (perhaps they
think it unseemly). However, it’s helpful for normative research in financial
reporting—in the effort to improve financial reporting—to consider those
incentives, to help see why current financial reporting is what it is and to
facilitate the design of a political course to move more effectively toward
improvement of financial reporting for the benefit of the users. Other reasons
for an inquiry into the incentives of the parties in normative research include
seeing their legitimate concerns and providing some help in appraising the
quality of the arguments they put forth on their positions on the issues.

PAT and the effort to improve financial reporting therefore have a
common interest in the reasons the parties support the financial reporting
practices they support—to inquire into their incentives.

The parties other than the users have had the most influence in establish-
ing financial reporting practices and standards. Those parties may say they
act disinterestedly, for the benefit of the users, an efficient market, or an
optimum allocation of resources in the economy, but that’s often not what
they do. Instead, there’s a “traditional unspoken doctrine of user subordina-
tion and management and accountant domination” (Staubus, 1977, 277).
Schmitt calls the users “Wall Street’s second-class players” (Schmitt, 2001,
40). Much of the contention on issues in financial reporting is caused not by
differences of opinion on how the world works or how to make it work
better, but by striving by the parties other than the users to achieve their
incentives. Because those parties have the power to influence the resolution
of issues in financial reporting, because financial reporting standard-setting
currently is essentially a political rather than a technical process, their incen-
tives and the sources of their power need to be understood by those who
would consider the issues. The Epilogue discusses this further.

The main classes of parties are users—typified by investors, creditors, and
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employees—issuers, outside auditors, citizens, standard-setters and regula-
tors, elected government officials, and teachers of financial reporting. Incen-
tives differ within and between the classes.

The material that follows on incentives is necessarily speculative, because
people typically don’t divulge their private desires. You are obviously free to
speculate for yourself. One test of the soundness of this material is its com-
patibility with what the parties do, which unfolds in subsequent chapters.

Incentives of users

Until shocks such as the Enron collapse and the financial reporting break-
downs in other companies discussed in the Preface hit the fan, users prob-
ably believed the other parties to financial reporting were looking out for
their interests satisfactorily. So the users haven’t been active in shaping
financial reporting: “financial statement users {are} badly outspent and out-
numbered in the ‘due process’ activities of the FASB” (Association for
Investment Management and Research, 1993, 78). That’s odd, considering
their stake in it. The AICPA Special Committee on Financial Reporting
recognized that lack in 1991, and centered its study on direct contact with
professional users in attempting to determine their needs (see Chapter 17).
It also recommended that standard-setting bodies and regulators should
henceforth include users of financial reports in their memberships and
actively seek their input in their deliberations (AICPA, 1994a, 113, 114).

Issuers and outside auditors have always been active in shaping financial
reporting, in both the reporting and standard-setting functions, so their
incentives have been addressed. It’s up to all to address the needs of the
users, towards which the whole effort of financial reporting should be
directed.

The incentive of individual investors and creditors as users generally is
only to obtain the best information to help them make their financial
decisions. They would probably want real income instability shown and
evenhandedness—not feigned stability in income statements (see Chapter 5)
and one-sided reporting based on conservatism in balance sheets (see
Chapter 10). And they dislike complexity: if anything, they would like
financial reports to be easier to read and understand. Hermanson said

As investors, we simply want clear, truthful information on how a
company has performed, how management expects it to perform in the
future and what key risks face the company.

(Hermanson, 2002, 14)

But financial reports are used intensively for financial decisions mostly by
a special kind of user—professional analysts and advisors as users serving the
decision-makers. Those users have some incentives that could influence
financial reporting if acted on, for example if their views as expressed to the
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AICPA Special Committee on Financial Reporting and used as the basis of
its report are given weight. Their incentives are to have a good track record
in advising clients on investments compared with other advisors, and to
have to put in only a reasonable amount of effort doing so.

Analysts and advisors might forego the addition of some useful informa-
tion in financial reports because their competitors would receive the same
information and they might believe they can obtain a monopoly on it by
obtaining it privately. Or they might object to changes because they would
have to change their methods of analysis. An analyst who trains other ana-
lysts told me he opposes the introduction of inflation reporting (see Chapter
11) because he would have to retrain them all.

Finally, stockholder users wear two hats. One is as investors, who, as users
of financial reports, want the best information to make the best decisions
concerning whether to increase, retain, or decrease their investments in the
reporting entity, and whether to support the current management and board
of directors. The other is as an interested insider, because of the effects the
success or failure of the reporting entity has on their interests. Wearing this
hat, they aren’t users of financial reports. Their interests are similar to those
of the issuers: they want any kind of reporting that will help the reporting
entity succeed as well as possible, for example by obtaining a lower cost of
capital, and they want any kind of reporting that will cause the unit price of
their stock to be as high as possible: “shareholders ... benefit from man-
agers’ choices of ‘loose’ accounting standards” (Revsine, 1991, 18). Those
desires are independent of and may compete with their desire as investors for
the best information.

For example, a spokeswoman for AOL was quoted as saying that a certain
kind of lease

“continues to provide a diversified source of tax advantaged, cost-

effective financing . .. our synthetic leases are disclosed in our financial
statements, and we believe they are in the best interest of our
shareholders.”

(Muto, 2002)

That's perhaps correct concerning shareholders as interested insiders.
However, the spokeswoman neglected to inquire as to whether they are in
the best interest of the shareholders as investors and in the best interest of
nonshareholder investors.

Incentives of issuers

the management group has an interest of its own to promote and
protect . .. The concealment or distortion of information may be viewed
as one expression of this.

(Chambers, 1966, 282)
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The issuers of financial reports are in charge of the operations of the report-
ing entities and the preparation and issuance of the reports. In a corporation,
the issuers are the management and the Board of Directors. Because the
management reports to the Board, the management and the Board may have
some conflicting incentives unless management controls the Board (which
they do in many corporations). However, because they both report to the
stockholders, they always have incentives in common.

Report card

Financial reports inescapably serve as a “tell-tale report card” (Loomis, 1989,
6). “Management wants to win . . . it wants to have a good report card” (Ster-
ling, 1973, 65; see Figure 2.1). To that extent, financial reports report on the
accountability of the issuers. They have the incentive to influence the messages
those report cards send. Those messages may haunt them. For example,

In response to intense pressure from investors, Jeffrey C. Barbakow
stepped down yesterday as chief executive of Tenet Healthcare, the
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Figure 2.1 Permanently grounded (reproduced by permission of Joe Martin).
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troubled hospital chain ... many investors have remained impatient
with [Tenet’s] weak financial performance. . .
(Abelson, 2003, C1)

A stunning 78% of the CEOs at the worst performing 20% of com-
panies in the S&P 500 have been replaced within the past five years.
(Reingold, 2003, 78)

They want financial reports to paint as good a picture as possible about their
administration of the entity, just as students want their report cards to paint
as good a picture as possible about their progress in school:

management is strongly motivated to render biased reports on its own
performance.

(Staubus, 2004b)

gamesmanship ... is ... played by those who report. They want to put
as good a face as possible on their numbers. . .
(Yager, 1988, 43)

one of the key insights of the modern theory of information is that
participants do not always have an incentive to disclose fully and accu-
rately all the relevant information. . .

(Stiglitz, 2002, A10)

You can ... disguise the cost of restructuring by timing big one-time
charges to coincide with gains on the sale of major assets. In 1987, GE
played down a $1 billion write-off this way. Last year United Technolo-
gies offset a $149 million write-off of slow-moving inventory with a
$137 million gain from the sale of subsidiaries.

(Hector, 1989, 24)

They want to avoid “the propagation of unpopular truth through finan-
cial reports” (Association for Investment Management and Research, 1993,
77). They cover up that desire by references to reality, with statements such
as “it is . .. a question of tempering ideals with the realities of the competit-
ive world in which we live...” (Ihlanfeldt, 1991, 34). The editor of the
Journal of Accountancy quotes Mills, director of accounting policy at Merrill
Lynch & Co., as saying that “Implementing accounting policy is a combi-
nation of reacting to new rules, staying on top of how standards work
and trying to protect the corporation” (Rescigno, 2001, 37). That emphas-
izes the interests of the issuers of financial reports and of the reporting
entity, with no evidence of concern for the needs of the users of financial
reports.

The conflict discussed in Chapter 1 in the minds of the issuers between



Incentives of parties to financial reporting 51

tulfilling the two functions of financial reporting, reporting on the discharge of
their accountability responsibilities and providing information for economic
decisions, causes them to lean toward biasing the reports, toward presenting a
good report card, possibly at the expense of the quality of the information.

Further, once the rules of a game are established, the players don’t want
them changed: “Change the score-keeping and change the game. Change the
game and where does one stop?” (Mautz, 1973, 25).

An anomaly in financial reporting is that the management and the board of
directors in effect issue report cards on their own activities, which is comparable
to students grading themselves or baseball players acting as umpires on their
own plays (that’s the main reason for the existence of outside auditors): “the
baseball batter should not call the balls and strikes. . .” (AICPA, 1972c, 60).

Even were they to agree with the latter sentiment, the issuers believe they
should have a large voice in establishing the rules of the game. For example,

the business community has a legitimate role in the standard-setting

process. . .
(Ihlanfeldt, 1991, 34)

logic would seem to indicate that those who faced the subjective choices
of various day-by-day transactions would be particularly well-suited to
deal with the problem of establishing reasonable principles.

(Flegm, 1984, 82)

(The latter is comparable to saying that logic would seem to indicate that those
who as batters face the subjective choices of how to deal with the various kinds
of pitches would be particularly well-suited to deal with the problem of estab-
lishing the strike zone.) And the AICPA feels that “there is no reason why the
batter should not have some say in developing the rules of the game” (AICPA,
1972¢, 60). But what if the rules batters would develop would differ from the
rules pitchers would develop? Should batters be allowed to write rules that bias
against pitchers? Should issuers of financial reports be allowed to influence rules
that bias against the users? Sterling, Moonitz, and Schuetze object:

we ought to get management out of the business of establishing
accounting principles. . .

(Sterling, 1973, 66)

The organized profession has acquiesced in a situation in which the
party to be judged plays a key role in selecting the criteria by which it
will be judged . .. First and foremost, accountants must curb the power
of management to select the principles of accounting by which its
performance and stewardship will be judged ... Management most cer-
tainly will not willingly and readily give up its power.

(Moonitz, 1974, 64, 68)
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“We need to take control of the numbers out of the hands of manage-
ment of the reporting enterprise by requiring that the numbers for
assets and liabilities come from the marketplace.”

(Schuetze, 2004)

Higher reported income or lower reported losses

Other things equal, issuers of the financial reports of for-profit entities
usually want them to report income as high as possible or losses as low as
possible:

[The Chief Accountant of the SEC} police[s} the SEC’s efforts to force
accountants to remain independent from . .. corporate clients who often
demand liberal interpretations of the accounting rules in order to make
their profit look more rosy.

(MacDonald and Beckett, 1998, B2)

Their preference for the formerly used pooling-of-interests method of report-
ing after business combinations over the purchase method reflected that
desire (see Chapter 23). However, that desire, as real and as well known as it
is, is tempered by fears of attracting increased demands from suppliers of
inputs, such as stockholders and employees, and from the government: “Too
much flaunting of success may attract ... possibly unwelcome attention
from government regulatory agencies” (Skinner, 1987, 653). It’s also tem-
pered by fears of what Evans and Sridhar call “proprietary costs associated
with product market competition (a rival’s potential entry into the [report-
ing entity’s} product market)...” (Evans and Sridhar, 2002, 610).

An anomaly is the recent reporting by Freddie Mac. For example,
“according to its restatement ... in the third quarter of 2002, it earned
more than $5 billion—over $4 billion more than the company reported at
the time ... representative Christopher Shays ... of Connecticut, said ...
‘Freddie Mac ... obviously can’t add or subtract...”” (Glater, 2002). If
correct, that’s a problem improving financial reporting standards can’t help.

Stability of income reporting

Other things aren’t equal, however. Not only do the issuers usually want
income reported as high or losses reported as low as possible, they also want
reported income to be relatively stable:’

3 This is commonly discussed in terms of “smoothing.” That sounds bad: making
income that’s not smooth look smooth. The term is considered pejorative. In con-
trast, “stability” sounds good; who could be against stability—unstable minds
and unstable governments wreak havoc. So promoting stability of income report-
ing sounds good and “stability” isn’t a pejorative term. But Chapter 5 concludes
that making unstable income look stable is nevertheless bad. The term “stable” is
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CEOs know that investors hate surprises, so they try to keep net income
trending up a nice straight slope.
(Hector, 1989, 24)

Most managements like the entities for which they are responsible to
show to the outside world steady and increasing prosperity . . .

(Research Committee of the Institute of Chartered

Accountants of Scotland, 1988, 32)

According to the CEO of a Fortune 500 firm, “[tthe No. 1 job of man-
agement is to smooth out earnings.”

(Loomis, 1999)

In the zeal to satisfy consensus estimates and project a smooth earnings
path, wishful thinking may be winning the day over faithful representa-
tion.

(Levitt, 1998)

A consistent trend of reporting growth in quarterly earnings is the key
... Most executives accept this as an article of faith. ..
(Eccles et al., 2001, 71)

In fact, their desire to avoid significant fluctuations from period to period in
reported income exceeds their desire for higher reported income:

One former FASB member told me recently that 95 percent of the com-
ments the Board receives from financial statement preparers fall into one
of three categories: don’t make any changes, don’t move so fast, and

don’t make income volatile—don’t let it fluctuate.
(Heath, 1990, 57; see also the beginning of Chapter 21, and Chapter
24)

Issuers try to avoid instability of reported income for at least two reasons.
First, companies with the same reported income trend but different reported
income stability are evaluated differently. Users infer that reporting entities
with reported income that’s more unstable are riskier than reporting entities
with similar reported income that’s less unstable, and they discount the
securities of the former. Stable reported income with the same trend as
volatile reported income therefore brings premiums in the market:

empbhasized in this book over the term “smoothing” in spite of the positive con-
notation of “stable” simply to avoid biasing the discussion with the pejorative
term “smoothing.”
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tips on how to increase a business’ appeal to potential buyers ...
Ensurfel steady growth in gross and net income from year to year.
(French, 1987, 137)

A company that shows steady growth with few surprises often gets
rewarded with a sweet premium from investors—a high stock price. . .
(Brown, 2002, C1)

Higher market values are considered beneficial by the issuers because of
their effect on users’ appraisal of how well the issuers manage. Also, “Stable
results tend to lower cost of capital, providing an incentive to try to report
stable results to lower the cost of capital” (AICPA, 1994b, I, 42). For
example, at a meeting of the AICPA Special Committee on Financial
Reporting, a member from industry said he would favor reporting any way
that would lower his company’s cost of capital. (It’s ironical that that posi-
tion, which ignores the users, was taken by a member of a committee explic-
itly dedicated to the welfare of the users.)

Second, a volatile reported income trend includes some periods in which
reported income rises more than the trend. It also includes some periods in
which reported income rises less than the trend, doesn’t rise, falls, or in
which losses are reported. Issuers like to report high income (within limits),
but that’s exceeded by how much they dislike reporting lower income
increases, lower income, or even losses. The credit they get for high reported
income doesn’t offset the questions they face later when they have to report
lower than average increases in income, or worse. The stockholders have
short memories and ask what the issuers have done for them lately. They
wonder whether this period’s reported less desirable results are the start of a
trend rather than just one of the periodic dips in an ongoing upward trend.
Most executives know that:

what [Wall}l Street most care{s} about {is} smoothly growing earnings.
(McLean, 2001, 60)

Bossidy has become New Jersey’s highest-paid corporate executive . . .
by leading {Allied Signal Inc.} to a steady string of record profits.
(Lochner, 1996, A17)

They hate to report declines, but they also want to avoid increases that
vary wildly from year to year; it’s better to have two years of 15% earn-
ings increases than a 30% gain one year and none the next.

(Worthy, 1984, 50)

A reporting entity’s major defense against hostile takeover is excellent,
steady earnings growth and share appreciation.
The financial reporting literature ascribes actions to stabilize income
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reporting to individual issuers, for example: “Income smoothing, or deliber-
ate voluntary acts by management to reduce income variation by using
certain accounting devices...” (Nasuhiyah er a/, 1994, 291). However,
actions of standards-setters and regulators in establishing GAAP rather than
individual acts to circumvent GAAP are more responsible for stabilizing
income reporting. Stability of income reporting, the main desire of the
issuers (who are the parties to financial reporting who, at least currently,
have the most influence on the design of financial reports, as discussed
below), is the fundamental goal of traditional financial reporting.4 The
desire for such stability is the basis of the support for realization and alloca-
tion, from which are derived in turn the acquisition-cost basis for reporting
on assets, the current general principle for reporting on liabilities, and most
of the major current principles in reporting on specific areas in financial
statements, for example, on inventories, buildings and equipment, income
taxes, goodwill, and employee benefits:

the artificial smoothing of real world volatility [is} a common feature of
FASB standards. . .
(Wyatt, 1988, 25)

a lot of smoothing is preengineered into reports by political compro-
mises imbedded in GAAP.
(Miller and Bahnson, 2002b, 21)

(This is discussed throughout this book, especially in Chapters 10, 12, 13,
15,19, 21, and 24.) It’s the main reason that financial reporters tolerate the
conditions described in the Prologue in the section on “The necessity for
financial reporters to think independently.”

In the early 1970s, the Accounting Principles Board subcommittee on
reporting on marketable equity securities concluded that they should be
reported in the balance sheet at their current selling prices and that
changes in their current selling prices should be reported currently in
income. The subcommittee held a public hearing in which various views
were expressed. The subcommittee polled the APB members and found
that a majority favored its view. However, when the APB met, it voted
the proposal down. The chairman of the subcommittee was mystified; he
said he had no idea what had happened. I didn’t either, at the time; I was
equally mystified. I now believe that issuers got to enough members of
the APB behind the scenes to kill the proposal, to avoid the volatility in

4 Sterling’s view on this is milder. He simply assigns the following as the driving
force in stabilizing income reporting: “it seems that we [financial reporters}
experience uneasy feelings when income and expenses are not smooth” (Sterling,
1979, 222). He thereby minimizes the effects of the desires and political power of
the issuers in skewing financial reporting.
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income reporting that would have resulted. This attempt to improve
financial reporting contributed to the death of the APB (see Chapter 23).

The issuers usually disguise their strong desire for stable income report-
ing as discussed throughout this book, often referring to their brand of
“objectivity” (see Chapter 10) or to the supposed superior reliability of alloc-
ated acquisition costs (though, as demonstrated in Chapter 10, allocated
amounts are completely unreliable). Devine said that “accountants tend
to deny—with indignation—that they smooth anything (least of all
income...)” (Devine, 1985a, 79n). Issuers and their friends sometimes
acknowledge the depth of their desire for and their power to achieve stable
income reports by the design of GAAP, however. At a public hearing on
reporting on defined benefit pensions, Kirk, the then Chairman of the FASB,
said a concern of the FASB in drafting the pronouncement was to be sure it
contained “an adequate amount of smoothing,” apparently to appease the
issuers (see Chapter 24). A most naked statement by an issuer of that desire
and power is the following:

field-testing . .. sponsored by the Financial Executives Research Foun-
dation ... confirmed that application of the FASB’s tentative conclu-
sions would have introduced a high degree of volatility into companies’
annual pension expense ... This resulted in the Board making changes
in the final standard that helped to reduce volatility ... they did
listen—>but it was not without considerable prodding.

(Thlanfeldt, 1991, 28; also quoted in Chapter 24)

Notice that all of the concern voiced in that statement is for a desire of the
issuers and none of the concern is for the need of the users to have sound
income reporting.

Thomas Evans says the “complicated practice procedures” now required
are “a result of globalization, exotic securities, downsizing, stock options,
write-offs, and other new developments...” (Evans, 2003, v). They are in
fact rather the result of the income reporting stabilizing built into current
GAAP.

“NONDISTORTION"

An often cited goal in financial reporting is to avoid distortion of reported
income. For example, the AICPA stated that

studies of published reports and other source material have indicated
that, where material amounts are involved, recognition of deferred
income taxes in the general accounts is needed to . .. avoid income dis-
tortion. . .

(AICPA, 1958a, par. 7)
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One observer made it a matter of principle:

THE NONDISTORTION GUIDELINE From among systematic and
rational methods, use that which tends to minimize distortions of periodic net
income.

(Bevis, 1965, 104)
He did hedge his bets:

[the} discussion of nondistortion accounting methods should be kept in
context . .. The discussion should not be considered as suggesting that
the effect of unusual gains or losses be hidden ... nor should it be
thought to suggest that fluctuations of revenues and costs directly
related to particular periods should be disguised in any way.

(Bevis, 1965, 106)

However, that merely prevented nondistortion from going overboard.

A former chairman of the FASB challenged the guideline: “The {mischie-
vous} ‘nondistortion guideline’ [became} a rationale for many questionable
cost deferrals and accruals” (Kirk, 1989b, 89n, 91). However, reported
income distortion is reminiscent of the common expression “bent out of
shape.” Who could be in favor of bending anything out of shape, especially
reported income, a key statistic in financial reporting? So how could nondis-
tortion be mischievous?

The reason is that those opposed to reported income distortion don’t
imply bending anything out of shape. They refer to wavy reported income
trend lines. If a reported income trend line is wavy, according to them it’s
distorted. The goal is to adopt practices that will tend to straighten out the
reported income trend line, to cure the so-called distortion: “If managers are
completely successful in their smoothing . .. reported earnings would be oz
the straight line...” (Watts and Zimmerman, 1986, 144). Never mind that
the incomes of business enterprises actually jump around and that a sound
reported income trend line should be wavy. Figure 2.2 indicates the difference:
I, is the income trend line as it occurs to the reporting entity and I, is the
reported income trend line applying nondistortion (the figure was provided by
Professor Rudy Schattke). Users accept such averaging rather than reporting in
financial statements. They don’t accept it, for example, for stock indexes. No
one advocates presenting the 150-day moving average of the Standard & Poor’s
500-stock index to the exclusion of the index itself, and especially not pretend-
ing that the 150-day moving average presents the day-to-day movements.

“BIG BATH”

Periodically, issuers can no longer present a nice stable upward-leaning
reported income trend line; they have run out of little tricks to maximize
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Figure 2.2 The income trend line as it occurs to the reporting entity (I,) and the
reported income trend line applying nondistortion (I,).

reported asset amounts, minimize reported liability amounts, and minimize
“distortion.” What can they do? They can play a big trick on the users of
their financial reports: they can have a “big bath.”

Why do issuers play tricks on the users? Because money talks. Because
vested interests at present have more power over financial reporting than
those who are supposed to benefit from it, the users, as discussed throughout
this book.

In a big bath, assets are reported at their lowest conceivable amounts and
liabilities are reported at their highest conceivable amounts. That sounds
like something issuers would never do. After all, their basic incentive is to
report high and smoothly increasing income, and such a presentation works
exactly opposite of that.

In fact, issuers do it gladly:

The big bath represents the corporate equivalent of two weeks at a fat
farm. It rids the company of excess expenses and may eventually firm up
profits. New chief executives are especially keen on the tactic because it
allows them to blame the bad news on the old CEO.

(Hector, 1989, 196)

(The following quotation has a nice rhythm to it):

When a firm takes a “big bath,” the firm’s management changes past,
overly optimistic forecasts of its future to a present, more pessimistic
forecast of its future for the purpose of changing past profits to losses so

that they can change future losses to profits.
(Sterling, 1979, 30)
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That gets them points in the securities markets. It “reflect[s] efforts to
become lean and mean” (Norris, 1999b, C9). For example,

Citigroup Inc ... said it expects to take a ... restructuring charge of

approximately $900 million after tax ... The size of the ... charge ...

gave a boost to Citigroup’s shares {which} closed ... up ... 5.8%.
(Beckett, 1998, A8)

Figure 2.3 illustrates the effect and the reasons (the figure was provided by
Professor Rudy Schattke).

Occasionally a big bath is actually suspected to be an abuse (which it
usually is). For example,

questions have been raised about the extent to which a large restructur-
ing charge in 1996 may have paved the way for the improved profits last
year. Sunbeam has denied that its accounting practices were improper.

(Sterling, 1979, 30)

CONFLICTING VIEWS

Conflicting views on the desirability of stabilizing income reporting are
explored in Chapter 5.

Assistance in managing

Issuers have some incentives to have financial reports aid in managing. For
example, issuers desire to have the lowest possible cost of capital. Stabilizing
income reporting is a means to lower the cost of capital of their reporting
entities.

Another means is to keep the debt-to-equity ratio, calculated from

$
Period of
big bath
/ Income
0

Time

Figure 2.3 The ideal “big bath.”
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amounts in the balance sheet, as low as possible. To accomplish that,
attempts are made to keep liabilities off the statement, so-called off-balance
sheet financing: “corporations have concocted so many ways to hide or
disguise borrowings that deciphering their true liabilities is often imposs-
ible” (Berton, 1983, 1). Norton Simon’s principal financial reporting officer
was quoted as being ebullient about that ploy:

“One of the big advantages of off-balance sheet financing is that it
permits us to make other borrowings from banks for operating capital
that we couldn’t otherwise obtain.”

(Berton, 1983, 1)

And listen to Willens:

“As an investment banker, I have found through the years that the prin-
cipal objective a company and client will have with respect to any trans-
action or project is to ... keep the debt off the balance sheet. Which is
fine with us; that seems to be a legitimate goal.”

(Quoted in Fink, 2002, 48)

Norris reported that “many companies have come to view [that they have
an} absolute right ... to move assets and liabilities off their balance sheets
even though they retain some of the risk and benefits from those assets”
(Norris, 2002¢).

The collapse of Enron Corporation in 2001 was developing for some time
before it became apparent to investors. One reason was that it engaged in
off-balance sheet financing by keeping more than 2000 special purpose enti-
ties out of its consolidated financial statements:

a concern at Enron about trying to keep as much debt as possible off the
company’s balance sheet. Too much debt lowers a company’s credit
rating, which was a particular worry for Enron, whose vast energy-
trading operations relied heavily on its credit standing.

(Emshwiller, 2002, A3)

It also

hid billions in loans in plain sight . .. accomplished using financial con-
tracts called derivatives . .. Enron’s accounting treatment conformed to
existing recommendations from the Financial Accounting Standards
Board ... said Timothy S. Lucas, director of research and technical
activities at the board . . . the group will soon reveal a new recommenda-
tion, he said, requiring that such transactions be accounted for as
loans. . .

(Altman, 2002)
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Moreover,

Enron entered into derivative contracts that mimicked loans but could
be accounted for in less obvious ways ... Citigroup lent Enron $2.4
billion in ... prepaid swaps ... the transactions, though technically
derivatives trades ... perfectly replicated loans ... though Enron’s
accounting treatment conformed to accounting recommendations for
prepaid swaps . .. {ulnder forthcoming rules ... a prepaid swap would
count as a loan as well as an underlying derivative.

(Altman, 2002)

Some other specific kinds of off-balance sheet financing are discussed in
Chapters 25 and 26.

For another example, issuers want to attract highly competent people by
granting them stock options. They previously found that especially advanta-
geous because no cost was formerly required to be reported in connection
with stock options issued to employees. They fought to keep the reporting
that way (this is discussed in Chapter 18).

Flexibiliry

An incentive that helps issuers achieve their other incentives is their desire
for flexibility in income reporting:

Those responsible for financial reporting like flexibility in the choice of
what to report and when to report it. A system that provides a more
faithful portrayal of economic events might be less open to management
of results through the choice of transactions engaged in.

(Skinner, 1987, 513)

Earnings management

Companies report profits now, of course, but many believe they have a
right to manage those numbers as they wish. There are lots of gimmicks
that can be used—some of them visible and many not. When account-
ing rule makers try to do something about it, they must worry that
corporate America will use political influence to get the rules changed.
(Norris, 1999a, C1)

Because financial reports serve as report cards on management (and the dir-
ectors), and because, by definition, managing is what managers do, manage-
ment tries to manage reported earnings. If “events and circumstances {are}
partly or entirely beyond the control of the entity and its management, for
example, price changes...” (FASB, 1985a, par. 32), they try to manage



62 Setting the stage

reported earnings by doing their best to keep the financial effects of those
events and circumstances out of the records, and they do that, for example,
by supporting retention of realization (see Chapter 10). A user of financial
reports decried that: “to smooth reported earnings is game-playing that not only
reduces the quality of earnings but also stains management’s credibility” (AICPA,
1994b, I, 41).

(In fact, price changes aren’'t outside management’s control. The
reporting entity became subject to those changes solely because manage-
ment decided to obtain the assets or incur the liabilities subject to those
changes, and it continues to be subject to those changes solely because man-
agement decided not yet to dispose of the assets or discharge or fund the
liabilities.)

The SEC (and most others) assume that GAAP itself acts as a hindrance
to reported earnings management. It has defined earnings management as dis-
tortion of the application of generally accepted accounting principles. Schip-
per likewise contends that “GAAP, auditors, audit committees and legal
rules—constrain reporting. In addition, economic conditions influence
accruals. Some components of earnings are therefore not susceptible to man-
agement. ..” (Schipper, 1989, 98). Healy and Wahlen state that

Earnings management occurs when managers use judgment in financial
reporting and in structuring transactions to alter financial reports to
either mislead some stakeholders about the underlying economic
performance of the company or to influence contractual outcomes that
depend on reported accounting numbers.

(Healy and Wahlen, 1999, 368)

Wolk and colleagues contend that “because {the} use of [income tax alloca-
tion} is mandatory where timing differences exist, it cannot be construed as
a smoothing instrument—since management has no choice but to use it...”
(Wolk et al., 1992, 414).

However, not only may the issuers of the financial reports of individual
reporting entities attempt to manage reported earnings by how they apply
GAAP, but also, to greater effect, the profession as a whole, through reten-
tion of allocation and other means of stabilizing reported income enshrined
in GAAP (as discussed throughout this book), manages reported earnings
for the benefit of the issuers:

In some contexts we clearly recognize the inappropriateness of allowing
management to smooth income. In other contexts we seem to implicitly
justify a smoothing on the basis of some ill-defined notions of “properly
matching.”

(Sterling, 1979, 226)
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Managed earnings is mainly the vesult not of how GAAP is applied but of sound
application of faulty GAAP.

Drucker refers to “the discipline of a financial bottom line. ..” (Drucker,
1994, 76). However, if the bottom line is managed by management, its
discipline is lost. Further, if stabilizing income reporting by management
stains management’s credibility, what does stabilizing income reporting by
the profession through its support of retention of current GAAP do to the
profession’s credibility?

The costs of financial reporting

the benefit of rational capital allocation can be far in excess of the relat-
ively small amounts paid to make financial markets efficient.
(Association for Investment Management and Research, 1993, 82)

The issuers are responsible for controlling costs, and financial reporting
causes entities to incur costs. Issuers have the incentive to control those
Costs.

Preparation, issuance, and outside anditing costs

The most obvious costs of financial reporting are those of installing and
operating the systems for recording the information, turning it into the
reports, and paying for the work of outside auditors involved with the
reports. Financial reporting standards overload is one of the concerns here.
Issuers prefer simpler to more complex principles, everything else equal,
because they are less costly to implement. But everything else isn’t always
equal here, either. For example, they prefer interperiod income tax alloca-
tion, a complex procedure, because it makes income reporting more stable
(see Chapter 21).

Issuers also feel that too many financial reporting standards are issued too
fast, and they believe that also increases their costs. Suggestions have been
made, without effect, for a three-year moratorium on new financial reporting
standards. In any event, the following goal in the FASB’s Mission Statement
seems reasonable: “To bring about needed changes in ways that minimize
disruption to the continuity of reporting practice” (FASB, 1985c¢). Others
agree:

those affected will never consent to sweeping changes with all their
potential for disaster ... only gradual, step-by-step improvement of
accounting practice is feasible, whatever theorists prove or think they
have proved.

(Loebbecke and Perry, 1979, 226)
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And, in general: “Experience suggests . .. that an old tradition must not be
too quickly rejected; our ancestors were not all fools” (Durant, 1944, 556).

Pitt, while Chairman of the SEC, was quoted as saying that “We are inca-
pable of replacing an entire system...” (Liesman, 2002, C8). That defeatist
attitude is unwarranted. Changes in financial reporting, if desirable, can’t
and shouldn’t all be done at once (except that changing the current unit of
measure to one defined in terms of consumer general purchasing power, as
recommended in Chapter 11, if done, would have to be done at one time for
all amounts in the financial statements). That cure would be much worse
than the disease. However, in due time they can all be made.

Legal costs

Users of financial reports sometimes contend that they were misled by the
reports and thereby damaged, and should receive compensation from the
reporting entities. They may contend that the reports presented misleading
pictures of what happened or of what is, or misleading impressions of what
might be expected to happen in the future. So-called soft information, informa-
tion that involves judgment and estimates by those who prepare it, is most sus-
ceptible to such charges. Especially vulnerable are forward-looking information
(see Chapter 17) and issuers’ forecasts of the results of future periods.

Competition

Issuers have information they would prefer the competitors of their report-
ing entities not to have. They oppose changes that would compel them to
disclose additional competitively sensitive information. That was evident in
what now seems extreme:

the [AI(CP)A’s} committee on reporting recommended to the SEC [in

the early 1930s} that the regulations should not require disclosure of

sales and cost of sales on the grounds of competitive disadvantage.’
(Flegm, 1984, 75, emphasis added)

Goldberg pointed out, however, that

the sort of information {companies} would have wanted to conceal from
their competitors has generally been found to have been exaggerated in
importance or, as has probably more often been the case, already known
to their competitors by other channels of information.

(Goldberg, 1965, 223)

5 Nevertheless, “the first regulations promulgated by the newly formed SEC
required income statements to disclose sales and cost of goods sold...” (Storey
and Storey, 1998, 22).
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The influence of the issuers

Accounting is what it is today not so much because of the desires of
accountants as because of the influence of businessmen.
(Mautz, 1973, 23)

the only special interest that exerts significant influence on the rule-
making process is corporate managements ... the motivation to report
financial information that makes management look good is built into
the system ... corporate management groups and its allies in the
American Institute of CPAs and in the U.S. Congress exercise great
influence—probably more than all other groups together.

(Staubus, 2003)

The issuers currently have more influence on the shape of financial reporting
than any others, because they control the preparation of the reports, they
hire and fire the outside auditors (the ability of a client to fire an outside
auditor is the central means it has to influence the outside auditor—though
that is changing—see the Epilogue), and they actively lobby the standard-
setters, the regulators, and appointed and elected government officials:

all GAAP emerged from a political process . . . so thoroughly dominated
by managers and auditors that the users’ and the public’s interest have
been buried.

(Miller and Bahnson, 2000, 14)

[there is} intense political lobbying against proposals that special inter-
ests find to be obnoxious even though the proposed reforms are seen as
serving the interests of financial statement users.

(Zeft, 1994, 26)

[Determining principles for} business combinations [was a} steady

retreat before the onslaught of management, with the organized profes-

sion continually underestimating the . . . strength of the opposition.
(Moonitz, 1974, 54; this quotation is also used in Chapter 23)

without the widespread support of industry, significant changes are
seldom possible.
(Horngren, 1972, 39)

Because of the power and influence of the issuers in the U.S., those agen-
cies respond to the lobbying and the FASB is influenced. The CFA Institute
(before May 2004, the AIMR), the national organization of professional
users of financial reports, deplored that: “the FASB{’s] flagrant departures
from theory seemingly {are made} to make [standards} more palatable to . . .
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members of the business community” (Association for Investment Manage-
ment and Research, 1993, 81). It gave SFASs Nos 15, 52, 87, 106, and 114
as examples of pronouncements it contends contain such departures.

The Epilogue discusses what, if anything, might be done about this
deplorable state of affairs.

In contrast, Anton implied that the FASB hadn’t tilted toward the issuers
enough: “The corporate controller’s view . .. has tended to be neglected...”
(Foreword in Flegm, 1984, vii).

Incentives of outside auditors

Long before {the Enron collapse} ... [clompanies’ desire to produce
ever-rosier results for an ever-larger and savvier shareholding public
compelled accountants to find ways to put the best possible spin on
clients’ financial reports.

(Dugan, 2002, A1)

The main incentives of outside auditors are to maintain their professional
reputations, to retain and increase their clientele, to increase their returns,
and to minimize litigation costs. Outside auditors have considerable influ-
ence on the shape of financial reporting because of their influence on specific
financial reports through their assurance function, because of their active
participation in the standard-setting and regulatory processes, and because
of the influence of their professional bodies.

Maintain professional reputations

Outside auditors have reputations for independence, integrity, and compe-
tence, which make their assurance function valuable. (The reputation of the
profession as a whole has suffered recently because of the current spate
of financial reporting breakdowns: “AICPA President Melancon stated
[recently} that the accounting profession must restore its most priceless
asset: its reputation” {Smith, 2003, 47}.) Their professional livelihoods
depend on their reputations. They are also motivated by the desire to be part
of a profession that people respect. That gives them the incentive to avoid
associating themselves with substandard financial reporting or to point out
its substandard nature if they are associated with it. That incentive works
against associating themselves too closely with the incentives of the issuers.

Retain and increase clientele

Nevertheless, because the issuers hire and fire the outside auditors under the
current system,® the incentive of outside auditors to retain and increase their

6 See the Epilogue for a discussion of how that’s in transition.
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clientele gives them some incentive to associate themselves with the incen-
tives of the issuers:

The auditor is in an awkward position. He makes his living by pleasing
management, but his societal justification requires serving investors.
The resulting strain should be expected to produce ethical lapses. A . ..
characteristic behavior in the large, “independent” accounting/auditing
firms is intense advocacy on behalf of clients.

(Staubus, 2004b)

auditors may likewise prefer reporting rules that sometimes distort eco-
nomic reality. The explanation relates to auditors’ obvious preferences
for retaining clients: repeat audit engagements are especially profitable
owing to the steepness of the learning curve.

(Revsine, 1991, 19)

The SunBeam Corporation, which last week fired its audit firm, said last
night that the auditors had questioned the company’s basic method of
recognizing revenue as well as two specific transactions.

(Norris, 2003)

Too often the responses [of CPA firms to FASB proposals} seem to evid-
ence views adapted from those of major clients rather than those flowing
from an assessment of conclusions that will best serve the public interest.

(Wyatt, 2004, 24)

Wyatt felt it necessary to state the obvious: “Practicing professionals should
place the public interest above the interests of clients...” (Wyatt, 2004,
24). And listen to a Chief Accountant of the SEC:

The profession will not reach tough unpopular decisions. Why is that?
Is it because the profession has become so beholden to its clients that it
will not speak to them about realism and relevance and credibility in
financial accounting and reporting? Let me list only a few situations
where the profession has become a cheerleader for its clients.

(Schuetze, 1992, 10, 11)

Outside auditors have done considerable consulting work for their clients,
and that’s often cited as a reason their independence is challenged. For example,
the outside auditors of Enron received more in consulting fees than in audit fees
the year Enron collapsed, and the outside auditors were suspected of overlook-
ing substandard reporting because of that. However, simply because an outside
auditor receives audit fees and can be fired by its client is sufficient to challenge
its independence, though possible loss of consulting fees adds to the challenge.
The Wall Street_Journal votes for the audit relationship as the culprit:



68 Setting the stage

Audit failure has an illustrious history that long precedes Enron and
long precedes consulting. The problem is and ever was the audit rela-
tionship itself.

(Wall Street Journal, 2002, A1)

The incentive of outside auditors to associate themselves with the incen-
tives of the issuers contends with the necessity for outside auditors to remain
independent of their clients in order for them to properly carry out their
assurance function, maintain their reputations, and avoid legal costs. Devine
said that “the auditor [is} in an extremely difficult ethical position because
in some matters he is an advocate for his client while in others he functions
as a representative of the public interest” (Devine, 1999, 64). The expression
“between a rock and a hard place” may have been originally formulated to
describe “the paradoxical relationship of outside auditors and their audit
clients...” (Flegm, 1984, 126). Sterling said that the outside auditor is “in
an untenable position” (Sterling, 1979, 16). Gerboth stated in contrast that

I may be naive ... but I believe that . .. [tlhe incentives [of professional
accountants} are right; we are paid—well paid—to do our best to make
sure that financial statements present fairly.

(Gerboth, 1988, 108)

The Chief Accountant of the SEC quoted above tried to improve the situ-
ation by some jawboning:

instead of thinking simply of its clients and itself the profession needs
to give some thought to the public that it serves—to the investors and
creditors and employees who put up their money and their labor to
make investments in the profession’s clients.

(Schuetze, 1992, 13)

He implied that if that didn’t work, the SEC might need to take stronger
action, such as the possibility of the SEC establishing financial reporting
requirements or mandating rotation of outside auditing firms, which,
because firms couldn’t retain their clients in any event, might make them
more independent (Schuetze, 1992, 14).

An alternative system that avoids the association of outside auditors with
the incentives of the issuers of the financial reports they audit would be for
the outside auditors to be employees of the government. That was proposed
in 1933 when the SEC was being established. The proposal barely lost, by a
vote of two in favor and three against:

Colonel Arthur H. Carter, senior partner of Haskins and Sells and
president of the New York Society of Certified Public Accountants,
saved the day for the profession by appearing before a Senate committee
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and persuading them that audits performed by private accountants were
essential for the proper functioning of the [Truth-in-Securities} Act.
(Hendriksen and van Breda, 1992, 68)

The main objection to government auditors is that audits would become
adversarial proceedings and thereby less effective than those conducted by
private outside auditors. Nevertheless, in the wake of the Enron collapse

Ohio Democratic Rep. Dennis Kucinich is drafting legislation that
would create a new independent organization that would audit publicly
traded companies. The body, operating under SEC authority, would
fund itself by charging fees for the audits.

(Liesman ez «/., 2002b, A8)

Minimize legal costs

The U.S. is currently a highly litigious society—the lawyer jokes attest to
that. Litigation reform hasn’t yet had much effect;’ the AICPA and others are
active on its behalf. Meanwhile, outside auditors are incurring high costs in
defending against and paying for settlements and judgments. In 1993, the six
largest U.S. firms paid 19.4% of their gross revenue from auditing for those
costs, according to a press release issued by those firms in June 1994.

Users often sue regarding financial reports when reporting entities fail,
regardless of the quality of their reports. Though the reporting entities are
as liable as any party for misleading financial reports, the only parties that
usually have substantial assets when the reporting entities fail are the
outside auditors. And the application of joint and several liability can cause
the outside auditors to bear the entire cost regardless of their portion of cul-
pability: “Members of the profession . .. cite cases where their ‘deep pockets’
have been opened to pay for the sins of more culpable, but now insolvent,
audit clients” (Schuetze, 1992, 10). In these circumstances, outside auditors
have the incentive to be associated with bullet-proof financial reports
(though they don’t always succeed). They prefer conservatism, treatments
that minimize the opportunity for users to complain that they were misled
and damaged by over-optimism caused by selection of financial reporting
practices, by estimates that underplay risks, or otherwise (see Chapter 10).

7 “On December 22, 1995 . .. the Private Securities Litigation Reform Act became
[federal} law. [However,} [tlhe next step must be state tort reform” (Andrews and
Simonetti, 1996, 53). In the wake of the Enron collapse,

lawmakers want to revisit [the} 1995 law... “By forcing through special
exemptions for securities, Congress has contributed to the “Wild West" men-
tality reflected in Enron’s hidden partnerships,” said the {Senate’s} judiciary
panel’s chairman, Sen. Patrick Leahy . . .

(Greenburger, 2002, A8)
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Users virtually never complain about excessive pessimism in financial
reporting.

A new legal incentive of outside auditors has raised its ugly head with the
Enron debacle. Because of that episode, Arthur Andersen & Co., one of a
handful of international public accounting firms, was virtually destroyed
(this is discussed in the Preface). Outside auditors obviously have the incen-
tive to avoid having their firms destroyed.

Incentives of citizens

Citizens have an interest in private enterprise economies operating fairly and
efficiently, which requires good information provided by financial reporting.
They aren’t organized generally to further that interest, however, except in elec-
tions, and even then financial reporting issues rarely surface. Citizens generally
have to rely on the other parties to financial reporting to serve their incentives.

Incentives of standard-setters and regulators

Standard-setters and regulators of financial reporting actively shape it. Their
members, especially the members of the FASB, the SEC, and the PCAOB
are charged with the responsibility of protecting the securities markets and
the users of financial reports, and thereby the citizens: “[FASB} members are
supposed to take a larger view than the sometimes short-sighted views of
preparers and their auditors, affected by concern about liability or by per-
ceived immediate self-interest” (Kripke, 1989, 46).

The members of the bodies that preceded the FASB, such as the Account-
ing Principles Board, worked part time in standard setting and full time in
other employment, and “[slome asked whether part-time board members who
retained affiliations with their accounting firms and corporations were not
sometimes motivated by their own self-interests” (Davidson and Anderson,
1987, 122). So the FASB was established with full-time paid members and
broad representation: “The FASB was established with the intent of providing
a broader representation than the APB of those groups interested in or affected
by accounting standards” (Kam, 1990, 39). (Chapter 23 discusses the opposite
view, that the FASB was created as a sell-out to the interests of the issuers.)

All standard-setters and regulators, including the members of the FASB,
have private incentives beyond the incentive to fulfill their responsibilities
to their broad constituencies. They want to maintain their reputations. They
have the incentive to avoid too much controversy and not to offend those
who provide support. Some believe that standard-setters and regulators lean
toward those they regulate:

standard setters . . . have been “captured” by the intended regulatees and
others involved in the financial reporting process.
(Revsine, 1991, 16)
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Critics say the FASB’s failure to address the off-balance-sheet debt ques-
tion highlights what is wrong with the private sector body that sets
generally accepted accounting principles (GAAP). Rather than being
part of the solution, these people say, the FASB all too often is part of
the problem, allowing corporations and their auditors to dominate the
rule-making, at the expense of clearer financial reporting that would
help investors.

(Liesman e «/., 2002a, C1)

Levitt and Turner {a former Chairman and a former Chief Accountant of
the SEC} said that FASB ... fails to approve needed changes because
they are blocked by board members appointed by the securities and
accounting industries.

(Schroeder, 2002a, A4)

even accounting regulators often are persuaded to accede to the wishes
of corporate managers rather than those of investors.
(Staubus, 2004b)

The Chairman of the FASB said at a public hearing on pension reporting
that the FASB wasn’t sure it had incorporated enough smoothing, presum-
ably to appease the issuers (as discussed in Chapter 24). In contrast, Gerboth
stated the “generous salaries and strict independence requirements add
whatever additional incentives [FASB} members may need to decide issues
solely on their merits” (Gerboth, 1987b, 7).

Major unanticipated reported losses by the entities that follow their
standards and regulations would reflect badly on them, as the failure of the
savings and loan association industry reflected badly on the regulators of
that industry. They therefore want the reports to lean toward avoiding such
unanticipated reported losses, toward conservatism: “Standard setters and
regulators are likely to face more criticism if firms overstate net assets than if
they understate net assets” (Watts, 2003, 210). They generally feel that
unanticipated reported gains wouldn’t harm them.

The PCAOB has thus far shown no tendency to introduce the self-interest
of its members into its proceedings.

Incentives of elected government officials

Congressional involvement in financial standard-setting has been pure
politics, fueled by a system of campaign financing that distorts the pursuit
of the nation’s legislative agenda. If members of Congress are sincere about
identifying and correcting weaknesses in the standards used for financial
reporting, then they should investigate the old-fashioned way: follow the
money. They are likely to find a trail that leads to the nearest mirror.
(Granof and Zeff, 2002)
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Elected government officials in the U.S., especially those in Congress, have
the power to shape financial reporting any way they want within constitu-
tional constraints,” and they have occasionally exercised that power: “Why
did 11 senators crudely strong-arm Levitt {former Chairman of the SEC} on
behalf of the accounting firms?” (Alter, 2002, 25).

The greatest exercise of that power was the enactment of the Securities
Laws in 1933 and 1934 by the U.S. Congress. (The second greatest exercise
of that power was enactment of the Sarbanes—Oxley Act of 2002; see the
Preface and Chapter 22.) Those laws established the SEC and gave it the
power to specify how registered entities should prepare and issue audited
financial reports. The SEC has occasionally exercised that power directly, for
example in prohibiting enforcement of APB Opinion No. 2 on reporting on
the investment tax credit and of SFAS No. 19 on oil and gas reporting (see
Chapter 19). However, the SEC usually delegates its power to the private
sector, now especially to the FASB. Ordinarily, the SEC has the best of all
worlds: it can sit on the side and let the private standard-setters take the
heat (when the APB was the private standard-setter, Horngren said that
“most of the time, the APB felt like a lone tree in the midst of 1,000 dogs”
[Horngren, 1971, 8nl); nevertheless, whenever it wants, it can have its way
almost simply by fiat.

The SEC and the FASB are only in the middle of the pecking order,
however, with Congress and the Executive branch of the U.S. government at
the top.” The Congress and the administration in power can and occasionally
do tell them what to do, as discussed next.

Congressmen and presidents, as all elected officials, are pledged to the
public interest. That was emphasized by a Chairman of the Subcommittee
on Oversight and Investigations of the U.S. House of Representatives: “The
best protection to assure that the FASB meets its public responsibilities is
informed oversight by the SEC and the Congress” (Dingell, 1988, 2).'°

However, elected officials want to be re-elected or to have their parties’
candidates elected or re-elected. The only group interested in financial
reporting that is powerful enough to affect their re-election or the election
or re-election of members of their parties is the issuers of financial reports,
who threaten to do so when the financial reporting issue is vital enough to
them. Lobbying by the issuers on financial reporting issues, of Congress as
well as of the FASB, is common. And, in spite of the FASB’s pledge to the
public interest, it is influenced, mainly through the SEC.

8 Also, for example, “The laws that underpin the current accounting standard-
setting regimes in both Australia and New Zealand authorize Parliament to
overturn the Standards” (Zeff, 2002, 48).

9 See Horngren, 1972.

10 However, see Chapter 18 for a discussion of how politicians bias financial
reporting standard setting.
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The U.S. Congress has occasionally exercised its power to shape financial
reporting directly by enacting legislation on individual issues. For example,
when the issue of reporting in connection with the investment tax credit
arose again some years after the SEC prohibited enforcement of APB
Opinion No. 2, the Congress enacted a law forbidding anyone from requir-
ing the kind of reporting that Opinion called for in reports to agencies of
the federal government. And in 1998, legislation was pending in Congress
aimed at weakening the power of the Financial Accounting Standards Board.
The bills, which didn’t become law, were introduced after banks complained
to legislators about an attempt to force companies to record the value of
financial derivatives in their financial statements. The FASB nevertheless
adopted SFAS No. 133, which requires what the bills were designed to
fight. Finally, bills were regularly introduced in Congress to attempt to
prevent the profession from enacting a standard that requires reporting of
expense in connection with stock options issued to employees (see Chapter
18).

Even presidents of the United States have intervened in financial report-
ing standard setting on at least two occasions. President Kennedy put pres-
sure on the SEC to prohibit enforcement of APB Opinion No. 2, so that
entities would more quickly report the benefits of the investment tax credit
he sponsored: “the SEC, under pressure from the Administration of Presid-
ent John F. Kennedy, prevented APB Opinion No. 2 ... from going into
effect” (Zeff, 1994, 12). President Clinton spoke out against the FASB’s pro-
posal on reporting in connection with stock options, because of its purported
prospective negative eCONOmic consequences On SOMe start-up companies,
especially those in electronics (see Chapter 18; economic consequences of
mandated changes in financial reporting are discussed in Chapter 3).

Incentives of teachers of financial reporting

there is much common ground between practitioners and teachers, most
of it quicksand.
(Chambers, 1969, 747)

The main incentives of teachers of financial reporting are to educate their
students well, to find time for research and writing, and to obtain tenure
and advance in their profession. Involvement in improvement of financial
reporting may not be high in their priorities. Nevertheless, educating stu-
dents well for financial reporting means preparing them to pass the CPA
exam and to practice well. Passing the CPA exam and practicing well
requires more than knowing current practice. So, to prepare students well,
teachers of financial reporting should teach them more than the conventional
wisdom (see quotations at the beginning of this book).
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Discussion questions

1

10
11

12

13

How do you feel about inquiring into the motives, the incentives, of the
parties to financial reporting?

What part do you feel self-interest plays in the establishment of GAAP?
Describe the similarities and the differences between positive and norm-
ative research in financial reporting.

The incentives of which parties to financial reporting should be emphas-
ized by standard setters?

Explain why the issuers of financial reports care so much about how
GAAP is designed.

Do the issuers of financial reports really have an incentive to support
stable income reporting?

Is a big bath ever justified?

How influential would you say the issuers of financial reports now are in
the design of GAAP?

What role should the issuers of financial reports play in the design of
GAAP?

How do you feel about earnings management?

What are the two most powerful incentives of outside auditors concern-
ing the design of GAAP?

What is the relationship between the incentives of the issuers of finan-
cial reports and the incentives of outside auditors?

What role should government officials play in the design of GAAP?



3 Designing financial statements
by starting with desired results
or by applying analysis for the
benefit of the users

arguments seldom meet on the level of analysis. Instead they meet only at
the point of the conclusion. . .
(Sterling, 1970a, 3)

Two ways of approaching an issue in designing financial statements are (1)
to start with desired financial statement results of possible solutions to the
issue, or (2) to analyze the events and circumstances surrounding the issue
and determine the ways to handle their financial effects based on the qual-
ities that make financial statements best serve their users. Analysis should be
used first. The results of using the solutions it derives should then be con-
sidered, and if they seem questionable then that should encourage a reexami-
nation of the analysis and its underlying assumptions. (That is done
throughout this book, for example, with the results of the temporal and
current rate principles of translation; see Chapter 22.) If nothing else works,
the issue should be reformulated or replaced by other issues: “If our present
formulation of questions prohibits obtaining answers, we must reformulate
those questions in order to obtain answers to them” (Sterling, 1979, 5).!

One observer, however, says that if a particular analysis is considered
sound but its results aren’t considered desirable, the analysis should be
simply ignored and results considered desirable used:

the decision to classify deferred taxes as liabilities . .. is correct because
it reaches desirable consequences, not because a definition says so. Some-
times the conceptual framework has so much meticulous theory that it
has to be ignored to reach practical results.

(Kripke, 1989, 46)
The observer doesn’t say what he considers “desirable consequences” or
“practical results,” but he presumably means stable income reporting,

because that’s the result of deferred taxes (this is discussed in Chapter 21).

1 Examples of that necessity are discussed in Chapters 8, 22, and 26.
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Starting with desired results in designing financial
statements

Nothing is more likely to undermine the credibility of financial report-
ing than the suspicion that the results reported were predetermined and
the accounting methods used were selected to produce the results
desired by the preparers of the report.

(Solomons, 1986, 102)

The incentives of the parties to financial reporting, especially of those who
currently have the most power to affect its design, the issuers, are so strong
that, in spite of that warning of Solomons and the following similar warning
of the FASB, “the predetermination of a desired result, and the consequen-
tial selection of information to induce that result . .. is the negation of neu-
trality in accounting” (FASB, 1980b, par. 100), starting with desired results
currently dominates consideration of issues in designing financial state-
ments. The usual route is to start with the financial statement results
desired—usually a designer income statement—and to search for reasons
afterwards to justify the solution that provides them:

Feel-good accounting produces numbers for non-cash assets and liabili-
ties that are the result of keeping income smooth or steady, or better
yet, steadily increasing, but smoothly. To take what otherwise would be
variable, lumpy earnings and smooth the earnings. (Visualize a huge
yellow Caterpillar bulldozer pushing the hills of economic change into
the valleys of economic change.)

(Schuetze, 2001, 11)

Making the case that desired results are chosen first and reasons are then
sought to justify them requires detective work. Such detective work is pro-
vided throughout this book. Some, however, has already been done for us—
for example, this statement by members of the FASB staft about a formerly
accepted practice:

[Pooling-of-interests reporting} essentially is a means of rationalizing a
desired end result, which is to report higher earnings without having to
earn them . . .

(Johnson and Petrone, 1999b, 12)

Evidence from the FASB

Storey, a senior member of the FASB staff, told me that a motto around the
FASB is: “If you like the result, you will love the theory.” (A parody of the
results-oriented financial reporter is the tale about one who, when asked how
much two and two is, answers, “How much would you like it to be?”) Scan-
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ning the FASB “Action Alerts” suggests that Storey was right: the FASB
avoids analysis in considering an issue; it searches for the reporting result it
likes, finds it, determines and promulgates the methods required to reach
the reporting result, and then attempts to justify the methods in the “Basis
for Conclusions” sections of its SFASs. Evidence from those sections dis-
cussed throughout this book further suggests that though the Board usually
states what it calls the bases for its conclusions, when it doesn’t want to
reveal its reasons it invents some other reasons that, at least on the surface,
sound good, or that it hopes will never be scrutinized. The Bases for Conclu-
sions thus appear to a considerable extent to be smoke and mirrors rather
than dispassionate discussions. Examples follow.

Reporting in connection with the issuance of stock options to employees

(This is discussed in Chapter 18.)

The Board stated explicitly that it didn’t do analysis in connection with
stock options issued to employees. In its Invitation to Comment, Accounting
Jor Compensation Plans Involving Certain Rights Granted to Employees, May 31,
1984, paragraph 155, it stated that the analysis of the transactions involved
supplied to it by the AICPA was “beyond the scope of its project.” It didn’t
supply its own analysis. It merely reached for the result it desired. (It later
rectified that oversight—see Chapter 18.)

Reporting on income taxes

(This is discussed in Chapter 21.)

SFAS No. 109 requires interperiod income tax allocation with the credit
balance in the balance sheet described as a liability. The board had the task
of demonstrating that it is a liability. It applied three tests, based on the
three characteristics of liabilities outlined by the FASB in CONG, but it
didn’t complete the job. Test no. 3 requires the amount to be “The result of
past events or transactions.” The SFAS stated that deferred tax liabilities
result from the same past events that create taxable temporary differences,
but it didn’t say what those events are. One of those events is issuing finan-
cial statements prepared a certain way. However, preparing and issuing
financial statements by a reporting entity cannot be a cause of the entity
incurring a liability; otherwise, restating the financial statements could “pay
off” the so-called liability. Real liabilities are serious, sometimes deadly,
real-world relationships. They can’t be paid off that way.

Foreign operations

(This is discussed in Chapter 22.)
A rule in SFAS No. 52 requires violation of the single-unit-of-measure
rule, putting in financial statements the equivalent of the four that results
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from adding one yard and three feet. The Board then had the obviously
impossible task of justifying violation of a rule everyone knows is inviolable.

The Board wrote that it “believes that, for an enterprise operating in mul-
tiple currency environments, a true ‘single unit of measure’ does not, as a
factual matter, exist.” But no unit of measure exists until it’s defined for the
purpose at hand. Moreover, if no single unit of measure could be soundly
defined for multiple currency environments, sound consolidation or combi-
nation involving foreign operations would be impossible.

Defined benefir pension plans

(This is discussed in Chapter 24.)

SFAS No. 87 requires reporting of a liability for pensions to each eligible
employee under a defined benefit pension plan with vesting provisions the
day the employee starts working, instead of later, when the employee first
vests. The Board didn’t test the amounts by the requirement that a liability
be the result of past events or transactions, probably because it knew or sus-
pected that the amounts would fail the test. No past event or transaction
causes a reporting entity to have a liability for pension benefits to an
employee who terminates employment before vesting. The work done by the
employee before vesting doesn’t cause it—the vesting provision of the con-
tract says it doesn’t.

SFAS No. 87 refers to such an employee “forfeiting” her unvested pension
benefits on termination before vesting. But every employee knows that she
doesn’t become entitled to benefits before they are vested and that she can’t
forfeit anything she never had (except for opportunities, such as obtaining
vesting in the future if she stays that long—that’s one of the things that
keeps her there. However, everyone forfeits an infinite number of opportun-
ities every day, and none of them should affect financial statements, being
the difference between what happened and what didn’t happen, whereas
financial statements should report simply what happened).

Leases

(This is discussed in Chapter 25.)

SFAS No. 13 prohibits a reporting entity from reporting a liability if it is
a lessee on a certain kind of active noncancellable lease on which some rent is
yet to be paid, a so-called operating lease. The Board brought up the irrele-
vant issue of whether the amount is a legal liability. The issue is irrelevant
because the FASB states in paragraph 40 of CONG that “although most lia-
bilities stem from legally enforceable obligations, some liabilities rest on
equitable or constructive obligations...” Worse, an active noncancellable
lease is legally enforceable and, contrary to some of the literature, not an
executory contract, the contract having been fully executed on the lessor’s
side by transferring possession of the leased property to the lessee at the
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beginning of the lease. Further, the Board didn’t apply the three tests of a
liability to the amount. Had it done so, it would have discovered that the
amount satisfies the FASB’s definition of a /iability.

Peeking

Starting with desired results is sometimes referred to as peeking: “[FASB}
members . .. peek under the tent to see if there might be any big surprises”
(Heath, 1988, 113). Before they analyze a problem, they peek at the results
of each possible solution to see which result they like best. By that label,
they seem to confess that they feel it’s not completely honorable, that they
should instead proceed to wherever analysis leads and then appraise the
results. But human nature and the incentives of the parties intercede. Some-
times analysis is simply replaced by peeking, as it expressly was, for
example, in the FASB’s first treatment of reporting in connection with stock
options (see Chapter 18) and its treatment of reporting on employee benefits
(see Chapter 24).

Economic consequences

As indicated in the Prologue, financial reporting affects people’s or business
entities’ fortunes, or at least people act as though it does: “a change in
accounting standards that makes available more relevant and representation-
ally faithful financial information often will have economic consequences”
(FASB, 1995b, par. 84). Skinner observed that “economic consequences . . .
favour the interests of one party over another. ..” (Skinner, 1987, 643). The
political process, if working properly, should favor the users by making the
market for the securities of the reporting entities more efficient (see the dis-
cussion of the efficient market hypothesis below). It should thereby work in
the direction of achieving optimal distribution of the means for carrying on
economic activity in the economy.

Proponents of a solution to an issue may advocate it because they perceive
that the economic consequences of its financial reporting results are more
beneficial or less harmful to them or those they serve than those of other
solutions. For example,

Some respondents to the Exposure Draft expressed concern that requir-
ing development stage enterprises to present the same basic financial
statements and to apply the same generally accepted accounting prin-
ciples as established operating enterprises might make it difficult, if not
impossible, for development stage enterprises to obtain capital.

(FASB, 1975¢, par. 48)

That argument didn’t carry the day, but a similar argument (here it was
more of a brawl) by high-tech companies did originally in the stock option
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battle (see Chapter 18). Similarly, Merrill Lynch stated that outlawing
pooling-of-interests reporting

“would prove an obstacle to a merger that both parties are eager to con-
summate. As a result, the wave of consolidations that has enhanced pro-
ductivity, encouraged innovation, and stimulated dynamism in the U.S.
economy may notably decline.”

(Quoted in News Report, Journal of Accountancy, 1999b, 14)

(Would it be unfair to point out here that Merrill Lynch gets fees from
helping companies merge?)

Sometimes we financial reporters or others affected act as though the sky
will fall if a particular change in financial reporting standards is enacted.
The most egregious case was SFAS No. 15: “In the case of FAS 15 ... 1
think they peeked, saw Walter Wriston, Arthur Burns, and hundreds of
bankers warning of dire economic consequences, and were frightened”
(Heath, 1988, 113). It’s probably at least a little unfair to damn an FASB
Statement by quoting its dissents, but this time I stoop to it:

[The dissenters} point to the incontrovertible fact’ that a modification of
terms that reduces the face amount or interest rate or extends the matu-
rity date, without equivalent consideration, is a relinquishment of rights
by the creditor {and the loss should be required to be reported at the
time of the modification].

(FASB 1977a, Dissent of Gellein and Kirk)

A chief accountant of the SEC said that “SFAS 15 has plunged an entire
generation of accountants into darkness” (Schuetze, 1992, 11). Wriston was
the Chairman of Citicorp and Burns was the Chairman of the Council of
Economic Advisors at the time, and they said that the U.S. banking system
would collapse were those losses required to be reported currently. The
users’ need for timely information (discussed below) was ignored. And the
efficient market hypothesis (discussed next), if sound, would have prevented
such dire results in the unlikely event that such results were actually
threatened.

The recent decision by the FASB to require reporting of expense in con-
nection with stock options issued to employees has been criticized by
Senator Boxer: “FASB admits that it doesn’t take into account the economic
impact of its decision” (Accountancy Today, 2003, 41). Senator Joseph Lieber-

2 Subsequent elimination of the pooling-of-interests method has had no such effect.

3 Would you attempt to controvert an “incontrovertible fact”? (In the history of
thought, many so-called incontrovertible facts have turned out to have been non-
sense.) Perhaps it’s best merely to state what you think is a fact and let it speak
for itself, rather than say it’s incontrovertible.
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man stated concerning that decision that “FASB should adopt the medical
principle of ‘do no harm’” (BNA Reports, 2004, G-11). However, the eco-
nomic consequences of financial reporting affect the various parties diversely,
and it is usually impossible to avoid doing at least the appearance of harm to
one or more of them by a change in financial reporting standards. As stated
in the Prologue, financial reporting should emphasize the needs of the users
of the statements if the needs or desires of other parties to financial reporting
conflict with the needs of the users.

Efficient market bypothesis

Wyatt points out that

many current considerations in accounting standard setting have rela-
tionships to the efficiency of market behavior—the Financial Account-
ing Standards Board’s focus on economic consequences and cost-benefit
concerns, the American Institute of CPAs’ ongoing concern about
accounting standards overload and the historical thrust of standard
setters to “narrow the range of accounting alternatives.”

(Wyatt, 1983, 56)

Whether choices of financial reporting methods have the economic con-
sequences that proponents or opponents say they do depends, among other
things, on the merits of the efficient market hypothesis (EMH), which has
many supporters. Under the semi-strong form of EMH, the most relevant
form for our discussion is “all public information is reflected in the market
price” (Cottle ez al., 1988, 24). The information is said to be impounded in
the stock prices almost instantaneously. If the market is that efficient, it
can’t be fooled by the use of one financial reporting method over another as
long as all the information is disclosed. The choice of one method over
another wouldn’t have the economic consequences people worry about. The
hypothesis also holds that once the information is impounded in the price,
no one can gain further advantage from it.

The verdict’s still out on the theory. Though it’s supported by much
research on the topic, there are some cracks in the armor of EMH. Issuers
spend large sums of money to obtain desired financial reporting results:

If EMH is valid, why do profit-motivated businessmen frequently enter
into forms of transactions that aren’t very profitable (when compared
with alternatives) solely or primarily because those forms will produce
financial statement results they believe will make their companies look
better?

(Wyatt, 1983, 56)
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Such alternatives formerly included business combinations reported using
the pooling-of-interests method.

Many investors behave as though they don’t believe EMH, trying to
outdo each other in using publicly available information. Proponents of the
economic consequences view don’t believe it, as shown by the way they
lobby and report: “The furor over {the investment tax credit, oil and gas,
and foreign currency translation} implies ... widespread skepticism about
the efficient market hypothesis. ..” (Solomons, 1986, 229, 230). Moreover,
these writers on security analysis don’t believe it:

“slow” ideas may emerge from apparently unrelated developments
which investors will not relate to a particular company for an extended
period. In essence, there are extramarket returns from analysts’ greater
diligence and superior understanding which are independent of the
timing or breadth of distribution of the information ... To the extent
that this occurs, the semi-strong form of market efficiency has not been
validated ... the fact that some funds outperform their market sectors
consistently by the decade is not by chance but is instead evidence that
disciplined security analysis applied across different markets has a logic
which can be tested and validated ... one should not assume efficient
pricing but should undertake to verify it by disciplined analysis.

(Cottle et al., 1988, 24, 26, 27)

Also,
“small firm effect, turn-of-the-year effect, low price-earnings ratio, junk

bonds (stocks?), low-priced stocks, the Value Line phenomenon,
weekend effects, performance of low beta portfolios, sector rotation, and

information coefficients ... The question is: How long can the EMH
continue, unrevised, against the burgeoning list of idiosyncratic phe-
nomena?”

(Financial Analysts Journal, 1984, 9, quoted in Cottle ef /.,
1988, 26, 27)

EMH correlates relative investment success solely to the availability of
information concerning reporting entities about conditions at present, about
what has happened in the past, and about the opinions of people other than
the investors or their advisors, such as the issuers of financial reports, about
the reporting entities’ prospects and what will happen in the future. It
ignores the diversity of the abilities of individual investors or their advisors
to use the information to form sound opinions about the reporting entities’
prospects or what will happen in the future.

Some who don’t agree with EMH apply technical analysis to investing,
trying to outguess the market by getting clues as to future price changes
from past price changes:
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Technical analysis, long scorned by nearly everyone but the few thick-
skinned analysts who practice it, now has an unlikely group of new
adherents: the die-hard stock pickers, who base their investment
decisions on a company’s fundamentals rather than the stock charts.
Many of these investors have traditionally scorned the technicians (and
many still do). But because of the confusing bull market, some of these
fundamentalists are conceding that they should adapt the arcane tools of
technical research—like “moving averages”—to make sense of it all.

(McGee, 1997, C1)

The irony is that if the semi-strong version of the EMH is correct, it is so
only because investors believe it is not so and use all available information as
fast as possible to make a killing:

Only if a sufficient number of doubters exists can some degree of effi-
ciency be maintained ... There is ... widespread skepticism about the
validity of the EMH . .. exponents of EMH are able to turn this skepti-
cism to good account, for, paradoxically, it can be said that by leading
the search for abnormal gains skeptics make the market efficient.

(Dyckman ez /., 1975, 94, 205)

Applying analysis for the benefit of the users in
designing financial statements

after a topic is added to the [FASB’s} agenda, the emphasis changes . . .
to considering how to do it {which} require[s} understanding of the
transactions or events underlying an accounting issue, followed by
analysis of alternative measurement and recognition methods.

(Van Riper,* 1986, 4)

Because of the strength of the incentives of the parties to financial reporting,
applying analysis is usually, if anything, an afterthought in designing finan-
cial statements. Voices in the wilderness nevertheless still call for applica-
tion of analysis, such as Van Riper and the following: “Complex business
transactions . . . call for astute analysis of their elements” (Hill, 1987, 3).
Tools® for analysis in the design of financial statements have been estab-
lished for the benefit of the users, but they are usually promptly forgotten.
The tools provided by the APB and by the FASB’s conceptual framework
include qualitative characteristics of financial statements, definitions of the

4 Van Riper was public relations counsel to the FASB. It’s too bad the FASB
originally explicitly rejected his advice when considering reporting in connection
with issuances of stock options. See Chapter 18.

5 “concepts are tools for solving problems” (FASB, 1984a, par. 107).
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elements of reporting entities represented in financial statements, operations
to design financial statements, classification of events whose financial effects
might be reflected in financial statements, and analysis of current GAAP by
classes of events. Though the tools are weak in the face of the political forces
arrayed against them, they deserve attention if financial statements are to
achieve their full potential in serving their users. They are used in this book
in considering issues in designing financial statements. Footnote 3 in
Chapter 15 discusses why those tools aren’t necessarily foolproof and need to
be used thoughtfully.

Qualitative criteria

Financial statements have various qualities. The FASB refers to them as
“qualitative characteristics.” Some of them may be considered beneficial and
some of them may be considered detrimental, depending on who is affected.
Qualities that are considered desirable for the users may not be desired by
the issuers, for example.

User-oriented criteria

According to the FASB:

The characteristics or qualities of information discussed in this State-
ment are ... the ingredients that make information useful. They are,
therefore, the qualities to be sought when accounting choices are made.
They are as near as one can come to a set of criteria for making those
choices.

(FASB, 1980b, par. 5)

Using them as criteria helps sharpen the analysis.

Because financial statements should serve the users as the parties of fore-
most concern, the qualities of financial statements that make them most ser-
viceable to users should be paramount. Those qualities can be stated as
user-oriented criteria by which current practices and proposed solutions to
issues may be judged.

Though Storey states that the FASB’s “conceptual framework helps to ask
the right questions” (Storey, 1999, 1, 61), some of the FASB’s qualitative
characteristics each ask more than one question, as discussed in the section
below on “Discussion of user-oriented criteria.” Criteria should each ask only
one question.

The FASB goes on to state that “The characteristics of information that
make it a desirable commodity guide the selection of preferred accounting
policies from among available alternatives” (FASB, 1980b, par. 32).
However, the FASB doesn’t follow its own advice to use them as a guide, as
discussed in subsequent chapters, especially in the beginning of Chapter 10.
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The American Accounting Association, in its “Theory” (8-18), the
AICPA, in its “Basic” (pars 85—-109) and Obyectives (57-60), the FASB, in its
CON2 (Figure 1), and the International Accounting Standards Committee,
in its “Framework” (pars 24-46) all stated similar lists of user-oriented cri-
teria, variously called, for example, qualitative objectives or qualitative
characteristics. Though Sprouse stated that “the final [FASB} Statement . . .
of ... qualitative characteristics . .. [has} not been, and {is} not likely to be
seriously challenged,” he did say it “may require an occasional polishing”
(Sprouse, 1993, 51). The FASB itself said that “[the user-oriented criteria}
may ... change as new insights and new research results are obtained”
(FASB, 1980b, par. 2). This book therefore provides its own list, as follows
(the criteria listed, including novelties introduced and supported, are dis-
cussed after the list is presented).

o Representativeness. Data in the line items of financial statements should
purport to represent conditions that exist or existed and events that have
occurred pertaining to the reporting entity external to the reports and
their underlying documentation, to be useful to the users of the reports,
just as data in maps should purport to represent territories external to
the maps to be useful to travelers, generals, and other users of maps:®

Representativeness . . . the businessman is engaged in the manipulation
of real events, real things and real relationships, and symbols are only
useful to him if they represent these realities.

(Chambers, 1969, 76, 77)

financial statements can only provide representations of the phenomena
that guide the decision-making processes of investors, creditors and
other interested parties.

(West, 2003, 2)

Diamond refers to representativeness in terms of symbolic communication:

Both chimpanzees and gorillas have been taught to communicate by
means of sign language, and chimpanzees have learned to communic-
ate via the keys of a large computer-controlled console. Individual
apes have thus mastered “vocabularies” of hundreds of symbols.
While scientists argue over the extent to which such communication
resembles human language, there is little doubt that it constitutes a
form of symbolic communication. That is, a particular sign or com-
puter key symbolizes a particular something else.

(Diamond, 1992, 54)

6 See Chapter 4 for a discussion of how financial statements currently don’t achieve
this result.
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If an amount violates representativeness, it doesn’t symbolize any
“particular something else.” Such amounts wouldn’t represent, they
wouldn’t symbolize, anything. Such reporting wouldn’t “constitute . . .
a form of symbolic communication.”

®  Relevance. To be included in the line items of statements, data that rep-
resent external phenomena should be information, that is, they should
be relevant’—they should bear on the financial decisions the users make
about the reporting entities. For example, if a person is driving and
looking for a place to sleep, a sign about a hotel contains information for
the person; a sign about a restaurant doesn’t. Data that don’t bear on
those decisions are useless to the users regardless of whether they repre-
sent external phenomena and of whether they conform with the other
user-oriented criteria.

®  Neutrality. Neutrality is a criterion under relevance. Information should
be directed to the common needs of users and not the needs or desires of
specific categories of users or of other parties: “information . .. generally
relevant to every ... possible action and end, but particularly relevant
[slanted} to none” (Chambers, 1966, 156).

®  Reliability. Reliability has two aspects:

I Each line item in financial statements should represent what it pur-
ports to represent, to avoid misinforming the users: they should each
be reliable: “Accounting information is reliable to the extent that
users can depend on it to represent the economic conditions or
events that it purports to represent” (FASB, 1980b, par. 62).

II For the users to be able to rely on the financial statements as a
whole, the reports should conform with all the other user-oriented
criteria. In this aspect, reliable means about the same as #seful.

*  Understandabiliry. Reported information should be understandable to
users who are reasonably knowledgeable about the kinds of reporting
entities that issue financial statements. It’s insufficient for users to
believe they understand it when they don’t. Information they don’t
understand is double-talk and useless to them, regardless of whether it’s
relevant to their financial decisions and conforms with the other user-
oriented criteria.

o Verifiability. Information reported in the line items of financial state-
ments should be objective in the general sense, that is, capable of being
verified—substantially duplicated by independent observers observing
the external phenomena being measured:

7 The literature is inconsistent on what information is. Some say all data are
information; others say only relevant data are information. I choose the latter defi-
nition. The inconsistency is of no consequence as long as the intended definition
is stated.
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verifiability means no more than that several measurers are likely to
obtain the same measure.®

(FASB, 1980b, par. 89)

An observation is objective [in the general sense} if other persons rea-
sonably well informed would concur with it . .. [if it’s} inter-subjec-
tively testable. . .

(Chambers, 1969, 489; 1966, 147)

Another sense of the term objective in the design of financial statements is
discussed below.

o Timeliness. Relevant information should be reported to users in time for
them to be able to use it for their financial decisions.

o Completeness. Within cost and materiality constraints, all information
that’s reliable, understandable, verifiable, and timely should be included
in financial statements.

e Consistency. Financial statement principles applied within and among
reporting entities should be consistent and applied consistently, or the
inconsistency and the effects on the financial reporting should be dis-
closed: “Consistency {of} estimates and judgments [is needed} as well as
[of} choices from among acceptable accounting practices” (Bevis, 1965,
127).

o Comparability. Information should be reported in financial reports that’s
suitable for the central purpose of financial statements, which is to help
users compare the financial status, progress, and prospects (see Chapter
16) of reporting entities in making their financial decisions. To be suit-
able for that purpose, the information should conform with all the other
user-oriented criteria.

Several additional terms have been used to describe qualities that, if char-
acteristic of financial statements, are said to enhance their serviceability to
users. For example, in addition to several of those listed above, Herdman, a
Chief Accountant of the SEC, recently used “transparent,” “full and fair dis-
closure” (a phrase long in use), “visible,” “comprehensive,” and “meaningful”
in a speech before Congress (Herdman, 2001). And “economic reality” was a
term formerly tossed around.

8 Because, for example, of that definition and because depreciation is the result of a
calculation but not a measurement (see Chapter 10), depreciation can’t be veri-
fied. The Board contradicts that definition two paragraphs earlier:

when accountants speak of verification they may mean either that an account-
ing measure itself has been verified or only that the procedures used to obtain
the measure have been verified.

(FASB, 1980b, par. 87)

Thus, verification doesn’t necessarily mean that a measurement has been verified.
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Use of the terms transparent and transparency, recently introduced into dis-
cussions of financial statements, has become a bandwagon such as those
described in the Prologue. Their use has even begun to appear in discussions of
other areas of communication. Each is a buzzword: those who use them never
define them. The term brings to mind a window through which one can see
the world. Transparent financial statements thus would be those that permit
the users to see the reporting entity clearly. Because much of current GAAP
violates completeness and representativeness, discussed below in the section on
“Discussion of the user-oriented criteria” and in Chapter 10 (also see footnote
1 in Chapter 10), transparency is the first casualty of current GAAP.

A term that has been used to designate the opposite of transparent is
opaque. That characterizes much of current financial reporting.

None of the additional terms used by Herdman or other terms that have
thus far appeared seems to add anything to the user-oriented criteria listed
above, so they aren’t included in the analytical tools. Further, the remainder
of this book presents reasons for believing that today’s financial statements
aren’t transparent or visible (whatever those terms mean), comprehensive (in
the sense of complete), or meaningful (in the sense of representative), and
that the disclosures aren’t full (in the sense of complete) and that they aren’t
fair (in the sense of neutral). Those who speak of “economic reality” never
define that term, and it is doubtful that they mean that financial statements
should be designed as they would be were all of GAAP subjected to testing
by and conformed with the user-oriented criteria.

DISCUSSION OF USER-ORIENTED CRITERIA

Representativeness refers to the first of two questions that can be inferred from
the characteristic of representational faithfulness’ discussed in FASB, CON2:

1 Do the data purport to represent phenomena external to the report per-
taining to the reporting entity?
2 If so, do they represent the phenomena faithfully?

Paragraph 63 of CON2 does mention that representational faithfulness
requires the data to purport to represent phenomena, by referring to “a
measure or description and the phenomenon it purports to represent,” but it
then immediately drops the subject. All the rest of its discussion of repre-
sentational faithfulness involves faithfulness. The glossary of CON2 states
that representational faithfulness is “sometimes called validity.” Figure 1 of
CON2 makes representational faithfulness only part of reliability.

The reason the FASB doesn’t pursue the representativeness portion of rep-

9 This concept is also called “correspondence.” Sterling concluded that neither stu-
dents nor teachers of financial reporting understand the concept (Sterling, 1989,

1990a).
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resentational faithfulness is that it defines the phenomena the items are
supposed to represent to include simply items on worksheets, and it doesn’t
want to acknowledge that in print. That’s demonstrated in the following
conversation Sterling had with the members of the FASB when he was on its
staff (he emphasizes that “this is a true story,” presumably because of how
incredible it is):

[My attempt at the FASB} to draw out the implications of . .. represen-
tational faithfulness was a disaster, resulting in the decision to faithfully
represent worksheet calculations. As I pointed out to FASB ... this
means that “12” on a financial statement would not be a faithful
representation of “twelve” on a worksheet, but it would permit “Scerling
is 12 feet tall” on a financial statement to be considered to be a faithful
representation if “Sterling is 12 feet tall” appeared on a worksheet. I
suggested that representational faithfulness should address the question
of the correspondence of “12 feet” to my height rather than correspon-
dence to a blob of ink on a worksheet. This suggestion was rejected by
FASB. ..

(Sterling, 1988, 34, n22)

Financial statements are meaningless under that interpretation of phenomena.
If the amounts need represent only amounts in worksheets, what-you-may-call-
its (see Chapter 9) would pass: “I view the failure to apply the correspondence
concept to be a fatal error whereas many accountants see it as a trifling techni-
cality” (Sterling, 1979, 213). Such phenomena exist only in the financial
reporting map, not in the financial reporting territory (see Chapter 4).

In any event, though the FASB denied to Sterling that the phenomena to
be represented have to be anything more than blobs of ink on paper, it
knows that they do. In discussing representational faithfulness, it stated that
“the phenomena to be represented are economic resources and obligations
and the transactions and events that change those resources and obligations”
(FASB, 1980b, par. 63). Further,

e Paragraph 18 of its CONI states that “financial statements involve . ..
depicting economic things and events.”

e Paragraphs 62 and 86 of its CON2 state that “Accounting information
is reliable to the extent that users can depend on it to represent the eco-
nomic conditions or events that it purports to represent” and “Represen-
tational faithfulness of reported measurements lies in the closeness of
their correspondence with the economic transactions, events or circum-
stances that they represent.”

e Paragraph 21 of its CONS states that “Real things and events that affect
a ... business enterprise are represented in financial statements. ..”

e The Highlights of its CONG states that “The items in financial state-
ments represent in words and numbers certain entity resources, claims
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to those resources, and the effects of transactions and other events and
circumstances that result in changes in those resources and claims.”

Conforming to the criterion of representativeness requires the ability
at least in concept to observe the external phenomena purported to be
represented.

Representativeness should be the first user-oriented criterion. If some
data don’t purport to represent external phenomena pertaining to the report-
ing entity, there’s no point in asking whether they’re information (that is,
whether they’re relevant), and therefore no point in asking whether they’re
reliable, timely, understandable, and so on. When the question is asked (as,
for example, in Chapter 10) rather than ignored, it turns out that representa-
tiveness is one of the three most violated user-oriented criteria in the design
of current financial statements (the other two are timeliness and complete-
ness, as discussed below):

Definitions are unacceptable which imply that depreciation for the year is a
measurement . . . of anything that actually occurs within the year.
(AICPA, 1961, 24)

The difficulty with {the FASB’s} definition {of representational faithful-
ness} is that many of the measures used in accounting have no economic
interpretation'” . . . accounting income is the summation of many posit-
ive and negative items, many of which do not have interpretive content
... net income . . . lack{s} interpretive significance. . .

(Hendriksen and van Breda, 1992, 138, 311)

The latter statement is a sorry commentary on a profession that holds up
income reporting as its most important product.

Sterling criticized Watts and Zimmerman for thinking of “financial state-
ments as free-floating collections of words and numerals instead of as
representations of things and events” (Sterling, 1990b, 101). That’s a sound
criticism concerning what financial statements should be, but Watts and
Zimmerman were to a considerable extent right concerning what financial
statements currently are.

The failure of financial reporters always to apply the concept is attribut-
able to their indoctrination (discussed in Chapter 4), buttressed by their
dislike of the results of applying the concept in, for example, reporting on
income taxes (see Chapter 21) and on employee benefits (see Chapter 24),
and manifest most of all in their affinity for allocation (see Chapter 10).

The faithfulness part of representational faithfulness is covered by the
user-oriented criterion of reliability (I).

10 Amounts in financial statements that have no economic interpretation aren’t
“measures,” as discussed in Chapter 6.
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The FASB states that relevance . . .is information’s capacity to ‘make a
difference’. ..” (FASB, 1980b, par. 46), which makes the criteria of timeli-
ness, understandability, and so on a part of relevance. In contrast, relevance
is treated here as a single criterion asking one question: do the data bear on
the decisions of the users? Whether the data are provided timely, are under-
standable, and so on, are other questions. For example, a road sign indicat-
ing a hazard ahead is relevant to, bears on, a driver’s problem about how to
drive. However, if it’s placed too close to the hazard for the driver to act on
it in time, it doesn’t provide timely warning, and it’s therefore useless. The
highway department has to make at least two related but separate decisions
concerning the sign: the topic it should cover, such as a hazard, and where it
should be placed. Likewise, financial reporting standards setters have to
make separate decisions concerning, for example, whether the information
bears on the users’ decisions and whether it’s neutral, reliable, understand-
able, verifiable, and timely.

Determining relevance can involve difficulties: “we know very little about
how decisions are actually made. There may be a wide variety of decision
models calling for different information inputs” (Skinner, 1987, 639). It’s
less difficult to determine what's irrelevant—for example, a woman’s height
is irrelevant when buying her a bottle of perfume. Irrelevant data are dis-
cussed in several chapters, above all Chapter 10. Relevant information is dis-
cussed in general in Chapters 11, 14, 15, and 17, and in particular in
Chapters 18 to 26.

Because the issuers currently have the most influence over financial
reporting, the driving force behind the design of current financial state-
ments currently is the incentives of the issuers, the strongest of which is the
incentive for stable income reporting. That causes the statements to be
slanted towards serving the desires of the issuers and away from serving the
needs of the users, and therefore to violate the user-oriented criterion of nex-
trality: “the predetermination of a desired result, and the consequential
selection of information to induce that result . .. is the negation of neutral-
ity in accounting” (FASB, 1980b, par. 100). That summarizes the basic
cause of the defects of current financial statements and the most serious chal-
lenge to those who would reform it.

The FASB states that verifiability and neutrality are both required for
information to be reliable (FASB, 1980b, par. 62). However, though verifi-
able information is best subject to investigation as to whether it meets the
user-oriented criterion of reliability (I), subjective information (thoughts),
such as plans or predictions of the issuers of the information, which isn’t ver-
ifiable, may also be considered reliable. Depending on the circumstances, it
may be relatively safe to report that the person said they are her thoughts
about the future, but such information (discussed in Chapters 7 and 17)
should be reported outside the financial statements and labeled as such, so
that the users don’t take its objectivity for granted and so that it doesn’t
dilute the messages of the objective information in the financial statements.
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(Objectivity and objective are used in their usual senses here.) Also, information
can meet the user-oriented criterion of reliability (I) though not neutral,
though slanted.

We financial reporters often refer to objectivity in a sense invented for
our purposes, not in the usual sense involving wverifiability. An amount is
objective to us financial reporters if it’s an aspect of a transaction to which
the reporting entity was a party, and it isn’t objective if its origin is else-
where (see Chapters 10 and 14). Also, simply going through motions
rather than determining the correspondence between an assertion in a
financial statement and a condition or the effect of an event outside the
financial statement is sometimes called verification in financial reporting,
though it’s not:

merely rechecking the mechanics does not verify the representational
faithfulness of the measure. . .
(Storey, 1999, 1, 76)

“auditing . .. is not a verification of the outputs; instead it is, in essence,
a recalculation of the outputs. . .”
(Sterling, 1970b, 451, quoted in Solomons, 1986, 92)

Verification is limited to making certain that the ... game of account-
ing is played by the rules.
(Gerboth, 1987b, 98)

What auditors claimed, with increasing frequency, was a duty of testing
the details in accounts for conformity with data processing rules, not for
consistency with commercial reality... The idea of authenticating the
contents of periodical accounts by recourse to independent evidence
[has}, with the exception of cash, receivables and payables, been sub-
merged.

(Wolnizer, 1987, xi, xii)

The American Accounting Association defined auditing as concerning the
correspondence between assertions in financial statements and established
criteria, not between the assertions and conditions and the financial effects of
events affecting the reporting entity:

Auditing is a systematic process of objectively obtaining and evaluating
evidence regarding assertions about economic actions and events to
ascertain the degree of correspondence between those assertions and
established criteria. . .

(American Accounting Association, 1973, 2)

And the FASB confesses that
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empirical investigation has concluded that accountants may agree more
about estimates of the market values of certain depreciable assets than
about their carrying values. Hence, to the extent that verification
depends on consensus, it may not always be those measurement methods
widely regarded as “objective” that are most verifiable.

(FASB, 1980b, par. 62)

Objectivity in the special sense (the sense that caused the FASB to place quo-
tation marks around objective) is discussed as one of the current broad prin-
ciples in Chapter 10.

An individual piece of information can violate the user-oriented criterion
of reliability (I) for at least two reasons. First, it might be knowable but
wrong. For example, “If a person asks the direction to a particular place and
is told to turn right, whereas the correct direction is to turn left, the state-
ment . .. conveys information, although the information is incorrect” (Gold-
berg, 1965, 353). Second, information might be unknowable within a
required degree of accuracy and therefore unreliable if an attempt is made to
state it. For example, information about the quantity of a natural resource
beneath a plot of land is relevant to the owner of the land, but the informa-
tion might be unreliable, and, further, it might be incapable of being made
reliable within a useful degree by current technology before extracting the
resource.

The response to unreliable information should be either to make it reli-
able within a useful degree or to eliminate it. Reliability is as essential as
relevance.

Reliability and credibility (believability) should be distinguished. Relia-
bility is a financial reporting criterion. Credibility is an auditing criterion:

Credibility. Even if financial statements contain relevant and reliable
data, their utility depends on whether users believe the data. This in
turn depends on users’ faith in the system of financial reporting and the
competence and integrity of the auditor. . .

(Cook et al., 1986, 2)

Information can be credible but unreliable, such as that the sun rises'' in the
East (in fact, the Earth sets in the East). Or, information can be reliable but
incredible, as exemplified by the information in Sterling’s tale concerning
blobs of ink related above. Credibility should be added by the outside
auditor: the most important criterion for credibility is verifiability.

As indicated above, part of what’s required to satisfy the criterion of
understandability is that the users are reasonably knowledgeable about the

11 “Despite Copernicus the world is still Ptolemaic in its speech ... The sun will
‘rise’ and ‘set’” when Copernicus has been forgotten” (Durant, 1944, 502; 1950,
863).
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kinds of entities that issue financial statements and their affairs. However,
most people who bother to use financial statements have such knowledge.
“Understandability of information is governed {not only} by user character-
istics {but also by} characteristics inherent in the information...” (FASB,
1980Db, par. 40). In fact, the more important bar to understandability is the
defects of the financial statements themselves, so that only people immersed
in their arcane lore can try to understand them:

there are words or phrases that are . . . used in accounting in senses more
or less at variance with the senses which attach to them in the public
mind. (Value, assets, liabilities, surplus, etc.)

(AICPA, 1940, 52)

mandated financial statements are often arcane and impenetrable.
(Pitt, 2001, A18)

The literature of accounting is liberally seasoned with assertions that the
pubic should be “educated” in the limitations of accounting terms and
statements; even if the attempt were made, it is improbable that
common sense usages and understandings could be unsettled ... con-
ventional accounting contemplates a privileged class of people who
know what the accounts mean, and an under-privileged class of people
who, by virtue of common usage and understanding, believe them to be
something else; yet it is the latter class—investors and other financial
supporters—which the published accounts are intended to inform.
(Chambers, 1966, 171n; 1969, 97)

The AICPA justified the misuse by accountants of words meant to
communicate with nonaccountants by a so’s-your-old-man argument:

It cannot be suggested that the special uses in question are chargeable as
misuses to the accounting profession, because they are at least as
common in governmentally regulated accounting as in accounting not
so regulated.

(AICPA, 1940, 53)

In any event, an attempt at educating the public as to our special meanings
of the words we use to communicate with them would be unsuccessful,
because financial statements as currently presented are in concept not under-
standable except as to the procedures used to derive them (as indicated in
Chapter 10). Schuetze reported that an advertisement in The Economist for a
seminar promised to “decode published financial statements” and said that
“The [financial reporter’s} explanation of {the meaning of the representations
in financial reports is} understandable ... only to initiated {financial
reporters}” (Schuetze, 2001, 3). Hatfield quoted Withers, who said that the
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balance sheet is an “‘impossible cryptogram with an esoteric meaning that is
only revealed to an initiated caste, after much fasting and mortification’”
(Hatfield, 1927, 270, 271).

Complexity reduces understandability. A central criticism of Enron’s finan-
cial statements in the wake of its collapse in 2001 was that they were too
complex to understand. Reporting on the Enron collapse, Berenson said that
“Too often, accounting at big companies is impenetrable, or flac-out decep-
tive, experts say’ (Berenson, 2002, WK1). Byrnes and colleagues, also
reporting on the collapse, quoted a complaint of “a comptroller of a major
industrial conglomerate” that

Accounting standards have become so complicated that the challenge is
understanding the complicated accounting principles rather than under-
standing the basic aspects of a company.

(Byrnes ¢t al., 2002a, 48)

Even Pitt, the Chairman of the SEC at the time of the collapse, said, as
quoted by Leonhardt, that

“the agency’s financial disclosure regulations ... too often encourage
opaque reporting by companies more interested in avoiding liability
than in enlightening investors.”

(Leonhardt, 2002, BU13)

Representative Dingell said it best, speaking about Enron’s financial reports:
“‘One way to hide a log is to put it in the woods’” (quoted in McLean,
2001, 60).

Timeliness is the second of the three most violated user-oriented criteria in
the design of current financial statements, as discussed in Chapter 10.

The FASB makes completeness part of relevance: “Completeness of informa-
tion also affects its relevance. Relevance of information is adversely affected
if a relevant piece of information is omitted...” (FASB, 1980b, par. 80).
However, all the information reported may be relevant—may bear on the
users’ decisions—and the omission of other relevant information doesn’t
adversely affect that. Incompleteness, the absence of some relevant informa-
tion, rather affects usefulness and can make the information misleading. It
relates to the sufficient part of the requirement that necessary and sufficient
information be provided (relevance relates to the necessary part). Even the
FASB knows that: “A more difficult kind of noncomparability to deal with
is the kind that results when . . . incomplete data inputs are used to generate
information...” (FASB, 1980b, par. 118). Otherwise the report can be a
half truth, such as “He picked up a girl and took her home and they drank”
(the girl is his daughter and they drank soda pop).

The user-oriented criterion of completeness is usually thought of in con-
nection with the balance sheet and with disclosures. For example, Storey and

IR}
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Storey illustrated completeness solely with an example from the balance
sheet: “Financial statements are incomplete . . . if, for example, an enterprise
owns an office structure but reports no ‘building’ or similar asset on its balance
sheet” (Storey and Storey, 1998, 106). Also, completeness is violated by off-
balance sheet financing (discussed in Chapters 2, 25, and 26). Hiding by
Enron of some of its off-balance sheet financing was said to be a major reason
rating agencies, analysts, individual investors, and the SEC became aware of its
impending implosion in 2001 only long after it became inevitable.

However, completeness is usually not thought of in connection with the
income statement, though it should be. To be sure, the FASB implicitly
raised the issue of completeness in the income statement in connection with
reliability: “Reliability implies completeness of information...” (FASB,
1980Db, par. 79). That’s correct in aspect II of reliability, in which it’s virtu-
ally synonymous with usefulness. However, in aspect I of reliability, which
is related to individual elements of the reporting entity represented in finan-
cial statements, information can be reliable but not complete.

So, though the FASB confines the user-oriented criteria to understand-
ability, relevance, and reliability (FASB, 1980b, Figure 1), financial state-
ment information can be fully understandable, relevant, and reliable, but
misleading because it’s not complete. In contrast, the AICPA got it right:
“Completeness. Complete financial accounting information includes all finan-
cial accounting data that reasonably fulfill the requirements of the other
qualitative objectives” (AICPA, 1970c, par. 94).

Completeness is the third of the three most violated user-oriented criteria
in the design of current financial statements. As discussed in Chapter 10, its
violation is the most serious defect of current financial statements other than
their defective unit of measure (see Chapter 11).

Completeness is discussed in the auditing literature (SAS 32), but only to
see whether all of the requirements of existing GAAP have been included,
not as a criterion to test existing GAAP.

Issuers of the reports of an individual reporting entity can control consis-
tency in their own financial statements by using consistent practices and
applying them consistently and by using consistent estimates and judg-
ments, or by disclosing inconsistencies and their effects on the reporting.
They can’t control consistency between the financial statements of separate
reporting entities, because of the existence of alternative financial statement
reporting practices. Only the profession can control that, by reducing the
number of available alternatives (see Chapter 19).

Comparability is usually discussed in terms of comparing information:

Information about an enterprise gains greatly in usefulness if it can be
compared with similar information about other enterprises and with
similar information about the same enterprise for some other period or
some other point in time.

(FASB, 1980b, par. 111)
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Comparability is a quality of the relationship between two or more
pieces of information. . .
(Storey and Storey, 1998, 114)

That might imply that consistency is all that’s needed to achieve compara-
bility. In fact, some say that it is, for example:

Comparability is achieved if similar transactions and other events and
circumstances are accounted for similarly and different transactions and
other events and circumstances are accounted for differently.

(Storey and Storey, 1998, 114)

comparability and its over-time counterpart, comsistency ... if similar
things are accounted for the same way, either across firms or over time,
it becomes possible to assess financial reports of different entities, or the
same entity at different points in time, so as to discern the underlying
economic events.

(Schipper, 2003, 62)

However, users compare financial opportunities, not financial informa-
tion. Miller was the first to make that observation: “financial information . . .
should enable users to make valid comparisons between the entities that are
reporting” (Miller, 1978, 71)."” Though comparability is often considered to
be achieved solely by consistent use of financial statement reporting prin-
ciples, comparing financial opportunities based on financial statements of
diverse reporting entities that consistently use a principle of reporting the
income from one kind of transaction at one dollar and a principle of report-
ing the income from another kind of transaction at two dollars, for example,
would obviously lead the user astray:

If data inputs are ill-chosen or incomplete, the measures that result will
not be truly comparable no matter how consistent the procedures are
that are applied to them.

(FASB, 1980b, par. 118)

There is nothing to be gained—and much to be lost from consistently
applying defective methods of accounting.
(West, 2003, 101)

12 The FASB reflected that view two years later in the glossary to its CON2:

Comparability
The quality of information that enables users to identify similarities in and dif-
ferences between two sets of economic phenomena.
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For information to serve comparisons of financial opportunities, all the user-
oriented criteria must be conformed with.

Some throw up their hands about the possibility of achieving comparabil-
ity, for example: “comparability—an ... unfeasible goal” (Riahi-Belkaoui,
1993, 248). Such pessimism isn’t warranted. Were it warranted, issuance of
financial statements should be abandoned except as accountability reports.

Figure 3.1 presents a flowchart showing how the user-oriented criteria
should be applied.

TRADE-OFFS AMONG THE USER-ORIENTED CRITERIA

Many contend that not all of the user-oriented criteria can be fully satisfied
at the same time, that some of them conflict, so that increasing conformity
with one could decrease conformity with another. For example, “recognition
may sometimes involve a trade-off between relevance and reliability” (FASB,
1984a, par. 77). Scott says that that particular trade-off seems impossible to
avoid: “it seems impossible to prepare financial statements that are both
completely relevant and completely reliable” (Scott, 1997, 27).

Current value is sometimes described as more relevant but less reliable
than acquisition cost:

Inexact measures of contemporaneous economic values generally are
more useful than fastidious historic records of past exchanges.
(Association for Investment Management and Research, 1993, 33)

The introduction of a value-based system into the formal accounting
and reporting system could do great harm. The loss of reliability would
open the door for many more extremely subjective determinations. . .

(Flegm, 1989, 95)

analysts ... would not be happy to see historical costs removed from
financial statements because they are not convinced that it would result
in an increase in relevance sufficient to offset the reduction in reliability
of the new data.

(AICPA, 1994b, 1, 35)

That issue is discussed in Chapter 10, which states the view that allocated
acquisition cost is completely unreliable, and in Chapter 14, in which a con-
clusion is reached that no trade-off is necessary between relevance and relia-
bility using current selling price reporting.

In any event, the following views are reasonable:

any accounting method that scores zero on any one of the ... criteria
would be unacceptable.

(Staubus, 1977, 43)
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whether irrelevant numbers are reliable need be of no concern to anyone.
(American Accounting Association, 1991, 94)

Any attempt to cope with the difficulties of measuring a property
known to be relevant is preferable to any attempt to measure an entirely
different property instead, unless the measure of a different property is
the closest possible approximation to the measure of the desired
property.

(Chambers, 1966, 231)

A guess at a relevant figure is infinitely more valuable than a precise and
objective irrelevancy. If one’s decision theory prescribes that length is
relevant and radioactivity is not, then radioactivity has zero value
regardless of its precision or objectivity. A rough estimate of length has
at least some value, no matter how imprecise or unobjective.

(Sterling, 1970a, 303)

Information that’s relevant but unreliable, not timely, or not understandable
is equally useless.

Issuer-oriented criteria

The issuers are entitled to have their legitimate needs served. They can be
stated as criteria to judge the design of financial reports (though the issuer-
oriented criteria have been discussed here and there in the literature, only
the user-oriented criteria have been previously discussed in an organized
fashion):

®  Reasonable amount of disclosure. Disclosure requirements imposed on the
issuers should serve the legitimate needs of the users but shouldn’t be
excessive.

o Control of issuance costs. Financial reports should be designed so that the
costs of their preparation and auditing aren’t excessive: “The informa-
tion provided by financial reporting involves a cost to provide and use,
and generally the benefits of information provided should be expected to
at least equal the cost involved” (FASB, 1978, par. 23).

o Control of competitive costs. Financial reports should be designed so that
the reporting entities aren’t significantly harmed by access to the reports
by their competitors (see AICPA, 1994a, 46, 47).

o Control of legal costs. Financial reports should be designed so that they
don’t cause the reporting entities to incur excessive legal costs, for
example because forward-looking information reported doesn’t turn out
to have accurately portrayed the financial effects of events as they subse-
quently unfolded.

o Stability in reporting standards. Financial reporting standards shouldn’t be
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changed so much and so often that issuers are unable to keep up with
the changes: “constituents face ... real and, in some cases, ... signific-
ant costs in understanding and implementing the Board’s pronounce-
ments” (Scott and Upton, 1991, 2).

Though issuers have incentives for high, stable, and flexible income
reporting, those incentives conflict with the user-oriented criteria and are
therefore not reflected in the issuer-oriented criteria.

Outside-aunditor-oriented criteria

The legitimate needs of outside auditors have also been discussed here and
there in the literature, but not in an organized fashion:

o Verifiability. The need for the information to be verifiable is as important
to outside auditors as it is to the users, because it goes to the heart of the
activity of auditing.

o Control of legal costs. Financial reports should be designed so that they
don’t cause outside auditors to incur excessive legal costs, for example,
by preventing the reporting entities from using permissive financial
statement reporting standards that could result in significantly over-
stated assets or understated liabilities."?

Criteria for the other parties

None of the incentives of the other parties to financial reporting seems
worthy to be reflected in qualitative criteria for the design of financial state-
ments. For example, teachers of financial reporting would like to have their
pet theories adopted by standard setters and regulators and can’t understand
why they aren’t: “philosophers long to be emperors, and cannot comprehend
the stupidity of Providence in withholding from them their rightful
thrones” (Durant, 1935, 468). That by itself isn’t a sound goal for financial
reporting; for one reason, their pet theories conflict, so there would be no
way to implement such a criterion.

Definitions of the elements of the reporting entity represented in
Sinancial statements

The definitions of the elements of the reporting entity represented in finan-
cial statements—assets, liabilities, revenues, and so on—are among the tools
for analyzing issues in the design of financial statements. Their content is

13 This criterion is related to the desire for conservatism, discussed, for example, in
Chapters 2 and 10.
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debated, so they are included in Part II (Chapter 9) of this book on issues
underlying financial reporting.

Operations to design financial statements

Understanding the economics of transactions contemplated by a pro-
posed standard is an essential part of the analysis process.
(John T. Smith, 1998, 163)

The APB stated operations to design financial statements (AICPA, 1970c,
par. 176),"" and though they have never been disputed, they have been
ignored and violated. Nevertheless, they can help the profession from perio-
dically going astray as it does. Issues whose consideration would be benefited
by considering the operations, for example, are reporting on income taxes
(see Chapter 21) and reporting on employee benefits (see Chapter 24). The
following is the APB’s statement of the operations to design financial state-
ments:

1 Selecting the events. Events to be accounted for are identified.
Amnalyzing the events. Events are analyzed to determine their effects
on the financial position of an enterprise.

3 Measuring the effects. Effects of the events on the financial position
of the enterprise are measured and represented by money amounts.

4 Classifying the measured effects. The effects are classified according
to the individual assets, liabilities, equity items, revenue, or expenses
affected.

5  Recording the measured effects. The effects are recorded according
to the assets, liabilities, owners’ equity items, revenue, and expenses
affected.

6 Summarizing the recorded effects. The amounts of changes
recorded for each asset, liability, owners’ equity item, revenue, and
expense are summed and related data are grouped.

7 Adjusting the records. Remeasurement, new data, corrections, or
other adjustments are often required after the events have been ini-
tially recorded, classified, and summarized.

8 Communicating the processed information. The information is
communicated to users in the form of financial statements.

(AICPA, 1970c, par. 176)

Concentrating on events that way, which incorporates time period report-
ing rather than venture reporting, is a challenge to the matching concept of

14 Goldberg paved the way for the AICPA: “steps . .. recognition and selection of
the events ... measurement ... recording ... summarizing, classifying and
reporting . . .” (Goldberg, 1965, 54).
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Paton and Littleton, which is the basis of much of the thinking about finan-
cial reporting today (see Chapters 1 and 10). With individual events
emphasized, the implication is that the financial effects of each event
selected to be accounted for should be reported when that event occurs. The
thrust of matching, in contrast, is to report the financial effects of some of
the events selected to be accounted for not when those events occur but
later, when other events occur whose financial effects are “matched” with the
financial effects of the other events.

Classification of events

The operations are stated in terms of the financial effects of events that have
occurred in the financial reporting territory (see Chapter 4) that might be
reflected in financial statements. (Operations in the financial reporting map
rather than events in the financial reporting territory are sometimes said to
be subjects for financial statements, for example, “Internal transactions
[adjusting and closing entries}...” [Littleton, 1953, 11}.) To put the opera-
tions into effect, it’s helpful to classify all the kinds of events that might be
reported on. First Staubus (Staubus, 1961, 62, 63) and then the APB (AICPA,
1970c, par. 62) did so, and their classifications, though never disputed, have
been to a considerable extent ignored. AICPA, 1973a, pars 5, 6, FASB, 1985a,
par. 137, and a research report issued by the G4 + 1 Group of standard-setting
bodies—Accounting by Recipients for Non-Reciprocal Transfers, Excluding Contribu-
tions by Owners: Their Definition, Recognition and Measurement (Westwood and
Mackenzie, 1999)—did rely on the concept of nonreciprocal transfers
developed in the APB’s classification, the only three places in which it appar-
ently was used; the FASB at first explicitly avoided using the concept in con-
sidering reporting in connection with stock options issued to employees (see
Chapter 18). That’s unfortunate, because they too can help analyze issues in
the design of financial statements and arrive at sound conclusions. The APB’s
classification appears in Appendix A to this chapter; it’s used in this book.

Current GAAP by classes of events

It’s also helpful to have current GAAP stated by the classes of events to see
how current issues fit in, to see how other similar events are now reported
on, and to see how proposed solutions to the issues would change current
GAAP. The APB provided such a statement (AICPA, 1970c, pars 181-185),
which is presented in Appendix B to this chapter.

Complete and impregnable analysis for the benefit of the users

We shouldn’t forget that the most complete and impregnable analysis for
the benefit of the users can fall beneath the jackboot of self-interest: “vested
interests . . . may drown out reasoned discussion” (Skinner, 1987, 62n).
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Discussion questions

1  How do you feel about starting the design of GAAP with desired
results? If you oppose it, what do you think are its adverse con-
sequences?

2 What attention should standard-setters pay to the purported economic
consequences of the standards they propose to enact? What should be
the primary economic consequence?

3 Do you subscribe to the efficient market hypothesis? If so, what do you
believe the consequences should be for the design of GAAP?

4 Do you believe the power of the issuers of financial reports can ever be
overcome sufficiently so that analysis for the benefit of the users can
become the major means for determining good GAAP?

5 How important do you consider the criterion of representativeness? Do
you think it should be able to be conformed with by a blob of ink repre-
senting another blob of ink?

6 Do you believe applying the user-oriented criteria would be helpful in
improving the design of GAAP?

7  Should relevance include the criteria of timeliness, understandability,
and the like, as the FASB presented them?

8 How important would you now say is the criterion of completeness?

9 How important should be the role of the issuer-oriented criteria and the
outside-auditor oriented criteria in the design of GAAP?

Appendix A: classes of events

I External events: events that affect the enterprise and in which other
entities participate.
A Transfers of resources or obligations to or from other entities.

1 Exchanges
These events are reciprocal transfers of resources or obligations
between the enterprise and other entities in which the enterprise
either sacrifices resources or incurs obligations in order to obtain
other resources or satisfy other obligations. Exchanges occur if
each party to the transaction values that which he will receive
more than that which he must give up and if the particular
exchange is evaluated as preferable to alternative actions.
Exchanges encompass many of the economic interactions of
entities; they include contractual commitments as well as
transfers of goods, services, money, and the exchange of one
obligation for another. Some exchanges take place on a continuous
basis over time instead of being consummated at a moment of
time—for example, accumulations of interest and rent.

2 Nonreciprocal transfers
These events are transfers in one direction of resources or
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obligations, either from the enterprise to other entities or from

other entities to the enterprise.

a  Transfers between the enterprise and its owners
These are events in which the enterprise receives resources
from owners and the enterprise acknowledges an increased
ownership interest, or the enterprise transfers resources to
owners and their interest decreases.'”” These transfers are not
exchanges from the point of view of the enterprise. The
enterprise sacrifices none of its resources and incurs no
obligations in exchange for owners’ investments, and it
receives nothing of value to itself in exchange for the
resources it distributes.'® Transfers of this type also include
declaration of dividends and substituting ownership interest
for obligations.

b Nonreciprocal transfers between the enterprise and entities
other than owners
In these transfers one of the two entities is often passive, a
mere beneficiary or victim of the other’s actions. Examples are
gifts, dividends received, taxes, loss of a negligence lawsuit,
imposition of fines, and theft.

B External events other than transfers of resources or obligations to or
from other entities.
Enterprise resources may be changed by actions of other entities that
do not involve transfers of enterprise resources or obligations.
Examples are changes in specific prices of enterprise resources, changes
in interest rates, general price-level changes, technological changes
caused by outside entities, and vandalism. In addition to their direct
effects on the enterprise, these types of events also introduce an
element of uncertainty into production and exchange activities.
Unfavorable effects of these events may at best be insured or hedged
against or provided for through policies that promote orderly
adaptation to changed conditions.

Internal events: events in which only the enterprise participates.

A Production.
Production in a broad sense is the process by which resources are
combined or transformed into products (goods or services). Production

Interactions of enterprises with owners acting as customers, suppliers,
employees, debtors, creditors, donors, etc., rather than as owners are excluded
from this category.

The distinction between exchanges and transfers between an enterprise and its
owners is important in financial accounting today because resources are normally
recorded at the cost (see par. 164) in an exchange; owners’ investments have no
cost to the enterprise and are recorded at the fair value of the assets received (see
par. 182, M-2). Furthermore, revenue and expenses can result from exchanges
but not from transfers between an enterprise and its owners.
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does not necessarily alter the physical form of the items produced; it
may involve simply a change in location or the holding of items over
a period of time. Production encompasses a broad range of activities,
including manufacturing, exploration, research and development,
mining, agriculture, transportation, storage, marketing and
distribution, merchandising, and provision of services. Each of these
activities is intended to result in a product with an exchange price
greater than the cost of the resources used in its production.
Production includes all the internal events of an enterprise except
casualties. (The term production therefore is not used in this Statement
synonymously with the term manufacturing.)
B Casualties.

Casualties are sudden,'” substantial, unanticipated reductions in
enterprise resources not caused by other entities.'"® Examples are fires,
floods, and other events ordinarily termed acts of God. Some events in
this category are similar to those in category IB in that they introduce
an element of uncertainty and may be insured against.

Appendix B: current GAAP by classes of events

I External events
A Transfers of resources or obligations to or from other entities
181. 1. Exchanges are reciprocal transfers between the enterprise and
other entities that involve obtaining resources or satisfying obligations by
giving up other resources or incurring other obligations. Exchanges may take
place over time rather than at points of time (for example, accumulations of
interest and rent).

S-1. Exchanges recorded. Exchanges between the enterprise and other
entities (enterprises or individuals) are generally recorded in financial
accounting when the transfer of resources or obligations takes place
or services are provided.

M-1. Exchange prices. The effects of exchanges on assets, liabilities, revenue,
and expenses are measured at the prices established in the exchanges.

S-1A.  Acquisitions of assets. Resources acquired in exchanges are
recorded as assets of the enterprise. Some assets that are not
carried forward to future periods are immediately charged to
expense (see S-6C).

M-1A. Acquisition cost of assets. Assets acquired in exchanges are
measured at the exchange price, that is, at acquisition cost.

17 Casualties also include concealed progressive changes in assets that are dis-
covered after substantial change has taken place, for example, damage from set-
tling of a building foundation.

18 This definition of casualties differs from that in the Internal Revenue Code,
which includes some external events as casualties.
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Money and money claims acquired are measured at their face
amount or sometimes at their discounted amount.

Discussion. Cash, accounts receivable, and other short-term
money claims are usually measured at their face amount. A
long-term noninterest bearing note receivable is measured at
its discounted amount.

M-IA (1). Fair value. In exchanges in which neither money nor

promises to pay money are exchanged, the assets
acquired are generally measured at the fair value of the
assets given up. However, if the fair value of the assets
received is more clearly evident, the assets acquired are
measured at that amount.
Discussion. Fair value is the approximation of exchange price
in transfers in which money or money claims are not involved.
Similar exchanges are used to approximate what the exchange
price would have been if an exchange for money had taken
place. The recorded amount (as distinguished from the fair
value) of assets given up in a trade is generally not used to
measure assets acquired.

M-1A (2). Acquisition of a group of assets in one exchange. A group of

assets acquired in a single exchange is measured at the

exchange price. The total price is allocated to the

individual assets based on their relative fair values.
Discussion. Fair value of assets acquired is used primarily as a
device for allocating total cost, not as the measurement basis
of the assets acquired.

M-TA (3). Acquisition of a business in an exchange. A business

S-1B.

M-1B.

acquired in an exchange is measured at the exchange
price. Each individual asset acquired (other than
goodwill) is measured at its fair value. If the total
exchange price exceeds the amounts assigned to the
individual assets, the excess is recorded as goodwill. If
the total amount assigned to individual assets exceeds
the exchange price, the difference is recorded as a
reduction of the amounts assigned to the assets (also
see S-2A and S-2B).

Dispositions of assets. Decreases in assets are recorded when

assets are disposed of in exchanges.

Asset dispositions measured. Decreases in assets are measured by

the recorded amounts that relate to the assets. The amounts

are usually the historical or acquisition costs of the assets (as

adjusted for amortization and other changes).

Discussion. In partial dispositions, measurement of the amount

removed is governed by detailed principles (e.g., first-in, first-

out; last-in, first-out; and average cost for inventories) that are
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S-1C.

S-1D.

S-1E.

S-1F.

based on the presumed “flow” of goods or the presumed
“flow” of costs.

Liabilities recorded. Liabilities are recorded when obligations to
transfer assets or provide services in the future are incurred in
exchanges.

Amount of liabilities. Liabilities are measured at amounts
established in the exchanges, usually the amounts to be paid,
sometimes discounted.

Discussion. Conceptually, a liability is measured at the
amount of cash to be paid discounted to the time the
liability is incurred. Most short-term liabilities are simply
measured at the amount to be paid. Discounted present
values are often used if the obligations require payments at
dates that are relatively far in the future. Pension
obligations and liabilities under capitalized long-term leases
are measured at discounted amounts. Bonds and other long-
term liabilities are in effect measured at the discounted
amount of the future cash payments for interest and
principal. The difference between the recorded amount of a
liability and the amounts to be paid is amortized over the
periods to maturity.

Liability decreases. Decreases in liabilities are recorded when
they are discharged through payments, through substitution
of other liabilities, or otherwise.

Liability decrease measured. Decreases in liabilities are measured
by the recorded amounts that relate to the liabilities. A partial
discharge of liabilities is measured at a proportionate part of
the recorded amount of the liabilities.

Commitments. Agreements for the exchange of resources in the
future that at present are unfulfilled commitments on both
sides are not recorded until one of the parties at least partially
fulfills its commitment, except that (1) some leases and (2)
losses on firm commitments are recorded.

Discussion. An exception to the general rule for recording
exchanges is made for most executory contracts. An exchange of
promises between the contracting parties is an exchange of
something of value, but the usual view in accounting is that the
promises are off-setting and nothing need be recorded until one
or both parties at least partially perform(s) under the contract.
The effects of some executory contracts, however, are recorded,
for example, long-term leases that are recorded as assets by the
lessee with a corresponding liability (see discussion after M-1C).
Revenue from exchanges. Revenue is recorded when products are
sold, services are provided, or enterprise resources are used by
others. Revenue is also recorded when an enterprise sells assets
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other than products (usually presented as part of a gain or
loss—see par. 198).

M-1F. Revenue measurement. Revenue from exchanges is initially

measured at prices established in the exchanges. The revenue
amounts are reduced (or expenses recorded) for discounts,
returns, and allowances.
Discussion. Revenue is usually recognized at the time of
exchanges in which cash is received or new claims arise
against other entities. However, exceptions are made, for
example, for certain products that have an assured selling
price (see S-6D) and long-term construction type contracts
(see S-GE). Revenue is not recognized on purchases.

S-1F(1). Recognizing revenue and expenses if proceeds are collectible over a
long period without reasonable assurance of collection. The terms
of an exchange transaction or other conditions related to
receivables collectible over a long period may preclude a
reasonable estimate of the collectibility of the receivables.
Either an installment method or a cost recovery method
of recognizing revenue and expenses may be used as long
as collectibility is not reasonably assured.

M-1F(1). Measuring revenue and expenses on installment or cost
recovery methods. Under both installment and cost
recovery methods the proceeds collected measure
revenue. Under an installment method expenses are
measured at an amount determined by multiplying the
cost of the asset sold by the ratio of the proceeds
collected to the total selling price. Under a cost
recovery method, expenses are measured at the
amounts of the proceeds collected until all costs have
been recovered.

S-1G. Expenses directly associated with revenue from exchanges. Costs
of assets sold or services provided are recognized
as expenses when the related revenue is recognized (see
S-1F).

M-1G. Expense measurement. Measurement of expenses directly
associated with revenue recognized in exchanges is based on the
recorded amount (usually acquisition cost) of the assets that
leave the enterprise or the costs of the services provided (see S-
6A (1) for a discussion of product and service costs).
Discussion. Revenue is usually accompanied by related
expenses. For example, sale of a product leads to recording of
revenue from the sale and an expense for the cost of the
product sold. If an asset other than normal product, such as a
building, is sold, the undepreciated cost of the asset is an
expense to be subtracted from the revenue on the sale.



110 Setting the stage

182. 2. Nonreciprocal transfers are transfers in one direction of resources or
obligations, either from the enterprise to other entities or from other entities
to the enterprise.

S-2.

a.  Transfers between an enterprise and its owners. Examples are
investments of resources by owners, declaration of cash or
property dividends, acquisition of treasury stock, and conversion
of convertible debt.

Owners’ investments and withdrawals recorded. Transfers of assets or
liabilities between an enterprise and its owners are recorded when they
occur.
Owners’ investments and withdrawals measured. Increases in owners’
equity are usually measured by (a) the amount of cash received, (b) the
discounted present value of money claims received or liabilities
cancelled, or (c) the fair value of noncash assets received.'” Decreases in
owners’ equity are usually measured by (a) the amount of cash paid, (b)
the recorded amount of noncash assets transferred, or (c) the
discounted present value of liabilities incurred.
Discussion. Measurement of owners’ investments is generally based on
the fair value of the assets or the discounted present value of liabilities
that are transferred. The market value of stock issued may be used to
establish an amount at which to record owners’ investments but this
amount is only an approximation when the fair value of the assets
transferred cannot be measured directly.

S-2A.  Acquisition of a business as a whole through issuance of stock. The

acquisition of a business as a whole by an enterprise through the
issuance of stock is recorded when it occurs. (See S-2B for a
discussion of poolings of interests.)

M-2A. Acquisition of a business through issuance of stock measured. A business

acquired through issuance of stock is measured at the fair value of
the business acquired. Each individual asset acquired (other than
goodwill) is measured at its fair value. If the fair value of the
whole business exceeds the amounts assigned to the individual
assets, the excess is recorded as goodwill. If the total assigned to
individual assets exceeds the fair value of the whole business, the
difference is recorded as a reduction of the amounts assigned to
the assets.

S-2B.  Poolings of interests. Business combinations effected by issuance of

voting common stock that also meet other specified criteria are
accounted for as poolings of interests and not as acquisitions of
one business by another. A business combination accounted for as
a pooling of interests is accounted for when it occurs.

19 The fair value of assets received is often measured by the fair value of the shares
of stock issued.
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M-2B. Poolings of interests measured. The assets, liabilities, and elements of

owners’ equity of the separate companies generally become the
assets, liabilities, and elements of owners’ equity of the combined
corporation. They generally are measured at the time of
combination by the combined corporation at the amounts at
which they were then carried by the separate companies. The
revenue and expenses of the combined corporation for the period
in which the companies are combined include the revenue and
expenses of the separate companies from the beginning of the
period to the date of combination. Financial statements for prior
periods presented in reports of the combined corporation combine
the financial statements of the separate companies.

S-2C.  Investments of noncash assets by founders or principal stockholders of a

corporation. Transfers of noncash assets to a corporation by its
founders or principal stockholders are recorded when they occur.

M-2C. Founders or principal stockholders investments of noncash assets measured.

S-3.

Transfers of noncash assets to a corporation by its founders or
principal stockholders are sometimes measured at their costs to
the founders or principal stockholders rather than at their fair
value at the date of transfer.

b.  Nonreciprocal transfers between an enterprise and entities other than
owners. Examples are gifts and donations, taxes, loss of a
negligence lawsuit, imposition of fines, and theft.

Nonreciprocal transfers recorded. Nonreciprocal transfers with other than

owners are recorded when assets are acquired (except that some

noncash assets received as gifts are not recorded), when assets are
disposed of or their loss is discovered, or when liabilities come into
existence or are discovered.

Nonreciprocal transfers measured. Those noncash assets received in

nonreciprocal transfers with other than owners that are recorded are

measured at their fair value on the date received. Noncash assets given
are usually accounted for at their recorded amount. Liabilities imposed
are measured at the amount to be paid, sometimes discounted.

183. B. External events other than transfers of resources or obligations to or from

other entities. Examples are changes in specific prices of enterprise
assets, changes in interest rates, general price-level changes,
technological changes caused by outside entities, and damage to
enterprise assets caused by others.
Favorable external events other than transfers generally not recorded. External
events other than transfers that increase market prices or utility of
assets or decrease amounts required to discharge liabilities are
generally not recorded when they occur. Instead their effects are
usually reflected at the time of later exchanges.
Retention of recorded amounts. Assets whose prices or utility are increased
by external events other than transfers are normally retained in the
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S-5.

accounting records at their recorded amounts until they are

exchanged. Liabilities that can be satisfied for less than their recorded

amounts because of external events generally are retained in the
records at their recorded amounts until they are satisfied.

S-4A.  Some favorable events recorded. Examples of the few exceptions to
principle S-4 are (1) increases in market prices of marketable
securities held by investment companies and (2) decreases in
the amounts required currently to satisfy liabilities to provide
services or deliver resources other than U.S. dollars, for
example, foreign currency obligations and obligations under
warranties.

M-4A. Measuring favorable events. Recorded increases in market prices
are measured by the difference between the recorded amount
of the securities and the higher market price. Recorded
decreases in liabilities are measured by the difference between
the recorded amounts of the liabilities and the lower amounts
estimated to be required to satisfy them.

Unfavorable external events other than transfers recorded. Certain

unfavorable external events, other than transfers, that decrease market

prices or utility of assets or increase liabilities are recorded.

Measuring unfavorable events. The amounts of those assets whose

decreased market price or utility is recorded are adjusted to the lower

market price or recoverable cost resulting from the external event.

Discussion. Recording unfavorable external events other than transfers

varies depending on the type of asset or liability and is governed by

specific rules. The major rules are described below.

S-5A. Cost or market rule for inventories. A loss is recognized by
application of the rule of lower of cost and market to
inventories when their utility is no longer as great as their cost.

M-5A. Measuring inventory losses under the cost or market rule.
Replacement price is used in measuring the decline in price
of inventory except that the recorded decline should not result
in carrying the inventory at an amount that (1) exceeds net
realizable value or (2) is lower than net realizable value
reduced by an allowance for an approximately normal profit
margin.

S-5B.  Decline in market price of certain marketable securities. 1f market
price of marketable securities classified as current assets is less
than cost and it is evident that the decline is not due to a
temporary condition a loss is recorded when the price
declines.

M-5B. Measuring losses from decline in price of marketable securities. The
loss on a price decline of marketable securities is measured by
the difference between the recorded amount and the lower
market price.
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M-3D.

S-5E.

M-5E.

S-5F.
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Obsolescence. Reductions in the utility of productive facilities
caused by obsolescence due to technological, economic, or
other change are usually recognized over the remaining
productive lives of the assets. If the productive facilities have
become worthless the entire loss is then recognized.
Measuring obsolescence. Obsolescence of productive facilities is
usually measured by adjusting rates of depreciation,
depletion, or amortization for the remaining life (if any) of the
assets. If productive facilities have become worthless,
unamortized cost is recognized as a current loss.

Discussion. In unusual circumstances persuasive evidence may
exist of impairment of the utility of productive facilities
indicative of an inability to recover cost although the facilities
have not become worthless. The amount at which those
facilities are carried is sometimes reduced to recoverable cost
and a loss recorded prior to disposition or expiration of the
useful life of the facilities.

Damage caused by others. The effects of damage to enterprise
assets caused by others are recorded when they occur or are
discovered.

Measuring damage caused by others. When enterprise assets are
damaged by others, asset amounts are written down to
recoverable costs and a loss is recorded.

Decline in market prices of noncurrent assets generally not recorded.
Reductions in the market prices of noncurrent assets are
generally not recorded until the assets are disposed of or are
determined to be worthless.

Retention of recorded amount. Noncurrent assets whose market
prices have declined are generally retained in accounting
records at their recorded amounts until they are disposed of or
have become worthless.

Discussion. In unusual circumstances a reduction in the market
price of securities classified as noncurrent assets may provide
persuasive evidence of an inability to recover cost although
the securities have not become worthless. The amount at
which those securities are carried is sometimes reduced and a
loss recognized prior to disposition of the securities.

Increases in amounts required to liquidate liabilities other than those
payable in U.S. dollars recorded. Increases in the amounts
required currently to satisfy liabilities to provide services or
deliver resources other than U.S. dollars, for example, foreign
currency obligations and obligations under warranties, are
often recorded. Increases in amounts required currently to
liquidate liabilities payable in U.S. dollars because of changes
in interest rates or other external factors are generally not
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recorded until the liabilities are liquidated, converted, or
otherwise disposed of.

M-SE. Liability increases measured. Recorded increases in liabilities

from external events other than transfers are measured at the
difference between the recorded amount of the liabilities and
the higher amounts estimated to be required to satisfy them.

II Internal Events
184. A. Production. Production in a broad sense is the economic process by

S-6.

which inputs of goods and services are combined to produce an
output of product which may be either goods or services.
Production in this sense is therefore 70z restricted to manufacturing
operations, but includes activities such as merchandising,
transporting, and holding goods.

Production recorded. Utility added to assets by the internal profit-
directed activities of the enterprise is generally not recorded at the
time of production. Instead, historical or acquisition costs,
including costs of the production process, are shifted to different
categories of assets or to expenses as events in the enterprise
indicate that goods and services have been used (either partially or
completely) in production operations of the period. The costs that
continue to appear in asset categories are deducted from revenue
when the products or services to which they have been related are
sold at a later date (see S-1G).

Production measurement. Utility created by production is generally
not measured at the time of production. Instead, previously
recorded amounts (usually acquisition costs) are shifted or
allocated between asset categories or between activities or periods
in a systematic and rational manner.

Discussion. Accounting for production encompasses much of the
internal accounting for the enterprise. Accounting to determine
costs of manufacturing products and providing services (cost
accounting) is a part of production accounting in general. The
purpose of production accounting is to relate costs to revenue
when the product is sold or services provided or to relate costs
to particular accounting periods.

S-6A.  Costs of manufacturing products and providing services. Costs of

manufacturing products and providing services during a
period include (1) costs of assets that are completely used
during the period in manufacturing products and providing
services and (2) allocated portions of the costs of assets that are
partially used during the period in manufacturing products
and providing services, assigned in a systematic and rational
manner to those activities.

M-GA. Measuring costs of manufacturing products and providing services.

Costs of manufacturing products and providing services are
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measured at the recorded amounts (usually acquisition costs)
of assets used directly and by allocations in a systematic and
rational manner of recorded amounts of assets used indirectly.
Discussion. Cost accounting often involves shifts and allocations
of acquisition costs. The shifts and allocations are based on
observed or assumed relationships between the assets used and
the activities of manufacturing products or providing
services. An example of a shift to a different category is the
shift of costs from raw materials inventory to work in process
inventory. Examples of allocated costs are overhead costs such
as power, indirect labor, repair costs, and depreciation of plant
and equipment.

S-6A(1). Product and service costs. Costs assigned to products and

services provided are those costs of manufacturing
products and providing services that are considered
productive, including direct costs and indirect costs
(absorbed overhead). Costs of manufacturing products
and providing services for a period that are not assigned
to product or service costs are charged to expense during
the period, for example, unabsorbed overhead.

M-6AQ). Measuring product and service costs. Product and service

S-6B.

M-6B.

S-6C.

M-6C.

costs are measured by the sum of productive costs of
manufacturing products and providing services
assigned to units of product or service in a rational and
systematic manner.
Expenses from systematic and rational allocation. Some expenses
are associated with accounting periods by allocating costs of
assets over their useful lives.
Determination of expenses by systematic and rational allocation.
These expenses are allocations of the recorded amount of
assets in a systematic and rational manner to the period or
periods of the assets’ lives.
Discussion. 1f all the benefits of an asset are related to one period,
the recorded amount of the asset is charged as expense in that
period. If the asset will benefit several periods, the recorded
amount is charged to expense in a systematic and rational manner
over the periods involved. Depreciation, depletion, and
amortization of long-lived assets are examples of amounts
allocated to periods as expenses (excluding amounts allocated to
costs of manufacturing products and providing services, see SGA).
Expenses recognized immediately. The costs of some assets are
charged to expense immediately on acquisition.
Measurement of expenses recognized immediately. Expenses from
immediate recognition are measured at the acquisition prices
of the assets acquired.
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Discussion. Enterprises never acquire expenses per se; they
always acquire assets. Costs may be charged to expenses in the
period goods or services are acquired either under this
principle of immediate recognition or, if they only benefit the
period in which they are acquired, under the principle of
systematic and rational allocation (see S-6B). Examples of
costs that often are charged to expense immediately are
salaries paid to officers and payments for advertising.

S-6D.  Revenue at completion of production. Revenue may be recorded at
the completion of production of precious metals that have a
fixed selling price and insignificant marketing costs. Similar
treatment may also be accorded certain agricultural, mineral,
and other products characterized by inability to determine
unit acquisition costs, immediate marketability at quoted
prices that cannot be influenced by the producer, and unit
interchangeability.

M-6D. Revenue measured by net realizable value of product. Revenue
recorded at completion of production is measured by the net
realizable value of the product.

Discussion. Recognition of revenue at completion of production
is an exception to principles S-1F and S-6. The net realizable
value of product is its selling price less expected costs to sell.?

S-6E.  Revenue as production progresses. Revenue from cost-plus-fixed-
fee and long-term construction-type contracts is recognized as
production progresses using the percentage-of-completion
method if the total cost and the ratio of performance to date
to full performance can be reasonably estimated and collection
of the contract price is reasonably assured. When the current
estimate of total contract costs indicates a loss on long-term
construction-type contracts, in mMost circumstances provision
is made for the loss on the entire contract.

M-GE. Measuring revenue as production progresses. Under cost-plus-fixed-
fee contracts, revenue recognized as production progresses
includes either reimbursable costs and an allocated portion of
the fee or an allocated portion of the fee alone. Under long-
term construction-type contracts, revenue recognized as
production progresses is measured at an allocated portion of
the predetermined selling price. Product or service cost is
subtracted from revenue as an expense as production
progresses for long-term construction-type contracts and for
those cost-plus-fixed-fee contracts for which recorded revenue
includes reimbursable costs.

20 See par. 152, footnote 45, for a discussion of income statement treatment of
revenue recognized at completion of production.
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Discussion. Recognition of revenue as production progresses is
another exception to principles S-1F and S-6.

185. B. Casualties. Casualties are sudden, substantial, unanticipated
reductions in enterprise assets not caused by other entities. Examples
are fires, floods, and abnormal spoilage.

S-7. Casualties. Effects of casualties are recorded when they occur or
when they are discovered.

M-7.  Measuring casualties. When casualties occur or are discovered, asset
amounts are written down to recoverable costs and a loss is
recorded.



4 'The indoctrination of financial
reporters

Initial indoctrination and its reinforcement by adherence to so-called gener-
ally accepted principles have diverted accountants from seeing for them-
selves that . .. the conventional processes yield . . . gibberish.

(Chambers, 1987, 105)

We financial reporters are indoctrinated with the idea that financial reporting is
different from everything else, that it’s exempt from the constraints to which
all other disciplines are subject, as though it resides in a parallel universe:

accountants ... foster the partition of accounting from other related
subjects; their arguments frequently . .. seem . .. to imply that account-
ing is an independent discipline or set of operations. . .

(Chambers, 1969, 17)

When accounting is based on imaginary concepts—such as cost alloca-
tions, future economic benefits and the sums yielded by invalid aggrega-
tions—it is segregated from the realm of knowledge-based disciplines
and the precepts they provide.

(West, 2003, 65)

“Accounting practice enjoys a peculiar insulation from the conventional
idea in Western law that consumers may presume goods and services to
possess the characteristics making them fit for the uses commonly made

of them.”
(Clarke et al., 1997, 242, quoted in West, 2003, 181; this quotation
also appears in the Epilogue)

Both Sterling and Chambers refer to “the isolation of accounting. ..” (Ster-
ling, 1989, 90n; Chambers, 1987, 105).

We are indoctrinated at the beginning of our education as financial
reporters to swallow all the defects of financial reporting without complaint,
almost without notice:
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our first impressions linger on ... A good accountant will strive to
adapt them ... but he cannot shake them off. The child is father to the
man . .. even when the man is an accountant.

(Baxter, 1966, 6)

I...resolved to ... try not to be influenced by my accounting upbring-
ing ... Whether I or any other accountant can be successful in this
quest is . . . questionable.

(Lee, 1979, 35)

Your author was personally subject to this indoctrination and will never be
able to fully rid himself of it. Similarly,

Many women pursuing the feminist ideals of our time are painfully
aware that much of the value system which they have unequivocally
rejected continues to operate within them from their past training
and indoctrination. Despite their intellectual commitment to a femi-
nist equality, they still carry these abandoned and despised biases
from a past from which few are ever capable of completely freeing
themselves.

(Gaylin, 1984, 71, 72)

Only by understanding our indoctrination can we see why we acquiesce
to answers cutrently given to the issues in financial reporting that otherwise
defy understanding, as discussed in the section below on manifestations of
the indoctrination of financial reporters and throughout this book.

Origin of the indoctrination of financial reporters

the standard textbook and curriculum foist on their co