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 SCENE: The state opening of Parliament, as the Gentleman Usher of 

the Black Rod comes calling, c. 1787.

Charles James Fox, opposition leader : Do you enjoy all this fl ummery, 

Mr. Pitt?

William Pitt the Younger, prime minister: No, Mr. Fox.

Fox : Do you enjoy anything, Mr. Pitt?

Pitt : A balance sheet, Mr. Fox. I enjoy a good balance sheet.

alan bennett , The Madness of King George
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Preface

In subtle but signifi cant ways, our corporate accounting system has been cap-

tured. This is disturbing for at least two reasons. First, because accounting 

rules are at the heart of our market economy. They defi ne the fundamental 

notion of profi tability, facilitate capital allocation across competing ventures, 

and ensure the accountability of corporations and their managers. The health 

of the accounting system impacts the health of the economy and the distri-

bution of wealth and income therein. Second, because the evidence of cap-

ture in accounting rule- making can be symptomatic of a broader problem 

with how the “rules of the game” in our market economy are determined— 

particularly esoteric and highly technical rules that are outside the under-

standing and oversight of the general public. For example, the rules around 

bank governance and supervision, the rules around corporate auditing, and 

the rules around risk management and disclosure in fi nancial fi rms.

This book assembles a large body of evidence on the political process of 

corporate accounting rule- making, particularly in the United States. It stud-

ies the role of individual corporations, investment banks, asset- management 

fi rms, audit fi rms, industry associations, and members of the Financial Ac-

counting Standards Board (FASB), the private, not- for- profi t body charged 

with making U.S. corporate accounting rules. It evaluates the workings of the 

rule- making process. Does the process generate rules that are in the general 

interest— that is, are they likely to facilitate investment- allocation effi ciency 

and corporate accountability in our market system?

In several instances, I fi nd evidence of rules that benefi t one or more 

special- interest groups (e.g., industrial corporations, fi nancial fi rms, and au-

dit fi rms) at the potential expense of the general interest. In other words, 

the evidence suggests special- interest capture of the accounting rule- making 
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process. But unlike the traditional understanding of capture, where powerful 

interest groups are able to strong- arm regulators to obtain rules in their favor, 

several instances of capture in accounting rule- making are more subtle. Cap-

ture in these contexts involves selectively co- opting conceptual arguments 

from academia and elsewhere to advance the views of the special- interest 

groups. In this sense, the capture can be described as an ideology- enabled 

capture, or ideological capture.

The fi ndings on the state of accounting rule- making are of added im-

port because accounting rule- making is an illustration of a distinctive kind 

of regulatory challenge: producing public policy in a thin political market. 

Accounting rules cannot be determined without the substantive expertise 

and experience of special- interest groups that, by defi nition, also have strong 

commercial interests in the outcome and enjoy little political opposition 

from the general interest because of the abstruse nature of the subject matter. 

The challenge of such a thin political market is producing regulatory policy 

that is in the general interest.

*
This book is aimed at sophisticated participants and observers in the market 

economy, including corporate managers, policy makers, and, particularly, 

business and social- science scholars. No specialist knowledge of accounting 

is necessary; the book is self- contained with regard to technical concepts that 

are relevant to interpreting the evidence. The evidence in this book spans 

nearly four decades of data and is drawn from both large- sample formal sta-

tistical studies and in- depth case studies. A large proportion of this evidence 

has been vetted through the academic peer- review process and published in 

scholarly journals in accounting. The basic fi ndings are as follows:

• With the fi nancialization of the U.S. economy, particularly since the 1990s, 

we see a growing impact of investment banks and asset- management fi rms 

in accounting rule- making. These groups are more likely to propose rules 

that accelerate fi nancial- statement recognition of anticipated economic 

gains— that is, fair- value accounting rules. Under certain circumstances, 

this can result in higher compensation to executives in these fi rms.

• The rules above can be diffi cult to audit because they require verifi cation 

of conjectural profi ts. Large audit fi rms have responded by lobbying for 

more check- the- box- style rules (in contrast to rules that require subjec-

tive judgment). Check- the- box- style rules can lower auditors’ legal and 

political liability in case the conjectural profi ts do not materialize; such 

rules can also lower auditors’ overall accountability in the system.

• Members of the FASB generally propose rules consistent with the inter-
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ests of the industries from which they hail— in particular, members from 

investment banking and asset management generally propose fair- value 

accounting rules.

• Managers in nonfi nancial fi rms lobby on issues of particular relevance to 

them; they generally lobby for rules that further their private interests. On 

other issues they are generally silent.

• Some large private fi rms (fi rms not listed on stock exchanges), concerned 

particularly about the compliance costs of fair- value accounting rules, 

have been part of a successful coalition to create a new accounting rule- 

maker for themselves: the Private Company Council. This was done de-

spite a dearth of conceptual arguments for separate accounting rules for 

private companies.

• There is evidence that the impact of special interests on accounting rule- 

making is not limited to the United States. This appears to be an interna-

tional and even a global phenomenon.

Three themes emerge from across the fi ndings. First, corporate account-

ing rule- making is largely determined by a few specialist individuals (mostly 

corporate executives, bankers, and auditors) with strong economic interests 

in the outcome. They experience little political opposition in the process, par-

ticularly from those representing the interests of individual savers and, more 

so, ordinary citizens. Second, the outcome is, in several instances, skewed 

toward the interests of the specialists in ways that can compromise account-

ing’s role in corporate performance evaluation, corporate accountability, 

and asset allocation. Put differently, there is evidence suggesting that the ac-

counting system has been “captured” by special- interest groups, although 

this capture is sometimes of a distinct nature better referred to as ideological 

capture. Third, and perhaps most important, the evidence does not point to 

systematic and sustained capture by any one special- interest group. There 

is no single extractive institution, no unequivocal villain in the story. The 

capture in accounting rule- making appears to be ad hoc and driven by those 

with the strongest economic incentives in any particular case.

Several books have been written on regulatory capture—  or attempts 

thereof— in different areas of the economy, including federal broadcasting 

standards, automobile safety standards, and pharmaceutical approval stan-

dards. This book adds to the corpus of regulatory appraisals by offering a 

broad evaluation of the political process in accounting rule- making: a criti-

cal market institution that is rarely subject to wide- ranging assessment. But 

beyond that, the book develops the notion that accounting rule- making is a 

“thin political market”— a notion that can have implications for several other 

areas of regulation.
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I argue that the three themes emerging from the analysis of accounting’s 

political process together structure a special class of problem in the creation 

and maintenance of market institutions that underlie capitalism: the prob-

lem of a thin political market. I defi ne a thin political market as an area of 

rule- making or regulation relevant to the functioning of capitalist econo-

mies, where corporate managers (a) possess the technical expertise necessary 

for informed regulation, (b) enjoy strong economic interests in the outcome, 

and (c) face little political opposition from the general interest. Beyond ac-

counting rule- making, areas such as banking and insurance regulation and 

rule- making for auditing and actuarial practice are likely thin political mar-

kets. They are “thin” in the sense that they are each dominated by a few spe-

cialist players with little opposition from the general interest. They are “po-

litical markets” in the sense that in each case a deliberative process is being 

used to allocate a scarce and valuable resource— for example, accounting, 

auditing, or insurance rules for the economy.

Thin political markets are distinct from political processes where the gen-

eral public is suffi ciently informed or incented to participate— for example, 

the political market for Social Security reform. They are also distinct from 

political processes where expertise for regulation does not necessarily reside 

with corporate interests, such as the political market for environmental regu-

lation, where climate scientists possess substantial know- how. In a thin po-

litical market expertise germane to developing regulation is experiential in 

nature— the knowledge is tacit, or a posteriori, residing within the regulated 

entities by virtue of their day- to- day activities. The comingling of such regu-

latory expertise and economic interest within corporations, together with the 

paucity of political representation of the general interest (due partly to the 

highly technical nature of the underlying subject matter), makes thin political 

markets particularly challenging.

In a thin political market, it is diffi cult for nonvested interests to design 

precise regulation in the general interest. Independent experts— for ex-

ample, accounting professors in the case of accounting rule- making— have 

modest impact in thin political markets because their “independence” gener-

ally correlates with distance from the substantive experience necessary for 

regulation. Ex post facto studies— such as the kind in this book— can bring 

circumstantial evidence to bear on the likelihood of capture. For example, 

research presented in this book shows that (1) several important accounting 

rules deviate from what is expected given accounting’s role in performance 

evaluation, asset allocation, and stewardship and (2) that this deviation can 

be explained by the vested interests of those with relevant experience. But 

this assessment is after- the- fact, not concurrent and not preventative. This 
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is not to suggest that academics have not played an important role in the 

development of accounting rules over the past few decades but rather (as I 

argue later) that academic voices are selectively heard; they are particularly 

impactful when they can corroborate and advance the positions of prevailing 

special- interest groups. This process I describe as ideological capture.

So what can we do about the problem of thin political markets?

The various actors in the accounting rule- making game are all individu-

ally acting in their own interests, seeking to increase their own profi ts in a 

manner that is not obviously illegal. Indeed, on one level, their actions essen-

tially embody the capitalist spirit as articulated in Milton Friedman’s famous 

claim that “the social responsibility of business is to increase its profi ts.” But 

the logic of profi t- increasing behavior is the logic of competitive markets; 

and, as the evidence in this book demonstrates, this logic breaks down in 

thin political markets. I argue that when lobbying in a thin political market, 

corporate managers assume an agency responsibility for the market system 

as whole and for the citizens in whose interests market capitalism functions. 

So just as there is widespread recognition among managers of their agency 

responsibility to corporations and shareholders— recognition that is im-

bued in them via business schools and corporate codes as a moral and legal 

duty— so too must managers recognize their agency of the system when lob-

bying in thin political markets. The problem of thin political markets can-

not be solved without a fundamental reexamination of what is the legitimate 

responsibility of corporate managers in such political contexts. The solution 

is one that relies just as importantly on reimagining business leadership as 

on clever institutional redesigns. The book concludes with an urgent call to 

action in this regard.





1

Introduction

When I fi rst conceived the idea for this book, I imagined it would focus ex-

clusively on making an assessment of the accounting rule- making process for 

corporations in the United States and beyond. Corporate accounting rules are 

a critical institution in modern market capitalism, essential to mitigating col-

lusion and information asymmetry and to promoting the effi cient allocation 

of capital across diverse competing projects. I have been studying this process 

for several years, so a comprehensive report on that investigation seemed ap-

propriate and timely. And indeed, a substantial portion of this book (chap-

ters 2– 7) presents such a report.

But the book goes beyond an assessment of the state of accounting rule- 

making. As I started to put this book together— and refl ect on my fi ndings, 

searching for the “whole” that would integrate the numerous distinct studies 

I have conducted in this area— I came to realize that the book ought to be 

much broader. Because the accounting rule- making process offers a window 

into a central aspect of the functioning of market capitalism: the nature and 

challenge of what I defi ne as “thin political markets.” By this I mean a politi-

cal process of designing essential technical rules of the game in areas where 

substantive expertise lies with vested interests and where the general interest 

is usually not involved. Beyond accounting rule- making, areas such as bank-

ing supervision, insurance regulation, and standards for auditing and actuar-

ies can be thin political markets.

Thin political markets present a paradox. There is nothing explicitly il-

legal about constituents lobbying in the accounting rule- making process for 

outcomes that are likely to increase their own reported profi ts. These con-

stituents’ actions, as I document in this book, essentially embody the capital-

ist spirit, as Milton Friedman famously argued: “The social responsibility of 



2 c h a p t e r  o n e

business . . . is to increase its profi ts.”1 But the “invisible hand” that usually 

aggregates and equilibrates self- interested profi t- seeking behavior in markets 

into a collective prosperity that legitimizes capitalism does not manifest itself 

in the thin political market of accounting rule- making. By their very nature, 

thin political markets are one- sided and unrestrained vis- à- vis the general 

interest. In this sense, they are distinct from “thick” political processes, where 

the general public is engaged (either directly or through intermediaries) or 

where expertise for regulation does not necessarily reside largely with vested 

interests.2

Toward the end of the book I introduce in more detail the notion of thin 

political markets and offer an inductive defi nition that I hope future research 

will expand upon and refi ne. Then I begin to outline a solution to the chal-

lenge of thin political markets. I note that in pursuing profi t- increasing be-

havior in the conduct of commerce, managers are acting in the context of 

the ethical framework that legitimizes capitalism. Without this framework— 

which lays out the logic for how the individual pursuit of profi t aggregates 

to a collective good— profi t- seeking behavior is morally empty. What makes 

profi t- seeking “a social responsibility” (in Milton Friedman’s words) is the 

very sound reasoning at the heart of capitalism— a reasoning powerfully 

articulated by Adam Smith and, more recently, by economic Nobelists as 

ideologically diverse as Kenneth Arrow, Friedrich Hayek, Paul Samuelson, 

and Amartya Sen.3 This is not to say that corporate managers are not self- 

interested or that absent some ethical grant made by capitalism, corporate 

managers would not pursue their own profi t but rather that were it not mor-

ally virtuous and ethically sound, the pursuit of self- interest would not be so 

overt and unabashed.

The logic of profi t- increasing behavior is the logic of competitive mar-

kets. As the empirical evidence in this book will demonstrate, this logic 

breaks down in thin political markets. Here, the distinction between thin and 

thick political markets is also germane. In a thick political market (e.g., the 

political market for universal health care)— with a vibrant, deliberative pro-

cess, diverse views well represented, and expertise dispersed across interest 

groups— the profi t- seeking approach to lobbying might indeed be ethically 

tenable. But the absence of competent opposition in a thin political market 

obviates the ethical foundations for profi t seeking. In this specifi c context, the 

capitalist spirit of “rent extraction” is no longer virtuous.

When lobbying in a thin political market, corporate managers assume an 

agency responsibility for the market system as a whole and, eventually, for 

the citizens in whose interests market capitalism must function virtuously. 

So just as there is widespread recognition among managers of their agency 
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 responsibility to corporations and shareholders— a recognition that is im-

bued in them via business schools and corporate codes as a moral duty (in 

addition to being a legal duty; in fact, it is a legal duty because it is moral)— so 

too must we create a recognition for managerial agency of the system when 

lobbying in thin political markets. This is a key takeaway from the book.

What comes next is a detailed introduction to the book. I begin with an 

example from the area of accounting rule- making for corporate mergers and 

acquisitions (M&A). The example illustrates the phenomenon at the core of 

the evidence and analysis in this book: the problem of thin political markets. 

Later in the introduction, I provide an outline of the chapters that follow.

*
Mergers and acquisitions between and across companies are a critical institu-

tion of our modern market- capitalist economy. They allow companies to fold 

into each other to unleash synergies that can sustain and grow the economy. 

Furthermore, they constitute a core element of the “market for corporate 

control”— the process by which fl oundering companies and their manage-

ments are held to account by the rigors of the marketplace, embodying the 

creative destruction at the heart of capitalism. From 1980 to 2012, M&A activ-

ity in the United States totaled roughly $44 trillion, about 15 percent of U.S. 

gross domestic product (GDP) over that period.4 The central issue in M&A 

is the price to be paid in an acquisition; decades of academic research has re-

vealed that managers often overpay in M&A, perhaps because they are over-

confi dent in their ability to realize synergies or because they are unreasonably 

driven to build scale into their existing organizations.5

Given that M&A can either generate value for shareholders and society or, 

alternatively, be misused by “empire- building” management teams, it is im-

portant to hold managers to account for their M&A activities, particularly for 

an acquisition’s purchase price. This is largely accomplished through corpo-

rate fi nancial reporting. Without fi nancial reporting that matches the costs of 

an acquisition to its benefi ts, investors could be led to reward managers who 

increase the scale of their companies but decrease their value through over-

priced acquisitions. As such, accounting rules for M&A are a key account-

ability institution in capital markets. A particularly relevant area of M&A 

accounting— relevant to the purchase price of an acquisition— is “goodwill 

accounting.”

Goodwill is the excess of the purchase price in an acquisition over the 

current value of all purchased assets less the current value of all assumed li-

abilities. In other words, goodwill is premium paid over the verifi able value 

of the acquired fi rm. It generally represents the conjectural “future profi ts” 
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that an acquiring manager hopes to realize through an acquisition. Research 

has shown that, on average, acquiring CEOs overestimate on the date of ac-

quisition the amount of goodwill than can be realized.6 How goodwill is ac-

counted for is thus critical to the accountability of M&A transactions.

Since 2001, the formal rules or Generally Accepted Accounting Principles 

(GAAP) in the United States that govern goodwill accounting have com-

promised this accountability role in subtle ways. To see this requires a brief 

plunge into accounting principles. “Income” in accounting is defi ned as rev-

enues minus expenses. A core principle underlying traditional historic- cost 

accounting income is to match expenses to their associated revenues. In other 

words, to get a useful income number for a given year, we want the year’s 

revenues to be matched with the costs— including investments from previ-

ous years— that were needed to generate those revenues. In the case of mea-

suring income from an M&A deal, the revenues are those generated when 

imagined synergies become real sales to customers. The corresponding costs 

are numerous, but they include the value of goodwill acquired— that is, the 

premium paid in the M&A. Since the revenues from actualized synergies can 

occur over many years following an M&A in a process that is not measurable 

with any certainty, the traditional historic- cost way to account for M&A is 

to take a predetermined proportion of a fi rm’s goodwill balance and treat it 

as a cost each year (e.g., one- tenth of the goodwill balance each year for ten 

years). In fact, this was the rule that defi ned goodwill accounting in several 

cases prior to 2001— a process known as goodwill amortization (the maxi-

mum allowed goodwill amortization period was forty years).

But since 2001, fi rms have not been required to draw down their good-

will balance each year. Instead, they are required to determine for themselves 

whether their goodwill is “impaired.” Not surprisingly, a CEO who overpays 

in an M&A is not particularly keen to publicly acknowledge that overpay-

ment, so instances of fi rms declaring their goodwill as impaired are rare. 

What this means is that if an M&A was successful— and the acquiring fi rm 

generates the synergies it imagined at acquisition— the fi rm’s income rec-

ognizes the revenues from those synergies but not all of its costs, resulting 

in a double- counting of sorts. This violates the basic premise of traditional 

accounting. Alternatively, if an M&A is unsuccessful, and imagined synergies 

are for naught, investors and other users of accounting information can be 

left waiting for true accountability from managers; it takes a particularly ear-

nest CEO to admit that he or she overpaid for an acquisition. In fact, research 

shows that goodwill impairment is more likely to occur under new CEOs, 

who take a “bath” on their predecessors’ accumulated goodwill balance.7
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Why would the goodwill accounting rule change matter if even a few so-

phisticated investors are able to undo its effects, reconstructing what fi rms’ 

income statements and balance sheets would have looked like under the old 

rules through some accounting analysis? Partly because summary account-

ing numbers such as net income and net assets— which are both affected by 

the rule change— are sometimes predictably associated with stock prices, re-

fl ecting market ineffi ciencies.8 And partly because such summary accounting 

numbers are used in a host of formal commercial contracts, such as execu-

tive bonus contracts, debt contracts, and supplier contracts. As a matter of 

economy, these contracts are generally written on GAAP rules; it is costly for 

contracting parties to redefi ne accounting rules on an ad hoc basis.9

Thus one likely consequence of the goodwill accounting rules since 2001 

is compromised accountability for M&A. Then a natural follow- up question 

is: How did the 2001 accounting rules for M&A come to be?

The answer lies in a deeper understanding of the arcane process through 

which accounting rules are determined. At the heart of this process is the Fi-

nancial Accounting Standards Board (FASB), the country’s accounting rule- 

maker. In 1999, the FASB, partly in response to pressure from the U.S. Secu-

rities and Exchange Commission (SEC), which oversees the nation’s stock 

markets and publicly listed securities, decided to reevaluate the accounting 

rules for M&A. What followed was an unusually long and political process 

that, importantly, involved the country’s biggest investment banks: Goldman 

Sachs, Merrill Lynch, and Morgan Stanley. Investment banks, by the nature 

of their business, have an interest in issues related to M&A, including the 

accounting rules used by their prospective clients. As the opportunity to re-

visit these rules came up, the investment banks became key players in the 

private rule- making process. First, they saw their allies in the U.S. Congress 

lambast the FASB for its initial proposed replacement to the extant M&A 

accounting rules. Then representatives from the banks met with the FASB to 

advance their own proposals. They lobbied for rules that looked very similar 

to the ones that eventually ended up as the fi nal FASB standard on goodwill 

accounting— that is, they advocated the abolishment of goodwill amortiza-

tion and the introduction of the rules for goodwill impairment.

To be sure, the old rule— goodwill amortization— was far from perfect; 

treating a predetermined portion of a fi rm’s goodwill balance as an expense 

each year is arbitrary. Moreover, the SEC had been concerned about abuses 

of other extant M&A accounting rules (unrelated to goodwill per se), which 

was part of the impetus for the 2001 rule change. So compromised account-

ability for M&A under the current goodwill rules is the outcome of complex 
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bargaining that comingled many issues. But given the repercussions of com-

promised goodwill accountability to the integrity of M&A and capital mar-

kets, there is, nevertheless, cause for concern.

How did a handful of special interests shift such a core accounting rule? 

Why was the shift not bigger news as it happened? Who looks out for the 

interests of common citizens and retail investors in the political process that 

determines the accounting rules?

In this book, I address these questions through a broad analysis of the 

corporate accounting rule- making process in the United States and beyond. 

Apart from the accounting community, this analysis can be of interest to 

scholars of the market economy, policy makers, and executives in business 

more generally. After all, accounting rules are at the heart of measuring cor-

porate performance, securing corporate accountability, and facilitating capi-

tal allocation in a market economy.

*
Since the early 1970s, corporate accounting standard setting in the United 

States has been formally vested in the FASB, a small group of accounting 

rule- makers, incorporated as part of a private not- for- profi t organization, 

the Financial Accounting Foundation (FAF). But neither the FASB nor the 

FAF holds a congressional charter to make accounting rules for corporate 

America. Rather, this authority comes from the SEC, which has been charged 

by Congress since its establishment in the 1930s with the determination of 

accounting standards for publicly listed companies in the United States.10 

The SEC has for almost all its history relied on private bodies to draft and 

promulgate accounting standards. This delegation of public responsibility 

to private interests implicitly recognizes that neither Congress nor the SEC 

have direct substantive knowledge and experience in the matters that inform 

accounting standards. The expertise necessary to create accounting rules— 

familiarity with ever- mutating business practices, their evolving methods of 

account, and emerging technologies to audit such accounts— resides in the 

private sector.

But inherent in the idea of private rule- making is the fear that private 

interests will come to subvert the public’s benefi t through opportunistic rule- 

setting. In fact, two private bodies were delegated the accounting rule- making 

role prior to the FASB— the Committee on Accounting Procedure (1939– 59) 

and the Accounting Principles Board (1959– 73)— and both these bodies met 

their demise in part because of concerns about their lack of independence 

from private interests.11 Speaking in 1971 of the need to reevaluate extant in-

stitutions of accounting rule- making, the then- president of the American 
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Institute of Certifi ed Public Accountants (AICPA), the umbrella professional 

society for all American accountants, noted: “If we are not confronted with 

a crisis of confi dence in the profession, we are at least faced with a serious 

challenge to our ability to perform a mission of grave public responsibility.”12

How to deal with the critical tension inherent in the process of creat-

ing accounting rules— a process that relies on private interests acting for 

the public good— was a key theme in the design of the FASB in the early 

1970s. There are several notable differences between the FASB and its imme-

diate predecessor institution, the Accounting Principles Board (APB). First, 

 membership in the FASB is a full- time commitment. Members are required 

to resign all their other positions to serve in the nation’s principal corporate 

accounting rule- making body; members of the APB served part- time. Sec-

ond, the FASB is part of an independent, not- for- profi t organization whose 

trustees are committed in principle to insulate the FASB from confl icts of 

interest; the APB was part of the AICPA. And third, the FASB is supported 

by an independent full- time research staff to assist in technical and admin-

istrative matters; the APB relied considerably on the research support of the 

AICPA and large auditing fi rms.13

As the differences above suggest, the FASB and its supporting infrastruc-

ture were created with the goal of making accounting standard setting more 

independent of groups with strong vested interests in the rule- making out-

comes. But of course, the challenge still remains that it is in those very groups 

that the necessary expertise for accounting rule- making lies. The special 

committee of the AICPA that proposed the establishment of the FASB in 1972 

noted: “The common need we see is for a bold new effort to insure public 

confi dence in the ways in which fi nancial information is reported.”14 So the 

FASB is an experiment of sorts, to extract a select few technical specialists 

from corporate interests, endow them with independence from those inter-

ests, and empower them to set rules.

More than forty years on, has this experiment delivered on those in -

tentions?

Answering this question requires an evaluation of not only the FASB but 

rather the entire ecosystem from which accounting rule- making emerges. 

This ecosystem includes industrial corporations, fi nancial institutions, au-

diting fi rms, and, naturally, the FASB members who are drawn from these 

organizations. A substantial fraction of this book is occupied by a discus-

sion of the results of such an evaluation. Briefl y, I fi nd evidence consistent 

with “capture” of the accounting rule- making process by a number of these 

groups. The capture appears to be motivated by self- interest in many cases, 

although idiosyncratic differences across the groups on fundamental ques-
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tions about the nature and purpose of accounting appear to also precipitate 

“ideological capture” in certain cases.

Making observations about the social- welfare implications of a regulatory 

institution, including the costs of its likely capture, is extremely diffi cult. For 

example, as seen earlier, there is no defi nitively “correct” accounting method 

for acquired goodwill, so it is diffi cult to assert conclusively that the new 

goodwill method is the result of capture. Rather, the evidence is suggestive. 

The goodwill anecdote in all its complexity embodies the broader empirical 

reality. But relative to other areas where such observations might be made 

(e.g., the desirability of universal health care or a minimum wage), account-

ing rules are a relatively clean setting. This is because, as I describe in the next 

chapter, a well- developed economic theory of fi nancial reporting provides a 

conceptual benchmark of properties of accounting rules against which out-

comes of accounting’s political process can be evaluated.

*
The remainder of this introduction is devoted to providing an outline of 

the chapters that follow. Briefl y, chapter 2 develops a framework for essen-

tial properties of accounting rules, given their use in generating metrics for 

corporate performance evaluation, corporate accountability, and asset al-

location. The framework is used in the next three chapters to interpret the 

evidence on each of three key constituents in the accounting rule- making 

process: chapter 3 focuses on corporate managers, chapter 4 on auditors, and 

chapter 5 on the FASB members themselves. Chapter 6 brings to bear some 

international evidence, discussing the political process of accounting rule- 

making in two settings outside the United States. Chapter 7 broadens the 

scope from the creation of accounting rules to the creation of accounting 

rule- making bodies by analyzing the recent establishment of a separate U.S. 

accounting rule- maker for private (unlisted) companies. Chapter 8 consoli-

dates the evidence from the preceding chapters to discuss their implications. 

It then inductively develops the notion of thin political markets. Chapter 9 

begins an exploration of possible solutions to the problem of thin political 

markets, charting avenues for future scholarship and practice.

Chapter 2

Interpreting the evidence on the political process in accounting rule- making 

requires a conceptual basis of comparison. For example, I began this intro-

duction by reasoning that extant accounting rules for acquired goodwill are 

likely to compromise corporate managerial accountability in M&A. Strictly 
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speaking, making such an evaluation requires a theoretical benchmark of 

“optimal” accounting rules. Such a pure theory— which anticipates and pre-

dicts all business transactions, their interrelations, their context, and corre-

spondingly their ideal methods of account— is impracticable. But decades of 

academic research in accounting has specifi ed an economic theory of fi nan-

cial reporting from which the general parameters of a conceptual framework 

for accounting rules can be drawn. This economic conceptual framework, 

introduced in chapter 2, is used in the analysis of evidence in subsequent 

chapters.15 Much of what I discuss in chapter 2 will be familiar to readers with 

a background in accounting scholarship.16

The essence of the economic conceptual framework in chapter 2 is as fol-

lows: Financial reporting is a mechanism facilitating contracting with and 

the fl ow of information from the fi rm. For example, current and prospec-

tive shareholders and creditors seek to monitor fi rm managers, measure 

managerial performance, and value their (potential) investments. Financial 

reporting facilitates these objectives. Of course, accounting is not the only 

information and contracting mechanism: for example, qualitative disclosure 

by managers to current and prospective shareholders is another such mecha-

nism. Accounting’s comparative advantages are (1) its relative verifi ability— 

fi nancial reports are audited— and its emphasis on conservative reporting to 

mitigate managers’ incentives to overstate their achievements, (2) its tech-

nology to reconcile fl ows (profi ts) and stocks (assets) through double- entry 

bookkeeping, and (3) its technology to match multiperiod investments to 

corresponding revenues through capitalization, which can increase the rel-

evance of earnings to decision making. The economic conceptual framework 

developed in chapter 2 is the set of accounting rules that are generally consis-

tent with these properties.

An alternative to the conceptual framework above is the one specifi ed by 

the FASB itself. Indeed, aspects of the FASB conceptual framework are also 

found in numerous academic studies as well. In the early 1980s, the FASB 

completed the development of a set of principles with which it expected its 

accounting rules to be consistent.17 This original FASB framework is simi-

lar in many respects to the economic framework described above. However, 

the original FASB conceptual framework itself evolved over time, albeit more 

gradually than the FASB’s accounting rules. By the 2000s, the FASB had pro-

duced a new conceptual framework that differs in some signifi cant ways from 

both its old framework and the economic framework.18 For example, the 

FASB’s new framework de- emphasizes verifi ability, conservatism, and match-

ing, which are all important elements of the economic framework, while be-

ing more amenable to fair- value accounting.19 Thus using the new FASB 
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framework as the benchmark to interpret the evidence in this book could 

yield a substantially different analysis. I do not use the new FASB framework 

because, as I discuss in chapter 2, it is likely the result of the very political 

process in accounting that is the focus of this book; its use as a benchmark 

would constitute a logical circularity.

Chapter 3

Next, I turn to evidence on the role of corporate managers from both indus-

trial and fi nancial companies in the outcome of accounting rule- making. I 

do so through the case of accounting for goodwill acquired in M&A, which 

is the focus of chapter 3.20 For several years prior to 1999, when the FASB de-

cided to reevaluate M&A accounting rules, the SEC had expressed concerns 

about those rules. In particular, the SEC was concerned that some fi rms were 

abusing a particular M&A accounting method called “pooling of interests” 

in a way that led to overpayment for acquisitions and decreased M&A ac-

countability. When the FASB fi rst proposed a revision to the M&A account-

ing rules, it considered eliminating the pooling- of- interests method. Such 

elimination would result in all acquired goodwill being recognized on an ac-

quiring fi rm’s balance sheet and being expensed annually as amortization, a 

situation that could increase accountability for M&A. But this situation could 

also generate a substantial downward “drag” on the postacquisition earn-

ings of fi rms hitherto using the pooling- of- interests method. Thus perhaps 

not surprisingly, the FASB proposal met with strident and often exaggerated 

opposition from such fi rms. For example, Cisco Systems, a frequent pooling- 

of- interests user, protested that the FASB proposal would “stifl e technology 

development” and “slow job creation.”21 Soon, Congress got involved, mostly 

against the FASB proposal. Some members of the House introduced a bill to 

“impose a moratorium” on the elimination of pooling of interests, an un-

common and potentially dangerous move that inserted congressional politics 

into the highly technical world of accounting rules.22

During and immediately after the congressional intervention on this is-

sue, a small group of corporate managers, which included those from Cisco, 

other technology fi rms involved in M&A, and investment banks, met with 

the FASB to propose an alternative. If the pooling- of- interests method were 

to be eliminated, they suggested that goodwill amortization be eliminated as 

well. Their suggestion was accepted for the most part, resulting in the M&A 

rules for goodwill impairment we see today. Chapter 3 presents this history 

with additional formal evidence of the special- interest politics underlying ac-

counting rule- making. Specifi cally, the members of Congress who became 
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involved in this issue can be linked in statistical tests, through a history of 

campaign contributions, to corporate interests that were opposed to the 

elimination of pooling of interests. Furthermore, these corporate interests 

can be linked to lobbying pressure on the FASB to adopt rules— including 

elimination of goodwill amortization— that eventually became the offi cial 

M&A accounting standards.

Earlier, I discussed conceptually the consequences of the elimina-

tion of goodwill amortization: potentially decreased accountability in the 

multitrillion- dollar M&A industry. Chapter 3 augments this discussion with 

more formal evidence. Specifi cally, fi rms with strong indications of failed 

goodwill from M&A are shown to delay accounting for these losses for more 

than eight quarters. That is, the timeliness of accounting statements in pro-

viding accountability for M&A has declined in some cases by at least two 

years. Additional evidence suggests that average overpayment for acquisi-

tions increased across the U.S. economy after the accounting rules for M&A 

were changed.23

The story of the evolution of goodwill accounting rules is an allegory 

for the successes of corporate managerial self- interest in accounting rule- 

making. But corporate managerial interests are mitigated, in theory, by audi-

tors. So an examination of the role of auditors in the process is also necessary. 

Chapter 4 presents evidence on this matter.

Chapter 4

The auditing industry in the United States (and in many countries world-

wide) is an oligopoly— that is, a few large audit fi rms are responsible for over 

95 percent of the audits of listed companies in America. And while an oligop-

oly has persisted in auditing for the entire history of the FASB, the number 

of players has declined from eight in the 1970s to four today. The tightening 

audit oligopoly has been a source of concern in public policy circles, with 

elements of government, the press, and academia worrying that the existing 

“Big N” audit fi rms (where “N” refers to the extant number of large audit 

fi rms) are “too big” or “too few to fail.”24

Chapter 4 discusses evidence on how the tightening oligopoly in auditing 

has shaped the accounting rule- making incentives of the Big N audit fi rms 

over the last four decades.25 As the number of large audit fi rms has declined 

from eight to four, the remaining Big N fi rms have become more concerned 

about decreased “reliability” in accounting rules. “Reliability” here refers to 

a key property of accounting rules, which ensures that information is ob-

jectively verifi able and, thus, auditable. At fi rst blush, this result could be 
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consistent with increasing aggregate welfare. But additional analysis is neces-

sary before drawing a conclusion: Why would the fewer remaining large audit 

fi rms become more concerned about decreased reliability?

Conceptually, auditors face dual incentives in their roles: (1) catering to 

clients’ demands on the nature of accounting practices— after all, clients re-

tain and pay the auditors— which is accomplished in ways that can decrease 

reliability, and (2) lowering the likelihood of litigation and regulatory penal-

ties that arise from failing their responsibilities to certify client accounting 

practices, which is accomplished in large part through accounting reliability. 

As the number of large audit fi rms declines, the remaining fi rms can become 

increasingly secure in their position vis- à- vis regulators and the law— which 

is the concern inherent in the “too big to fail” argument— and, thus, more 

likely to cater to their clients’ demands. If true, we would expect to see au-

ditors less concerned about decreased reliability in accounting rules. Alter-

natively, if, as the number of large audit fi rms declines, they become more 

visible targets for political intervention and litigation, they are likely to be 

more concerned about decreased reliability in accounting rules. The empiri-

cal evidence is consistent with this latter explanation.

In other words, over the history of the operation of the FASB, as the num-

ber of large audit fi rms has declined from eight to four while their combined 

market share has remained largely intact, the auditors have focused their lob-

bying in accounting rule- making on opposition to decreased reliability in 

fi nancial reporting. But this emphasis comes from motives to protect their 

own wealth from political and legal scrutiny. One likely consequence of this 

emphasis is the increasing incidence of accounting rules that are “check- the- 

box” or compliance based rather than based on the auditors exercising pro-

fessional judgment— a phenomenon identifi ed by the SEC as a major source 

of concern in U.S. capital markets.26 Check- the- box rules not only lower the 

value- add of auditors in capital markets; they could decrease the overall ac-

countability of the system unless accounting is somehow substituted by an 

alternative contracting and information mechanism.

Chapter 5

With both corporate managers and auditors promoting self- interests in ac-

counting rule- making, focus falls on the members of the FASB itself. After 

all, as discussed earlier, the institutions and due process of the FASB were set 

up to increase the independence of accounting rule- makers. Chapter 5 dis-

cusses the results of an empirical examination of the accounting rule- making 

tendencies of every FASB member over its thirty- four- year history ending 
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in 2006.27 Several background characteristics of the FASB members, includ-

ing their professional experience, their prior employment, and their political 

tendencies, were studied to see if these characteristics predicted the nature of 

accounting rules they proposed.

Across a battery of empirical tests, one result in particular stands out as 

statistically robust. Over time, particularly since the 1990s, the proportion of 

FASB members from the fi nancial- services industry (defi ned as investment 

banking and investment management) has increased, and this increase is as-

sociated with accounting rules that deploy fair- value methodologies.

Fair- value accounting is the practice of measuring assets and liabilities at 

estimates of their current value in contrast to the centuries- old tradition of 

keeping books at historical cost. The argument for fair- value rules is that they 

increase the direct association between a fi rm’s accounting numbers and its 

equity prices. Fair- value rules are consistent with the FASB’s new conceptual 

framework. But fair- value rules can be less reliable than their historic- cost 

counterparts because they involve estimating conjectural profi ts. As such, in 

several circumstances, they are inconsistent with the economic framework for 

accounting and the FASB’s original conceptual framework because they can 

de- emphasize the role of matching, conservatism, and verifi ability in GAAP.

Fair- value accounting was blamed for some dubious practices in the pe-

riod leading up to the Wall Street crash of 1929 and was essentially banned 

by the SEC from the 1930s through the 1970s.28 But the use of fair values 

in accounting rules has increased over the last twenty years as the propor-

tion of FASB members from the fi nancial services industry has increased. 

In the early 2000s, fair- value rules were implicated in some of the account-

ing  misdeeds at Enron that led to the fi rm’s collapse.29 There are numerous 

complex reasons for individuals from the fi nancial- services industry to sup-

port fair- value accounting. Most notably, accounting profi ts defi ned on a 

fair- value basis rather than a historical- cost basis accelerate the recognition 

of expected gains, particularly in periods of rising asset prices. To the extent 

that managerial bonuses are based on such profi t numbers, fi nancial- services 

executives reap richer rewards under fair- value rules. In fact, this situation 

was an incentive for greater securitization of subprime loans by executives at 

several fi nancial- services fi rms in the period leading up to the 2008 Financial 

Crisis.30

Thus the principal result in the study of the impact of FASB members on 

accounting rule- making is the role of members from the fi nancial services in-

dustry in promoting accounting rules that can benefi t the sector. The growth 

of fi nancial- services representation on the FASB parallels the fi nancialization 

of the U.S. economy, and the incentives of fi nance- sector employees are seen 
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shaping accounting rules at the expense of reliability, a key comparative ad-

vantage of accounting.

Interestingly, the Big N auditors’ increasing concern about decreased reli-

ability in GAAP proposals (discussed in chapter 4) is not driven by the rising 

incidence of fair- value accounting. In fact, the auditors appear to support the 

rules proposed by FASB members from the fi nancial- services industry. This 

latter result could be due to the fact that auditors’ liability under fair- value 

accounting appears to be limited in some cases, due in part to their own suc-

cessful lobbying on this matter.31

Also endorsing the rise of fair- value accounting are the academics who 

have served on the FASB. Despite an active debate on fair- value account-

ing in the academic literature,32 all academics who have served on the FASB 

since the mid- 1980s appear to be favorably disposed to fair- value rules. The 

evidence suggests that the selection of academics to the FASB could be condi-

tioned on their pro- fair- value stance.

The narrative that emerges from the growth of fair- value accounting be-

trays a distinct form of capture that I call ideological capture.33 While it ap-

pears that the rise of fair- value accounting was partly driven by the interests 

of the fi nancial- services industry, this rise was also facilitated by large audit 

fi rms and select academics who provided necessary theoretical arguments for 

increased fair- value use in GAAP. In fact, the changes to the FASB’s own con-

ceptual framework that made it more agreeable with fair- value accounting 

(described in chapter 2) can be viewed in this light. The fundamental shift in 

accounting from its traditional historic- cost focus to a greater emphasis on 

fair values appears to be the result of a complex confederacy of interests and 

ideas, consistent with an ideology- enabled capture of the FASB on this issue.

Chapter 6

Thus far, I have focused on the institution of the FASB and evidence from 

the United States. But accounting rule- making, like most business activity, 

has been globalizing. In fact, one of the biggest developments in account-

ing over the last fi fteen years has been the establishment and growth of the 

International Accounting Standards Board (IASB), the global equivalent to 

the FASB. Much has been said and written on this issue, which like all glo-

balization efforts is multidimensional and complex.34 In chapter 6, I focus 

on providing evidence for one simple point: the American experience with 

the FASB is not unique, and special- interest politics has a role in accounting 

rule- making worldwide.35

In 2006, the government of China was in negotiations with the IASB over 
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the country’s adoption of international accounting rules (known as IFRS, or 

International Financial Reporting Standards). A thorny issue arose: IFRS, 

like its U.S. equivalent, had strict rules on disclosure of transactions between 

“related parties” (such as fi rms with substantially overlapping ownership) 

in corporate fi nancial reports. The notion of disclosing related- party trans-

actions is elementary in and fundamental to accounting: the idea is that 

transactions between players who are not at arm’s length are not reportable 

transactions at all. These related- party rules were undesirable to the Chinese 

government because they could call into question the reported profi tability 

of numerous state- controlled enterprises that dominated its economy. State- 

controlled enterprises, by virtue of their common ownership heritage, quali-

fi ed under the IASB rules as related parties and thus had to disclose numer-

ous transactions in IFRS- compliant fi nancial reports. Chapter 6 describes 

how the Chinese government was able to water down the defi nition of related 

parties in the worldwide accounting rules as a condition to its adoption of 

IFRS. The IASB obliged, perhaps because having China on board was a major 

victory in its goal of global accounting harmonization.

Where large fi rms from China were able to secure their interests in the 

global accounting game, large fi rms from India have had less luck. But even 

in this case, there is a role for politics in accounting. Chapter 6 additionally 

documents how a large Indian multinational, Tata Steel, which is part of the 

Tata Group, one of the country’s largest and most respected conglomerates, 

was able to infl uence that country’s accounting policy on IFRS adoption in a 

way that fostered its own interests. Specifi cally, certain IFRS rules for record-

ing gains and losses due to currency fl uctuations (when assets and liabilities 

are held in multiple jurisdictions) were set aside in India due, in part, to Tata 

Steel’s lobbying that the rules needlessly hurt its income statement and bal-

ance sheet.

Chapter 7

Here I return to the United States to provide a fi nal piece of evidence on the 

political market for accounting. The issue in this chapter is not simply the 

creation of an accounting rule that is in the interest of a particular set of cor-

porate managers, auditors, or standard setters. Rather, it is the creation of an 

entirely new rule- maker itself. On May 23, 2012, the trustees of the FAF, the 

not- for- profi t organization that oversees the FASB, approved the establish-

ment of a new accounting rule- maker: the Private Company Council (PCC). 

The PCC is charged with producing U.S. GAAP accounting rules for private 

companies (i.e., companies not publicly listed on stock exchanges). Previ-
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ously, private companies used the same accounting rules as public compa-

nies. These were the only “GAAP rules” for companies and were largely pro-

duced by the FASB under authority from the SEC, which has a congressional 

charter to this effect. Although there was no explicit mandate for private 

companies to use these GAAP rules, private companies did so in part due to 

GAAP’s widespread familiarity. Why then was the PCC— an institution for 

separate private- company GAAP— created?

Chapter 7 aims to answer this question by exploring the economic and 

political forces behind the creation of the fi rst major corporate- accounting 

rule- maker in the United States since the FASB was established in 1973.36 Eco-

nomically, there are few substantive reasons for separate private- company 

GAAP; while the nature and levels of fi nancial disclosure across private com-

panies and public companies could legitimately differ, the rules for recogni-

tion of transactions in these companies’ fi nancial statements should generally 

be the same. The lone dissenter— also the only research professor—  on a 

special FAF panel to consider the creation of the PCC noted: “There has . . . 

been no compelling evidence or framework presented to the Panel to suggest 

that the objectives of fi nancial reporting differ between private companies 

and public companies. The Panel has merely been presented with a list of 

standards that accountants associated with private companies do not fi nd 

desirable.”37

The economic arguments against separate private- company accounting 

notwithstanding, politically, there was a complex coalition behind the cre-

ation of the PCC. First, there were the private companies themselves, includ-

ing large conglomerates such as Koch Industries and private- equity groups 

such as Bain Capital, who were concerned about the rising costs of com-

plying with FASB rules, particularly since they were not legally obligated to 

do so. Then there were industry groups, such as the U.S. Chamber of Com-

merce, that raised philosophical objections to certain FASB rules around dis-

closure of corporate information; these rules were motivated by the SEC’s 

charge of promoting “fairness” in capital markets particularly for small, re-

tail shareholders. Finally, there was the AICPA, which was sometimes seen 

as representing the interests of small auditors over the Big Four. Small audi-

tors had long complained about the dominance of the Big N in accounting 

rule- making.

The creation of the PCC went unnoticed by most Americans, although its 

existence can have a signifi cant impact on their future. Rules from the PCC 

will defi ne the measurement of corporate performance and accountability 

for private companies, which make up about one- half of U.S. GDP. As with 

the FASB, this rule- making process is likely to be highly technical and largely 
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outside the public eye. Commercial self- interest is likely to have a defi ning 

say in PCC rules. It is too soon to tell whether the creation of separate private- 

company accounting rule- making will help or hurt aggregate welfare. In-

deed, the presence of the PCC might offer competition of sorts to the FASB, 

potentially disciplining the rule- making process from excessive dominance 

by special- interest objectives. On the other hand, the political process of de-

termining accounting rules is hardly one that receives much attention from 

the general public; if this process is further bifurcated into private and public 

company rule- making, relevant special- interest groups may enjoy more con-

centrated fi efs and thus even less opposition to their agendas. To date there 

is no robust statistical evidence of which I am aware on these questions, but 

the absence of strong conceptual arguments for creating the PCC does raise 

concerns about this venture.

Chapter 8

The implications of the various studies discussed in chapters 3– 7 are explicitly 

and collectively explored in chapter 8.38 Three themes in particular emerge as 

salient from the evidence discussed in this book. First, corporate account-

ing rule- making is largely determined by a few specialist individuals (mostly 

corporate executives, bankers, and auditors) who benefi t from (1)  strong 

experience- based expertise on the issues at hand, (2) strong economic in-

terests in the outcome, and (3) little political opposition in the process, par-

ticularly from those representing the interests of individual savers and, more 

so, ordinary citizens (who might be employees, customers, or suppliers of 

corporations). In other words, corporate- accounting rule- making is a thin 

political market. Here, the term “political market” refers to the deliberative 

process through which a particular scarce resource— for example, the set of 

rules dictating how businesses should prepare their accounts— is allocated. 

The analog to a political market is a price- based market, where prices from 

voluntary exchanges rather than deliberative processes are used to allocate 

scarce resources.

Second, the outcome of this thin political market in accounting rules is, in 

more than one instance, skewed toward the interests of corporate managers, 

auditors, and bankers in ways that are likely to compromise accounting’s role 

in corporate performance evaluation, corporate accountability, and invest-

ment allocation. Put differently, there is evidence of capture of the account-

ing rule- making process by special- interest groups, which could— if persis-

tent in the long run— compromise the functioning and legitimacy of GAAP. 

Indeed, one major fi nding in the accounting literature over the past few years 
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is the increasing volatility and declining persistence of GAAP earnings num-

bers,39 to the effect that there is some evidence that these numbers are less 

useful in equity valuation than they were twenty years ago.40 In a similar vein, 

there is evidence that GAAP balance sheet numbers have become less useful 

in debt covenants since the mid- 1990s.41 Eventually, capital misallocation and 

expropriation resulting from these trends could undermine the legitimacy of 

the market capitalist system as a whole.

Third, perhaps most importantly, the evidence does not point to system-

atic and sustained capture by any single special- interest group. That is, in-

vestment banks and corporations with strong M&A activity might shape ac-

counting rule- making for M&A, auditors might structure certain accounting 

rules so that auditing tasks are more check- the- box than judgment based to 

mitigate their liability, the fi nancial- services industry might propagate fair- 

value accounting rules that suit their business model, and private companies 

might seek their own exceptions to rules— but no one group has an absolute 

say over the entire process. There is no single extractive organization or in-

stitution to take down, no unequivocal villain in the story. The capture in ac-

counting rule- making appears to be narrow and targeted toward the interests 

of those with the strongest economic incentives in each particular case.

There is an implication of this third theme that merits explicit recogni-

tion: the nature of thin political markets is such that the FASB is dependent 

on special interests, and the results suggest no one special interest dominates. 

My own read of this conclusion is a vindication of the individuals at the FASB, 

although not of the accounting rule- making model itself. There is no evi-

dence in my reading upon which one can impugn or assault the integrity of 

FASB members and staff. The process is fl awed and merits serious change but 

not for any systematic disingenuity of the rule- making bureaucracy. I make 

this assertion in part because I do not want the evidence and conclusions in 

this book to be misinterpreted, exaggerated, or misused to advance a political 

agenda. Indeed, it would be an unfortunate irony if this book became the ve-

hicle for some special interest to steamroll self- serving institutional changes 

to an already vulnerable rule- making infrastructure.

Collectively, the three themes described above structure a special class of 

problem in the creation and maintenance of the esoteric market institutions 

that underlie capitalism. So what can we do about this problem?

On the one hand, there is some cause for optimism given that despite 

regulatory capture, some fi rms continue to differentiate themselves by adopt-

ing accounting practices that are consistent with economic principles (e.g., 

matching, verifi ability, and conservatism). And, indeed, these fi rms are re-

ceived more favorably by the market in some circumstances.42 Moreover, 
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there is also some emerging evidence that the political process itself is being 

used to unravel the costs of regulatory capture. In fact, the emergence of the 

PCC can be viewed as a response by certain groups disgruntled by the capture 

of public- company GAAP. But these solutions are ad hoc, limited, or glacial 

in pace, suggesting that real costs to the economy from capture persist. Thus 

there is still need for a more general solution.

Chapter 9

I conclude this book with the outline for a solution. But I caution that the 

solution is by no means intended to be authoritative or exhaustive. Rather, it 

is presented as a starting point for a conversation about what constitutes ap-

propriate managerial engagement in thin political markets.

At the outset, it is important to reiterate that the nature of thin political 

markets is such that the expertise necessary for appropriate rule- making or 

regulation lies with corporate interests broadly defi ned (in the case of ac-

counting rules, “corporate interests” includes auditors and bankers). The 

notion of a sophisticated independent regulator who can parse out the bias 

in lobbying information supplied by corporate interests is infeasible because 

such a regulator will not have access to the necessary fi eld experience to do 

so. A sophisticated regulator with such fi eld experience is unlikely to be inde-

pendent of corporate interests, as the empirical evidence on FASB members’ 

background characteristics demonstrates (see chapter 5). A similar argument 

applies to any imagined independent third- party expert (e.g., an academic): 

such “independence” will likely betray a lack of relevant experience. At best, 

independent analyses can shed light on the likelihood of capture, but even 

such studies (e.g., the analysis in this book) are ex post facto and based on a 

postulated conceptual benchmark.

For those who are convinced by the evidence of what the status quo in 

thin political markets has wrought, the temptation is strong to institutional-

ize a solution, perhaps by creating new laws to effect and enforce manage-

rial agency of the system or by creating yet another regulatory body in the 

hopes that it will somehow be independent of special interests.43 But such 

institutionalization is realistically a secondary step. Recall that the FASB itself 

already represents an institutional arrangement that is quite advanced (in 

theory) in terms of mitigating confl icts of interests: its members serve full 

time upon resigning prior commitments, they are generously compensated 

and well supported by a professional research staff, and they are by and large 

free from concerns about their agency’s fi nancial health (due to the FASB’s 

independent funding structure). Here I argue that meaningful proposals to 
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address the problem of thin political markets must begin with changing the 

managerial mind- set around what is the appropriate limit to profi t- seeking 

behavior in this context. Any fi rst- order solution to the problem of thin po-

litical markets has to focus on modifying corporate managers’ approach to 

lobbying.

A skeptical reader might guffaw at this point and assert that it is naïve to 

imagine a solution that relies on managers “doing the right thing” when it 

comes to lobbying. Acknowledging this reality, a substantial part of chapter 9 

is devoted to considering how such a solution might be practicable. Because 

if it is not, the legitimacy of market capitalism can be negatively impacted.

I conclude the book with some promising examples of efforts to reframe 

managerial norms around lobbying in thin political markets. Of particular 

note is the effort of a small group of business leaders who are innovating in 

the thin political markets of bank governance standards and pharmaceutical 

drug approval standards with ways to create “ethical spaces” for managers to 

engage with their regulators. The idea is to set the tone for what is an appro-

priate “ask” when lobbying, so as to at least narrow the limit of self- interested 

regulation that might emerge. Of course, real progress on this front is ac-

complished when all parties collectively agree that certain areas— those per-

taining to the design of the rules of the game— are not domains over which 

fi rms should seek to be opportunistic, for example, by erecting competitive 

barriers. I stress that these emerging innovations are works in progress, with 

several attendant limitations, but the ventures offer a pivot for serious and 

sustainable solutions to the problem of capture in thin political markets.
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The Benchmark: What Should GAAP Look Like?

Accounting rules are largely determined through a political process. In itself, 

this is not a cause for concern, particularly if the process yields outcomes that 

enable the functioning of the market- capitalist system in which accounting 

is a critical constituent element. To assess the outcomes of the political pro-

cess in accounting, one requires a basis for comparison. Ideally, such a basis 

would be drawn from an all- encompassing theory of accounting—  one that 

yields the comprehensive set of accounting rules that optimize the function-

ing of the market- capitalist system. Then observed outcomes from the politi-

cal process could be benchmarked to determine if, how, and to what extent 

those outcomes differed from the desired optimum.

The ideal benchmark— the ideal theory of accounting— would under-

stand every aspect of accounting’s impact in a market system: from its role 

in communicating the most basic economic information, to its role in facili-

tating the most complex of fi nancial contracts, and everything in between, 

including enabling opportunity seeking and value creation and mitigating 

collusion, monopoly, theft, and laziness. And it would do this anticipating 

all future business transactions that might arise from new technologies and 

new organizational forms, while also taking into account potential changes 

in the contexts for business, such as changes in laws or the functioning and 

interpretations of courts. Such an ideal theory is out of reach given the practi-

cal limitations of human understanding. And were it attainable, it would, in 

the long run, likely obviate the need for any accounting rule- making process, 

since the theory itself would offer a set of accounting rules close to, if not 

actually, the optimum.

With the ideal benchmark out of practical reach, I adopt the existing eco-

nomic theory of fi nancial reporting as a surrogate.1 The theory is based on an 
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interpretation of the accumulated works of numerous scholars in accounting 

and related fi elds, such as economics and fi nance, based at various American 

universities, including the University of Chicago, Harvard University, Mas-

sachusetts Institute of Technology, the University of Michigan, the University 

of Pennsylvania, the University of Rochester, and Stanford University. The 

theory is imperfect in that it does not anticipate all possible uses of account-

ing, all potential future business transactions, and all conceivable changes to 

the business context. Furthermore, aspects of the theory have been debated 

and questioned by several prominent academics, including those from some 

of the universities above (in fact, such academic criticisms have been used to 

support the growth of fair- value accounting, as I argue in chapter 5). That 

said, the theory refl ects a scholarly understanding of the role of accounting in 

the market system, particularly as understood through an economics- based 

analysis. It is analytically rigorous and has been subject to decades of empiri-

cal testing, where it is found to explain several key accounting practices— 

such as the traditional historic- cost rules on revenue recognition and ex-

penditure capitalization— that evolved in an unregulated context and that 

have, in some cases, persisted for over a century. In this sense, the theory is 

“second best.”

From the theory, I develop the general parameters of a conceptual frame-

work for accounting rules. This economics- based conceptual framework 

is used in interpreting the evidence on outcomes of the accounting rule- 

making process presented in subsequent chapters. The economic conceptual 

framework is particularly useful in evaluating the political process that yields 

fair- value accounting methods at the expense of traditional historic- cost 

methods— a key development in U.S. GAAP over the past several decades.

The core of what I present in this chapter will be familiar to those within 

accounting academe and accordingly can be skimmed. For nonacademic 

readers and readers from outside accounting, I have sought to avoid techni-

cal jargon and present the conceptual framework in a logical, self- contained 

manner.

Toward the end of this chapter, I consider an alternative conceptual 

framework for accounting rules: the one provided by the FASB itself. The 

FASB conceptual framework is a constitution of sorts “to set forth funda-

mentals on which fi nancial accounting and reporting standards” should be 

based.2 FASB members are expected to be guided and limited in their rule- 

making activities by this conceptual framework. I discuss the similarities and 

differences between the two conceptual frameworks— the economic frame-

work and the FASB framework— and their implications for fi nancial report-

ing. I discuss how the FASB’s original conceptual framework, issued in 1980, 
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is broadly similar to the economic framework presented here. I also discuss 

why the FASB’s current conceptual framework, as it evolved and was reissued 

in the 2000s, differs from the economic framework in important ways and 

why it is unsuitable for use as a benchmark to evaluate the evidence presented 

in this book.

The Economic Framework for Accounting Rule- Making

The economic theory of fi nancial reporting views accounting practices and 

principles as having emerged organically to meet the demands of various fi rm 

stakeholders. The stakeholders include shareholders, bondholders, suppliers, 

customers, employees, regulators, and politicians.3 All these stakeholders de-

mand fi nancial information in connection with conducting their business 

with the fi rm. But fi nancial information is produced by managers who might 

act in their own interests or— as agents of shareholders— in the sharehold-

ers’ interests.4 Moreover, fi nancial information requires incorporating some 

expectation of the future, which is inherently uncertain.5 Thus the proce-

dures under which fi nancial information is supplied in equilibrium refl ect 

both the information asymmetry between managers and stakeholders and 

the shared uncertainty about the future.

For expositional purposes, I begin by considering shareholders as the only 

source of demand for fi nancial information. Later, I discuss how the prop-

erties of accounting derived under this assumption can be generalized to a 

more realistic setting that includes other stakeholders such as bondholders, 

suppliers, and regulators.

The cornerstone of the economic theory of fi nancial reporting is the 

separation of management and ownership, which is a common feature of 

the modern corporation.6 Shareholders delegate the operation of the fi rm to 

managers, because the former have better uses for their time or because the 

latter are better skilled. Given this delegation of decision rights to managers, 

shareholders require information from managers about the fi rm’s prospects. 

To supply this information, managers must make some estimates about the 

future. This is in essence the purpose of accruals. Given managers’ under-

standings of the fi rm and its competitive environment, they are well placed 

to make the estimates that underlie accruals. Indeed, accruals are informative 

because they incorporate such management estimates. In the parlance of the 

economic theory of accounting, accruals are informative because they are 

“relevant” to shareholders and other fi nancial statement users. “Relevance” 

is thus a key economic property of accounting. The alternative to accruals 

is simply reporting the cash fl ows and cash position of the fi rm, which is 
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also available to constituents of publicly listed companies. But despite such 

cash- basis information, investors continue to demand accrual information 

because it is relevant to their investment decision making: accruals contain 

valuable insights into the fi rm’s future that are not available in cash fl ows.7 

They provide shareholders with managers’ insights into the uncertainty faced 

by the fi rm.

To summarize, in the context of the delegation of fi rm decision making 

from shareholders to managers, shareholders demand information about 

the fi rm’s prospects, and this information necessarily incorporates manag-

ers’ estimates about the future. The emergence and continued existence of 

the two major accrual- based fi nancial statements— the balance sheet and the 

income statement— can be seen as meeting this information demand. The 

balance sheet and income statement provide information about the fi rm’s 

prospects and enable shareholders to evaluate the quality of their investments 

in the fi rm.

Also in the context of the delegation of decision making from sharehold-

ers to managers, shareholders have two additional concerns. The fi rst concern 

is that some managers might become overly aggressive with the resources (as-

sets) under their control and take excessive risks. This is because managers 

are operating with others’ capital, and their own liability for loss is limited, 

except generally in cases of breach of fi duciary duties.8 To mitigate this con-

cern, shareholders need periodic measures of the stock of resources under the 

managers’ control. Such measures help shareholders keep tab on their assets 

and mitigate excessive risk taking on the part of managers.9 The balance sheet 

is seen as addressing (in part) the demand for such periodic stock reporting.

The second concern is that some managers might underperform in their 

roles— that is, exert insuffi cient effort. This is because, absent performance- 

based incentives, the benefi ts of such effort will not accrue to managers.10 

To mitigate this concern, shareholders need periodic measures of fi rm (i.e., 

managerial) performance. Periodic performance reports help shareholders 

evaluate managerial effort and the outcomes of such effort. Moreover, incent-

ing and rewarding managers on performance reports can mitigate concerns 

that managers will shirk on their responsibilities.11 The income statement is 

seen as addressing (in part) the demand for such periodic fl ow reporting.

The discussion thus far suggests that the balance sheet and the income 

statement can be seen as satisfying shareholders’ demand for information 

from managers about the fi rm’s prospects while also mitigating sharehold-

ers’ concerns about potential managerial expropriation (ranging from over-

aggressive risk taking to shirking). The properties of accruals in the balance 

sheet and income statement are likely to refl ect these various demands. This 
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is the central insight of the economic theory of accounting, and I build on 

this insight below.

Consider fi rst the income statement. The primary challenge to measur-

ing performance in the income statement is the disconnect between the in-

vestment horizon and the accountability horizon. Put differently, income- 

statement performance is generally assessed yearly, whereas investments can 

require several years to materialize. The technology in accounting to resolve 

this disconnect is the “matching principle.” The idea behind matching is to 

archive (or “capitalize”) on the balance sheet expenditures that are expected 

to yield benefi ts (“revenues”) beyond the current year; the archived expendi-

tures are then drawn into the income statement as the benefi ts accrue. Thus 

expenditures are “matched” to revenues, creating a more meaningful mea-

sure of performance. Matching is fundamental to achieving “relevance” for 

the income statement and is, as such, an important part of the economic 

theory of fi nancial reporting.12

Just as relevance is a desirable property of the income statement, so too is 

it desired of the balance sheet. Absent any concerns about managerial misre-

porting or misvaluation, a “relevant” balance sheet is one that provides share-

holders with managers’ current estimates of the fi rm’s assets and liabilities. 

But such concerns are real, so as a practical matter, a relevant balance sheet 

cannot always incorporate managers’ current estimates of asset and liability 

values— a point on which I will expand later.

Double- entry bookkeeping reconciles the fl ow reporting in the income 

statement to the stock reporting of the balance sheet. This reconciliation pro-

cess ensures that expenditures that are deferred to the future (by capitalizing 

them on the balance sheet) eventually pass through the income statement and 

thus are considered in the primary performance evaluation metric: earnings. 

(Again, as a practical matter, there are certain limited exceptions to this pass- 

through rule.13) Analogously, earnings— the fl ow metric of performance— 

are aggregated over time and archived as a stock on the balance sheet as “re-

tained earnings,” a resource for managers to steward until the earnings are 

paid out as dividends to shareholders.

Any information supplied by managers to shareholders, including the ac-

crual information in the income statement and balance sheet, is still colored 

by the concern that managers have the information advantage and can use 

such advantage to their benefi t.14 An additional related concern in this con-

text is managers’ proclivity to emphasize good news and de- emphasize or 

delay bad news.15 This is particularly likely in contexts where managers are 

being evaluated, such as in reports of their fi nancial performance (i.e., the in-

come statement).16 There is considerable empirical evidence consistent with 
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these concerns— in fact, a large proportion of empirical accounting research 

over the past thirty years has found evidence consistent with these concerns. 

Thus fi nancial reporting practices that evolve in an economic equilibrium 

are expected to incorporate procedures to mitigate managers’ proclivity to 

(1) use their information advantage to their benefi t and (2) emphasize good 

news over bad news. These are additional key premises (beyond “relevance”) 

of the economic theory of fi nancial reporting.

The primary procedures observed in accounting practice that address the 

two concerns discussed above are the conditions that accruals be “verifi able” 

and “conservative.” Verifi ability, in the legal sense, means that the estimates 

can be “objectively determined to be true or false.”17 In reality, some accrual 

estimates are more objectively determinable than others (e.g., accrual esti-

mates relating to inventory are usually more objective than those pertaining 

to intangibles). Verifi ability, in a practical sense, lowers the subjectivity in 

accruals and thus the likelihood that accruals will be misused by managers. 

Even absent the intent to misuse, verifi ability can improve the quality of ac-

cruals by subjecting management estimates about the future to a test for ob-

jectivity. In this sense, verifi ability mitigates the likelihood that accruals are 

skewed by unrealistic (even if unbiased) management estimates. Verifi ability 

is accomplished in large part by having an independent evaluator issue an 

opinion on fi nancial reports, which is what the auditing profession originally 

evolved to do.18 Although auditing is currently mandated of publicly listed 

companies and the nature of auditing has changed over the course of its regu-

lation (more on this point in chapter 4), auditing emerged absent regulation, 

suggesting verifi ability through auditing is the result of an economic equilib-

rium rather than a political process.19

“Conservatism” is the condition that imposes a higher standard for rec-

ognizing good news, relative to bad news, in fi nancial statements. Put differ-

ently, conservative accounting procedures accelerate the recognition of bad 

news into accounting estimates, whereas the recognition of good news is de-

layed until it is verifi able.20 An example of conservative accounting practice is 

the allowance created in banks’ fi nancial statements for expected loan losses. 

This allowance may not be verifi able to the degree necessary for recognition 

of good news events, but it is recognized nonetheless because doing so is 

conservative.

The conditions that estimates in fi nancial reporting be verifi able and con-

servative enhance the credibility of management- supplied accrual informa-

tion by mitigating the likelihood that the information is biased and that bad 

news is being delayed. Thus verifi ability and conservatism— together with 

relevance, particularly as effected via matching— are central features of equi-
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librium accounting rules, as predicted by the economic theory of fi nancial 

reporting. These basic properties of accounting can be used to explain long-

standing historic- cost accounting procedures such as those that govern when 

revenue and its corresponding expenditures are to be recognized in the in-

come statement and, relatedly, when expenditures can be capitalized on the 

balance sheet as assets.

Consider the traditional revenue- recognition rule, which states that rev-

enue is to be recognized when it is “earned and realizable.” The “earned” 

criterion in this rule ensures that performance is not recognized until the 

underlying managerial effort necessary to generate that performance has 

been exerted. (Managerial “effort” is used here in a broad sense. Some of 

the activities that may be necessary to satisfy the “earned” criterion, for ex-

ample, ensuring the delivery of a product, do not necessarily involve man-

agers breaking a sweat.) This requirement, consistent with the verifi ability 

principle, mitigates the likelihood of moral hazard from rewarding managers 

before they do what is expected of them.21

Similarly, the “realizable” criterion in the revenue- recognition rule en-

sures that performance is not recognized until verifi able outcomes material-

ize. “Realizable” means cash or a claim to cash must be received from an 

arm’s- length transaction before revenue is recognized. Since managerial ef-

fort itself is sometimes unobservable and the consequences of such effort are 

uncertain, the “realizable” rule errs toward the principle of verifi ability by 

requiring that the fi rm enjoy at least some legal claim to cash before recog-

nizing performance. At the same time, the standard is not that cash itself be 

received before revenue is recognized. Such a standard would be overly bur-

densome and would potentially compromise accounting relevance.

In cases where cash or claims to cash are realized in advance of effort be-

ing exerted (such as with prepayments on a cell phone service contract), the 

application of the verifi ability principle results in the cash or its equivalents 

being archived as a “liability” until effort is exerted and verifi ed. This latter 

treatment is also consistent with the principle of conservatism in that it im-

plies a higher standard for recognizing as revenue the “good news” of cash 

received. Thus the principles of verifi ability, conservatism, and relevance can 

explain the nature of traditional rules on revenue recognition.

Analogously, consider the traditional rules that govern the recognition of 

expenditures in the income statement. The general idea behind the matching 

principle is to capitalize expenditures expected to generate future revenues 

on the balance sheet until those revenues are recognized. Such matching 

makes the income statement more relevant. The matching is generally done 

either at the product level (e.g., with inventories, where the expenditures on 
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inventories are recognized on the income statement as those inventories are 

sold) or on a periodic basis (e.g., with the depreciation of plant, where expen-

ditures are recognized over the time frame when corresponding benefi ts are 

expected to accrue). However, here too, the application of the key counter-

vailing principles, such as verifi ability and conservatism, govern. In cases 

where revenues are highly uncertain, such as with expenditures on basic re-

search, the expenditures are immediately recognized in the income statement 

as an application of the verifi ability and conservatism principles (the associ-

ated revenues are unverifi able, so traditional historic- cost rules are conserva-

tive about recognizing the expenditures).22 And in cases where the revenues 

associated with previously capitalized expenditures are no longer expected 

to accrue (“bad news”), the expenditures are written off immediately in the 

income statement, again as an application of the conservatism principle.23

The traditional rules that govern the defi nition of an asset on the balance 

sheet mirror the rules that govern the recognition of expenditures on the 

income statement. Again, the application of verifi ability and conservatism, 

together with the desire for relevance, primarily explain the asset- recognition 

rules. Under traditional historic- cost accounting, expenditures are recog-

nized as assets when they are associated with “probable future economic ben-

efi ts” that are “obtained or controlled” from a “past transaction or event.” 

These rules, as discussed below, seek to ensure that items recognized as “as-

sets” actually do satisfy the economic demands for a balance sheet.

The balance sheet is expected to produce periodic measures of the stock 

of resources under managerial control to help shareholders both keep tab of 

their investments and mitigate excessive risk taking by managers. As noted 

earlier, absent any concerns about managers’ misvaluing assets or misusing 

their information advantage over shareholders to their benefi t, managers’ 

current- value estimates of the fi rm’s assets would provide “relevant” infor-

mation. But given that such concerns are reasonable, assets on the balance 

sheet must additionally be verifi able and conservative. Absent verifi ability 

and conservatism in asset recognition rules, managers’ incentives to circum-

vent shareholder control could lead them to overstate assets and mislead 

shareholders on the status of their investments.24

The requirement that assets represent “probable”— as opposed to “pos-

sible”—future economic benefi ts is consistent with the higher standard of 

objectivity required by the verifi ability principle. Moreover, a decline in the 

likelihood of realizing the “future economic benefi ts” that an already recog-

nized asset represents generally precipitates a write- off, consistent with the 

conservatism principle. And as another manifestation of conservatism, assets 

previously written off are not usually written up again, even in the presence 
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of objective information suggesting the assets have increased in value. Simi-

larly, the requirement that assets be “obtained or controlled”— that is, have a 

legal basis— facilitates objective auditing. As does the requirement that assets 

result from “past transactions or events” (this requirement also mitigates the 

moral hazard that can arise from recognizing future management effort in 

attempts to monitor managers).

*
Thus far, I have focused on the simplifi ed case of demand for fi nancial infor-

mation arising out of the delegation of fi rm decision- making responsibilities 

by shareholders to managers. The key takeaway from the preceding discus-

sion is the centrality of relevance (particularly earnings relevance through the 

matching principle), verifi ability, and conservatism in explaining longstand-

ing accounting practices that govern the recognition of accruals.

The inclusion of other stakeholders such as bondholders, suppliers, and 

regulators is likely to increase the demand for verifi ability and conservatism, 

without substantially diminishing the demand for relevance and matching. 

This is because, like shareholders, these stakeholders expect the fi rm (i.e., 

managers) to meet certain implicit or explicit contractual obligations to them 

(e.g., meeting interest payments and repaying principal in the case of bond-

holders). To monitor the fi rm in this context, these stakeholders, like share-

holders, seek information on the performance of the fi rm and on the stock 

of the fi rm’s assets. And like shareholders, while they seek information from 

managers on the fi rm’s prospects, they worry about managers’ incentives to 

opportunistically shape such information.25 Moreover, in addition to manag-

ers’ incentives to manipulate fi nancial reports, these stakeholders have to be 

concerned about similar incentives among shareholders, to whom managers 

are fi duciaries.26 Indeed, it is this latter observation that predicts an increase 

in the equilibrium supply of verifi ability and conservatism in fi nancial re-

ports in a setting that includes other stakeholders beyond shareholders.27

Thus relevance, verifi ability and conservatism are key properties of ac-

counting under the economic theory of fi nancial reporting. Put differently, 

fi nancial reports that meet the economic demands of stakeholders are likely 

to be shaped by these principles. The particular emphasis on verifi ability 

and conservatism is not to diminish the role for management discretion or 

judgment in the accrual process. Indeed, it is because of such discretion that 

verifi ability and conservatism in accruals are warranted. Thus the optimal ac-

counting system, from an economic perspective, is one that affords managers 

the discretion necessary to provide relevant metrics of fi rms’ fi nancial perfor-

mance and position (through income statements and balance sheets) while 
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ensuring that such discretion is subject to the principles of verifi ability and 

conservatism. This conclusion is the basis of the conceptual framework for 

fi nancial reporting that I use in subsequent chapters to evaluate the outcomes 

of the political process in accounting. In particular, I do not expect account-

ing outcomes that are inconsistent with verifi ability and conservatism to be 

economically effi cient; the evidence in subsequent chapters explores whether 

such outcomes are instead the result of special- interest politics.

I close this section by noting that the economic theory of fi nancial report-

ing does not presuppose audited fi nancial statements as the only source of in-

formation from the fi rm (i.e., managers) to stakeholders. Indeed, alternative 

sources of information, such as additional qualitative disclosures by man-

agement, are important complements to the income statement and balance 

sheet.28 That is, in addition to quantitative accrual- based measures of current 

managerial performance and of the stock of resources under management 

control, shareholders need qualitative information (e.g., information about 

upcoming investments or sales contracts) to evaluate their continued invest-

ment in the fi rm.29 Such information is neither auditable nor conservative. 

Thus such information is usually supplied outside of the fi nancial statements. 

To be sure, the income statement and the balance sheet complement such 

additional disclosures by providing objective ex post facto confi rmation of 

these projections.30 In this sense, matching, verifi ability, and conservatism 

likely survive in fi nancial reporting partly because they complement and are 

complemented by alternative channels for information transfer, such as qual-

itative disclosure.

The FASB’s Conceptual Framework

A potential alternative to the conceptual framework from economic theory 

presented above is the FASB’s own conceptual framework for fi nancial re-

porting. This framework is the basis for much of the FASB’s rule- making ac-

tivities, although in specifi c instances fi nal rules can deviate from the frame-

work. The FASB conceptual framework was developed early in the history of 

that organization to serve as a guide for the FASB board and staff. In prin-

ciple, this conceptual framework would limit the set of possible accounting 

treatments for a given transaction by specifying some broad, generalizable 

principles and properties of accounting rules. As such, if applied consis-

tently and faithfully, the FASB conceptual framework could serve to limit 

the scope of special- interest lobbying in accounting rule- making because ex-

ceptions driven by political forces would likely be apparent violations of the 

conceptual framework. The FASB’s conceptual framework is well known— 
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particularly among accountants, auditors, and fi nancial executives— and is 

certainly germane to accounting practice. This raises the question: Why not 

use the FASB’s conceptual framework as the basis to evaluate the outcomes of 

the political process in accounting?

In this section, I briefl y describe the FASB’s conceptual framework in its 

current manifestation and as it was originally formulated, discussing both 

versions’ similarities to and differences from the economic framework pre-

sented above. I then explain why the FASB framework, as it currently exists, 

is unsuitable for use as a basis to evaluate the political process underlying 

GAAP that is described in this book.

Unlike the economic framework, which views fi nancial reporting prac-

tices as having emerged to meet the needs of various stakeholders who de-

mand fi nancial information from the fi rm, the FASB’s current conceptual 

framework views existing and potential shareholders as the primary users of 

fi nancial information.31 Creditors are also considered users under the FASB 

framework, although the degree of the FASB’s emphasis on structuring fi nan-

cial information as a direct measure of equity valuation (discussed below) 

suggests a lesser emphasis on the needs of creditors.32 The FASB framework 

does not explicitly consider other stakeholders. The emphasis on current 

and potential shareholders and on creditors is driven by the assumption that 

these groups “have the most critical and immediate need for the information 

in fi nancial reports.”33

The FASB conceptual framework, as it stands today, is perhaps most 

signifi cantly characterized by a standard known as CON 8 (although an-

other standard known as CON 7, which introduces techniques for fair- value 

measurement, is also an important part of the FASB’s current conceptual 

framework). CON 8 discusses two “fundamental” characteristics of fi nancial 

information: relevance and faithful representation. Relevance refers to the 

property that fi nancial information has either predictive value, confi rmatory 

value, or both. Predictive value means that the information is itself a forecast 

or it can be used by stakeholders to generate forecasts. Confi rmatory value 

means that the information provides confi rmation of prior forecasts. In addi-

tion, “relevant” information is expected to be “material,” in that its omission 

or misstatement would change the decision of stakeholders.34 The notion of 

relevance in the FASB framework is similar to that in the economic frame-

work along some dimensions, but important differences also exist. In par-

ticular, as discussed later, the matching principle, which is core to achieving 

earnings relevance in the economic framework, is de- emphasized to advance 

fair- value accounting in the FASB framework.

Faithful representation in the FASB framework means that the fi nancial 



32 c h a p t e r  t w o

information is complete, neutral, and free from error. In requiring infor-

mation to be “complete,” the FASB framework suggests that any supporting 

explanation necessary to interpret an accounting estimate must also be pro-

vided in fi nancial reports (e.g., relevant facts about the quality of an estimate, 

including critical assumptions). The requirement that fi nancial information 

be “neutral” asserts that it should be free from bias— that is, there should be 

no emphasis or slant to the information, even if to increase credibility, as with 

conservatism. Finally, the FASB framework asserts that to the extent possible, 

fi nancial information should be error free.35

Beyond the two fundamental characteristics— relevance and faithful rep-

resentation—the FASB conceptual framework also encourages as enhancing 

characteristics the comparability, understandability, timeliness, and verifi -

ability of fi nancial information. Comparability suggests that the information 

presented be suitable for comparison across similar or different items (such 

comparisons are a key element of fi nancial analysis). Understandability sug-

gests that the fi nancial information is accessible to a user with a “reason-

able knowledge of business and economic activities.” The timeliness prop-

erty asserts the importance of avoiding delay in presenting relevant fi nancial 

information.36

“Verifi ability” in the FASB framework has parallels to the concept from 

the economic framework. It suggests that fi nancial estimates should be such 

that “knowledgeable and independent observers” could reach a consensus— 

although not complete agreement—  on those estimates. Verifi ability is to be 

ensured through direct observation or through indirect means such as by 

“checking the inputs to a model, formula, or other technique.” Importantly, 

the FASB framework recognizes that some “relevant” information may be 

unverifi able. This is noteworthy because relevance, as a “fundamental” char-

acteristic, appears to take precedence over verifi ability (an “enhancing” char-

acteristic) in the FASB framework.37

As is evident from the description above, the FASB conceptual framework 

is similar in some respects to the economic framework of fi nancial report-

ing; however, there are also important differences between the two. Several 

characteristics of fi nancial information from the FASB framework— in par-

ticular, completeness, freedom from error, comparability, understandability, 

and timeliness— are consistent with properties desirable from an economic 

view of fi nancial reporting. Other characteristics— notably, the emphasis 

of relevance over verifi ability, particularly as these concepts apply to good 

news events, and of neutrality over conservatism— contradict the economic 

framework in important ways.

The FASB framework affords preeminence to relevance over verifi ability 
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even in cases of good news events,38 which is in direct contrast to the equilib-

rium properties of fi nancial reporting expected under economic theory. This 

distinction has the effect that certain prospective fi nancial information with 

speculative value (e.g., fair- value estimates of a thinly traded asset) that can 

be incorporated in fi nancial reports under the FASB framework would not be 

incorporated in fi nancial reporting that emerges in an economic equilibrium 

because such information cannot be objectively certifi ed.39

Moreover, relevance, particularly earnings relevance, in the economic 

framework is achieved in large part through the matching principle, which, as 

seen from the discussion in the previous section, is closely linked to verifi abil-

ity and conservatism. In contrast, the FASB framework has de- emphasized 

the role of matching in favor of fair- value accounting.40 Fair values can be 

consistent with the economic framework, provided the fair- value estimates 

are obtained from active, liquid markets and are thus verifi able. (In GAAP 

parlance, these are usually included in a category known as “Level 1” fair 

values.) In the FASB framework, however, the emphasis on relevance over 

verifi ability and the de- emphasis on matching permits the use of fair- value 

accounting even if the fair values are generated absent liquid markets. (In 

GAAP parlance, these are usually known as Level 2 and Level 3 fair values.)

A similar contrast between the FASB’s current framework and the eco-

nomic framework exists over the former’s emphasis on neutrality above con-

servatism.41 In the economic view of fi nancial reporting, stakeholders protect 

themselves from managers’ proclivity to emphasize good news over bad news 

by insisting on a higher verifi ability standard for good news. In effect, this 

results in an accelerated recognition of expected bad news and a downward 

bias on fi nancial information. Such conservatism is explicitly rejected by the 

FASB’s current conceptual framework because, in the words of CON 8, it 

“would be inconsistent with” the adopted goal of “neutrality.”42

These differences between the FASB’s current framework and the eco-

nomic framework are particularly salient to fair- value accounting, as already 

alluded to above. Fair value accounting, which is one of the major develop-

ments in U.S. GAAP over the past two decades, is the practice of measur-

ing assets and liabilities at estimates of their current value in contrast to the 

traditional practice of keeping books at historical cost. Fair- value rules can 

increase the direct association between accounting metrics and current eq-

uity values. They are consistent with the FASB framework’s emphasis on a 

brand of “relevance” that excludes matching and de- emphasizes verifi ability 

and conservatism.43

When fair- value estimates can be objectively verifi ed, such as in cases 

where the underlying assets and liabilities are actively traded, their use can be 
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expected under the economic framework for fi nancial reporting. Fair- value 

estimates can also be expected under the economic framework when used to 

calculate certain asset write- downs following bad news, even if such estimates 

cannot always be objectively certifi ed, because the write- downs are conserva-

tive.44 In most other cases, fair- value rules are unlikely to be sustainable in an 

economic equilibrium because they are susceptible to misuse by managers. 

Thus the choice of the economic framework or the FASB framework as the 

benchmark to evaluate outcomes of the political process in accounting rule- 

making can yield very different inferences, particularly given the prolifera-

tion of fair- value rules in U.S. GAAP. Below I explain why I do not use the 

FASB’s current framework as the benchmark in this book.

*
At its core, the differences between the FASB’s current framework and the 

economic framework can be traced to their differential emphasis on the con-

cern that managers can misuse their information advantage to their benefi t. 

In the economic framework, as noted earlier, this concern is a prime deter-

minant of accrual properties. In the FASB’s current framework, this concern 

is seemingly less central. The wealth of empirical evidence on managers’ use 

of accounting choice suggests that the concern over managerial misuse is well 

founded.45 This is not to suggest that accrual discretion is entirely or even 

substantially abused but that concerns about its potential for misuse bear 

out in the data. Thus a framework that incorporates the notion that account-

ing properties should attempt to address potential management misuse of 

discretion seems better suited to the practical reality. Beyond this pragmatic 

reason to use the economic framework over the FASB’s current framework as 

the benchmark in this book, there is also a conceptual reason to do so: using 

the FASB’s current framework as the benchmark would constitute a logical 

circularity, as I will describe next.

The FASB’s current conceptual framework, as represented by CON 8, 

emerged in the 2000s after nearly two decades of a shifting emphasis toward 

fair- value accounting (this process is described further in chapter 5). CON 8 

replaced the FASB’s original conceptual framework (substantively described 

in a document known as CON 2) that appeared in 1980, about seven years af-

ter the FASB fi rst started issuing accounting rules.46 CON 2 differed in several 

important ways from CON 8.

Most notably, “reliability” was one of the two “fundamental” character-

istics of fi nancial information, together with relevance.47 In fact, relevance 

and reliability were regarded as two key potentially countervailing proper-
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ties shaping fi nancial reporting properties, with reliability serving as a check 

against an excessive thrust toward “relevant” fi nancial information.48 “Faith-

ful representation” was an element of reliability in CON 2 but so too was 

“verifi ability.”49 Thus verifi ability, which is currently considered secondary 

to relevance in the FASB conceptual framework, was regarded as a coequal 

prime property of fi nancial information. Moreover, in contrast to the cur-

rent FASB conceptual framework, CON 2 also recognized “a place for a con-

vention such as conservatism,” although it disapproved of the bias inher-

ent in conservatism.50 Finally, although CON 2 did not directly discuss the 

matching principle, documents associated with CON 2 and part of the FASB’s 

original conceptual framework did consider matching as contributing to the 

relevance of earnings.51

In all these regards, the FASB’s original conceptual framework was not 

very different from the economic framework for fi nancial reporting, per-

haps the most interesting difference being its tolerance— but not endorse-

ment—  of conservatism. In fact, for many practical purposes CON 2 and the 

economic framework could be considered equivalent.

Over time, as the prevalence of fair- value accounting rules in U.S. GAAP 

grew, the distance between the ideals espoused in CON 2 and actual GAAP 

standards also grew, particularly making the “reliability” principle in CON 2 

seem inconsistent with the direction in which the political economy was driv-

ing GAAP.52 In fact, an empirical study of the evolution of the FASB’s own 

ideology over thirty- fi ve years beginning 1973 fi nds that over time, particu-

larly since the 1990s, FASB members, through their emphasis on fair- value 

accounting, grew distant from their own original conceptual framework.53 In 

2000, the FASB introduced its fi rst new conceptual framework document in 

about fi fteen years, CON 7, partly with the objective to introduce fair- value 

accounting to its conceptual lexicon. In justifying the need for CON 7, the 

FASB noted that in “recent years, the Board [had] identifi ed fair value as the 

objective for most measurements at initial recognition” but that its original 

conceptual framework did “not use the term fair value.”54

Then in 2002, the FASB and the still nascent International Accounting 

Standards Board (IASB) signed a memorandum of understanding to harmo-

nize their rules to facilitate eventual U.S. adoption of International Financial 

Reporting Standards (IFRS).55 Although conceived as an international body, 

the IASB was at its founding substantially infl uenced on conceptual matters 

by accounting developments in the United States, including on the use of fair 

values.56 Fair- value accounting was thus a key component of IFRS from the 

very start, creating added pressure on the FASB particularly over the princi-
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ple of “reliability” in CON 2. A 2006 article by an IASB board member stated, 

“In almost every standard- setting project of the FASB and IASB, the boards 

consider fair value as a possible measurement attribute.”57

By 2005, FASB board members and professional staff were explicitly rec-

ognizing the tension between fair- value accounting and “reliability” in public 

documents.58 Around that time, the FASB initiated a project to again revise its 

conceptual framework.59 The revision, CON 8 (described above), was imple-

mented in 2010. In explaining its “basis for conclusions” in CON 8, the FASB 

stated that the term “reliability” in its original conceptual statement was being 

interpreted in practice in two competing ways. The fi rst view (consistent with 

the economic framework for fi nancial reporting) “focused on verifi ability.” 

The second view “focused more on faithful representation.” Tellingly, the 

FASB rejected the fi rst view and decided to embrace the second— rejecting 

its original position that “reliability” meant “verifi ability.” The FASB went 

on to state “prudence (conservatism), and verifi ability, which were aspects 

of reliability in [CON 2], are not considered aspects of faithful representa-

tion [in CON 8].” Thus CON 8 brought the FASB’s conceptual framework 

in line with the growth of fair- value accounting: it eliminated verifi ability 

as a “fundamental” characteristic of fi nancial information and explicitly es-

chewed conservatism.60

To be sure, elements of the FASB’s new conceptual framework in CON 8 

have appeared in U.S. GAAP as far back as the 1970s. For example, the FASB 

demonstrated its belief in the primacy of the balance sheet over the income 

statement— which is implicit in the fair- value approach to accounting— in 

some of its earliest standards.61 But these commitments notwithstanding, the 

FASB did not reveal any bias toward fair- value accounting in its original con-

ceptual framework. The fi rst signifi cant commitment to fair- value account-

ing in the conceptual framework came with the issuing of CON 7 in 2000, 

after nearly a decade of substantial growth in fair- value- based standards.

As seen from the description of events above, the FASB conceptual 

framework is itself shifting: it has evolved over time to refl ect the growth of 

fair- value accounting in U.S. GAAP. The very political process that has pre-

cipitated the growth of fair- value accounting could thus also be responsible 

for the evolution of the FASB conceptual framework (more on this point in 

chapter 5). This observation suggests that the FASB framework is unsuitable 

for use as a benchmark in evaluating outcomes of accounting’s political pro-

cess, particularly over long periods. The use of the FASB conceptual frame-

work in such an evaluation would constitute a logical circularity.

The economic framework for fi nancial reporting, by contrast, is relatively 

stable, being shaped by the basic demands of numerous stakeholders in the 
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fi rm who are at an information disadvantage relative to managers. This is 

not to suggest that the economic framework is inadaptable to changing tech-

nologies. Indeed, changing audit and information technologies could shift 

the relative emphasis on relevance, verifi ability, and conservatism on specifi c 

rules. But the conditions that give rise to the economic framework for fi nan-

cial reporting— information asymmetry and uncertainty about the future— 

are longstanding and innate to the nature and organization of corporations.62 

In fact, the concern that managers can misuse their information advantage to 

their benefi t, which is the basis for much of the difference between the FASB’s 

current framework and the economic framework, has not diminished in any 

systematic way over time. In other words, there is no general evidence (of 

which I am aware) to suggest that managers are any less likely to abuse their 

discretion in accruals today than they were thirty- four years ago when the 

FASB’s original framework was put in place. This raises the question of why 

the FASB’s conceptual framework has changed and what role, if any, special- 

interest politics played in that process. Moreover, the economic framework is 

similar in many respects to the FASB’s own original conceptual framework. 

For these reasons, I use the economic framework— in particular, the idea 

that matching, verifi ability, and conservatism are cornerstones of fi nancial 

reporting— as the benchmark in the remainder of this book.
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Goodwill Hunting: The Political Economy 

of Accountability for Mergers and Acquisitions

On March 2, 2000, Dennis Powell, then the corporate controller of Cisco 

Systems, appeared before the Senate Committee on Banking, Housing, and 

Urban Affairs to testify on a recent FASB proposal to abolish the pooling- of- 

interests method of accounting for M&A. Mr. Powell expressed his opposi-

tion to the FASB proposal, arguing that the accounting method fi rms would 

be required to use in lieu of pooling (i.e., the purchase method) would “stifl e 

technology development, impede capital formation and slow job creation.”1 

The Senate heard from eight other expert witnesses that day; all but one— 

then- FASB chairman Ed Jenkins— argued against the proposal to abolish 

pooling.2 Two months later, Mr. Powell prepared testimony for the House 

Finance Subcommittee on the same matter, again arguing for the retention 

of the pooling- of- interests method, which he said, together with the purchase 

method, had “for the past 50 years, generated and supported the strongest 

capital markets in the world.”3

The substance of Mr. Powell’s testimony was not surprising given his pub-

lic letter to the FASB in December 1999, where he had expressed “serious 

concerns” with the proposed elimination of pooling accounting in favor of 

the purchase method. “While we understand that pooling accounting has its 

critics,” he wrote, “we believe on balance, for equity funded transactions, it 

is less problematic than the purchase accounting model in representing the 

economic reality of operating results of the combined entity.”4

At the time of Mr. Powell’s testimony and writings, U.S. GAAP had two 

methods to account for M&A: the purchase method and the pooling- of- 

interests method. Under the purchase method, acquired tangible assets, cer-

tain acquired intangible assets (e.g., contracts, patents, franchises, customer 

and supplier lists, and favorable leases), and all acquired liabilities were re-
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valued to their current fair values before being added to the acquiring fi rm’s 

books. Any excess of the total price paid for the acquisition over the sum of 

the revalued net assets was added to acquirer’s books as “goodwill.” In the 

years following the acquisition, goodwill was amortized in the acquirer’s in-

come statement.

Under the pooling method, the surviving fi rm in an acquisition simply 

added the book value of all acquired assets and liabilities to its own assets 

and liabilities. There were no asset and liability revaluations, and no goodwill 

was recorded. Firms were required to use the purchase method unless they 

met certain criteria to qualify for pooling accounting. The most important 

of these criteria were (1) that each of the companies in an acquisition was in-

dependent of the other and (2) that the acquiring fi rm issued only common 

stock with rights identical to its own outstanding common stock in consider-

ation for the acquired fi rm.5

Mr. Powell’s support for the pooling method over the purchase method 

appeared to be based on the idea that “goodwill,” the account created only 

under the purchase method, was not an “asset.” U.S. GAAP defi ned “assets” 

as “probable future economic benefi ts obtained or controlled by a particular 

entity as a result of past transactions or events.”6 “Goodwill is simply the 

amount of purchase price that is left over after allocating value to identifi able 

assets,” Mr. Powell noted. “It has no value on its own; it can’t be borrowed 

against, sold separately or generate any cash fl ow.”7 Mr. Powell continued: 

“The purchase method of accounting was designed for accounting for tan-

gible assets that have reliable measurable fair values. However, in the acqui-

sitions of New Economy technology companies, an overwhelming portion 

of the purchase price is attributable to intangibles. It is this situation that 

makes the purchase method inadequate. Identifying intangibles is diffi cult, 

but determining the fair value of identifi ed intangible assets with some level 

of consistency or reliability is impossible.”8

Accounting rules for M&A were particularly critical to a company such 

as Cisco, whose growth was fuelled in large part by acquisitions. Cisco ef-

fectively farmed out its research and development activities by acquiring 

and then integrating emerging technology companies into its core market-

ing and operations capabilities.9 After going public in 1990, Cisco made its 

fi rst acquisition in 1993. From then through the end of 2000, Cisco acquired 

seventy- fi ve other companies at a combined price of over $36 billion. Most of 

these deals were to acquire intangibles (i.e., emerging technologies and hu-

man capital). Of the combined purchase price of Cisco’s acquisitions through 

February 2000, Mr. Powell attributed 95 percent to goodwill and other intan-

gible assets.10 (See table 3.1 for a summary of Cisco’s acquisition history from 
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1993 to 2000.) Given this strategy, Mr. Powell noted the disadvantage to the 

purchase method in his December 1999 letter to the FASB: “While Cisco con-

tinues to grow our business by combining with similar companies with the 

same long term strategic goals, our operating results would decrease because 

of the amortization of goodwill.”11 Effectively, Mr. Powell was arguing against 

having a goodwill charge drag down Cisco’s reported earnings.

Mr. Powell concluded his letter to the FASB with a passionate defense 

of pooling accounting, citing its role in the roaring information- technology 

economy of the time (the late 1990s): “We believe the retention of pooling 

of interests accounting is particularly critical considering the adverse impact 

its elimination will have on the merger activity in the United States, which in 

turn will negatively impact the ecosystem that is driving technology develop-

ment in this country today.”12

But these arguments and rhetoric notwithstanding, less than a year later, 

by September 2000, Mr. Powell had abandoned his support for the pool-

ing method. In leading a group of industry representatives at a meeting with 

members of the FASB, Mr. Powell argued for a regime that permitted only the 

purchase method, provided that goodwill recognized under that method was 

solely subject to an impairment test based on estimating from time to time 

the fair value of goodwill rather than subjecting goodwill to amortization as 

the FASB had originally proposed.13

The FASB, after some fi eld testing, issued a revised proposal that effec-

tively abolished the pooling method and accepted the purchase method with 

goodwill impairment as the new rule for M&A.14 This revised proposal met 

with additional opposition from the set of fi rms that had previously cham-

tab l e  3 . 1 .  Summary of Cisco Systems’ acquisition history, 1993– 2000

Purchase- method deals Pooling- method deals All deals

Year

Value 

(in millions 

of U.S. $) # of deals

Value 

(in millions 

of U.S. $) # of deals

Value 

(in millions 

of U.S. $) # of deals

1993 0 0 89 1 89 1

1994 423 3 0 0 423 3

1995 31 2 462 2 493 4

1996 275 2 5,275 4 5,550 6

1997 586 5 0 0 586 5

1998 1,070 9 84 1 1,154 10

1999 4,969 13 10,218 7 15,187 20

2000 5,617 23 7,114 4 12,731 27

Source: Adapted from Karthik Ramanna, The Politics and Economics of Accounting for Goodwill at Cisco 

Systems (A) (HBS No. 109- 002) (Boston: Harvard Business School Publishing, 2008).
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pioned pooling, including Cisco Systems. But their concern with the revised 

proposal was not the abolishing of the pooling method but rather the cost 

of implementing the fair- value- based impairment test for goodwill. These 

fi rms argued for a revised impairment test that would be less costly to comply 

with but that would also make timely goodwill impairment less likely. In June 

2001, the FASB formally promulgated new accounting rules that abolished 

pooling accounting, requiring all fi rms to use the purchase method, with 

an impairment test that closely resembled the one sought by the erstwhile 

pooling- method supporters.15

Why did Mr. Powell— who had at fi rst passionately defended the pooling 

method by suggesting that abolishing the method would “stifl e technology 

development, impede capital formation and slow job creation”— and oth-

ers like him abruptly abandon their support for pooling in favor of a fair- 

value- based impairment test for acquired goodwill? And how has this new 

accounting rule for M&A performed since it was put in place? In this chapter, 

I discuss evidence addressing each of these two questions. The discussion in 

this chapter is intended to illustrate in the specifi c context of M&A account-

ing the complex political economy of special- interest lobbying in accounting 

rule- making at the FASB.

First, I show that fi rms such as Cisco that were initially opposed to the 

FASB proposal to abolish pooling accounting can be linked via a history of 

campaign contributions to the members of the House and Senate who be-

came involved in the issue and threatened legislation overriding the FASB 

proposal. Congressional intervention in accounting rule- making is rare, al-

though not unheard of, so it is important to understand the conditions under 

which Congress becomes involved in technical accounting matters. Next, I 

show that the propooling fi rms were among those who encouraged the FASB 

to abandon goodwill amortization under the purchase method in favor of a 

fair- value- based impairment test. In fact, the rules that eventually became 

U.S. GAAP for M&A emerged from the lobbying by former propooling fi rms.

To understand why fi rms might support an impairment- only approach 

to goodwill under the purchase method, in lieu of the pooling method, I 

study whether fi rms’ lobbying support for the impairment- only approach 

varies in their abilities to misuse the subjectivity inherent in that approach to 

delay timely goodwill impairment. As Mr. Powell himself argued before he 

abandoned support for the pooling method, “Determining the fair value of 

identifi ed intangible assets with some level of consistency or reliability is im-

possible.” I fi nd evidence consistent with the proposition that support for the 

impairment- only approach increased in the ability to misuse that approach.

Finally, drawing on joint work with Professor Ross Watts of the Mas-
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sachusetts Institute of Technology (MIT), I discuss how fi rms are actually 

using the new M&A accounting rules. I fi nd that among fi rms with strong 

market indications of impaired goodwill, delays in recording impairment on 

the books are seen among fi rms with the abilities to misuse the subjectivity 

in the new M&A rules. In the specifi c case of Cisco Systems, despite a nearly 

70 percent decline in its market capitalization from 2000 to 2001— a decline 

that has largely persisted through 2013— the company has not recorded any 

substantial goodwill impairment on its books. As of the fi scal year that ended 

July 2013, the company had a goodwill balance on its books of nearly $22 bil-

lion against total assets of about $101 billion.16

Given the evidence abstracted above, it is important to understand why 

the FASB chose to take on a project to abolish the pooling method. Did the 

FASB not anticipate the potential opposition and its ability to rally Congress? 

What was the FASB’s own interest in undertaking the rule change? The fol-

lowing subsection explores these background issues as a way of establishing 

the context for a detailed discussion of the evidence on the political economy 

of M&A accounting.

Background to the 2001 Revision of M&A Accounting Rules

When the FASB fi rst added a potential revision to the accounting rules for 

M&A to its agenda in 1996, there was already a contentious history to the 

subject dating back at least fi fty years. The FASB’s two predecessor bodies, 

the Committee on Accounting Procedure (CAP) and the Accounting Prin-

ciples Board (APB), both grappled with the issue during their respective re-

gimes. Although there is evidence of the use of the pooling method dating 

back to the 1920s, its use was limited and potentially controversial. In 1950, 

the CAP fi rst formally recognized the pooling- of- interests method for M&A. 

The method had been advocated by acquiring companies who were reluc-

tant to revalue their assets and recognize acquired goodwill, the amortiza-

tion of which would reduce future income. The CAP’s decision to introduce 

the pooling method was contentious at the time, and the CAP introduced a 

number of criteria to limit the kinds of acquisitions that could qualify for 

pooling accounting.17 But as accounting historian Professor Steve Zeff notes, 

“It was not long before these criteria were largely ignored and only weakly 

enforced by the SEC.”18

In 1959, a few years after the CAP’s decision on pooling, it was replaced 

by a new accounting rule- maker, the APB.19 In part because the CAP had 

been routinely subject to corporate lobbying, the APB was reconstituted 

to include corporate fi nancial executives as members; the CAP’s member-
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ship had been limited to accounting practitioners and academics.20 At fi rst, 

the APB let stand the CAP’s decision on pooling of interests, deciding not 

to address the charged issue. But the 1960s witnessed a growing number of 

acquisitions— by one estimate M&A in 1968 were twelve times the level in 

1950 — and critics of these acquisitions argued that abuses and misuses of 

the pooling method were partially responsible for the increase. The APB re-

sponded with a proposal that would considerably limit the scope of pooling 

method usage. Among other criteria, the proposal suggested that the pooling 

method be permissible only when neither target nor acquirer was less than 

one- third the size of the other. The idea was to limit the pooling method to 

“mergers of equals.”21

The proposal was met with fi erce opposition from both supporters and 

opponents of pooling. The then Big Eight audit fi rms were themselves di-

vided on the issue.22 Arthur Andersen, then part of the Big Eight, released a 

competing proposal that would effectively eliminate pooling.23 Concurrently, 

supporters of pooling launched a campaign critical of the APB that involved 

members of Congress and the fi nancial press.24 As a result of this pressure, 

the APB dropped the relative- size requirement to qualify for pooling.25 Fi-

nally, in 1970, the APB issued two new standards relating to M&A, designated 

APB Opinions 16 and 17. These standards let stand the pooling of interests 

method, although they clarifi ed the circumstances under which fi rms were 

permitted to elect for pooling. Furthermore, the standards set out a generous 

forty- year maximum amortization period for goodwill recognized under the 

purchase method, thus mitigating to an extent the negative annual charge on 

earnings from goodwill amortization.26

The intensely political process leading up to APB Opinions 16 and 17, and 

the political compromises necessitated thereof, were partly responsible for 

a decline in public trust in the APB. Within a year of the issuance of Opin-

ions 16 and 17, three of the eight major audit fi rms had publicly announced 

their lack of confi dence in the rule- maker.27 By 1971, two high- profi le national 

committees had been constituted to consider alternative rule- making prin-

ciples and institutions.28 By 1973, the APB was out of business and the FASB 

had taken over.

Criticisms of the pooling accounting method continued to gnaw at the 

FASB for attention. In 1974, the FASB added accounting for M&A to its 

agenda. But the young agency postponed consideration of the subject several 

times before dropping the issue from its agenda in 1981.29 As the number 

and visibility of M&A grew in the 1980s and 1990s, so too did pressure on 

the FASB to reevaluate M&A accounting rules. As part of its due process, the 

FASB routinely polled members of its professional advisory council for issues 
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to add to its formal agenda. From 1990 through 1996, revising accounting 

rules for M&A was a top issue suggested by the advisory council.30 But the 

FASB resisted taking on the issue, likely because it was aware of its conten-

tiousness and its role in the demise of its predecessor body. Then fi nally, in 

1996, the issue was added to the FASB’s formal agenda.

It is diffi cult to conclusively say why the FASB fi nally decided to revisit 

M&A accounting in the late 1990s, but at least two factors likely played an 

important role in this decision. First, the SEC had become increasingly 

concerned about the “abuses” of the pooling method: There was growing 

evidence that fi rms were engineering M&A deals simply to qualify for pool-

ing and thus avoid a goodwill amortization “drag” on their earnings. For 

example, one study in 1995 estimated that AT&T overpaid somewhere be-

tween $50 million and $500 million in its acquisition of NCR Corporation 

just so that the deal would meet the conditions for pooling method usage.31 

The SEC saw such maneuvers as being value destroying for shareholders. 

The SEC chief accountant at the time, Lynn Turner, noted that he often saw 

pooling transactions that “clearly [did] not meet the spirit or the intention 

of [APB Opinion 16].”32 His then- deputy, Jane Adams, called the practice 

that had evolved around APB Opinion 16 a “quagmire” and remarked that 

“[a]n incredible amount of resources of preparers, practitioners, standards 

setters and regulators [was] consumed daily by APB 16.”33 Moreover, fi rms 

unable or unwilling to engineer M&A deals to qualify for pooling had to re-

port amortization costs under the purchase method, leading to, in the FASB’s 

words, situations where “two transactions that [were] not signifi cantly differ-

ent [could] be accounted for by methods that produce[d] dramatically differ-

ent fi nancial statement results.”34

Second, as part of its efforts to harmonize U.S. GAAP with accounting 

rules in other countries, the FASB had been working closely with rule- makers 

from Australia, Canada, New Zealand, the United Kingdom, and the Inter-

national Accounting Standards Committee. This international group of ac-

counting rule- makers, known as the G4+1, had initiated a joint project to 

develop a single set of accounting rules for M&A.35 The joint project was 

motivated in part by the growing cross-border nature of business combina-

tions, the inconsistencies across countries in the practices used to account for 

such business combinations, and the desire to address concerns by securities 

regulators such as the SEC that the pooling- of- interests method was being 

misused.

Thus, by 1996, a combination of SEC pressure over pooling- method abuse 

and the forces of international convergence had pushed the FASB to formally 
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reconsider accounting rules for M&A. If the APB’s history with the issue was 

any indication, the FASB was entering treacherous terrain.

Revising M&A Accounting Rules: Round One

Between 1996 and 1999, the FASB exposed to public comment two docu-

ments with proposals on accounting for M&A. The fi rst, in June 1997, was a 

“special report” on “issues associated with” M&A.36 This document received 

over fi fty comment letters from various FASB constituents. The second, in 

December 1998, was part of a G4+1 effort on the subject. This document 

proposed eliminating the pooling- of- interests method.37 It received nearly 

150 comment letters from various FASB constituents. Investment banks and 

high- technology industrial companies, in particular, expressed opposition to 

any abolishing of the pooling method.38 The active constituent response to 

both documents suggested that there was considerable interest in the subject. 

But neither document was part of the FASB’s offi cial due process to revise 

accounting rules, so neither document indicated an imminent threat to the 

pooling method.

Then, in September 1999, the FASB issued a formal exposure draft, called 

ED 201, on M&A accounting. The ED proposed eliminating pooling and re-

quiring all business combinations to use the purchase method. Furthermore, 

any acquired goodwill under the purchase method was to be amortized, with 

the maximum amortization period reduced from forty to twenty years.39

ED 201 provided for a ninety- day comment period; over two hundred 

comment letters were sent in by various constituents, about half of which 

came from corporations. About 60 percent of corporate respondents to the 

ED opposed abolishing pooling. This opposition, as the previously discussed 

example of Cisco Systems documents, deployed strong, if not incredulous, 

language in defense of the pooling method. Several of the corporate comment 

letters cited the prevalence of the pooling method in acquisitions involving 

the “New Economy” companies that were driving the stock- market boom of 

the late 1990s. One fi rm, InCert, noted that “killing pooling would . . . be a 

mortal blow to our free enterprise system” and a “major disaster for our eco-

nomic well- being.”40 Another fi rm, Guidant Corporation, noted, “Eliminat-

ing pooling will discourage the desirable consolidation that is now occurring 

in certain industries, thereby reducing the fl ow of capital to them which in 

turn will stifl e the entrepreneurial culture, impede the development of new 

products, and impair job growth.”41 A third fi rm, Flextronics International, 

went further in its comment letter, arguing that “purchase accounting is a 
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terrible blight on the accounting profession” and that the “elimination of 

Pooling [sic] will distort the allocation of resources in the very industries that 

are driving the growth of this country.”42

The debate over M&A accounting rules, particularly the proposed abol-

ishing of the pooling method, soon reached the U.S. Congress. In March and 

May of 2000, the Senate Banking Committee and the House Finance Sub-

committee, respectively, held hearings on the issue.43 Many of the fi rms and 

industry associations that had already expressed their opposition to ED 201 

through comment letters or testimonies at FASB public hearings also testifi ed 

at the congressional hearings. In fact, apart from the FASB itself, there were 

no supporters of ED 201 at the Senate hearings.

Almost all congressional pressure on the FASB over its business com-

binations ED was in support of propooling fi rms’ interests. For example, 

then- senator Phil Gramm of Texas spoke of hearing from the “victims” of 

the FASB proposal, adding his opposition to periodic goodwill amortization 

by assuming away the theory of competitive strategy, “I don’t see any im-

mutable law of economics that says goodwill must decline.”44 Similarly, Rick 

Lazio, a member of the House from New York argued that without pooling, 

the economy “would have been deprived of the synergy” of the then recently 

completed AOL- Netscape merger.45 House member Bill Tauzin of Louisiana, 

in arguing against goodwill amortization under the purchase method, called 

on the FASB to “propose something more creative than simply forcing com-

panies to amortize goodwill.”46 Those few members of Congress who did not 

actively make the case for supporters of the pooling method did not sup-

port the FASB’s position either: they only expressed concern over the dangers 

of congressional involvement in accounting standard setting. For example, 

then- senator Paul Sarbanes of Maryland noted, “Congress would be enter-

ing into very dangerous ground if we begin to move in to try to make these 

determinations ourselves.”47

Notwithstanding this counsel from Senator Sarbanes, in October 2000, 

several members of the House introduced a bill, HR 5365, the Financial Ac-

counting for Intangibles Reexamination Act. The stated purpose of the bill 

was to “impose a moratorium on the elimination of  .  .  . pooling” until a 

congressionally appointed commission reported on the economic impact of 

eliminating pooling and on methods to better account for intangible assets.48 

Also in October 2000, the FASB received a letter from a bipartisan group of 

thirteen U.S. Senators who wrote expressing “reservations” over the FASB’s 

plan to eliminate pooling. The letter asked the FASB to “take no conclusive 

action” on the business combinations project until Congress “had the oppor-

tunity to review the economic impact of the FASB’s plans.”49
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Congressional hearings on accounting standards are, in the words of 

former FASB Chair Dennis Beresford, “relatively infrequent.”50 By the year 

2000, Congress had become directly involved in FASB rule- making in only a 

handful of other cases, including lease accounting and accounting for oil and 

gas exploration costs in the 1970s and accounting for fi nancial assets and for 

employee stock options in the 1990s. And since 2000, Congress has become 

involved in accounting matters on employee stock options, accounting for 

fi nancial assets, and lease accounting.51 But as sporadic as such intervention 

might be, Mr. Beresford notes that such hearings, when they do occur, are 

taken “very seriously” by the board.52 And moreover, as noted earlier, the 

FASB’s predecessor, the APB, had met with its demise in part due to its per-

ceived mishandling of accounting for M&A.

Given the circumstances described above, it is plausible that the congres-

sional intervention for the pooling method and against goodwill amortiza-

tion was motivated by propooling fi rms and industry groups. To test this 

proposition more formally, I examine whether a statistical association can 

be made between those congresspersons who became involved in the pool-

ing issue and the fi rms and industry groups that opposed abolishing pooling 

(i.e., propoolers). The idea is to test whether the propoolers used their allies 

in Congress to pressure the FASB to rethink its original proposal to abolish 

pooling and amortize goodwill.

For the purposes of this statistical test, congresspersons pressuring the 

FASB over pooling are defi ned as those involved against the board in at least 

one of the following events (all discussed earlier): the March 2000 Senate 

hearings, the May 2000 House hearings, the October 2000 House bill to cre-

ate a federal commission on intangibles accounting, and the October 2000 

Senate letter seeking a moratorium on the FASB’s original proposal.

I use political action committee (PAC) contributions to link congressper-

sons to propooling fi rms and industry groups.53 I use PAC money although 

it represents only one component of money used to lobby congresspersons 

because the other major sources of money (namely, soft money and direct 

lobbying money) cannot be directly traced from source organizations to 

congresspersons under extant political- spending disclosure laws. Moreover, 

prior political- science research has shown a high correlation between PAC 

money from nonideological PACs, such as corporations, and direct lobby-

ing money.54 Formally, I hypothesize that PAC contributions received from 

fi rms and industry groups opposed to the FASB’s pooling decision increase 

the likelihood of a congressperson self- selecting into the group pressuring 

the FASB over pooling.

There are forty- three distinct congresspersons involved in at least one 
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of the four congressional intervention events described above. I compare 

these propooling congresspersons to all other members of the 106th Con-

gress (1999– 2000). For this combined set of congresspersons (propooling 

and others), I obtain data on contributions made by the PACs of all fi rms and 

industry associations that lobbied for or against the original FASB proposal 

(i.e., ED 201 to abolish pooling and amortize goodwill). For each congress-

person, I aggregate PAC contributions from fi rms and associations by lob-

bying position. Thus I obtain two data points for each member of Congress: 

PAC contributions from the propooling group and PAC contributions from 

the antipooling group. For each congressperson, the total group contribu-

tions are scaled by total PAC receipts. I run a probit- model regression on the 

combined sample of congresspersons, where the dependent variable is coded 

as “1” for propooling congresspersons and “0” for all other congresspersons. 

The primary explanatory variables are scaled PAC contributions from the 

pro-  and antipooling lobbying groups.55

To address alternative hypotheses, I include several control variables in 

the regression. First, an indicator for members of the House Finance Sub-

committee or Senate Banking Committee controls for the likelihood that 

only congresspersons with relevant fi nance expertise became interested in 

the pooling issue. Second, I include two variables capturing congressper-

sons’ ideologies to control for the possibility that congressional positions on 

pooling can be explained by political beliefs. The ideology variables are the 

“Common Space Scores” obtained from congresspersons’ roll- call records, 

which are commonly used in political science studies. The fi rst ideology vari-

able roughly captures a congressperson’s partisanship, whereas the second 

roughly captures nonpartisan voting blocks.56

It is widely held in the political science literature that fi rms’ relations 

with congresspersons are developed over long periods and that fi rms likely 

give to congresspersons who are already predisposed to supporting them 

(i.e., PAC giving is likely endogenous).57 To address this concern, the pro-

bit model of congressional positions is estimated simultaneously with a 

model for propooling PAC contributions received by each congressperson. 

The explanatory variables in this latter model are the ideology variables and 

committee- membership indicator described above, together with the follow-

ing additional controls. First, a control for whether the congressperson is a 

Senator or House member to address the likelihood that Senators receive on 

average more PAC money because they have larger constituencies. Second, a 

control for the congressperson’s seniority in her or his respective chamber to 

address the likelihood that more senior members of Congress receive more 

PAC money.58 Third, a control for the size of the state the congressperson rep-
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resents to address the likelihood that representatives of larger states receive 

more PAC money.

Table 3.2 reports univariate evidence on the association between propool-

ing fi rms and industry groups and congresspersons involved in the issue. 

The mean PAC contribution from propooling groups to propooling con-

gresspersons was 13.36 percent of those congresspersons’ total PAC receipts. 

This number is statistically greater than (1) the mean PAC contribution from 

propooling groups to other congresspersons (8.86 percent), (2) the mean 

PAC contribution from antipooling groups to propooling congresspersons 

(4.84 percent), and (3) the mean PAC contribution from antipooling groups 

to other congresspersons (3.43 percent). Some examples of the top givers 

among propooling groups include Arthur Andersen, Citigroup, Eli Lilly, 

General Electric, Goldman Sachs, Morgan Stanley, PricewaterhouseCoopers, 

and the National Venture Capitalists Association.59 Some examples of the top 

recipients among propooling congresspersons include Representative Chris 

Cox of California (later SEC chairman), Representative Anna Eshoo of Cal-

ifornia, Representative Bob Goodlatte of Virginia, Senator Phil Gramm of 

Texas, Senator Joe Lieberman of Connecticut, and Senator Chuck Schumer 

of New York.60

Table 3.3 reports the results of the probit regression model, estimated 

in the simultaneous system described above. The coeffi cient on PAC con-

tributions from propooling groups is positive and signifi cant; the marginal 

effect suggests that a two- standard- deviation change in propooling PAC 

money about its mean value increases the probability that a congressperson 

is propooling by 29.5 percent. Thus the formal evidence is consistent with 

the proposition that congressional intervention for the pooling method and 

against goodwill amortization was motivated by propooling fi rms and in-

dustry groups. Among the control variables, the ideology variables are sig-

nifi cant. The fi rst of the two ideology variables captures partisan voting with 

tab l e  3 . 2 .  Univariate evidence on the association between propooling- method organizations and con-

gresspersons involved in the issue

Propooling 

congresspersons (%)

Other 

congresspersons (%)

$ from antipooling PACs ÷ Total PAC receipts 4.84 3.43

$ from propooling PACs ÷ Total PAC receipts 13.36 8.86

All percentages are means.

Source: Adapted from Karthik Ramanna, “The Implications of Unverifi able Fair- Value Accounting: 

Evidence from the Political Economy of Goodwill Accounting,” Journal of Accounting and Economics 45, 

nos. 2– 3 (2008): 253–  81.
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Democrats having negative values. The negative coeffi cient on this variable 

suggests that Democrats are more likely to be propooling, consistent with 

strong Democratic representation in states with high- technology companies 

that supported pooling (e.g., California, Connecticut, and New York). In the 

model explaining congresspersons’ propooling PAC receipts, the fi rst ideol-

ogy variable, the committee- membership dummy, and the Senator indica-

tor dummy are statistically signifi cant. This is, respectively, consistent with 

Republicans, fi nance committee members, and Senators receiving on average 

more PAC money.

It is important to clarify that the main result above— associating congres-

sional intervention for the pooling method to propooling fi rms and industry 

groups— does not imply that PAC contributions were used to buy congres-

sional positions on pooling. PAC contributions can be used to establish do-

nors’ association with, but not causality of, specifi c congressional decisions. 

Relations with congresspersons are likely developed over long periods, and 

fi rms likely give money to their allies in Congress.61 Thus the results more 

appropriately suggest that congresspersons pressuring the FASB over pooling 

are likely allies of propooling fi rms and associations.

tab l e  3 . 3 .  Multivariate evidence on the association between propooling- method organizations and 

congresspersons involved in the issue

Variable Prediction t- statistic Marginal effect (%)
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Revising M&A Accounting Rules: Round Two

During the period of congressional intervention over ED 201, the idea of an 

impairment- only approach to goodwill was simultaneously being proposed 

to the FASB. First, in May 2000 (shortly after the House hearings), the FASB 

heard from representatives of Morgan Stanley Dean Witter, Goldman Sachs, 

Arthur Andersen, and PricewaterhouseCoopers, among others.62 These or-

ganizations had previously written comment letters in favor of retaining the 

pooling method. Later, in September 2000, the FASB heard from another 

team from the American Business Conference, Cisco Systems, Merrill Lynch, 

TechNet, and UPS.63 This team also included groups that had previously 

supported the pooling method. Both teams in their meetings with the FASB 

discussed the merits of implementing an impairment- only test for goodwill. 

They proposed that goodwill impairment in periods after an acquisition be 

determined based on acquiring managers’ estimates of the fair value of good-

will, a highly subjective procedure. In February 2001, with the threat of direct 

congressional intervention still looming, the FASB unanimously issued a re-

vised exposure draft, called ED 201- R, that did not change the board’s stance 

on abolishing pooling but now proposed replacing goodwill amortization 

with the impairment- only approach.64

Over two hundred comment letters were received on ED 201- R. This 

revised proposal to abolish pooling and impair goodwill was considerably 

more popular than the original one (to abolish pooling and amortize good-

will). About 70 percent of corporate respondents to ED 201- R supported the 

impairment- only approach. Although the FASB had left its decision on abol-

ishing pooling intact, there was little mention of the pooling issue in fi rms’ 

comment letters: only 14 percent of corporate respondents on ED 201- R ex-

pressed support for pooling. Congressional interest in retaining pooling had 

also waned: there were no comment letters by congresspersons on ED 201- R.

In June 2001, the FASB issued its new rules on M&A accounting— these 

were labeled SFAS 141 and 142 (SFAS refers to Statement of Financial Ac-

counting Standards, the formal term for a new FASB accounting standard65). 

The former abolished the pooling method in favor of the purchase method.66 

The latter introduced impairment- only accounting for goodwill.67 The good-

will impairment method in SFAS 142 differed, however, in one important way 

from the method initially introduced by the FASB in ED 201- R. It is through 

this difference that additional insights into the political economy of M&A 

accounting rules can be gleaned.

ED 201- R detailed the following procedure for goodwill accounting:
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(A) Goodwill from an acquisition is initially allocated among the “reporting 

units” of a fi rm based on estimates of how that goodwill will be realized across 

those units. Reporting units are divisions of the fi rm that regularly produce 

fi nancial information for management review. In subsequent periods, good-

will is tested for impairment at this reporting unit level.

(B) A reporting unit’s goodwill is considered impaired if the goodwill’s “implied 

fair value” is less than the goodwill’s book value. The goodwill’s “implied fair 

value” is calculated as the excess of the reporting unit’s estimated total fair 

value over the estimated fair value of the reporting unit’s non- goodwill net 

assets.

(C) Goodwill impairment losses from various reporting units in a fi rm are ag-

gregated and presented in a separate line item in the income statement.

The fi nal rules in SFAS 142 are similar to those described above with the 

following notable addition: The “implied fair value” of a reporting unit’s 

goodwill is calculated only when the unit’s estimated total fair value is less 

than the book value of the unit’s net assets. In other words, under SFAS 142, 

fi rms are spared the expense of estimating the fair- value of their nongood-

will assets and liabilities, unless the book value of those assets and liabilities 

exceeds the estimated fair value of the unit as a whole.68 This is a subtle but 

important difference for at least two reasons. First, limiting goodwill write- 

offs to only those situations where the total fair value of a reporting unit is 

less than the unit’s book value is likely to lower the observed frequency of 

goodwill impairment. Second, estimating the total fair value of a reporting 

unit is potentially more subjective than estimating the fair value of the units’ 

net assets. This is because the unit’s assets and liabilities are more likely to 

be fungible than the unit itself, thus there are more likely to be observable 

comparables for current value estimates of the unit’s assets and liabilities than 

for the unit as a whole. As such, any current value estimate of the unit can 

be manipulated by changing unverifi able assumptions in a valuation model.

This discussion suggests goodwill impairment effected under SFAS 142 

rules can be subject to more gaming than that under the ED 201- R rules. In 

other words, the subtle rule change between ED 201- R and SFAS 142 could 

have addressed a primary concern of supporters of the pooling method and 

opponents of the purchase method: the “drag” of goodwill expenditures in 

the income statement.

It so happens that the idea of limiting goodwill impairment to situations 

where a reporting unit’s estimated total fair value is less than the book value 

of the unit’s nongoodwill net assets emerged during the meetings in May and 

September of 2000 where representatives of several investment banks, tech-

nology fi rms, and industry associations met privately with the FASB. Fur-
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thermore, among the constituent comment letters fi led in response to ED 

201- R, over one- third of respondents proposed this idea. Accordingly, I call 

the FASB’s goodwill impairment procedure in ED 201- R the “Revised ED Po-

sition” and the goodwill impairment procedure that made it into SFAS 142 

the “Comment Letter Position.”

Given the FASB’s observed acquiescence to the Comment Letter Position 

in SFAS 142 and the considerable political power of propooling interests in 

this rule- making process, it is plausible that propooling organizations were 

associated with the proposal and eventual acceptance of the Comment Letter 

Position. Put differently, the politically connected propooling interests are 

unlikely to have let a proposal become the fi nal standard if they did not sup-

port it. I formally test this proposition. Specifi cally, I examine whether fi rms 

opposing the FASB’s original proposal (ED 201, abolish pooling and require 

goodwill amortization) are more likely to have supported the Comment Let-

ter Position in ED 201- R, which eventually became the rule in SFAS 142.

Anecdotally, the role of the investment banks during the process that re-

sulted in SFAS 142 is consistent with this proposition. Investment banks, by 

the nature of their business, have a lot to gain from keeping the volume of 

M&A activity high. M&A accounting rules that would create a “drag” on cli-

ents’ earnings, such as goodwill amortization, and therefore potentially dis-

courage clients from aggressive M&A activity are unlikely to be popular with 

investment banks. Not surprisingly then, the three biggest investment banks 

at the time, Goldman Sachs, Morgan Stanley, and Merrill Lynch, all supported 

the pooling method in the FASB’s original ED. These banks were also among 

the largest contributors to the congresspersons who became involved in the is-

sue in support of pooling. The investment banks were then part of the groups 

that met privately with the board to propose an impairment- only alternative 

to goodwill accounting. Finally, these investments banks supported the rules 

for estimating goodwill impairment that eventually became SFAS 142.

It is plausible to imagine that the investment banks would prefer the good-

will impairment rules in ED 201- R over those in SFAS 142 because the former 

precipitate more frequent impairment testing: such testing can be a source of 

revenue to investment banks that also provide valuation services. However, 

as revealed from their actual lobbying, it appears that the investment banks 

focused instead on lessening the “drag” on their clients’ earnings from good-

will charges— presumably because the lower drag is likely to precipitate more 

M&A activity, which can be a larger source of revenue than valuation services 

for impairment testing.

As noted earlier in this chapter, the proposal to abolish the pooling 

method and require the purchase method was due in part to SEC concerns 
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over the pooling method’s abuse. If the SEC was correct about pooling being 

abused, and if abusers are among the propoolers predicted above to have in-

fl uenced the goodwill impairment rules in SFAS 142, it is likely that potential 

for abuse has been retained in those rules. To test this proposition, I further 

examine whether fi rms’ abilities to misuse the subjectivity in SFAS 142 good-

will impairment rules explains their lobbying support for the rules.

The potential to misuse the goodwill impairment rules arises due to the 

rules’ reliance on unverifi able fair- value estimates. To be sure, all fair- value 

estimates— and many accrual estimates— are to some degree subjective, but 

the rules for goodwill impairment require estimates on several assets, li-

abilities, and units for which there are unlikely be reasonable comparables. 

This situation increases the concerns about subjectivity and misuse. Indeed, 

Mr.  Powell of Cisco Systems had himself raised the diffi culty of verifi ably 

estimating the fair value of intangibles before he abandoned support for the 

pooling method. And fi rms lobbying against goodwill impairment in ED 

201- R also raised such concerns (although their motives for doing so were 

plausibly strategic, i.e., to prevent M&A- intensive competitors from enjoy-

ing such accounting discretion). For example, IBM in its comment letter 

noted: “Ongoing assessments of [goodwill’s] value would be arbitrary and 

subjective at best . . . [we] want to ensure that the degree of subjectivity and 

therefore customization of fi nancial results from any revised goodwill ac-

counting guidelines is minimized.”69 Similarly, M&T Bank noted: “The re-

quirement . . . to ‘compute’ fair value of reporting units . . . would be arbi-

trary and subject to manipulation.”70

Through an assessment of the SFAS 142 goodwill impairment rules, I 

identify three fi rm characteristics that increase the potential for abuse of the 

rules’ discretion: (1) larger and more numerous business segments, (2) higher 

market- to- book (MTB) ratios, and (3) higher proportions of net assets with-

out observable market values. I expand on the logic underlying these three 

characteristics below.

1. Under SFAS 142, goodwill recognized in an acquisition must be allocated 

across the acquirer’s “reporting units” based on fair- value estimates of 

how that goodwill will be realized. As such, acquired goodwill usually rep-

resents future economic profi ts (i.e., “rents”) expected by the acquirer, 

and any allocation of such rents across units is arbitrary and unverifi -

able.71 All else equal, the larger and more numerous an acquirer’s report-

ing units, the greater the acquirer’s fl exibility in allocating goodwill and 

thus the greater its discretion in determining future impairment. Since 

data on “reporting units” (as defi ned in SFAS 142) are not publicly dis-
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closed, I use data on fi rms’ “business segments,” which are disclosed un-

der GAAP rules,72 in computing an empirical proxy for this characteristic.

2. After acquired goodwill is allocated to reporting units, acquirers must pe-

riodically evaluate whether it is impaired. As already discussed, SFAS 142 

requires such impairment testing only for reporting units with fair- value- 

to- book- value (FTB) ratios less than one. This rule implicitly assumes that 

all the excess of a unit’s fair value over its book value is due to acquired 

goodwill; internally generated rents and the understatement of book value 

are not accounted for at this step. All else equal, units with high FTB ra-

tios can absorb losses to acquired goodwill, giving them greater discretion 

to avoid future impairments. Since units’ FTB ratios are unobservable, 

I use fi rm- wide MTB ratios in computing an empirical proxy for this 

characteristic.

3. For units with FTB ratios less than one, SFAS 142 requires recording im-

pairment losses when the extant value of goodwill is less than its historical 

book value. Since there is no observable market price for goodwill, the 

extant value of a unit’s goodwill is calculated as the difference between 

the unit’s estimated total fair value and the estimated fair value of its non-

goodwill net assets. In a fi rm, the fair values of some nongoodwill assets 

and liabilities (e.g., cash, investments, payables, etc.) can be verifi ed more 

readily than the fair values of others (e.g., fi rm- specifi c assets such as a 

specialized plant and equipment). Indeed, some nongoodwill assets and 

liabilities are unverifi able. All else equal, the greater the proportion of un-

verifi able net assets, the greater the fl exibility in estimating the current 

value of net assets and thus the greater the potential for abuse in the good-

will impairment test.

I test whether lobbying support for ED 201- R, which proposed the 

impairment- only approach to goodwill, varies with these fi rm characteris-

tics. There are three fi rm lobbying positions on ED 201- R. The fi rst position is 

anti- impairment: I call this the Amortization Position since fi rms supporting 

this position (about 28 percent of corporate lobbyists) wanted the practice of 

goodwill amortization to continue. The other two positions are both proim-

pairment. These are the Revised ED Position and the Comment Letter Posi-

tion described earlier. They were supported by about 38 percent and about 

34 percent of corporate lobbyists, respectively. Given the history of the Com-

ment Letter Position— in particular its potential origin among propooling 

fi rms— I especially focus on whether the fi rm characteristics expected to fa-

cilitate abuse of the impairment rules increase the likelihood of companies 

supporting this position over the Amortization Position.

In testing the propositions discussed in this section, I jointly model the 
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decision to lobby on ED 201- R and the positions upon lobbying using a two- 

level nested multinomial logit model. The fi rst level models the probability 

that fi rms lobby; this is a binary choice (i.e., lobby or not). For those fi rms 

that lobby, the second level models the probability of choosing a given lob-

bying position, which is a multinomial choice among three options (i.e., the 

Comment Letter Position, the Revised ED Position, and the Amortization 

Position).73 As control variables in the regression on the decision to lobby, 

I include proxies for fi rm size and for the potential effects of goodwill ac-

counting changes on debt contracts, executive- compensation contracts, and 

asset- pricing concerns. Prior research has shown that these variables can 

affect fi rms’ lobbying positions.74 I also include a variable that captures the 

magnitude of a fi rm’s concern with goodwill issues.

Table 3.4 shows the distribution of fi rms across lobbying positions in both 

the original ED 201 and the revised ED 201- R. I identifi ed 186 distinct fi rms 

lobbying on either of the two proposals: of these, fi fty- two fi rms lobbied on 

both. Thirty- one fi rms lobbying for the pooling method in the original ED 

also lobbied on the revised ED: of these, only fi ve supported the Amortization 

Position, whereas eighteen supported the Comment Letter Position (consis-

tent with the prediction in this section). Twenty- one antipooling fi rms from 

the original ED also lobbied on the revised ED: of these, eight supported the 

Comment Letter Position. Half of all lobbyists from the original ED did not 

lobby on the revised ED. Increased certainty about the project’s outcome fol-

lowing congressional intervention may have made it unnecessary for these 

fi rms to lobby. Eighty- two fi rms lobbying on the revised ED did not lobby on 

the original ED, but these newly lobbying fi rms supported goodwill impair-

ment over amortization by nearly a two- to- one margin.

I perform chi- square tests on two subsamples in table 3.4. The fi rst sub-

tab l e  3 . 4 .  Distribution of fi rms across lobbying positions in the original exposure draft 201 and the 

revised exposure draft 201- R

Original ED (201)

Antipooling Propooling Didn’t lobby Total
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Amortization Position 5 5 28 38

Revised ED Position 8 8 35 51

Comment Letter Position 8 18 19 45

Didn’t lobby 21 31

Total 42 62

Source: Adapted from Karthik Ramanna, “The Implications of Unverifi able Fair- Value Accounting: 

Evidence from the Political Economy of Goodwill Accounting,” Journal of Accounting and Economics 45, 

nos. 2– 3 (2008): 253–  81.
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sample is all fi rms lobbying on the original ED. The chi- square for this sam-

ple is not signifi cant (p- value is 0.57), consistent with a random clustering of 

lobbying decisions and positions among original ED lobbyists. The second 

subsample is all fi rms lobbying on the revised ED. The chi- square for this 

sample is statistically signifi cant (p- value is 0.01), consistent with a nonran-

dom clustering of lobbying decisions and positions among revised ED lobby-

ists. I further explore this fi nding below.

Table 3.5 presents results of the second level of the two- level nested mul-

tinomial logit regression model described earlier. Here, I use the Comment 

Letter Position as the “base case”— that is, the decision to lobby on the two 

other positions is contrasted with lobbying for the Comment Letter Posi-

tion. Thus results from the regression model are interpreted as the effect of 

tab l e  3 . 5 .  Multivariate evidence on fi rms’ lobbying positions on the revised exposure draft 201- R

Variable Prediction t- statistic Marginal effect (%)
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− −2.307 −11.3

Indicator: Firm lobbied for the pooling 
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Intercept 7.390

Proxy for number and size of reporting 

units

− −4.624 −29.0

Proxy for fair- value to book- value ratio 

of reporting units

0.105 2.2

Proxy for unverifi ability of reporting 

units’ net assets

+ 3.539 52.6

Proxy for magnitude of a fi rm’s concern 

with goodwill

−0.641 −2.4

Indicator: Firm lobbied for the pooling 

method on the original ED

− −3.344 −11.3

Indicator: Firm opposed by its industry 

association

−4.160 −43.1

Source: Adapted from Karthik Ramanna, “The Implications of Unverifi able Fair- Value Accounting: 

Evidence from the Political Economy of Goodwill Accounting,” Journal of Accounting and Economics 45, 

nos. 2– 3 (2008): 253–  81.
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explanatory variables on the choice of the Amortization Position or Revised 

ED Position over the Comment Letter Position. Since parameter estimates 

from the nested model cannot be directly interpreted, I report t- statistics and 

marginal effects. The marginal effect of a continuous variable is the change 

in outcome probability when the continuous variable is increased from one 

standard deviation below its mean value to one standard deviation above its 

mean value. The marginal effect of an indicator variable is the change in out-

come probability when the indicator is increased from zero to one. When 

calculating the marginal effect of a given explanatory variable, all other ex-

planatory variables are set to their mean values.

The data in table 3.5 suggest that the probability that a fi rm supports the 

Comment Letter Position over the Amortization Position is 9 percent higher 

if the fi rm supported the pooling method in the original ED. Furthermore, 

the probability that a fi rm supports the Comment Letter Position over the 

Revised ED Position is 11.3 percent higher if the fi rm supported the pooling 

method in the original ED. These results are consistent with the hypothesis 

that the unverifi able fair- value- based impairment test in SFAS 142 (repre-

sented by the Comment Letter Position) is partially the outcome of pressure 

by propooling fi rms.

Three other results from table 3.5 are of note. First, the number and size 

of reporting units decreases the probability of supporting the Amortization 

Position over the Comment Letter Position by 18.8 percent. Second, proxies 

for the FTB ratios of reporting units are negatively associated with supporting 

the Amortization Position over the Comment Letter Position; the marginal 

effect is 21.1 percent. Third, proxies for the unverifi ability of fair- value esti-

mates of a reporting unit’s nongoodwill net assets are positively associated 

with supporting the Revised ED Position over the Comment Letter Position, 

with a marginal effect of 52.6 percent. This result is to be expected given that 

it is under the Revised ED Position that the potential for misusing the good-

will impairment test relies principally on unverifi ability of nongoodwill net 

assets’ fair- value estimates. (Recall that under the Comment Letter Position, 

fair- value estimates for a reporting unit’s nongoodwill net assets need not be 

generated unless the unit’s FTB ratio is less than one.) These three results to-

gether suggest that lobbying support for SFAS 142 goodwill impairment rules 

is increasing in the potential to abuse those rules.

Overall, the formal evidence presented in this section suggests that the un-

verifi able (or diffi cult- to- audit) fair- value- based impairment test in SFAS 142 

is partially the outcome of pressure by propooling fi rms and that corporate 

lobbying support for the fair- value- based impairment approach increases in 

fi rms’ potential to abuse that approach. When interpreted in conjunction 
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with the evidence from the prior section, which links propooling fi rms to the 

congressional intervention on this matter, the results indicate the following. 

Propooling fi rms, already under the SEC’s eye for abuse, used their allies in 

Congress to pressure the FASB to accept a fair- value- based impairment test, 

which due to its unverifi able nature is also susceptible to abuse.

A brief note on an alternative interpretation of the results discussed in 

this section follows. It is possible that the FASB was determined to eliminate 

the pooling method due to SEC pressure or because it was keen on converg-

ing with international practices (related to its G4+1 project).75 Under this 

view, offering goodwill impairment in lieu of goodwill amortization in ED 

201- R was the FASB’s way of achieving this goal (given the political pressure 

from Congress on ED 201). The tests presented herein do not rule out this 

narrative. However, this narrative cannot explain why fi rms’ lobbying sup-

port for ED 201- R varies with their potential to abuse goodwill impairment 

rules. Rather, the evidence presented in this section suggests that fi rms who 

supported the pooling method, suspected by the SEC of abuse, lobbied to 

create goodwill impairment rules that are also subject to abuse. The result is 

a potential compromise of a key accountability mechanism for M&A. The 

following section explores this notion in greater detail.

The Performance of SFAS 142

When the FASB issued SFAS 142 in June 2001, the board predicted that the 

standard “will improve fi nancial reporting because the fi nancial statements 

of entities that acquire goodwill and other intangible assets will [now] bet-

ter refl ect the underlying economics of those assets.”76 The board expected 

that managers would, on average, use the opportunity to generate estimates 

of the fair value of acquired goodwill to convey their private information 

on future cash fl ows to investors and other fi nancial- statement users. The 

result, the board concluded, would be “a better understanding of [manag-

ers’] expectations about and changes in [goodwill and other intangible as-

sets] over time.”77

The idea that managers will use the unverifi able discretion in SFAS 142 

to provide private information to external fi nancial- statement users is tem-

pered by the fi ndings from decades of empirical research on managers’ use 

of accounting choice. A substantial body of research has found that absent 

governance mechanisms, managers use accounting discretion in self- serving 

ways.78 This is consistent with the central prediction of agency theory as 

applied to corporate managers’ accounting choices. In fact, as discussed in 

chapter 2, the institutions of matching, verifi ability, and conservatism in fi -
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nancial reporting practice— which are lacking in the goodwill impairment 

rule in SFAS 142— have evolved to mitigate self- serving and potentially 

value- destroying accounting choices. Of course, it is possible that other gov-

ernance mechanisms, such as tighter monitoring by auditors and the board, 

can mitigate the self- serving use of unverifi able accounting discretion. Thus 

evaluating the FASB’s view against the agency- theory view on SFAS 142 is a 

matter for empirical testing.

In this section, I report on tests of these competing views on how SFAS 

142 goodwill- impairment rules will be applied. Such tests are particularly 

relevant given the contentious political economy of SFAS 142. These tests 

were conducted jointly with Professor Ross Watts of MIT in previously 

published work.

To test the effectiveness of the goodwill impairment rules, one needs 

an objective indication that such impairment is in fact due. In the tests 

that  follow, Professor Watts and I rely on market indications of goodwill 

impairment— in other words, we rely on fi rms whose stock prices suggest 

that an accounting charge to goodwill is due. We begin with a sample of fi rms 

that have at least $1 million of goodwill recorded on their books and market- 

equity values greater than book- equity values. Then we retain only those 

fi rms that end the following two fi scal years with market- equity values less 

than book- equity values, where book- equity values are calculated after the 

effect of all nongoodwill write- offs but before the effect of any goodwill im-

pairment. Among such fi rms, goodwill impairment is likely due, particularly 

at the end of the second fi scal year.

Certain other GAAP rules, such as those related to contingent losses, de-

ferred taxes, and impairment of nongoodwill assets, could generate condi-

tions where a fi rm’s book- equity value exceeds its market- equity value, but 

these rules are unlikely to explain eight quarters of the condition. Rather, 

fi rms that meet the criteria described above very likely have economically 

impaired goodwill. Thus we assume that among such fi rms a write- off to 

goodwill is due.

We identify 124 U.S. listed companies that meet the above- described sam-

ple selection criteria between the years 2003 and 2006, the fi rst four years of 

general implementation of SFAS 142. At fi rst blush, this sample might appear 

small and unrepresentative of the population of fi rms. After all, fi rms with 

two successive years of market- equity values less than book- equity values 

are rare. Perhaps it is more appropriate to study goodwill nonimpairment in 

more representative fi rms (i.e., those with market- equity values greater than 

book- equity values). But this reasoning ignores the fact that it is precisely 

in the sample of fi rms with two successive years of depressed market values 
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that we would expect the goodwill impairment rules in SFAS 142 to work. An 

analogy is investigating the effectiveness of brakes in cars. One could argue 

that testing for brake failures in cars should be conducted at speeds of about 

40 miles per hour since this is the average speed of cars on the road. By this 

logic, studying break failures at speeds of 80 miles per hour is peripheral. But 

cars can— and some cars do— travel at 80 miles an hour, and they can do 

much damage if their brakes fail at this speed. So a study of brake failures— 

and impairment rules— under acute conditions is a good indicator of the 

effectiveness of relevant controls.

Among the 124 fi rms with two successive years of market- equity val-

ues less than book- equity values in our sample, the frequency of goodwill 

nonimpairment in the second consecutive fi scal year of book- equity values 

exceeding market- equity values is 69 percent. Given our expectation that a 

goodwill write- off is due for these fi rms, the frequency of nonimpairment 

appears high.

Managers of these nonimpairing fi rms may have avoided goodwill write- 

offs if they had or believed they had private information on positive future 

cash fl ows, consistent with the FASB’s expectation of how SFAS 142 would be 

used. Such information is “private” to the extent that it is not incorporated 

in stock prices (otherwise market- equity values would not be less than book- 

equity values). Information can be “private” because it is diffi cult for man-

agers to credibly communicate anticipated future cash fl ows to investors. If 

private information on positive future cash fl ows motivated nonimpairment, 

it would be prudent for such managers to engage in share repurchases and 

legal insider share buying. Thus we can use instances of net share repurchases 

or positive net insider buying to test the FASB’s hypothesis.

There is the potential for a selection bias in our sample if fi rms using 

share repurchases and insider buying successfully communicate their private 

information to the market, see their equity values rise above book values, 

and are thus excluded from the sample. To address this concern, we inves-

tigate fi rms that after one year of equity values below book values see their 

equity values rise above book values in the second year. A higher incidence 

of share repurchases and insider buying during the second year among such 

fi rms would be consistent with selection bias concerns. We fi nd that this is 

not the case.

We fi nd the frequency of fi rms with positive net share repurchases among 

nonimpairers in the sample (24 percent) is statistically indistinguishable from 

that among impairers (24 percent). Furthermore, the frequency of fi rms with 

positive net insider buying among nonimpairers (22 percent) is also statisti-

cally indistinguishable from that among impairers (18 percent). The data are 
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inconsistent with the proposition that managers are withholding goodwill 

impairment because they have private information on positive future cash 

fl ows.

Share repurchases and legal insider share buying are costly activities that 

our sample fi rms may be unable to afford to signal their favorable private in-

formation. Thus as an additional test of the private- information hypothesis, 

we examine the one- year- ahead stock- price performance of sample fi rms. 

The purpose is to determine whether, on average, nonimpairers are more 

likely to have higher one- year- ahead stock returns than impairers. If so, non-

impairment is consistent with managers having positive private informa-

tion (which is subsequently revealed in stock prices). Of the 124 fi rms in the 

sample, one- year- ahead stock returns data are available for ninety- six fi rms. 

The mean and median one- year- ahead stock returns across nonimpairers 

and impairers are not statistically distinguishable, which is again inconsistent 

with the private- information hypothesis and the FASB’s expectation of how 

SFAS 142 would be used.

To investigate whether goodwill nonimpairment is associated with mo-

tives predicted by agency theory to affect management’s accounting choice, 

we consider proxies for the following effects based on related prior litera-

ture:79 whether impairment would trigger debt covenants, whether impair-

ment would affect CEO bonus targets, and whether impairment would trigger 

stock- exchange delisting thresholds. We fi nd a statistically higher proportion 

of fi rms with goodwill- inclusive debt covenants among sample nonimpair-

ers (78 percent) than among sample impairers (63 percent). Similarly, the 

proportion of fi rms whose CEOs are likely to have goodwill- inclusive bonus 

contracts is statistically higher among nonimpairers (57 percent) than among 

impairers (39 percent). Both results are consistent with predictions from 

agency theory. But we fi nd no statistical difference between the proportions 

of nonimpairers (51 percent) versus impairers (53 percent) with exchange- 

delisting concerns.

We further examine whether the goodwill nonimpairment is associated 

with concerns that a write- off would trigger a larger- than- average decline 

in stock prices due to a functional relation between net income and stock 

returns. We also examine how CEO tenure— in particular the likelihood 

that a CEO was responsible for the M&A that generated the goodwill now 

deemed impaired— affects impairment. A CEO is likely to be less forth-

coming in accepting that a merger he or she personally engineered has 

failed. Additionally, we test whether nonimpairment varies in some of the 

proxies for the potential to abuse the discretion in SFAS 142. These proxies 

are those used to explain fi rms’ lobbying positions on ED 201- R, described 
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in the previous section, specifi cally, the number and size of reporting units 

and the unverifi ability of a reporting unit’s net assets. For brevity, with all 

these variables I only discuss the results of multivariate tests. These multi-

variate tests also include the proxies for the private information hypothesis 

described earlier.

In the multivariate tests, we fi nd some evidence that proxies for debt- 

covenant concerns and CEO bonus incentives are associated with nonim-

pairment. Additionally, we fi nd that nonimpairment increases in CEO ten-

ure, consistent with CEOs attempting to shield their reputations in making 

write- off decisions. These results are consistent with agency theory as applied 

to corporate managers’ accounting choice. We also fi nd nonimpairment in-

creases in the proxies for the potential to abuse the discretion in SFAS 142. In 

the multivariate tests, none of the other proxies, including those for manag-

ers’ positive private information, are statistically associated with nonimpair-

ment. The nonresult on the proxy for asset- pricing concerns is consistent 

with fi rms’ stock prices already refl ecting goodwill as impaired, a condition 

on which we selected the sample. The multivariate tests include controls for 

fi rm size, fi rm stock- price performance, and the proportion of a fi rm’s book 

goodwill to total assets.80

Broadly, the evidence is consistent with some managers opportunistically 

avoiding timely goodwill write- offs under SFAS 142. This is to be expected 

given the unverifi able nature of the standard’s goodwill impairment rules. 

The results complement the fi ndings from the political economy of SFAS 142 

discussed in the earlier sections. The results suggest SFAS 142 is generating 

fi nancial reports that do not refl ect economic reality with respect to goodwill. 

Even if the stock markets can completely unravel the effects of opportunistic 

nonimpairment, SFAS 142 is likely imposing costs on the market economy. 

These include distortions to debt and compensation contracts written on 

accounting numbers, as well as the costs to investors from managers con-

tinuing negative net- present- value operations (related to failed acquisitions) 

simply to avoid goodwill write- offs.

Given that the conclusions above are based on a small sample of dis-

tressed fi rms, I also examine more systematic evidence on the nature of M&A 

deals since the implementation of SFAS 142 in 2002. After all, if SFAS 142 did 

indeed lower the standard of accountability for acquired goodwill, we would 

expect to see more overpayment on acquisitions after 2002. One method 

to infer overpayment commonly used in the academic literature is negative 

stock- price returns for the acquiring fi rm around the three days when an 

acquisition is fi rst announced. The negative announcement- period returns 

can refl ect the market’s expectation that value will be destroyed from the ac-
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quisition. A study of acquisitions by U.S. companies between 1993 and 2007 

found that announcement- period returns in the 2003– 7 period (after SFAS 

142 went into effect) were more negative than announcement- period returns 

in the 1993– 99 period (before the political process on SFAS 142 was initiated). 

The difference is statistically signifi cant. This result also holds when compar-

ing acquisitions using only cash, only stock, or combinations of cash and 

stock as the purchase instruments.81 The data suggest that the market expects 

greater overpayment (more value destruction) in acquisitions post- SFAS 142, 

a result consistent with the hypothesis that SFAS 142 has decreased account-

ability for M&A.82

The impairment- only approach to goodwill acquired in M&A, which 

resulted from a contentious and self- serving political process, is thus po-

tentially generating costs to society. Interestingly, this approach— with its 

de- emphasis on matching and verifi ability— is consistent neither with the 

economic framework for accounting nor with the FASB’s own original con-

ceptual framework (described in chapter 2). Prior to the regulation of ac-

counting rule- making under the SEC, when fi rms did not rely on a politi-

cal process to endorse their accounting practices, a variety of practices for 

M&A accounting coexisted. An analysis of these practices suggests that the 

purchase method with goodwill amortization or with an immediate write- 

down of all acquired goodwill was widely accepted.83 Such rules would likely 

introduce greater accountability for acquired goodwill than the impairment- 

only approach in SFAS 142. But as the evidence in this chapter shows, these 

rules did not survive the turbulent political process that underlies accounting 

rule- making.

This is not to suggest that abolishing the pooling method was undesirable 

or that amortization is the “correct” way to account for acquired goodwill. 

After all, straight- line amortization is a mechanical rule that does not permit 

individual fi rms the ability to refl ect the unique economics of their acquisi-

tions. Furthermore, even under a regime that requires goodwill amortization, 

goodwill must still be tested for write- offs— consistent with the conserva-

tism principle— so there is an important role for goodwill impairment under 

the economic framework for accounting. What makes the impairment- only 

regime of SFAS 142 especially costly is its exclusive emphasis on unverifi -

able estimates to the exclusion of amortization— in violation of the match-

ing principle. It is this situation that depletes the accountability of purchase 

premiums in M&A resulting in value destruction.

The accounting treatment underlying SFAS 142— that goodwill recog-

nized on the balance sheet is not subject to expensing unless impaired— 

assumes that acquired goodwill has indefi nite life. This assumption violates 
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the basic premise of competitive strategy, which holds that rents cannot be 

sustained without continual investment.84 If goodwill is to be capitalized as 

an asset, then— under the economic framework for accounting— there must 

be some income- statement accountability (via amortization) arising from 

that capitalization. If straight- line amortization is too noisy, then one option 

is for acquiring fi rms to defi ne an amortization schedule that better matches 

the economic depletion of the rents represented by goodwill. Such a schedule 

can be tied to the acquiring fi rm’s strategy for the acquisition and specifi ed at 

the time of capitalization.85

Of course, there are likely to be costs to this approach as well. Indeed, 

there is unlikely to be a silver- bullet solution to this and other contentious 

accounting issues. But the main takeaway from this chapter is that there is 

evidence on the costs of a major existing accounting rule, SFAS 142, which 

detracts in important ways from the economic framework for accounting. 

This is reason to consider why that rule is in place.

The story of the evolution of goodwill accounting rules, discussed in 

detail in this chapter, is a window into the political process of accounting 

rule- making. It particularly highlights the successes of corporate managerial 

self- interest and the power of investment banks in accounting rule- making. 

And the power of corporate political interests in accounting rule- making is 

not unique to the case of goodwill accounting, as several other studies on 

the subject have shown. Over the past three- and- a- half decades, research-

ers in accounting have documented how different corporate interests have 

shaped U.S. GAAP accounting rules on subjects as diverse as (1) infl ation 

adjustments to reported accounts, (2) recognition and expensing of the costs 

of interest on borrowings, (3) translation of foreign currency transactions 

and foreign operations into an entity’s home currency, (4) recognition of 

unfunded pension obligations as a liability, (5) exploration costs for oil and 

gas companies, and (6) recognition of employee stock- option grants as an 

expense.86 In each of these cases, a handful of corporations most affected by 

the proposed rules expressively shaped outcomes of the rule- making process. 

While the implications of these rules are experienced broadly, the evidence 

suggests that the rules themselves are shaped more narrowly. To paraphrase 

Winston Churchill tongue- in- cheek, “Never was so much owed by so many 

to so few.”87

Take, for example, the case of accounting for employee stock options. As 

the salience of stock- options- based compensation in the economy rose in the 

late 1980s and early 1990s, so too did the strength of the case for treating these 

options as a real compensation expense. After all, in many cases, the options 

were used as a surrogate for cash compensation, which had to be expensed. 
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The accounting rule in place at the time (APB Opinion 25) prescribed recog-

nizing options- related expenses at their “intrinsic value,” generally defi ned as 

the excess, if any, of the price of the underlying stock on the grant date over 

the option’s exercise price.88 Because, for most options, the exercise price was 

at least equal to the grant- date stock price, the intrinsic value was zero, and 

the rule had the effect that there would be no stock- option expense. In June 

1993, the FASB issued an exposure draft requiring options to be expensed 

at their “current value” on the grant date.89 While this current value was an 

estimate, the estimate was used to generate a timely expense— an application 

of conservatism and matching principles.

The FASB proposal almost immediately met with sharp opposition, 

particularly from technology companies in the increasingly powerful Sili-

con Valley area, which used options abundantly. These companies, many of 

which were unprofi table, were concerned about the additional drag on their 

earnings from options expensing. The technology companies rallied support 

from elements of the fi nancial- services industry and other industries using 

options. Soon members of Congress with ties to these industries also became 

involved. In 1993 and 1994, at least four major actions were proposed in Con-

gress to counter the FASB’s proposal, including one that would require FASB 

rules to be expressly approved by a majority vote of the SEC commissioners, 

who are political appointees.90 This latter bill would have signifi cantly weak-

ened the FASB and was likely intended as a threat. Soon, even the American 

Institute of Certifi ed Public Accountants, which had previously supported 

the FASB’s position, switched sides.91

Eventually, in 1995, the FASB gave in and allowed companies the choice to 

record option expenses at either their intrinsic value or their current value.92 

Companies electing to use the intrinsic- value method could continue, in 

practice, to record no options- related expense. This situation persisted for 

about seven years until, in 2002, the Enron and WorldCom scandals surfaced 

concerns about the potential distortionary impact of options as executive 

compensation. Quickly, members of Congress, eager to appear responsive 

to the scandals, introduced bills to effect the expensing of stock options.93 

Although there was still some opposition to this idea, the political tide had 

turned. Finally, in 2004, the FASB was able to introduce the rule requiring 

stock- options expensing at current- value estimates.94

So the case of accounting for employee stock options is similar to the case 

of SFAS 142: the corporations most affected by the proposed rules coalesced 

into special- interest groups to capture the rule- making process. With stock 

options, it took nearly a decade for the effects of the special- interest capture 

to unravel. With goodwill accounting under SFAS 142, it also appears, as of 
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this writing, that a reversal of the impairment- only regime might be on the 

horizon. In February 2014, the FASB issued a communiqué that the board 

was considering reintroducing the principle of amortization for acquired 

goodwill.95

I conclude this chapter by returning briefl y to its core focus: the politi-

cal evolution of SFAS 142, in particular its embrace of fair- value rules for 

goodwill accounting. In this narrative, auditors— especially the “Big N” 

audit fi rms who have constituted the oligopoly in auditing over at least the 

past forty years— are relatively silent. Furthermore, over the course of events 

leading up to SFAS 142, the FASB members themselves appear somewhat 

hapless and hustled— buffeted by the fi ckle winds of evolving self- interests. I 

highlight these observations because these are not entirely accurate portrayals 

of the positions of auditors and FASB members in accounting rule- making. 

This point should become amply clear over the course of the following two 

chapters, which explore, respectively, the role of Big N auditors and FASB 

members over more than three decades of the FASB’s history.



4

The Shrinking Big N: Rule- Making Incentives of the 

Tightening Oligopoly in Auditing

As noted in chapter 2, the accrual process at the heart of accounting informa-

tion is highly discretionary— it requires considerable exercise of judgment 

on the part of corporate managers to produce informative fi nancial reports. 

All else equal, corporate managers have incentives to abuse the judgment in-

herent in the accrual process when preparing reports of corporate fi nancial 

performance and position. After all, managers are evaluated, compensated, 

promoted, and fi red based on these reports.1 Furthermore, the information 

asymmetry between corporate managers and users of fi nancial statements, 

such as equity and debt holders, gives corporate managers the ability to abuse 

the discretion in the accrual process. Perhaps the most famous example of 

these phenomena is the great crash of 1929. Historians of the crash have ar-

gued that abuses of accrual discretion played a role in the infl ation of stock 

prices that led to the crash.2 Without a systematic mechanism to hold man-

agers accountable on their accrual judgments, it is likely that public trust in 

those judgments would dissipate, eventually unraveling the capital- market 

system.

Chapter 2 discusses how “verifi ability” is a key mechanism of account-

ability that has evolved in fi nancial- reporting practice. The idea behind this 

mechanism is to ensure that accrual estimates can be, in the legal sense, 

“objectively determined as true or false.”3 In practice, of course, there is a 

continuum of objectivity— and thus verifi ability— associated with accrual 

estimates: for example, certain receivable assets with liquid markets are more 

verifi able than intangible assets such as goodwill. Auditors operate along 

this continuum of verifi ability and certify that accruals are being recorded 

in accordance with GAAP rules, thus mitigating concerns that emerge from 

managers’ information advantage.4 Thus auditors are perhaps the most im-
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portant of the intermediating institutions related to accounting and fi nancial 

reporting.

Auditors function as the fi rst line of defense, so to speak, when it comes 

to publicly issued fi nancial reports. In fact, the role of auditing is so tightly 

integrated with accounting that the economic theory of fi nancial reporting 

predicts that auditing and the accrual process— particularly its grounding 

in “verifi ability”— evolve jointly (see chapter 2). And, indeed, historical 

evidence on the subject is generally consistent with this prediction, at least 

in the modern era of the corporation and capital markets beginning in the 

mid- 1800s. For example, in early corporate America during the second half 

of the nineteenth century, as U.S. companies sought to raise capital in Lon-

don (then the preeminent stock market in the world), they faced an obvious 

credibility problem. This problem was gradually addressed as British audit-

ing fi rms started opening up offi ces in America to audit U.S. companies. The 

introduction of professional auditing in America has also been tied to the 

growth of U.S. stock exchanges and capital markets more broadly.5

In practice, a corporation’s board of directors, particularly its audit com-

mittee, exercises much sway over the retention and removal of auditors. At 

fi rst, this might appear like a curious arrangement— the (potential) fox ap-

points the guard to the henhouse. But this arrangement is meaningful if the 

board is independent of corporate managers, who actually make the accrual 

judgment decisions. In fact, in general, boards, as much as external fi nancial- 

statement users, rely on auditors to ensure the quality of fi nancial reporting. 

Of course, from time to time, the independence of boards and the indepen-

dence of auditors from corporate management have been questioned. The 

most signifi cant recent evidence in this regard emerged in the early 2000s, 

after corporate accounting scandals such as those at Enron and WorldCom 

shook public confi dence in fi nancial reporting.6 The result was a highly sig-

nifi cant piece of regulation— the Sarbanes- Oxley Act (SOX)— that intro-

duced, among other measures, considerable change to the nature and orga-

nization of auditing. Until the passage of SOX, auditing in the United States 

was largely a self- regulated profession. Many of the institutions and practices 

in modern auditing had emerged over a century and a half of evolution in the 

marketplace. SOX, for the fi rst time, created a public regulator— the Public 

Company Accounting Oversight Board (PCAOB)— to monitor, assess, and 

shape the nature of auditing practice.7

The focus in this chapter, however, is not on the nature of auditing prac-

tice but rather on the role of the auditing industry in accounting rule- making 

under the FASB. The various institutional features in auditing, such as those 

described above, are considered insofar as they are relevant to this focus. Per-
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haps the most important institutional feature of contemporary auditing is 

that the industry, for better or worse, is organized as an oligopoly.8 For the 

entire history of the FASB, since 1973, auditing in the United States has been 

dominated by a handful of players, whom are often referred to as the “Big N” 

auditors. The reason for the “N” is that the precise number of players has 

decreased over the FASB’s lifetime. In the 1970s and 1980s, there were eight 

big auditors who collectively audited the vast majority of public companies. 

In 1988, the Big Eight were estimated to audit 98 percent of public companies 

by sales.9 Over the following decade, the number of Big N auditors decreased 

through consolidations, fi rst to six and then to fi ve. Then in 2002, in the wake 

of the Enron scandal, Arthur Andersen, perhaps the most storied of the Big N 

auditors, collapsed and the oligopoly shrank further to four players. By this 

point, the combined market share of the Big N was estimated at 99 percent of 

public companies by sales.10 (See table 4.1 for a tabular representation of the 

evolution of the Big N audit oligopoly from Big Eight to Big Four.)

This tightening auditing oligopoly has been a source of considerable con-

cern in public policy circles. The Government Accountability Offi ce— the 

U.S. Congress’ key watchdog— has from time to time written public reports 

about the issue.11 And the fi nancial press and business academics have also 

tried to raise alarm. In particular, these groups are concerned that the Big N 

auditors are now “too few” and “too big” to fail.12 In fact, in 2005, when 

Big N audit fi rm KPMG was found to be “peddling illegal tax shelters” among 

its clients, the government did not seek criminal prosecution, which could 

have put KPMG out of business— rather it allowed the fi rm to reach a settle-

ment.13 But the consolidation of the Big N auditors may not be all bad. For 

tab l e  4 . 1 .  Tabular representation of the evolution of the Big N audit oligopoly from Big Eight to Big 

Four, 1973– 2006

Big Eight

1973– 1989

Big Six

1989– 1998

Big Five

1998– 2002

Big Four

2002– 2006

Arthur Andersen Arthur Andersen Arthur Andersen  

Arthur Young
Ernst & Young Ernst & Young Ernst & Young

Ernst & Whinney/Ernst & Ernst

Deloitte, Haskins & Sells
Deloitte Touche Deloitte Touche Deloitte Touche

Touche Ross

Peat Marwick KPMG KPMG KPMG

Price Waterhouse Price Waterhouse
PwC PwC

Coopers Lybrand Coopers Lybrand

Source: Adapted from Abigail Allen and Karthik Ramanna, “Towards an Understanding of the Role of 

Standard Setters in Standard Setting,” Journal of Accounting and Economics 55, no. 1 (2013): 66 – 90.
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one, the consolidation could mean that these large auditors now have more 

bargaining power vis- à- vis their clients— that is, the corporate boards (and 

managers) who hire and fi re them. With less competition to worry about, the 

auditors could become less focused on catering to their clients’ short- term 

interests and more focused on their key role in assuring the integrity of ac-

counting and fi nancial reporting.

The discussion above suggests that there is an open empirical question 

about how the consolidation among the Big N has affected the nature of au-

diting. This question is the focus of a recent paper I coauthored with Professor 

Abigail Allen of Harvard Business School and Professor Sugata Roychowd-

hury of Boston College. That paper addresses the question by looking at the 

changing nature of Big N auditor lobbying at the FASB. In this chapter, I draw 

on the results of that paper to address an issue more relevant to this book: the 

role of the Big N auditors in the FASB’s rule- making process. As it happens, the 

changing industrial organization of the auditing industry is a useful feature in 

addressing this issue because the decreasing number of audit fi rms changes the 

surviving fi rms’ incentives when lobbying on accounting rules. The remain-

der of this chapter discusses the research design, evidence, and implications 

of my paper with Professors Allen and Roychowdhury as they are relevant 

to this chapter’s focus. But before that discussion, in the following section, I 

introduce some hypotheses on auditors’ incentives in lobbying on accounting 

rule- making that are the basis for subsequent tests and conclusions.

The Role of Big N Auditors in Accounting Rule- Making at the FASB

In the late 1970s and early 1980s, an empirical academic literature on the role 

of audit- fi rm lobbying at the FASB began to emerge. This literature was likely 

motivated by a 1976 report by the U.S. Senate that alleged that the FASB was 

“dominated” by the interests of the then Big Eight auditors.14 The report was 

troubling news for the fl edgling FASB, which had been created with the aim 

of establishing greater independence from special- interest groups in account-

ing rule- making. In 1978, following up on the Senate report, the U.S. House 

even introduced a proposal that would federalize accounting rule- making.15 

The academic literature that followed these congressional positions specifi -

cally investigated the infl uence of audit fi rms in their lobbying of the FASB.

The academic studies found no evidence of a systematic association be-

tween the positions of the Big N auditors and those of the FASB on substan-

tive accounting issues.16 In other words, there was no evidence of systematic 

capture of the FASB by the auditors. While the FASB did indeed agree with 

the Big N on some issues, there was dissonance on others. Moreover, the 
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Big N auditors themselves were not homogeneous in their assessments of 

substantive accounting matters. The general conclusion from these studies 

was a vindication for the FASB. That, together with the arrival of a generally 

antiregulation U.S. presidential administration in the 1980s, put to rest the 

threat of potential nationalization of accounting rule- making.

The academic literature on the lobbying of the Big N auditors at the FASB 

continued into the mid- 1980s. The literature began to focus on the incentives 

of the auditors in their lobbying positions. Broadly, there were two hypothe-

ses being evaluated: fi rst, that the audit fi rms largely represented their clients’ 

interests when lobbying, and second, that the audit fi rms represented their 

own interests, even if at the expense of client interests, when lobbying. The 

evidence in the literature was broadly consistent with the latter hypothesis.17 

Since these studies in the 1980s there has been no direct empirical work on 

the lobbying of auditors at the FASB (of which I am aware) until the study 

with Professors Allen and Roychowdhury described earlier.18 In the nearly 

thirty years that have elapsed, there have been considerable changes in ac-

counting and auditing institutions, in the industrial organization of auditing, 

and in the nature of the U.S. economy, including its globalization. Thus an-

other look at the role of audit fi rm lobbying at the FASB is warranted.

Auditors have dual incentives in performing their fundamental verifi ca-

tion task in accounting and fi nancial reporting. First, their job involves the 

exercise of professional judgment around the certifi cation of client fi rms’ ac-

counting practices. This job inherently carries the potential for legal liability 

and reputational penalty. While, in a perfect world, these costs manifest only 

if auditors deliberately err or show substantial negligence in their exercise of 

judgment, in practice, auditors might incur these costs even in cases where 

they were genuinely mistaken or where events outside their control subse-

quently revealed their judgment to be fl awed. Thus auditors have an incen-

tive to be risk averse in their exercise of professional judgment.19

Second, in practice, auditors are hired, fi red, and paid by their client fi rms. 

As such, this generates a preference to keep clients happy. Client fi rms, all else 

equal, prefer greater discretion in the accrual process. Such discretion is not 

necessarily for nefarious purposes.20 Greater accrual discretion helps fi rms 

prepare fi nancial reports that more accurately refl ect the underlying econom-

ics of their businesses. This is especially important to fi rms with novel strate-

gies, new technologies, or new business models, to which existing accounting 

rules might be ill- suited.

For example, when Apple fi rst launched the iPhone, extant accounting 

rules did not allow the company to appropriately communicate the volume 

and profi tability of the iPhone business. Specifi cally, GAAP rules at the time 
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required Apple to recognize revenue from most iPhone sales over eight quar-

ters, because most customers purchased their iPhone with a two- year cell 

phone service contract. Apple argued that performance obligations under 

the two- year contract largely applied to its partners— the cell phone service 

providers. Apple’s own obligations over the two years— largely to maintain 

software for the iPhone— were minimal. Thus Apple argued that accounting 

rules requiring the fi rm to recognize its own iPhone- related revenues over 

two years distorted its fi nancial statements. Instead, the fi rm sought rules that 

permitted it to recognize most iPhone- related revenues in the quarter of the 

sale. Apple, at fi rst, resorted to preparing supplementary non- GAAP fi nan-

cial disclosures for its investors to this effect. Eventually, Apple successfully 

lobbied the FASB to change the relevant accounting rules to refl ect the inno-

vations in strategy, technology, and operations that the iPhone represented.21

Given client fi rms’ preferences for greater discretion in the accrual process 

and auditors’ preferences to satisfy their clients, auditors have an incentive to 

cater to clients’ demands for greater accounting discretion. Such discretion 

can have the added benefi t to auditors of increasing the scope of their work 

and thus, all else equal, fees they can charge clients.22

The two incentives described above can be at odds with each other. 

Greater risk aversion on the part of auditors can constrain the discretion in 

the accrual process that clients seek, resulting in displeased clients and, in the 

extreme, in client defections. Eventually, in equilibrium, auditors are likely to 

choose some degree of risk aversion in their professional judgment that opti-

mally trades off their concerns over litigation and reputation with the desire 

to keep clients happy. This basic equilibrium characterization of auditors’ 

incentives in the exercise of their professional judgment is also likely to affect 

their incentives in lobbying for accounting rules. That is, auditors are likely to 

seek accounting rules that improve their ability to trade off the risk aversion 

that emerges from potential litigation and reputational costs with the need to 

satisfy clients’ desires for greater discretion in the accrual process.23

In this chapter, I focus especially on how this equilibrium auditor prefer-

ence for risk aversion in accounting rules has changed over time, in particular 

over the life of the FASB. Numerous institutional changes to auditing over 

the period since 1973, including the changing litigation environment in the 

United States and the changing industrial organization of the audit industry 

described earlier, could have altered the equilibrium degree of risk aversion 

among auditors. By studying how Big N auditor lobbying on risk aversion in 

accounting rules has changed, we can glean an insight into the role of Big N 

auditors in the accounting rule- making process.

To conduct such an empirical study over the nearly four- decade time pe-
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riod, one requires a metric of Big N auditor preferences on accounting rules 

that is meaningful across a broad range of accounting issues and that also 

maps onto the auditors’ demand for risk aversion. In my paper with Profes-

sors Allen and Roychowdhury, we use Big N auditors’ concerns about the 

decreased “reliability” in FASB exposure drafts as the metric. The metric is 

extracted from a computational linguistic analysis of the auditors’ comment 

letters on the exposure drafts. (More details on the construction of this vari-

able, including assumptions, strengths, and weaknesses, are available in the 

following chapter, where the variable is again used in an assessment of the 

role of FASB members in accounting rule- making.)

As noted in chapter 2, “reliability” is a fundamental property of account-

ing under both the economic theory of fi nancial reporting and the FASB’s 

own original conceptual framework.24 Thus by focusing on reliability, we are 

able to study a substantive dimension of accounting rules that is likely to be 

pertinent to most, if not all, exposure drafts over our relatively long time 

series. Moreover, reliability is closely related to verifi ability, which is the core 

task in auditing and is related to auditor risk aversion, as described above. 

On the one hand, more reliable accounting rules are easier to verify: accrual 

estimates generated under these rules are more likely to be objectively certifi -

able. This, in turn, mitigates the likelihood of litigation and reputational costs 

to auditors. On the other hand, more reliable accounting rules— through 

their emphasis on objectivity— can temper the discretion in accruals that 

auditors’ clients seek. Thus our metric of the Big N auditors’ perceptions of 

decreased reliability in FASB exposure drafts can help us understand how 

auditor lobbying on risk aversion in accounting rules has changed over time. 

This, in turn, provides insights into the role of Big N auditors in the account-

ing rule- making process.

In the period since the FASB’s inception in 1973, the U.S. litigation envi-

ronment, particularly as it relates to the audit fi rms, has changed signifi cantly 

several times. In particular, in 1983, two major court cases increased the stan-

dard of auditor liability from “privity” to “reasonable foreseeability.”25 Under 

the doctrine of privity, auditors were only liable to parties with whom they 

had a direct contractual relationship; reasonable foreseeability indicated that 

auditors were liable to any party that might reasonably be expected to rely on 

audited fi nancial statements. The year 1983 saw another reason for increased 

auditor liability, as courts held that audit fi rms could be sued under the Rack-

eteer Infl uenced and Corrupt Organizations (RICO) Act of 1970, hitherto 

generally limited to punishing organized crime syndicates.26 Furthermore, in 

1988, the U.S. Supreme Court upheld important elements of the doctrine of 

reasonable foreseeability in its landmark ruling on the fraud- on- the- market 
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theory.27 Then in 1992, auditors won a respite as courts introduced the doctrine 

of “known users” in lieu of reasonable foreseeability— auditors were now 

only liable to parties whom the auditors knew relied on fi nancial reports.28 

That year also saw the introduction of limited liability partnerships for audit 

fi rms, which reduced auditors’ legal exposure.29 Shortly thereafter, in 1995, 

legislation in Congress reduced the liability of auditors under the Securities 

Act of 1934 and the RICO Act of 1970.30 Finally, in 2002, the Sarbanes- Oxley 

Act was introduced, which, as discussed earlier, brought increased regulation 

and oversight to auditors, increasing the likelihood of detecting auditor mal-

feasance and thus increasing, in expectation, auditors’ potential liability.31

These changes to the litigation environment are likely to affect the risk 

aversion of the Big N auditors and their preference for discretion in the ac-

crual process. Thus the changes in the litigation environment are also likely 

to affect auditors’ expressed concerns over decreased reliability in their com-

ment letters on FASB exposure drafts. By studying how auditors expressed 

concerns over decreased reliability change with changes in the litigation en-

vironment, we can gain an insight into auditors’ incentives when lobbying 

the FASB. Specifi cally, if we fi nd that the Big N auditors are more likely to 

express concerns over decreased reliability in periods of heightened litigation 

(relative to periods of diminished litigation), then we can conclude that the 

auditors lobby in their own interests, consistent with the fi rst studies of audi-

tor lobbying behavior from the early 1980s.

Just as changes in the litigation environment can be used to shed light on 

auditors’ incentives in lobbying on accounting rules, so too can the changes 

in the industrial organization of auditing. As noted earlier, the consolidation 

of the Big N from eight to six to fi ve and fi nally four audit fi rms has cre-

ated competing pressures on the auditors. On the one hand, the auditors are 

increasingly perceived as being too big and too few to fail. If true, this can 

increase their hubris as it relates to their exposure to litigation and reputation 

risk, which in turn frees up the auditors to focus on their clients’ demands 

for greater fl exibility in accruals. In this case, the auditors would still focus on 

client interests because that is their basis for competition among each other. 

The result, in this scenario, would be a diminished concern over decreases in 

the reliability of proposed accounting rules as the auditing oligopoly tightens. 

On the other hand, the consolidation in the audit industry could indicate that 

the auditors are increasingly secure vis- à- vis their clients, who have fewer 

options. Furthermore, the fewer the number of audit fi rms, the more visible 

each surviving fi rm is as a target for litigation and regulatory scrutiny.32 The 

result would be a heightened concern over decreases in the reliability of FASB 

exposure drafts.
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Thus the changes to the industrial organization of the auditing industry 

provide competing predictions on Big N auditor lobbying over decreased re-

liability. But both predictions allow us to investigate whether auditors are 

self- serving in their lobbying on accounting rules. The implications of such 

self- serving lobbying behavior, particularly as they relate to the eventual level 

of discretion versus verifi ability in GAAP accruals, are of particular interest 

to the objectives of this book. In the fi nal section of this chapter, I discuss 

those implications. The interceding sections discuss the research design and 

the evidence for the hypotheses described above.

The Research Design

The purpose of the empirical tests in this chapter is to investigate how Big 

N auditors lobby on accounting rules proposed by the FASB. The tests focus 

on the Big N auditors’ expressions of concerns over decreased reliability in 

FASB exposure drafts. In particular, the tests examine how the concerns over 

decreased reliability have changed over the lifetime of the FASB, a period in 

which the litigation environment for auditors and the industrial organization 

of auditing have changed signifi cantly.

To undertake these tests, one requires a benchmark measure of decreased 

reliability in FASB exposure drafts— that is, some indication of the “true” 

concern over decreased reliability to which the Big N auditors’ concerns can 

be compared. One possible benchmark is to use the assessments of other 

groups lobbying at the FASB (e.g., fi nancial institutions). But, of course, 

these groups have their own incentives in lobbying; thus their assessments 

are biased. Another possibility was for my coauthors and me to evaluate the 

FASB exposure drafts ourselves to determine their impact on decreased reli-

ability. But as researchers aware of the underlying research questions, we are 

also potentially biased. Thus to obtain the benchmark assessment, we relied 

on two research associates who possess considerable expertise and experience 

in accounting- related matters (over thirty years of combined experience) but 

who were blind to the study’s objectives. In evaluating exposure drafts for 

decreased reliability, the research associates relied on the formal defi nition 

of reliability offered by the FASB in its original conceptual framework— a 

defi nition also used by many accounting textbooks in our sample period and 

thus familiar to auditors lobbying over that period. The evaluations of these 

research associates serve as our proxy for the true incidence of decreased reli-

ability in FASB exposure drafts.33

The regression strategy is to examine how the correlation between the 

Big N auditors’ assessments of decreased reliability in FASB exposure drafts 
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and the assessments of the research associates change over time, particularly 

over the changing litigation and audit oligopoly periods. Thus the auditors’ 

assessments are the dependent variable in the regressions, and the research 

associates’ assessments are the primary independent variable. Our sample pe-

riod for these tests runs from 1973 to 2006. Our tests do not include data from 

2007 and beyond because these data were not available when we fi rst initiated 

sample collection procedures in 2009. There are 126 distinct exposure drafts 

in our sample period after data limitations. Each of these exposure drafts, 

which resulted in a fi nal accounting rule, has an assessment on decreased 

reliability by the research associates. In addition, there are 774 distinct Big 

N auditor assessments of those exposure drafts that serve as the regressand.

Because several factors are likely to affect the Big N auditors’ assessments 

of decreased reliability, we include in the regressions fi xed effects for each 

year in the sample. These fi xed effects control for temporal variation in the 

dependent variable unrelated to the benchmark or “true” variation in de-

creased reliability. Additionally, since we are interested in how the correla-

tion between the Big N auditors’ assessments and those of the research as-

sociates change over time, we interact the research associates’ assessments 

with the year fi xed effects. Thus the coeffi cient on the interaction between 

the year indicator and the research associates’ assessments is the key regres-

sion output of interest for each year. To examine how this coeffi cient has 

changed over time, we average the coeffi cients for a given time period— for 

example, the “reasonable foreseeability” period (1984 – 92), the “known us-

ers” period (1993– 2002), the Big Eight period (1973–  89), the Big Six period 

(1989– 98)— and compare the averages across these periods in formal statisti-

cal tests described in the following section.

The research design described above attributes the changes in the cor-

relation between the Big N auditors’ assessments and the research associates’ 

assessments over various periods to the changes in the auditors’ incentives 

across those periods. But substantive changes in accounting over time could 

also affect these correlations to the extent that such substantive changes man-

ifest in a time series similar to the various periods we have identifi ed. The 

most obvious of these substantive changes is fair- value accounting: the grow-

ing incidence of fair- value- based accounting rules could be responsible for 

the changing correlations between the Big N auditors’ assessments and the 

research associates’ assessments that we attribute to the auditors’ changing 

incentives around their changing oligopoly. Thus we include in the regres-

sions controls for the incidence of fair- value- based accounting rules.

In particular, we are interested in isolating that part of the concordance 

between the Big N auditors’ and the research associates’ assessments on de-
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creased reliability that is attributable to fair- value- based proposals. On the 

one hand, fair- value proposals can increase auditor liability because they can 

increase unverifi able judgment in accruals. In this case, auditors are more 

likely to emphasize their concerns about decreased reliability of fair- value 

proposals. On the other hand, if auditors are able to limit their liability on 

fair- value rules by circumscribing the nature of their audit tasks, they are 

likely to support fair- value proposals because such proposals can increase the 

scope of their work and thus their fees. In this case, auditors are less likely to 

emphasize their concerns about decreased reliability of fair- value proposals.

In this vein, we also include controls for the proportion of FASB members 

from the fi nancial- services industry. As discussed in the following chapter, 

FASB members from this industry are particularly associated with the inci-

dence and growth of fair- value accounting in GAAP, especially over the past 

two decades.

The Evidence

Before presenting the evidence from the regressions, I discuss some descrip-

tive univariate evidence relating to the variables introduced above. Figure 4.1 

presents the average annual values of the Big N auditors’ assessments of de-

creased reliability in FASB exposure drafts from 1973 to 2006.34 As seen from 

the fi gure, there is considerable variation in the values over time. That  fi gure 
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f igu r e  4 . 1 .  Graph of the Big N auditors’ assessments and benchmark assessments of decreased reli-

ability in FASB exposure drafts, 1973– 2006

Source: Adapted from Abigail Allen, Karthik Ramanna, and Sugata Roychowdhury, “The Auditing Oli-

gopoly and Lobbying on Accounting Standards” (working paper 13- 054, Harvard Business School, Bos-

ton, MA, 2013).
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also includes the average annual values of the research associates’ assess-

ments of decreased reliability. These latter assessments also show variation 

over time, although there is no obviously visible mapping between the time 

variations across the two variables.

Turning to the results of the regressions, here, for brevity, I only report the 

correlation coeffi cients between the Big N auditors’ and research associates’ 

(benchmark) assessments of decreased reliability across various periods of in-

terest. These are, respectively, the four auditor- litigation periods and the four 

auditing- oligopoly periods. In table 4.2 the correlations are averaged within 

each of the four auditor- litigation periods that emerge across the sample time 

series through 2006. The fi rst litigation period, defi ned by the doctrine of 

privity, extends from 1977 to 1983, when privity was overturned.35 This is the 

benchmark period against which correlations from other litigation periods are 

compared. The second period extends over the time of “reasonable foresee-

ability” in auditor litigation from 1984 to 1992. The litigation risk in this period 

is expected to be higher relative to the prior period. The third litigation period 

covers 1993 through 2002 and is characterized by the doctrine of “known us-

ers.” The litigation risk in this period is expected to be lower relative to the 

prior period. Finally, the fourth period extends from 2003 onward and is char-

acterized as the post- SOX era, when the auditors are under increased scru-

tiny, including from their new overseer, the PCAOB. Here, litigation risk is 

expected to be higher relative to the “known users” period.

The data in table 4.2 show that the correlations between the Big N audi-

tors’ assessments and the benchmark assessments of decreased reliability vary 

as predicted across the four litigation periods. The correlation  coeffi cient is 

lowest under the doctrine of privity; it then rises under the doctrine of rea-

tab l e  4 . 2 .  Multivariate evidence on Big N auditors’ lobbying on decreased reliability across four 

auditor- litigation periods, 1973– 2006

Auditor- litigation period Coeffi cient

Difference from coeffi cient on

Foreseeability Known users SOX

1977– 1983 Privity −0.03 *** *** *** ***

1984 – 1992 Foreseeability 0.31 *** *

1993– 2002 Known users 0.18 *** *

2003– 2006 SOX 0.34 ***

*, **, and *** denote statistical signifi cance at the 90 percent, 95 percent, and 99 percent confi dence levels, 

respectively.

Source: Adapted from Abigail Allen, Karthik Ramanna, and Sugata Roychowdhury, “The Auditing 

Oligopoly and Lobbying on Accounting Standards” (working paper 13- 054, Harvard Business School, 

Boston, MA, 2013).
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sonable foreseeability, decreases again under the doctrine of known users, 

before fi nally rising in the SOX period. Moreover, all the correlations are 

statistically distinguishable from those of immediately adjacent periods. The 

data are consistent with the proposition that Big N auditors’ lobbying over 

decreased reliability in accounting rules varies with their own private incen-

tives, as characterized by the changing litigation regimes. More broadly, audi-

tors appear to be lobbying in their self- interest, consistent with the empirical 

fi ndings of studies of auditor lobbying in the early 1980s.

Table 4.3 presents the correlations between the Big N auditors’ assess-

ments and the benchmark assessments of decreased reliability averaged 

within each of the four auditing- oligopoly periods. These are the Big Eight 

period from 1973 to 1989, the Big Six period from 1989 to 1998, the Big Five 

period from 1998 to 2002, and the Big Four period from 2002 to 2006. The 

data in table 4.3 show that the correlation coeffi cients increase consistently as 

the auditing oligopoly tightens— the correlation coeffi cient for each oligop-

oly period is statistically higher than that of the preceding period. This result 

suggests that Big N auditors are increasingly expressing concerns about de-

creased accounting reliability in their lobbying. The result is consistent with 

the tightening audit oligopoly generating greater visibility on the surviving 

Big N fi rms, making them more prominent targets for litigation and regula-

tory scrutiny. The results are inconsistent with claims that the Big N, now 

too big or too few to fail, are less focused on risk aversion. More broadly, the 

result corroborates the fi ndings from table 4.2 that the Big N auditors appear 

to lobby in their own interests during the accounting rule- making process.

The regressions underlying the results described in table 4.3 also include 

control variables to capture the association between the Big N auditors’ as-

sessments and the benchmark assessments that can be attributable to either 

tab l e  4 . 3 .  Multivariate evidence on Big N auditors’ lobbying on decreased reliability across four 

auditing- oligopoly periods, 1973– 2006

Auditing- oligopoly period Coeffi cient

Difference from coeffi cient on

Big Six Big Five Big Four

1973– 1989 Big Eight 0.08 ** *** ***

1989– 1998 Big Six 0.46 *** ** **

1998 – 2002 Big Five 0.68 *** ***

2002– 2006 Big Four 1.22 ***

*, **, and *** denote statistical signifi cance at the 90 percent, 95 percent, and 99 percent confi dence levels, 

respectively.

Source: Adapted from Abigail Allen, Karthik Ramanna, and Sugata Roychowdhury, “The Auditing 

Oligopoly and Lobbying on Accounting Standards” (working paper 13- 054, Harvard Business School, 

Boston, MA, 2013).
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(1) fair- value- based proposals or (2) the proportion of FASB members from 

fi nancial- services industry. The purpose of the fi rst variable is to determine 

if the incidence of fair- value proposals per se is driving the increased asso-

ciation between Big N auditor assessments and benchmark assessments over 

time— after all, the incidence of fair- value proposals has also increased over 

the sample period. The purpose of the second variable is to examine whether 

the nature of the composition of the FASB, particularly the presence of mem-

bers from the fi nancial- services sector, affects the association between Big N 

auditors’ assessments and benchmark assessments. The reason for including 

this variable is the fi nding in the following chapter that FASB members from 

this sector are particularly associated with the incidence and growth of fair- 

value GAAP proposals.

The coeffi cient on the fi rst control variable is statistically insignifi cant. 

This fi nding is interesting because it suggests that the increasing manifesta-

tion of Big N auditors’ concerns over decreased reliability in GAAP proposals 

is not driven by their opposition to fair- value accounting per se. The coef-

fi cient on the second control variable is negative and statistically signifi cant, 

indicating that Big N auditors are less likely to be in concordance with the 

benchmark assessment on decreased reliability when GAAP proposals em-

anate from FASB boards with higher fi nancial- service representation. This 

fi nding is consistent with the fi rst fi nding when interpreted in the context of 

the result that FASB members from the fi nancial- services sector are associ-

ated with the rise of fair- value accounting.

A caveat on the results in table 4.3 follows: changes in the auditing ol i-

gopoly—from Big Eight to Big Four— are likely precipitated by more funda-

mental changes such as changes in the litigation environment, technological 

changes, globalization, and so on.36 Put differently, the consolidation of the 

audit industry is likely to be effected by several macroeconomic and techno-

logical trends that are not accounted for in the research design implemented 

above. Instead, the design takes as given the consolidating audit industry and 

studies its effects on Big N auditor lobbying behavior. A full specifi cation 

of the determinants of auditor consolidation is likely to subsume the effects 

documented in table 4.3. This suggests that the results in table 4.3 are part of a 

broader story that is presented here in the narrower context of auditor incen-

tives in lobbying at the FASB.

Implications

The focus of this chapter is to shed some light on the role of the auditing 

industry, particularly the Big N auditors, in accounting rule- making under 
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the FASB. The key takeaway from the results above is that, in the political 

process that determines U.S. GAAP, Big N auditors appear to lobby in their 

self- interest. To the skeptical reader, this result likely comes as no surprise; 

but given auditors’ stewardship role in the market economy, it betrays a 

broader question about who is looking out for the interests of the system 

as a whole in the determination of accounting rules that are so critical to 

market capitalism. This is a theme that I more fully consider in chapter 8. 

The remainder of this section is devoted to exploring the implications of the 

substantive direction of Big N auditor lobbying over time— that is, toward 

an increasing emphasis on decreased reliability in GAAP proposals but not in 

fair- value- based GAAP proposals. The discussion that follows builds on the 

formal statistical study presented thus far, but my coauthors from that study 

are not implicated in this exposition.

Substantively, the results in this chapter suggest that as the auditing oli-

gopoly has tightened and the litigation environment for auditors has become 

more severe, the Big N auditors have increasingly focused their lobbying on 

GAAP reliability. At fi rst blush, this fi nding might appear promising. After 

all, reliability is a key mechanism of integrity in GAAP. Thus the auditors’ 

emphasis on reliability in GAAP proposals could suggest that they are seeking 

to preserve and enhance GAAP integrity. But there is an alternative interpre-

tation to consider: recall that the results are obtained relative to the baseline 

or “true” level of reliability in GAAP, which is to say that the Big N auditors’ 

increasing emphasis on reliability could in fact be an overemphasis— that is, 

the auditors, lobbying opportunistically to protect themselves from litiga-

tion and regulatory scrutiny, could be seeking to decrease the level of judg-

ment in GAAP below what is optimal for the system as a whole. Too much 

of an emphasis on “reliability” can strip the accrual process of the discretion 

necessary to keep fi nancial reports meaningful and relevant to the varying 

economic and technological situations of industrial companies. The auditors, 

given their increasing risk aversion, could be lobbying for a socialization or 

collectivization of the risks of auditing.37

In fact, in the decade leading up to 2007, the SEC had become increas-

ingly concerned about the growing proportion of accounting rules and 

practices that were “check- the- box” rather than judgment based. Numerous 

preparers and users of corporate accounting reports had complained that 

fi nancial reporting had migrated from being informative in decision making 

and contracting to becoming simply a compliance exercise. The SEC even 

put together a high- level commission on the “future of fi nancial reporting” 

to help fi nd ways to restore greater judgment in the accrual process.38 When 
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auditors were questioned before this committee, not surprisingly, they com-

plained that greater discretion in accounting opened them up to greater liti-

gation risk.39

If the Big N auditors’ increased lobbying emphasis on reliability in fact 

manifested in the fi nal accounting rules that constitute GAAP, then the 

evidence discussed in this chapter could provide an explanation for the in-

creased proportion of check- the- box GAAP rules that concerned the SEC 

and other fi nancial- reporting constituents. Such rules suggest that the level 

of discretion in GAAP could be less than what is necessary for the effi cient 

allocation of capital in our market system. The result could be a net loss to 

social welfare. The self- serving role of auditor lobbying in potentially gener-

ating this outcome is germane to the thesis of this book.

But how does one reconcile this shift toward more check- the- box rules 

and the evidence on Big N auditors emphasizing concerns about decreased 

GAAP reliability in their lobbying with the growth of fair- value accounting, 

which can be highly discretionary? To shed some light on this question, con-

sider two relevant fi ndings from the previous section. First, note that the data 

suggest that the increasing manifestation of Big N auditors’ concerns over 

decreased reliability is not driven by the auditors’ opposition to fair- value 

accounting per se. Anecdotal evidence from the auditors’ comment letters 

corroborates this conclusion. While from time to time the Big N audit fi rms 

have expressed some concern about certain fair- value measurements, they 

have generally endorsed the expansion of fair- value accounting, particularly 

since the early 1990s. Consider, for example, the Big N auditor lobbying in 

response to the FASB proposal, in 2006, that eventually became SFAS 159— 

one of the most sweeping fair- value rules intended, in the FASB’s words, to 

“expand the use of fair value measurement .  .  . consistent with the Board’s 

long- term measurement objectives.”40 The comment letter from KPMG 

remarked that the audit fi rm “agree[d] with the Board’s stated objective of 

establishing standards to require reporting fi nancial assets and fi nancial li-

abilities at fair value in the fi nancial statements.”41 Likewise, the comment 

letter from Ernst & Young noted that it “generally support[ed] the issuance of 

this statement,”42 and the letter from Deloitte expressed its “support [for] the 

Board’s effort to broaden the use of fair value as a measurement attribute.”43

The Big N’s positions on fair- value accounting might be driven by assur-

ances they have secured in relevant auditing standards on the issue. Indeed, 

Statement on Auditing Standards (SAS) 101, which defi nes standards for the 

auditing of fair- value measurements, makes it explicit that corporate manag-

ers, not their auditors, are “responsible for making the fair value measure-
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ments and disclosures included in the fi nancial statements.” The auditor’s 

task is limited to providing “reasonable assurance that fair value measure-

ments” are made in “conformity with GAAP.” Recognizing that fair- value 

measurements are “inherently imprecise,” SAS 101 makes it clear that audi-

tors are “not responsible for predicting future conditions” implicit in making 

fair- value estimates and thus cannot be held liable as such. The standard goes 

on to provide a detailed set of activities— a checklist of sorts— that would 

provide the “reasonable assurance” required of fair- value audits, should the 

auditor engage in them.44

Moreover, a recent U.S. federal court ruling on fair- value measurements 

suggests that the unverifi ability of certain fair- value estimates might excuse 

auditors and their clients from litigation risk altogether. In a case involving a 

class action against a company for not writing down its goodwill during the 

2008 Financial Crisis, the Second Circuit Court of Appeals found that the 

fair value of acquired assets, an important component of goodwill, is not a 

matter of “objective fact” and “that there is no universally infallible index of 

fair market value.” As a result, the court reasoned that for the suit to proceed, 

plaintiffs had to allege that “defendants [i.e., corporate management] did not 

believe” their own fair value estimates “at the time they made them.”45 Of 

course, establishing this fact is nearly impossible— it would take a particu-

larly foolish manager to leave a paper trail to this effect— which is why the 

court rejected the plaintiffs’ suit. This court ruling has attracted the attention 

of several corporate law fi rms that have explicated on its important implica-

tions for liability under fair- value accounting.46

The second relevant empirical fi nding that can help reconcile auditors’ 

focus on check- the- box rules and decreased GAAP reliability with the growth 

of fair- value accounting is as follows. Recall that the results in the previous 

section indicate that Big N auditors are less likely to be in concordance with 

the benchmark assessment on decreased reliability when GAAP proposals 

emanate from FASB boards with higher fi nancial- service representation. As 

noted earlier, this fi nding is consistent with the fi rst fi nding on fair- value 

proposals when interpreted in the context of the result (discussed in chap-

ter  5) that FASB members from the fi nancial- services sector are associated 

with the rise of fair- value accounting.

The overall narrative that emerges from these fi ndings is as follows. Big 

N auditors have expressed increasing concerns about decreased reliability in 

GAAP proposals as their incentives to protect themselves from litigation and 

regulatory risk have increased. But the Big N have not opposed the rise of 

fair- value accounting, in fact deemphasizing concerns about decreased reli-

ability when proposals emanate from the fi nancial- services sector, which it-
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self is associated with fair- value accounting. Auditors have incentives to sup-

port fair- value rules, if such rules can be seen as increasing the need for their 

services and if their liability from auditing such rules is limited. The narrative 

points to a powerful political wind behind the rise of fair- value GAAP rules, 

a theme more fully explored in the following chapter.



5

Why Fair Value Is the Rule: The Changing 

Nature of Standard Setters

One of the central reasons for replacing the Accounting Principles Board 

(APB) with the FASB, in 1973, was the desire to afford greater independence 

and autonomy for accounting rule- makers in the rule- making process.1 The 

APB was constituted of members who served part time and who had primary 

full- time affi liations to other organizations, particularly audit fi rms.2 FASB 

members, by contrast, are required to resign their prior commitments and 

are generously compensated and supported in their activities.3 A motivating 

philosophy in the design of the FASB has been the establishment of an envi-

ronment that allows board members the freedom to frame accounting rules 

that refl ect economic realities rather than political pressures.4 In this spirit, 

board members are expected to issue accounting rules that are generally con-

sistent with the FASB’s conceptual framework.

As the FASB completes forty years of existence, it is worth asking how this 

experiment at independent rule- making has performed. The two preceding 

chapters show constituent pressure in FASB rule- making is alive and well. 

But this result notwithstanding, it is conceivable that board members, freed 

from allegiances to various special interests, have, by and large, been able to 

stem the effects of political pressure in accounting rule- making. Here I report 

on the results of an examination of the role of FASB members in the deter-

mination of accounting rules over the fi rst thirty- four years of the FASB’s 

existence— that is, 1973– 2006. The study also examines the role of SEC com-

missioners who served concurrently during this period, given the SEC’s regu-

latory relationship with the FASB, although the study’s primary focus is FASB 

members. The analysis ends in 2006 due to data limitations that were in place 

when the study was initiated.

Although there has been some research on the political process in ac-
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counting over the last several decades, very little of this work has focused on 

FASB members or other regulators per se. The likely reason for this neglect 

is that until recently, most economics- based research viewed “individuals” 

as largely unimportant in explaining large- scale, complex decisions such as 

regulatory policy making; the expectation was that individual idiosyncrasies 

would be averaged out in processes that involved multiple participants.5 Since 

the 2000s, however, there has been growing evidence that individual effects 

do matter even in complex decision- making contexts. For example, research 

has shown the impact of individual CEOs in explaining major, persistent 

fi rm decisions related to strategy, fi nance, external reporting, and internal 

control.6 In this spirit, in 2012, I published with my colleague Professor Abi-

gail Allen a study of the role of individual FASB members and SEC commis-

sioners in accounting rule- making. The results I report here are based on 

that study.

The study assembles a database of certain key background characteristics 

of all thirty- nine individual FASB members and all forty- one SEC commis-

sioners who served during the period from 1973 to 2006. The background 

characteristics include their professional experience, their tenure on the 

board, and their political leanings, if any. These background characteristics 

are used to explain the nature of the nearly 150 exposure drafts (EDs) pro-

posed by the FASB over that period. All these EDs eventually resulted in fi -

nal FASB rules (known as SFAS). The study focuses on EDs rather than the 

fi nal FASB rules because, as seen from the previous two chapters, these fi nal 

rules can be infl uenced by a number of constituents, including industrial, 

fi nancial, and audit fi rms.7 Although EDs themselves can also be shaped by 

constituent pressures, when compared to the fi nal rules, EDs offer a relatively 

unadulterated insight into the preferences and impact of FASB members in 

the rule- making process.

The primary conclusions from the study are drawn from  multivariate re-

gressions of the nature of EDs proposed by FASB members on those mem-

bers’ background characteristics. The regressions control for numerous alter-

native explanations that could affect inferences, as discussed later, and for the 

background characteristics of SEC commissioners who served concurrently. 

Briefl y, the evidence across thirty- four years of FASB rule- making suggests 

that the background characteristics of individual FASB members explain in 

part the nature of accounting rules they propose. Put differently, individ-

ual idiosyncrasies of FASB members appear to matter in accounting rule- 

making. This result is interesting given that the board members should, in 

theory, be guided by the FASB’s conceptual framework and not their own id-

iosyncrasies. If the individual characteristics of board members matter, then 
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the door is open both for “ideology” in accounting rule- making and for the 

potential “capture” of the FASB. The remainder of this chapter discusses the 

evidence and these implications in greater detail. I begin in the next section 

by explaining how my coauthor and I assessed the nature of the numerous 

FASB EDs over the sample period to prepare the dependent variable in the 

study.

Assessing the Nature of FASB EDs

In examining the EDs over the thirty- four- year period from 1973 to 2006, 

we focus on two accounting properties in particular: “reliability” and “rel-

evance.” As noted in chapter 2, “reliability,” being closely related to both 

verifi ability and conservatism, is a fundamental characteristic of GAAP, as 

predicted by the economic theory of fi nancial reporting. It is the basis for the 

analysis of the Big N auditors’ role in accounting rule- making discussed in 

chapter 4. “Relevance” is similarly central to accounting theory, being the sec-

ond of two “fundamental qualitative characteristics” of accounting (besides 

“reliability”) according to the FASB’s original conceptual framework.8 And 

although, as also noted in chapter 2, the FASB’s revised conceptual frame-

work in 2010 de- emphasized the centrality of reliability in its accounting the-

ory, this change is less germane to the analysis herein because it postdates the 

period of that analysis.9 Moreover, beyond the economic theory of fi nancial 

reporting and the FASB’s own original conceptual framework, relevance and 

reliability have been identifi ed as critical accounting properties by numerous 

accounting textbooks used in basic undergraduate and graduate accounting 

education.10 Of course, the focus on relevance and reliability in this analysis 

of EDs suggests that there are numerous opportunities to expand and verify 

its fi ndings across other accounting properties such as “comparability” and 

“consistency.”

To evaluate all EDs from 1973 to 2006 for their impact on relevance and 

reliability is a mammoth undertaking, which also requires a certain degree of 

consistency and objectivity. Assessments of the EDs by me and my coauthor 

could be corrupted by “researcher bias” since we approach the data with hy-

potheses to be tested. To avoid this kind of bias, we used assessments by the 

Big N audit fi rms. These assessments— in the auditors’ comment letters on 

the EDs— were the dependent variables in the analysis described in the previ-

ous chapter. There are 149 EDs and 908 Big N auditor assessments (comment 

letters) in our sample period after data limitations.11

The primary advantage to using assessments of the Big N auditors, over 

assessments by other constituents such as industrial or fi nancial fi rms, is 
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that the Big N auditors consistently comment on most FASB EDs over the 

sample period. Industrial fi rms tend to comment only on those issues that 

are particularly salient to their own interests—  on other issues, they are usu-

ally silent. Financial fi rms tend to comment more frequently than industrial 

fi rms; however, the changing industrial dynamics of the fi nancial- services in-

dustry over the past four decades (including the consolidation of brokerage, 

fi nancial research, investment banking, and investment management fi rms) 

means that very few of the same fi nancial fi rms consistently comment over 

the thirty- four- year period in the analysis. By contrast, the auditing industry, 

as the prior chapter discusses, has been organized as an oligopoly over the 

entire sample period allowing us a relatively homogeneous set of assessors of 

the FASB EDs.

There are two other important advantages to using the Big N auditors’ as-

sessments. First, they are contemporaneous with the EDs. In other words, the 

assessments were made at the time the EDs were written, keeping in context 

extant macroeconomic and political issues, together with the extant concep-

tual understanding of the role of accounting.12 Second, the Big N auditors 

are, of course, sophisticated FASB constituents whose comment letters are 

likely to have meaningful information content.

We convert the Big N auditors’ qualitative assessments of EDs into quan-

titative metrics that can be used in multivariate regressions using the same 

procedure as in chapter 4. The details of this procedure are discussed in our 

article published in 2013 in the Journal of Accounting and Economics. Briefl y, 

the procedure is as follows. First, for each Big N auditor comment letter, 

we identify— through a partially computerized search algorithm— the fi rst 

substantive occurrence of word stems related to “reliability” and “relevance” 

in each comment letter. Next, a research assistant trained in accounting but 

blind to the study’s objectives determined whether “relevance” is used in a 

context that suggests the ED would increase GAAP relevance and whether 

“reliability” is used in a context that suggests the ED would decrease GAAP 

reliability. Finally, the metrics of increased relevance and decreased reliability 

for each comment letter are weighted to account for the salience of those 

sentiments in the comment letter. That is to say, we attempt to give greater 

weight to the Big N auditors’ sentiments about increased relevance and de-

creased reliability if they are part of the auditors’ overall assessment of an ED 

rather than related to a narrow concern about some part of the ED. Thus, 

substantively, the quantitative metrics capture the Big N auditors’ assess-

ments of each EDs’ potential to increase relevance and decrease reliability 

in GAAP.

Descriptively, the largest value of the measure for increased relevance 
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is found for the ED, from 2006, that resulted in SFAS 159, “The Fair Value 

Option for Financial Assets and Financial Liabilities.” SFAS 159, as the title 

suggests, is the rule that introduced the ability for fi rms to use fair- value 

accounting in reporting their fi nancial assets and liabilities. It is one of the 

most widely applicable fair- value accounting rules in the FASB’s history. In 

the FASB’s own words, the rule was intended to “improve relevance of fi nan-

cial statements.”13 Thus it is not surprising that the ED resulting in SFAS 159 

generates the highest value for increased relevance.

Similarly, the largest value of the measure for decreased reliability is 

found for the ED, from 2005, that resulted in SFAS 141R, “Business Combina-

tions,” an amendment to SFAS 141 discussed in chapter 3. A major provision 

of this ED was to allow the acquiring fi rm in an M&A the ability to recognize 

acquired net assets at their fair values without regard to the purchase price of 

the acquisition. As noted in chapter 3, the prior rule, SFAS 141, limited the fair 

values of net assets recognized to the acquisition’s purchase price. Eliminating 

the acquisition purchase price as the upper bound for net- asset- value recog-

nition can introduce additional subjectivity to the already subjective M&A 

accounting rules. Thus it seems reasonable that the ED resulting in SFAS 141R 

generates the highest value for decreased reliability.

The ED resulting in SFAS 157, “Fair Value Measurements”— arguably the 

FASB’s keystone proposals on fair- value accounting, which established “a 

framework for measuring fair value in generally accepted accounting prin-

ciples”14—also scored highly on the measures for increased relevance and 

decreased reliability. Both measures for this ED were over one standard de-

viation above the respective mean values across all EDs.

The Big N auditors’ assessments of FASB EDs are likely to refl ect their 

own private incentives, for example, catering to the demands of their clients 

or lowering the litigation risk inherent in GAAP rules, as chapter 4 discusses. 

As such, this feature of the data does not pose a problem to drawing inferences 

as long as one expects these incentives are not jointly determined with and 

not affected by the explanatory variables in our study (e.g., the background 

characteristics of FASB members). Although there is no obvious reason to 

expect otherwise, we also conduct our analyses using a second assessment of 

FASB EDs. This assessment is made by two seasoned research associates who 

are blind to the study’s objectives— it was used as the “benchmark” assess-

ment in the analyses in the prior chapter. The research associates both have 

MBAs from top- tier business schools and have together about thirty years of 

experience in accounting- related matters. The research associates fi rst inde-

pendently evaluated the EDs for their impact on accounting relevance and 

reliability, as defi ned in the FASB’s original conceptual framework. Then the 
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research associates met to compare and reconcile their assessments with each 

other to produce a joint assessment of each ED. These research- associate as-

sessments are available on 126 of the 149 EDs in our sample. Thus they allow 

for verifi cation of the results across a substantial portion of the sample. The 

main drawback to these research- associate assessments is that unlike the au-

ditors’ assessments, they are not contemporaneous with the EDs and accord-

ingly could suffer from a hindsight bias.

We examine the correlations between the Big N auditors’ assessments of 

increased relevance / decreased reliability and those of the research associates. 

We fi nd that increased relevance as assessed by auditors is positively and sig-

nifi cantly correlated with increased relevance as assessed by the research as-

sociates. The same is true for decreased reliability, as is already evident from 

the analyses in the prior chapter. Both results suggest that the metrics based 

on the auditors’ assessments and the research associates’ assessments cap-

ture similar underlying constructs, although the auditors’ assessments are 

also likely colored by their incentives. Furthermore, we fi nd that increased 

relevance is positively and signifi cantly correlated with decreased reliability 

across both sets of assessments. This result suggests that relevance and reli-

ability, as manifested in GAAP, are trade- offs, as the FASB’s original concep-

tual framework had intended.

The Background Characteristics of FASB Members

The assessments of the EDs described above are the variables of interest in 

the multivariate regressions of the impact of individual FASB members on 

accounting rule- making. The primary explanatory variables in these regres-

sions are the FASB members’ background characteristics. Drawing from 

other studies of the impact of individual regulators in determining regula-

tion,15 in our tests we focus on three background characteristics in particular. 

These are described below.

First, we consider the tenure of the FASB members. The classical eco-

nomic theory of regulation, fi rst articulated by Professor George Stigler of 

the University of Chicago, predicts that longer regulatory tenures facilitate 

greater “coziness” between regulators and the regulated.16 As regulatory ten-

ures get longer, the relationships between regulators and special- interest 

groups are expected to deepen and the regulators’ empathy for the general 

interest in regulation is expected to deteriorate. This situation is eventually 

expected to result in regulatory “capture” by special- interest groups. Apply-

ing this logic to the context of the FASB, longer tenures on the FASB could 

be an indication of capture. If the special- interest groups capturing the FASB 
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include fi nancial- statement preparers and fi nancial intermediaries who ben-

efi t from decreased reliability/increased relevance in GAAP (on this point, 

see chapter 2), one outcome of longer FASB tenures could be rules with these 

effects. Thus a positive association between FASB EDs assessed as decreasing 

reliability/increasing reliability and longer FASB tenures would be consistent 

with the predictions of the classical theory of regulation.

Next, we consider the professional backgrounds of FASB members, 

specifi cally their immediate prior employment. Prior studies on regula-

tory backgrounds have focused on employment in industries most closely 

related to the matter being regulated— for example, a study of members 

of the Federal Communications Commission focused on prior employ-

ment in the broadcasting industry.17 In the case of the FASB, we accord-

ingly focus on members’ immediate prior employment in the auditing and 

fi nancial- services industries (the latter is specifi cally defi ned as the invest-

ment banking and investment management industries). We view these as 

“front line” industries on accounting issues. All else equal, we expect FASB 

members from the auditing industry to be more focused on preserving and 

augmenting accounting reliability— at the potential expense of accounting 

relevance, consistent with the discussions in the prior chapter.18 In con-

trast, we expect FASB members from the fi nancial- services industry to be 

more focused on preserving and augmenting accounting relevance— at the 

potential expense of accounting reliability, consistent with their interest in 

fair- value accounting.19 To summarize, we predict a negative association 

between EDs assessed as increasing relevance/decreasing reliability and the 

proportion of FASB members with an auditing background, and we pre-

dict a positive association between EDs assessed as increasing relevance/

decreasing reliability and the proportion of FASB members with a fi nancial- 

services background.

Finally, we consider the political leanings, if any, of FASB members. Prior 

research on the impact of regulators on regulations has generally found regu-

lators affi liated with the Democratic Party to be less business friendly than 

regulators affi liated with the Republican Party.20 This kind of political po-

larization could translate into the realm of accounting rule- making as well, 

although it is diffi cult to clearly specify from theory how FASB members’ po-

litical leanings might translate to decreased reliability and increased relevance 

in EDs. Moreover, unlike with public agencies such as the SEC and the Fed-

eral Communications Commission, where members’ political affi liations are 

generally widely known, the political leanings of FASB members are unclear. 

This is because the FASB is not a public body and members are not required 

to disclose political affi liations. To overcome this issue, my coauthor and I 
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studied the campaign contributions logs of the Federal Elections Commis-

sion to determine any political donations by FASB members over our sample 

period (the logs archive contributions over $200 by U.S. persons). For this 

study, the FASB members’ net campaign contributions are used to determine 

their political leanings: net contributions to the Democratic Party are used to 

indicate that the member leans Democratic and similarly for members lean-

ing Republican.

In addition to the FASB members’ background characteristics described 

above, we obtain similar data on the background characteristics of concur-

rently serving SEC commissioners— specifi cally, the commissioners’ tenure; 

their backgrounds, if any in auditing and fi nancial services; and their political 

affi liations. The FASB’s authority to determine U.S. GAAP comes from the 

SEC, which is also eventually responsible for the enforcement of FASB rules. 

Given this strong regulatory relationship between the FASB and the SEC, our 

regressions include background characteristics for SEC commissioners as ad-

ditional explanatory variables.

Some descriptive statistics on the various explanatory variables described 

above follows. We fi nd that the average tenure of FASB members is 4.2 years, 

which indicates that, on average, an ED in our sample period is issued by 

a board with 4.2 years of individual service experience. For comparison, 

note that the average tenure of SEC commissioners, similarly calculated, is 

3.1 years, suggesting that on average FASB members have had an additional 

year of regulatory experience when an ED is issued. (See fi gure 5.1 for a graph 

of the average tenure of FASB members and SEC commissioners by ED over 

the 1973– 2006 period.21)

The average proportion of FASB members with prior employment in au-

diting is about 40 percent. This proportion appears to have held steady over 

the sample period. By contrast, the average proportion of FASB members 

with prior employment in fi nancial services (defi ned as investment bank-

ing and investment management) is only 4 percent. But this proportion has 

increased dramatically over the sample period: it was zero through about the 

mid- 1990s and had risen to just under 30 percent by 2006.22 For comparison, 

the corresponding statistics for SEC commissioners are as follows. Only one 

SEC commissioner over the sample period was employed in auditing prior 

to serving on the commission, while the average proportion of SEC commis-

sioners with prior employment in fi nancial services is 15 percent. This latter 

fi gure, like its corresponding FASB fi gure, shows considerable variation over 

the sample period. (See fi gure 5.2 for a graph of the average proportion of 

FASB members and SEC commissioners with prior employment in auditing 

and fi nancial services over the 1973– 2006 period.)
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The average proportion of FASB members leaning Democratic— that is, 

contributing to the Democratic Party— is 17 percent. The statistic is similar 

for FASB members leaning Republican at 18 percent. For comparison, the 

average proportion of Democratic SEC commissioners is 45 percent, and 

the corresponding statistic for Republican SEC commissioners is 55 percent. 

f igu r e  5 . 1 .  Graph of the average tenure of FASB members and SEC commissioners by exposure draft, 

1973– 2006

Source: Adapted from Abigail Allen and Karthik Ramanna, “Towards an Understanding of the Role of 

Standard Setters in Standard Setting,” Journal of Accounting and Economics 55, no. 1 (2013): 66 – 90.

f igu r e  5 . 2 .  Graph of the average proportion of FASB members and SEC commissioners with prior 

employment in auditing and fi nancial services, 1973– 2006

Source: Adapted from Abigail Allen and Karthik Ramanna, “Towards an Understanding of the Role of 

Standard Setters in Standard Setting,” Journal of Accounting and Economics 55, no. 1 (2013): 66 – 90.



w h y  f a i r  va l u e  i s  t h e  r u l e  95

Overall, the partisan proportions for SEC commissioners are higher than 

those for FASB members because the former are collectively exhaustive in the 

sample and are known with certainty— the SEC commissioners are political 

appointments.23 With regards to the variation in these metrics over the sam-

ple period, the proportion of FASB members leaning Democratic is higher 

than that leaning Republican in the fi rst few years of the FASB’s existence; 

but, between 1995 and 2002, when several fair- value accounting rules were is-

sued, the proportion leaning Republican is higher. The variation over time of 

the political identity of SEC commissioners represents White House control. 

(See fi gure 5.3 for a graph of the average proportion of FASB members and 

SEC commissioners by political identity over the 1973– 2006 period.)

Some additional descriptive data on FASB members’ background char-

acteristics over the sample period follow. The FASB members employed by 

audit fi rms immediately prior to serving on the board were all employed at 

Big N auditors, but no particular Big N fi rm enjoyed a disproportionate in-

fl uence in this regard. Five of the thirty- nine FASB members over the sample 

period were employed at universities just prior to serving on the board, and 

the proportion of academics on the FASB has remained roughly constant 

over time. Three of the thirty- nine FASB members were employed by the 

U.S. government immediately prior to their board appointment, although all 

three served in the fi rst twenty years of the FASB— the last of the three left 

the FASB in the early 1990s, suggesting that the idea of public employees be-

f igu r e  5 . 3 .  Graph of the average proportion of FASB members and SEC commissioners by political 

identity, 1973– 2006

Source: Adapted from Abigail Allen and Karthik Ramanna, “Towards an Understanding of the Role of 

Standard Setters in Standard Setting,” Journal of Accounting and Economics 55, no. 1 (2013): 66 – 90.
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ing appointed to the board fell out of favor over time. Although a substantial 

proportion of FASB members were employed at industrial fi rms just prior 

to their board appointment, there is no particular industry concentration 

among this group.

Thirty of the thirty- nine FASB members over the sample period held 

the certifi ed public accountant (CPA) designation at one point in their ca-

reers, consistent with the idea that accounting rule- making— even under 

the FASB— remains largely the domain of professional accountants. All the 

FASB members who have served over the sample period had undergraduate 

degrees; about 60 percent of members also had graduate degrees. There is no 

particular university that is overrepresented in this group. Finally, the average 

age of FASB members on fi rst appointment to the board is in the midfi fties, a 

number that appears to have held steady over time.

The Evidence

The evidence on the impact of FASB members on accounting rule- making is 

inferred from numerous multivariate regressions. The dependent variables 

in these regressions are variously the Big N auditors’ and the research associ-

ates’ assessments of EDs’ increased relevance and decreased reliability. The 

primary explanatory variables are the average background characteristics of 

the FASB members in offi ce at the time a given ED was issued.24 Additional 

explanatory variables include the background characteristics of SEC com-

missioners, similarly calculated. There is a high observed correlation between 

the variables capturing the professional backgrounds of the regulators and 

the variables capturing their political leanings. These correlations have been 

observed in studies on regulators from other industries as well, but there is 

no general theory to explain them.25 To explore the impact of all explanatory 

variables, we run several sets of regressions: those using only FASB members’ 

and SEC commissioners’ tenure and professional backgrounds as explana-

tory variables, those using only FASB members’ and SEC commissioners’ 

political leanings as explanatory variables, and those using all explanatory 

variables together.

In the discussion that follows, I focus mainly on results from regressions 

where Big N auditors’ assessments of the EDs are used as dependent vari-

ables. Regressions using the research associates’ assessments yield qualita-

tively similar inferences with respect to FASB members (the full details of 

these regressions are available in the published paper). The regressions on 

Big N auditors’ assessments of EDs include numerous control variables, in-
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cluding those for prevailing macroeconomic conditions, as well as controls 

for any effects that might be idiosyncratic to each of the Big N audit fi rms.26

When the regulators’ tenure and professional backgrounds are the ex-

planatory variables, we fi nd a positive association between FASB members’ 

and SEC commissioners’ tenure and EDs perceived as decreasing accounting 

reliability. We fi nd no relation between FASB and SEC tenures and EDs per-

ceived as increasing relevance. The evidence suggests that longer regulatory 

tenures facilitate decreased reliability in GAAP, which— assuming such de-

creased reliability delivers private benefi ts to certain fi nancial- statement pre-

parers and fi nancial intermediaries at the expense of the general interest— is 

consistent with regulatory capture of the FASB and the economic theory of 

regulation fi rst expounded by Professor Stigler. In these regressions, we fi nd 

no association between the proportion of FASB members with prior employ-

ment in the auditing industry and EDs perceived as increasing relevance/

decreasing reliability. This is inconsistent with our expectations and with our 

fi ndings in chapter 4. But we do fi nd that the proportion of FASB members 

with prior employment in the fi nancial- services industry is positively associ-

ated both with EDs perceived as increasing relevance and with decreasing re-

liability. These results are consistent with our expectations that, all else equal, 

FASB members from the fi nancial- services industry are more focused on 

preserving and augmenting accounting relevance (at the potential expense 

of reliability), consistent with their interest in fair- value accounting. There 

is also evidence of a positive and statistically signifi cant association between 

SEC commissioners with prior employment in the fi nancial- services indus-

try and EDs perceived as decreasing reliability.

In additional regressions that use the research associates’ assessments of 

EDs as the dependent variable, we are able to corroborate the inference about 

the impact of FASB members’ prior employment in fi nancial services on in-

creased relevance and decreased reliability. Note that the research associates 

evaluate EDs as increasing relevance based in part on the use of fair- value 

methods in the EDs. Thus the results using the research associates’ measures 

provide direct evidence of a positive association between EDs that use more 

fair- value methods and the proportion of FASB members’ with prior em-

ployment in the fi nancial- services industry.

When FASB members’ political leanings are the explanatory variables, we 

fi nd a negative association between the proportion of FASB members leaning 

Democratic and EDs perceived as decreasing reliability/increasing relevance. 

The implication of this fi nding is that Democratic- leaning FASB members 

are associated with accounting rules that promote reliability over relevance. 
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If such rules are less popular with companies because they constrain ac-

counting choice, then this result is consistent with Democratic- leaning FASB 

members being less business friendly. However, we also fi nd a negative as-

sociation between the proportion of FASB members leaning Republican and 

EDs perceived as increasing relevance. This latter fi nding calls into question 

the interpretation of the preceding result. There is no evidence of an asso-

ciation between SEC commissioners’ political leanings and EDs perceived as 

decreasing reliability/increasing relevance.

When FASB members’ and SEC commissioners’ tenure, professional 

backgrounds, and political leanings are all included as the explanatory vari-

ables, one result stands out as statistically robust: the proportion of FASB 

members with prior employment in the fi nancial- services industry (invest-

ment banking and investment management) is positively associated both 

with EDs perceived as increasing relevance and with decreasing reliability. 

Put differently, across the full battery of controls in the multivariate regres-

sion, the data are consistent with the proposition that a prior career in fi nan-

cial services predisposes FASB members to favor accounting relevance over 

reliability. Given the increase in the proportion of FASB members from the 

fi nancial- services industry from zero in the fi rst half of the sample period to 

just under 30 percent toward the end of the sample period, this result could 

be especially germane to understanding the growth of fair- value accounting. 

I discuss this proposition further in the following section.

Discussion and Conclusions

Broadly, the evidence across thirty- four years of FASB rule- making presented 

in this chapter suggests that the background characteristics of individual 

FASB members explain in part the nature of accounting rules they propose. 

While these accounting proposals are subject to considerable constituent 

lobbying before they become fi nal rules (as has been seen from preceding 

chapters), the evidence herein affi rms the notion that FASB members also 

matter in the determination of GAAP.

At fi rst blush, this summary interpretation might appear as a victory or 

at least a vindication for the model of the FASB— the idea of an indepen-

dent rule- making body separated de jure from the interests it regulates. In 

this sense, the interpretation could be seen as inconsistent with Professor 

Stigler’s “theory of capture,” which holds that constituent lobbying predomi-

nantly determines regulatory outcomes because regulators are captured by 

their special- interest constituents. Rather, the evidence could be seen as more 

consistent with the alternative economic theory of regulation: the theory of 
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ideology. This theory holds that constituent lobbying is only one input to 

regulation, which is eventually determined by regulators’ own ideologies.27 

Under the ideology theory, constituent lobbying is less a direct instrument of 

policy infl uence (as under the capture theory) and more a signal to regulators 

of the preferences and alliances of constituents. The evidence that there is a 

systematic association between FASB members’ backgrounds and the nature 

of FASB EDs, if interpreted plainly, suggests that the ideology theory— rather 

than the capture theory— is a better explanation for accounting rule- making 

under the FASB. The implication is therefore at least a partial endorsement 

of the FASB model.

A closer read of the evidence in this chapter, however, yields a more nu-

anced interpretation. First, recall that FASB members should, according to 

their own stated commitments, be guided by the board’s conceptual frame-

work in their rule- making; the notion that the members’ individual charac-

teristics matter suggests that the conceptual framework may not be so funda-

mental to the process. This interpretation, in turn, opens the possibility for 

special- interest capture because it suggests that board members are not strictly 

bound by their framework for fi nancial reporting. Second, note that the evi-

dence suggests that longer regulatory tenures are associated with account-

ing proposals that likely decrease reliability in GAAP, with attendant social- 

welfare implications— a result more consistent with the regulatory “coziness” 

predicted under the capture theory. Third, while there is evidence to suggest 

that FASB members’ political leanings affect the accounting rules they pro-

pose, the result is seen across both major political parties— a fi nding for which 

there is no straightforward explanation under either the capture or the ideol-

ogy theories. Finally, and perhaps most important, is the result associating the 

proportion of FASB members from the fi nancial- services sector to accounting 

proposals that promote relevance over reliability, a phenomenon associated 

with fair- value accounting. This result has particularly signifi cant implica-

tions for the question of FASB capture. I expand on this proposition below.

Fair- value accounting is one of the most important issues in fi nancial- 

reporting policy today— it affects the very basis of accounting and, therefore, 

accounting’s role in performance measurement, corporate stewardship, and 

valuation. The general argument for fair- value accounting is that it increases 

the direct association between accounting numbers and contemporaneous 

equity values.28 By incorporating managerial estimates of future fi rm perfor-

mance, a fair- value- based accounting system becomes a timelier metric of 

current fi rm value and thus more “valuation relevant.” The argument against 

fair values is that it can erode accounting’s core competence: the emphasis on 

matching, verifi ability, and conservatism.29
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Fair- value accounting is not a recent innovation. Various forms of fair- 

value accounting existed in the GAAP of the 1920s, prior to SEC regulation of 

listed- company fi nancial- reporting practices.30 But such fair- value practices 

were seen as contributing to the misinformation that preceded the stock- 

market crash of 1929, and fair- value accounting was effectively banned by the 

SEC from the 1930s through the period of the advent of the FASB.31

Starting in the late 1970s, the proportion of FASB EDs that employed fair- 

value methods increased. In the 1980s, the use of fair values was sporadic. By 

the 1990s, a substantial proportion (about one- half ) of FASB EDs was em-

ploying fair- value methods. A number of academic studies were published in 

that decade showing that the use of fair- value accounting increased the direct 

correlation between corporations’ accounting reports and stock prices. At 

fi rst, the studies were infl uential in both academia and policy making. By the 

2000s, however, concerns over the mechanical nature of such studies were 

raised in the academic literature (the use of such studies to justify further 

fair- value rules constitutes a form of circular reasoning).32 But such studies 

continue to be cited from time to time in policy making.

Just as fair- value accounting started to gain currency in GAAP during the 

1990s, there came in 2001 an ominous signal of its potential cost: the spec-

tacular unraveling of Enron. In its emerging trading business, Enron had ag-

gressively deployed fair- value accounting to recognize revenue from projects 

well before such revenues were verifi ably “earned” and “realizable”— the tra-

ditional criteria for revenue recognition. For example, upon signing a con-

tract in July 2000 with the fi lm- distribution company Blockbuster to supply 

video on demand to certain American markets, Enron recognized a profi t of 

over $110 million. This profi t number was based on estimating the revenues 

and expenses from providing the video- on- demand service over the deal’s 

twenty- year horizon. These “fair value” revenue and expense estimates were 

highly subjective given the uncertainties associated with the contract’s long 

time frame, including “serious questions about technical viability and market 

demand.” At the time it booked the $110 million profi t, Enron had tested its 

video- on- demand service in only a “few dozen apartments” in three Ameri-

can cities.33 The result was an overstatement of Enron’s income that misled 

investors as to the company’s performance. When the excesses of Enron’s use 

of fair values were uncovered about a year later, they contributed to a coordi-

nated loss of confi dence in the company and its eventual dramatic downfall.

Notwithstanding the lessons of Enron and the academic writings about 

the potential dangers of fair values, the proportion of FASB EDs— and even-

tual standards— using fair- value methods continued to increase through the 

2000s. In many cases, the fair- value estimates being used in GAAP fi nancial 
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reports were based not on observable prices in liquid markets but rather on 

managerial conjectures about the future.

The increase in the use of fair values over the 1990s and 2000s corre-

sponded with the increase in the proportion of FASB members from the 

fi nancial- services industry. As noted earlier, the proportion of FASB mem-

bers with prior employment in fi nancial services rose from zero in the early 

1990s to just under 30 percent by 2006. These concurrent trends are likely 

behind the dominant result of this chapter’s empirical analysis. (See fi gure 5.4 

for a graph representing the shift to fair- value methods by the FASB.)

There are numerous reasons for the fi nancial- services industry to sup-

port fair- value accounting. Some are more benign than others. First, invest-

ment banks and asset managers are accustomed to using fair values in their 

day- to- day operations, particularly to prepare in- house balance sheets for 

risk- management purposes. Their familiarity with fair- value use in internal 

controls may have shaped their preferences (or “ideology”) for fair values in 

GAAP rules.

Second, GAAP profi ts defi ned on a fair- value basis— relative to the tradi-

tional historical- cost approach— accelerate the recognition of gains particu-

larly in periods of rising asset prices. (Fair- value based GAAP profi ts are also 

higher because they exclude depreciation and amortization charges.) This 

means bigger payouts for executives whose bonuses are based on GAAP prof-

its. Notably, in the period of rising asset prices that led to the stock- market 

crash of 2008, fair- value gains on certain securitized fi nancial assets retained 

on the books of fi nancial institutions were recognized in net income.34 The 

f igu r e  5 . 4 .  Graph representing the shift to fair- value methods by the FASB

Source: Adapted from Karthik Ramanna, “Why ‘Fair Value’ Is the Rule: How a Controversial Accounting 

Approach Gained Support,” Harvard Business Review 91, no. 3 (2013): 99– 101.
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result was more favorable accounting- based performance metrics used in 

evaluating some fi nancial- sector managers and thus higher bonuses for those 

managers. In fact, such bonuses likely incented further securitizations.35 

Ironically, after asset prices began falling, many fi nancial executives blamed 

fair- value markdowns for accelerating the crisis. Despite these complaints, an 

academic review of the role of fair- value accounting during the 2008 Finan-

cial Crisis found “little evidence that banks’ reported fair values [suffered] 

from excessive write- downs.” The study concluded, “If anything, the evi-

dence points in the opposite direction, suggesting that banks used the discre-

tion in the accounting rules to keep asset values high relative to concurrent 

market prices and expectations.”36

Third, as discussed extensively in chapter 3, the use of fair values in ac-

counting for goodwill acquired in M&A— that is, to determine goodwill im-

pairment in lieu of the historical- cost approach of goodwill amortization— 

reduces, on average, the “drag” on an acquiring fi rm’s earnings, thus 

potentially increasing M&A activity. Investment banks, which earn their 

revenue from M&A activity, can therefore be better off under the fair- value 

approach to goodwill. Beyond this broad benefi t to investment banks, there 

is specifi c evidence to suggest that fi nancial institutions themselves benefi ted 

from the fl exibility in goodwill impairment rules during the 2008 Financial 

Crisis. A study in 2009 examined the goodwill impairment decisions of the 

fi fty largest banks trading in the United States as of December 31, 2008. Forty- 

eight of these banks had goodwill recorded on their books based on acquisi-

tions made during the period leading up to the crisis. The aggregate goodwill 

of these banks exceeded $270 billion. Despite substantial declines in their 

market values in the last quarter of 2008 (in fact, thirty- six of the banks had 

market values below their book values), only fi fteen banks recorded goodwill 

impairment. Of the banks that did not record goodwill impairment despite 

having goodwill on their books— there were thirty- three such banks— 

twenty were trading at market prices below their book values. The aggregate 

book value of goodwill of these twenty banks— which included some of the 

country’s largest fi nancial institutions, such as Bank of America, JP Morgan 

Chase, and Wells Fargo— exceeded $190 billion.37

To put it all together, a key takeaway from this chapter is that there is 

robust evidence of a relation between the growth of fi nancial- services repre-

sentation on the FASB and the fair- value rules that, while potentially benefi -

cial to the fi nancial- services industry, potentially impose welfare costs on the 

economy by compromising accounting’s role in performance measurement 

and corporate control. A natural follow- up question is then: What explains 

the growth of fi nancial- services representation on the FASB?
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One likely explanation is the growth of fi nance itself.38 Put differently, 

the growing representation of fi nancial- services interests on the FASB has 

accompanied the growth of the fi nancial- services sector in the U.S. economy 

more broadly. In the early 1970s, when the FASB was starting off, the fi nancial- 

services sector represented about 4 percent of U.S. gross domestic product 

(GDP). By 1980, the sector had grown to about 4.9 percent of U.S. GDP. Be-

tween 1980 and 2006, the sector’s annual growth rate was nearly double that 

from the similar period that preceded. By 1990, the fi nancial- services sector 

represented about 6 percent of GDP, and by 2006 it had grown to an all- time 

high of 8.3 percent of GDP.39 Over the course of the FASB’s fi rst thirty- four 

years, fi nance came to represent a signifi cant part of the U.S. economy. Thus 

one plausible explanation for the main takeaway from this chapter is that the 

selection process for FASB members has come under the infl uence of special 

interests from fi nance that have progressively become more powerful with 

the fi nancialization of the U.S. economy.

It is diffi cult to verify this explanation through statistical tests because the 

selection of FASB members is a relatively opaque process managed by the 

trustees of the FASB’s governing board, the Financial Accounting Founda-

tion (FAF), and infl uenced by the SEC.40 For example, as of 2013, the FAF’s 

public descriptions on its website of its roles and responsibilities include little 

detail on the process underlying the appointment of FASB members. In ad-

dition, there have been important changes to the composition of the FASB 

over time that have been effected without much public consideration. For 

example, in 2008, the FASB’s membership was reduced to fi ve members from 

seven members “to enhance the [FASB’s] effi ciency, effectiveness, and inde-

pendence.”41 Then in 2010, the FASB’s membership was restored to seven 

members to address “the unprecedented challenges facing the American cap-

ital markets in the months and years ahead.”42 Similarly, the FAF has from 

time to time emphasized the need for representing various constituencies on 

the FASB; however, such structural changes have been governed by ad hoc 

criteria, and there is no general conceptual understanding of the FASB’s com-

position. Thus it is plausible that as the fi nancial sector has grown, the FAF 

may have come to view the sector as a core constituent of the FASB whose 

interests need to be advanced, including by inducting more members from 

this sector to the FASB.43

In this narrative on the political evolution of fair- value accounting, it is 

also important to consider the role of the SEC. The FASB receives its mandate 

to determine U.S. GAAP accounting rules from the SEC and— as seen from 

the discussion in chapter 3 of the evolution of M&A accounting rules in SFAS 

141 and 142— the SEC has an important role to play in the rule- making pro-
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cess. Indeed, the growth of fair- value accounting would not have been pos-

sible without the support (both implicit and explicit) of the SEC. As noted 

earlier, the SEC was from its inception through the 1970s strongly opposed to 

fair- value rules, perhaps a relic of the bad experiences with fair values in the 

crash of 1929. But as the memory of those experiences faded, so too did the 

SEC’s mistrust of fair- value accounting, particularly when applied to fi nancial 

instruments. Starting in the 1970s, the SEC’s accounting leadership gradually 

began to express a new openness to fair- value accounting— the notion was 

no longer anathema.44 By the early 1990s, two key offi ces at the SEC— those of 

chairman and chief accountant— were occupied by individuals enthusiastic 

for fair- value accounting.45 And since the early 1990s, the SEC has remained 

generally sympathetic to the use of fair values for fi nancial instruments.46 Of 

course, the SEC’s own openness to fair- value accounting is likely to be driven 

at least in part by changing political dynamics, including the rising infl uence 

of the fi nancial- services industry in the political process. The SEC is, after all, 

beholden to Congress for its budget and oversight, and the interests of the 

fi nancial- services industry are well represented in Congress.47

The proposition that interests of the fi nancial- services sector have shaped 

important changes in GAAP around fair- value accounting does not rule out 

the potential for “ideology” also manifesting in the accounting rule- making 

process. As noted earlier, the fi nancial- services sector likely enjoys both a 

commercial interest in and an ideological preference for fair- value account-

ing (the latter due to the sector’s use of fair values in day- to- day operations). 

Moreover, the chapter’s core result— that background characteristics of in-

dividual FASB members explain, in part, the nature of accounting rules they 

propose— is consistent with a role for regulatory ideology in GAAP rule- 

making. Along these lines, a recent long- run study of dissenting votes by 

FASB members on GAAP rules found a decrease in such dissents over time, 

particularly on votes concerning fair- value proposals. This result is consis-

tent with greater “ideological homogenization” of the FASB around fair- value 

accounting.48

To this point, I conducted an analysis of the fi ve academics who have 

served on the FASB over the thirty- four years studied in this chapter. (For 

this analysis, an “academic” is defi ned as an individual appointed from a 

professorial position at a university.) During most of this period, there has 

been one academic at a time serving on the FASB. Over the sample period, 

the voting positions of these academics on GAAP rules that increase the use 

of fair- value accounting have tended toward support of those rules. The fi rst 

academic to serve on the FASB (from 1973 to 1985) voted on seven fair- value- 

increasing GAAP rules during his tenure, assenting to four and dissenting on 
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three.49 Two of those three dissents were driven by his disapproval of fair- 

value use. Remarkably, these two dissents marked the only times an academic 

serving on the FASB has disapproved of fair- value use in votes on GAAP 

rules. Each of the four academics to have since served on the FASB (through 

the end of 2006) either has assented to the fair- value- increasing GAAP rules 

or has dissented to such rules because the academic believed the rules did not 

go far enough in embracing fair values.

This near- complete embrace of fair- value accounting among academics 

serving on the FASB is especially noteworthy given that fair- value account-

ing, particularly in the absence of liquid market prices, is not universally 

embraced in the academic literature. Indeed, as the discussion in chapter 2 

suggests, an economics- based approach to accounting rules, which is not 

uncommon in accounting academia, raises serious concerns with fair- value 

accounting in certain cases. The voting pattern of academics serving on the 

FASB suggests that these members have been drawn not to represent the cross 

section of scholarly arguments in accounting academia but rather to rein-

force the shift toward fair- value accounting.

Together, the data suggest that the rise of fair- value accounting can be at-

tributed to demands of the increasingly signifi cant fi nancial- services industry 

and that this rise has been reinforced conceptually by select academics who 

are ideologically predisposed to the use of fair values in fi nancial reporting. 

And although one would expect the Big N auditors to be concerned about 

this growth in fair values (particularly, fair values that are unverifi able) and 

therefore to resist that growth, the data from the previous chapter suggest 

that these auditors have not opposed fair value’s rise. This is partly because the 

auditors’ liability under such rules may be limited in several circumstances.

Thus one narrative on the rise of fair- value accounting is as follows. The 

fi nancial- services sector— empowered by its growing size and presence in 

the U.S. economy and driven by its own incentives and preferences to pro-

mote fair- value accounting— has both secured greater representation on 

the FASB and co- opted other FASB members ideologically predisposed to 

fair- value accounting to promulgate more such standards in GAAP. If true, 

the implication is a kind of ideology- enabled capture of the accounting rule- 

making process.50 This conception of “ideological capture” may be especially 

salient to understanding one of the most important developments in U.S. 

GAAP over the past twenty- fi ve years: fair- value accounting. Rather than as 

in the pure theory of capture, where the regulated (in this case, the fi nancial- 

services industry) simply control their regulators, the political process un-

derlying fair- value accounting can be more appropriately described as one 

where the relevant special- interest group allied with (seemingly) indepen-
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dent third- party experts (in this case, auditors and academics) to gradually 

advance their agenda. These independent experts appear to have provided 

the technical and conceptual arguments (or ideologies) that have facilitated 

the rise of fair- value accounting.

In fact, the changes to the FASB’s conceptual framework (described in 

chapter 2)— in particular, the reduced emphasis on “reliability” in the new 

conceptual framework— can be viewed in the context of this narrative of 

ideological capture on fair- value accounting. As discussed in chapter 2, fair- 

value accounting, especially in cases involving assets with nonliquid markets, 

is diffi cult to reconcile with “verifi ability,” which was a key component of 

“reliability” in the FASB’s original conceptual framework. As the proportion 

of fair- value rules in GAAP grew, the FASB itself acknowledged the tension 

this growth posed to “reliability” in the original conceptual framework.51 The 

issue was resolved by the new conceptual framework, which replaced “reli-

ability” with “representational faithfulness.” If capture theory alone could 

describe the political process underlying the growth of fair- value accounting, 

this signifi cant change in the conceptual framework would not have been 

necessary. That the conceptual framework was revised alongside the growth 

of fair- value accounting suggests that this framework (and ideologies therein) 

play a meaningful role in the political process at the FASB.

This narrative of the growth of fair- value accounting suggests that the 

political process in accounting is not so simple that special interests— even 

powerful ones such as fi nancial- services industry— can get whatever it is 

they want just by lobbying for it. Rather, to secure their preferences, it ap-

pears that special interests must co- opt allies and present their arguments in 

ways that are consistent with acceptable ideologies. Thus the nature of cap-

ture in accounting rule- making is perhaps more appropriately described as 

requiring an element of ideological grounding—  ostensibly that of the con-

ceptual framework— even if that grounding can itself be gradually changed 

over time.



6

Local Interests in Global Games: 

The Cases of China and India

The evidence in the chapters thus far pertains predominantly to accounting’s 

political process in the United States. Indeed, the major thrust of this book is 

an evaluation of the rule- making infrastructure that surrounds the FASB. But 

accounting rule- making is a worldwide phenomenon and, moreover, like the 

business world in general, it has been globalizing. In fact, one of the most 

important developments in fi nancial regulation over the last fi fteen years 

has been the establishment of the International Accounting Standards Board 

(IASB) and the growing acceptance across numerous jurisdictions of the stan-

dards it promulgates, International Financial Reporting Standards (IFRS).1

In this chapter, I present some international evidence on the political 

process in accounting rule- making. The objective is to show that the case of 

the United States, on which I have focused thus far, is not unique. Indeed, 

special- interest groups appear to play an important role in determining the 

nature of accounting rules in other jurisdictions as well.2 Here I focus on two 

countries: China and India. The case of China illustrates the role of especially 

powerful local special interests in determining the global accounting rules 

that are promulgated by the IASB. The case of India illustrates what happens 

when local special interests lack such global reach— in such situations, local 

accounting rules tend to develop limited exceptions to the global standards. 

Both cases are rooted in the globalization of accounting rule- making through 

the development and proliferation of IFRS. Thus I begin this chapter with a 

brief introduction to the IASB and IFRS.

Since the IASB was formed in 2001, more than one hundred countries, 

including several of the world’s major economies, either have adopted IFRS, 

or have initiated an IFRS harmonization program, or have in place some na-

tional strategy to respond to IFRS. The rapid growth of IFRS is an ironic twist 
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to accounting’s staid reputation in popular culture. Particularly when com-

pared with other related business areas such as product quality standards, 

occupational safety standards, environmental standards, securities law, and 

immigration reform, accounting has been at the forefront of globalization.

The IASB was established in 2001 as an international equivalent to the 

FASB.3 The organizational architecture and the due process of the IASB— 

for example, the independence of board members, their accountability to 

a private foundation, the procedures through which new accounting rules 

would be created— closely paralleled those of the FASB. Indeed, from the 

very beginning, the IASB was structured to make U.S. adoption of IFRS pal-

atable to regulators, investors, auditors, bankers, and industrial companies in 

America.4 In fact, as noted earlier in chapter 2, following the developments 

in U.S. GAAP over the 1990s, the nascent IASB adopted fair- value account-

ing as an important element of its rule- making agenda. And throughout the 

fi rst decade of its existence, the IASB maintained a close working relationship 

with the FASB, and American interests enjoyed substantial infl uence in IASB 

matters.5

An episode to this latter point occurred early in the history of the IASB, 

in 2001, when the fl edgling new body was seeking funding for its ambitious 

agenda. The then chairman of the board of trustees overseeing the IASB, Paul 

Volker (who had previously led the U.S. Federal Reserve System), had ap-

proached Kenneth Lay, the chairman of Enron, for a donation to the IASB 

fund corpus.6 The request was not unreasonable given that Enron was at the 

time one of the largest and most admired companies in the world. The request 

must have made its way to Enron’s chief accounting offi cer, Rick Causey, who 

in turn directed Enron’s auditor, Arthur Andersen, to handle the details— 

Arthur Andersen, as one of the Big Five audit fi rms, was an important player 

in worldwide accounting rule- making issues. David Duncan, the lead An-

dersen partner on the Enron account, took charge of Mr. Causey’s request. 

Writing to his Andersen colleagues on February 23, 2001, shortly before both 

his client fi rm and his own fi rm would unravel, Mr. Duncan was blunt about 

what Enron expected in return for a donation to the IASB: “While I think 

that Rick [Causey] is inclined to do this given Enron’s desire to increase their 

exposure and infl uence in rule- making broadly, he is interested in knowing 

whether these types of commitments will add any formal or informal access 

to this process (i.e., would these types of commitments present opportunities 

to meet with the trustees of these groups or other benefi ts).”7

Mr. Duncan’s candid note, which was revealed in a subsequent U.S. Sen-

ate investigation of the Enron collapse, is a perhaps an extreme character-

ization of the role of self- interest in lobbying. Nevertheless, the note does 
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provide a cautionary reminder of the sharp incentives at play in the political 

process underlying accounting rule- making at both the FASB and the IASB.

While U.S.- based interests have played an important role in shaping the 

nature of IFRS, they were not the only force behind the establishment and 

initial development of the IASB. The European Union (EU) is arguably more 

central to the IASB’s story.8 By the late 1990s, the European Commission (EC) 

was becoming increasingly serious about a single set of accounting rules for 

its “common market.” At the same time, the EC saw an opportunity to play 

an important role in the worldwide harmonization of accounting rules and 

thus avoid U.S. dominance of this process.9 In 2000, the EC designated the as- 

yet- unborn IASB its de facto accounting rule- maker. Not surprisingly, when 

the IASB was established, it was decided to physically locate board members 

and their staff within the EU, in London. Also, the IASB’s fi rst chairman was 

Britain’s then- chief accounting rule- maker, David Tweedie. In 2002, the Eu-

ropean Parliament required all EU- listed companies to report under IFRS 

effective 2005.10,11

Just as EU interests were central to the IASB’s foundation, these interests 

continued to shape the IASB’s development through its fi rst decade. A pal-

pable example of the EU’s centrality to the IASB came during the Financial 

Crisis of 2008. The issue at hand was the extant international rules on mea-

surement, recognition, and disclosure of fi nancial instruments. The rules did 

not provide companies the fl exibility to reclassify fi nancial instruments that 

were being recorded on a fair- value basis to a historical- cost basis. This situa-

tion put several major European banks in a tenuous position at the height of 

the fi nancial crisis when the fair values of many asset classes were depressed. 

These banks argued that they expected to hold several of the assets being 

recorded at fair values— including mortgage- based assets— for very long pe-

riods. So, the banks reasoned, transitory depressions in fair values should not 

affect their balance sheets. The banks thus sought a reclassifi cation of these 

assets to a cost basis.12

The timing of the banks’ demand seemed opportunistic: the banks had 

recognized fair- value gains as the asset prices were rising but were objecting 

to fair- value losses as asset prices fell. But the European banks could point to 

a similar reclassifi cation that had just been afforded to their U.S. counterparts 

by the FASB.13 Arguing for a “level playing fi eld” with the Americans, the EC’s 

Economic and Financial Affairs Council, under pressure from major players 

in the European banking industry, called on the IASB on October 7, 2008, to 

address the issue.14 On October 8, the EC president threatened legislation to 

create a European carve- out from IFRS on reclassifi cation, a move that could 

have subverted the IASB’s legitimacy in the midst of the fi nancial crisis. On 
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October 13, the IASB rushed through amendments that gave the banks the 

ability to reclassify previously fair- valued assets to a historical- cost basis, a 

decision backdated to July 1 of that year.15,16

While the EC’s infl uence over the IASB in this matter was not unequivo-

cal, it is pertinent to note that the IASB— at some damage to its own emerg-

ing reputation for due process— hurriedly caved to the EC’s threat of sub-

verting IFRS on the subject.17 Evidence on the EU’s centrality to the IASB can 

also be seen in more formal statistical tests. For example, a study I conducted 

with Professor Ewa Sletten of Boston College on the diffusion of IFRS across 

nearly ninety jurisdictions worldwide found “network effects” in the deci-

sions of particularly smaller countries to adopt IFRS— that is, smaller coun-

tries were more likely to adopt IFRS because other countries were doing so. 

Importantly, the study found such “network effects being largely driven by” 

the embrace of IFRS among EU member states.18

Over the 2001– 10 period, countries have varied in the degree and tim-

ing of their commitment to IFRS. In this chapter, I discuss the evidence of 

special- interest politics in explaining some of this variation, particularly in 

the cases of China and India. In making this pointed tour of accounting 

rule- making incentives in these countries, it is important to acknowledge the 

substantial differences in the institutions and culture of their capital mar-

kets versus those in the United States. The differences are likely to shape the 

nature of accounting rules in these jurisdictions in important ways, so that 

the conceptually “correct” answer for U.S. GAAP is not always similar to that 

for the GAAPs of China and India. Put differently, there are a number of 

hypotheses for why, how, and to what extent countries converge with IFRS 

that have also been explored in the scholarly literature in accounting. These 

hypotheses include cultural differences, differences in corporate- governance 

environments, technological differences, and differences in countries’ natu-

ral resources.19 What is relevant to note here is that special- interest politics 

likely plays a role in countries’ IFRS adoption decisions even after controlling 

for these other factors. With that recognition, here I focus on two limited 

cases where special interests dilute core accounting principles in potentially 

costly ways.

One fi nal introductory note on the IASB, relevant to what follows in this 

chapter: Although the IASB was established with the view of eventual U.S. 

adoption of IFRS, more than a decade on, that situation has not come to pass. 

In 2013, an SEC staff report on U.S. adoption of IFRS effectively delayed in-

defi nitely any conclusive decision on the matter.20 The IASB’s long courtship 

of the FASB, it appears, will have to continue. The continued noncommittal 

stance of the United States to IFRS has irritated some of the core interests at 
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the IASB, including EU member states.21 The situation, together with the fall-

out of the 2008 Financial Crisis and the weaknesses it revealed in the Ameri-

can fi nancial system, has encouraged the IASB to look to the East, which is 

where I now turn.22

Global Politics: The Case of China

Through a series of liberalizing reforms starting in the late 1970s, the Chinese 

central government has transformed that country from a centrally planned 

agrarian economy into an export- driven industrial powerhouse. Between 

1978 and 2012, China grew by an average annual rate exceeding 12 percent.23 

By 2010, China had overtaken Japan to become the world’s second- largest 

economy. In March 2013, the Organisation for Economic Co-operation and 

Development was forecasting that China would overtake the United States to 

become the world’s largest economy by 2016.24 Chinese manufacturing ex-

ports were at the center of this spectacular growth. From 1978 through 2012, 

exports grew from under $10 billion to over $2 trillion. In 2009, China be-

came the world’s largest exporter, a record it has continued to hold since.25

While exports have played a central role in the thirty- fi ve- year story of 

China’s spectacular growth, China’s domestic capital markets have remained 

a relative sideshow. This is partly due to the fact that shareholding has a rela-

tively short history in modern China, having only reemerged in the mid- 

1980s as part of government efforts to create greater operating effi ciencies 

among state- controlled enterprises. In mid- 2009, China’s two major stock 

exchanges, located in Shanghai and Shenzhen, had a total market capitaliza-

tion of less than $3 trillion, only about 30 percent of the equivalent value at 

the New York Stock Exchange (NYSE). The number of listed companies and 

the monthly trading volume on the NYSE were 2,354 and $1.4 trillion, re-

spectively, in mid- 2009. The equivalent totals for the Shanghai and Shenzhen 

Stock Exchanges were 1,603 and $674 billion, respectively.26

Through the fi rst decade of the 2000s, large and visible Chinese companies 

preferred to list or to have a second listing on overseas stock markets, such 

as those in New York, or on the stock market in Hong Kong, which through 

its legacy as a British colony has a relatively well- developed capital- market 

infrastructure. In June 2009, the market capitalization of the sixty- fi ve main-

land Chinese fi rms listed on the NYSE was $1.1 trillion, or more than half the 

total market capitalization of China’s domestic stock exchanges.27 The ten 

largest of these alone— including Petrochina and China Mobile, with NYSE 

market capitalizations of $369 billion and $192 billion, respectively— had a 

total market value of over $965 billion.28



112 c h a p t e r  s i x

In part to address the defi ciencies of its domestic capital markets, China, 

in 2005, announced plans to converge its accounting standards with IFRS. 

There had been numerous studies tying concerns with China’s weak ac-

counting institutions and questionable corporate reporting to the stunted 

development of its capital markets.29 IFRS adoption was expected to improve 

accounting quality in China. In 2006, China introduced new accounting stan-

dards that, with a few important exceptions, were based on IFRS.30 By 2008, 

listed companies on China’s two major stock exchanges as well as most of 

the country’s largest state- controlled enterprises had already begun using the 

new standards. By 2011, all Chinese companies were expected to adopt them.

The capital- market benefi ts expected to accrue from IFRS adoption are a 

common theme behind most countries’ decisions to embrace the standards.31 

The remarkable pace of Chinese adoption of IFRS- based standards suggests, 

however, that China had additional motives when it accepted international 

accounting standards. One such motive, unique but critically important 

to export- driven China, is the country’s bedevilment in international anti-

dumping lawsuits, which I discuss below.

Much of China’s spectacular economic expansion to date has been driven 

by government and private spending on infrastructure and manufacturing 

facilities and, importantly, by rising exports. Beginning in 1992, economic 

liberalization accelerated and the country started integrating more fully into 

the global economy. In 2001, China was accepted into the World Trade Or-

ganization (WTO), a sign of its emergence from economic isolationism into 

one of the world’s foremost traders. Around this time, China became nota-

bly more dependent on imported inputs, particularly to meet its growing 

energy needs. Nevertheless, China enjoyed a persistent and growing trade 

surplus: by 2007 China exported over $1.3 trillion, or nearly 30 percent more 

than it imported.32 This led critics to question whether China conducted its 

trade fairly.

China’s overseas trade competitors increasingly resorted to litigation and 

other measures to counter what they saw as unfair trading advantages such 

as the “dumping” of Chinese manufactured products in their home markets. 

(“Dumping” occurs when merchandise is sold in a foreign market at less than 

its normal value, determined by the price of the merchandise in its home 

market or by the cost of production.) These antidumping lawsuits, usually 

brought by governments and other groups in destination markets, generally 

allege that a Chinese exporter is selling its products in the destination market 

at below cost (to establish a presence in that market). From 1995 to 2008, over 

20 percent of all antidumping measures worldwide were targeted at China.33

To contest an antidumping lawsuit, a defendant must show evidence of its 
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“true” costs. Such evidence is particularly diffi cult for Chinese manufactur-

ers to provide because, per China’s WTO accession protocols, the country is 

classifi ed as a “nonmarket economy”— as such, cost data from Chinese com-

panies is considered unreliable in international litigation.34 Under these cir-

cumstances, antidumping lawsuits may be adjudicated using cost data from 

“surrogate” manufacturers in another country: common surrogates are com-

panies from India, Indonesia, and even the United States,35 countries that are 

generally not as competitive vis- à- vis China in the worldwide manufacturing 

exports. As a result of these conventions, the success of Chinese manufactur-

ers in contesting antidumping lawsuits is unimpressive.36

However, China’s WTO accession protocol allows for exceptions to the 

surrogate rule in antidumping litigation if the litigated exporter can show 

that “market economy conditions” apply in manufacturing.37 As part of es-

tablishing market economy conditions, the litigated exporter is generally 

required to provide audited fi nancial statements prepared in line with “in-

ternational accounting standards,” which are understood to include IFRS.38 

Thus compliance with IFRS can provide a signifi cant advantage to Chinese 

exporters and, in turn, the Chinese economy. In fact, since China has ad-

opted IFRS- based standards, there have been several successful cases of Chi-

nese companies qualifying for market economy treatment on the basis of 

providing  internationally compliant fi nancials: in one case involving trans-

port equipment, the winning exporter was able to reduce import tariffs by 

nearly 40 percent.39,40

The considerable antidumping benefi ts from IFRS adoption that can ac-

crue to China’s export- driven economy suggest that harmonizing local ac-

counting standards with IFRS was a major priority for the country, in par-

ticular, its Ministry of Finance (MOF), which oversees accounting matters. 

The process of harmonizing local accounting rules in a country with IFRS 

usually involves creating numerous local carve- outs and exceptions to ac-

commodate domestic interests, as will be seen from the case on India that 

follows. But for IFRS as applied by Chinese manufacturers to carry weight in 

international litigation, it can only differ minimally from IFRS as issued by 

the IASB. In fact, the notable differences between the IASB’s IFRS and its Chi-

nese equivalent have created, in some circumstances, diffi culties for China’s 

exporters in antidumping litigation. For example, in a 2010 case involving a 

Chinese fi ne- paper manufacturer litigated in the EU, the EC ruled against the 

company despite it having demonstrated on paper “market economy condi-

tions,” including providing audited fi nancials in accordance with Chinese the 

version of IFRS. As part of its justifi cation for the ruling, the EC noted differ-

ences between the IASB’s and China’s versions of IFRS.41
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This particular feature of IFRS compliance resulted in the MOF’s harmo-

nization process with the IASB generating changes in the worldwide stan-

dards themselves. Put differently, instead of tailoring the local application of 

IFRS to its domestic interests, as many countries do and as China has done in 

some cases, the MOF in China was successful, in at least one major instance, 

in tailoring worldwide IFRS to satisfy Chinese interests. I describe this pro-

cess below.

When China signed on to IFRS harmonization in 2005, a key issue for 

the MOF in Beijing was the IFRS standards on disclosure of related- party 

transactions, particularly as they applied to state- controlled enterprises. The 

disclosure of related- party transactions is an elemental feature of accounting, 

central to maintaining the integrity of the “entity concept”— the fundamen-

tal idea in accounting that an enterprise’s fi nancials are its own. In fact, so 

basic is the entity concept to fi nancial reporting that it is usually discussed 

in the fi rst or second day of the required fi rst- year introductory accounting 

course at Harvard Business School (and, I expect, at most other institutions). 

If related- party transactions are unknown to users of fi nancial statements, 

those users will be unable to sensibly interpret even the most basic measures 

of performance. For example, without knowledge of related- party transac-

tions, users cannot rule out the possibility that a fi rm’s reported revenues and 

income were generated simply by transferring inventory to another fi rm in a 

non– arm’s length transaction. Thus in the absence of adequate related- party 

disclosures, the entire premise of fi nancial reporting can come apart.

Several of China’s largest companies are state controlled, and, as such, 

state- controlled enterprises are an important part of the country’s economy. 

In 2009, all thirty- four Chinese companies in the Global Fortune 500 list 

were state controlled, including Sinopec, China National Petroleum, State 

Grid, and the Industrial and Commercial Bank of China, the four Chinese 

companies that ranked among the Fortune 100.42 According to a strict in-

terpretation of the IASB standard on related- party transactions in existence 

during 2005 (called IAS 24), many state- controlled enterprises, due to their 

common government control, would have been considered “related parties” 

and accordingly subject to exhaustive related- party disclosure requirements.

The nature and extent of these disclosures were daunting for the state- 

controlled enterprises and therefore for the MOF. For a state- controlled 

company to disclose all its related- party transactions “would require thou-

sands of pages,” remarked one Chinese regulator.43 Prior to 2003, state- 

controlled entities were exempt from IAS 24’s related- party disclosure re-

quirements. That exemption was removed in a 2003 revision, which specifi ed 

that profi t- oriented state- controlled entities that use IFRS must disclose 
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transactions with other state- controlled entities. Most of the largest Chinese 

state- controlled enterprises qualifi ed as “profi t oriented.” The argument was 

that such profi t- oriented state- controlled entities were in practice operat-

ing as and competing with private (nongovernmental) companies and thus 

should be subject to the same capital- market rules. Thus pursuant to “market 

economy conditions,” profi t- oriented state- controlled entities had to meet 

the related- party disclosure requirements of IAS 24.

In 2006, even as the MOF and IASB announced plans to converge Chi-

nese accounting standards with IFRS, the two bodies began consultations 

on “clarifying” IAS 24 requirements for transactions between entities with 

signifi cant state control. The objective was to fi nd a way for Chinese state- 

controlled entities to report under IFRS rules without having to provide ex-

haustive related- party disclosures. For the Chinese state- controlled entities, 

such an accommodation was important because it would avoid costly (and 

potentially damaging) disclosures about their dealings with each other. For 

the IASB, the accommodation was a way to ease China’s accession to IFRS: 

bringing one of the world’s largest and fastest growing countries under the 

IFRS tent would be a major victory for the board, which had embraced the 

objective of proliferating IFRS as rapidly and as widely as possible. China’s 

embrace of IFRS was expected to provide momentum (“network benefi ts”) 

for other emerging markets and Asian economies to adopt IFRS. “There is 

going to be a chain reaction as a result of this,” predicted then IASB chairman 

Mr. Tweedie as China’s decision on IFRS was announced.44

In February 2007, the IASB released a draft of proposed amendments 

to IAS 24, which would exempt some state- controlled entities from related- 

party disclosures based, in part, on the independence of the entities’ boards 

of directors. The IASB offered a comment period limited to ninety days in the 

hopes that the amendment could be in place before the end of the 2007 fi nan-

cial year. But from October 2007 through January 2008, the IASB discussions 

became increasingly complicated. They ended, as the board later noted, “in a 

degree of confusion,” after the board determined that “in some jurisdictions, 

including China, the State often nominates one or more board members.” 

That meant, the IASB noted, “that the State would normally ‘participate in 

the operating and fi nancial decisions’ of state- controlled entities and thus 

[that the entities] would always fail the exemption criteria [for related- party 

disclosures].”45

In response to this development, from September to November 2008, 

the IASB formulated a new approach whereby related- party transactions of 

state- controlled entities would not need to be disclosed, but instead general 

disclosures about the types and extent of signifi cant transactions would be 
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required. In July 2009, the IASB tentatively approved changes to IAS 24 to 

be made effective January 1, 2011. This revised, formal version was fi nally 

issued in November 2009. It provides a worldwide “partial exemption for 

government- related entities” on disclosures normally required of related par-

ties.46 In announcing its decision, the IASB wrote:

The IASB has revised IAS 24 in response to concerns that the previous disclo-

sure requirements and the defi nition of a “related party” were too complex 

and diffi cult to apply in practice, especially in environments where govern-

ment control is pervasive. The revised standard addresses these concerns 

by .  .  . providing a partial exemption for government- related entities. Until 

now, if a government controlled, or signifi cantly infl uenced, an entity, the 

entity was required to disclose information about all transactions with other 

entities controlled, or signifi cantly infl uenced by the same government. The 

revised standard still requires disclosures that are important to users of fi -

nancial statements but eliminates requirements to disclose information that is 

costly to gather and of less value to users.47

Under the IASB’s revised version of IAS 24, state- controlled entities en-

joyed discretion to determine which related- party transactions were “costly 

to gather” or “of less value to users” and thus unnecessary to disclose. How 

they would use that discretion was beyond the scope and jurisdiction of the 

IASB. (See fi gure 6.1 for a timeline of the events leading up to the IASB’s 

modifi ed position on related- party disclosures.)

The narrative on IAS 24 and Chinese state- controlled entities is signifi cant 

for at least two reasons. First, the substantive impact of the IAS 24 change 

cannot be overstated. As noted earlier, the disclosure of related- party trans-

actions is a central principle in accounting. That a country with signifi cant 

state ownership of industry was able to redefi ne worldwide accounting stan-

dards on an issue that is so central to accounting is indicative of the power 

of special- interest politics even in international accounting rule- making. The 

compromise on IAS 24 that brought China into the IFRS fold also intro-

duced a potentially costly dilution of the integrity of the entity concept in 

accounting. Users of fi nancial statements now have less information about 

related- party transactions in state- controlled entities. On the one hand, this 

situation could save investors in such entities the costs of unnecessary volu-

minous related- party disclosures. But more worryingly, this situation could 

also enable state- controlled entities to mislead investors, customers, suppli-

ers, and competitors by overstating their profi tability or understating their 

losses, resulting in costly misallocation of resources in the world economy. 

In the extreme, the current related- party disclosure rules could incubate 

an Enron- like situation in a state- controlled entity. Enron was able to hide 
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 important truths about its performance through the use of fair- value- based 

income reporting, acquiring sound competitors along the way. Similarly, an 

unscrupulous state- controlled entity (motivated by a managerial proclivity 

toward empire building or by some sense of national pride) could overstate 

its profi tability, driving private (nongovernmental) competitors out of busi-

ness and creating a distortionary monopoly in its product market.

Second, the Chinese state- controlled entities’ role in the changes to IAS 24 

can be an indication of the role of special- interests more generally in de-

termining IFRS. Just as the experience of the FASB shows that a narrowly 

focused interest group can from time to time shape the nature of accounting 

rules in a self- serving manner, IFRS rule- making can become captured on 

certain issues by special- interest groups. Indeed, the episodes with Enron’s 

proposed donation to the IASB in 2001 and with the European banks’ op-

portunistic carve- out on fair- value accounting at the height of the 2008 Fi-

nancial Crisis, both described earlier, are consistent with this proposition. 

The incident with China and IAS 24 can also be a harbinger of a growing role 

for international power politics in IFRS standard setting. On this point, note 

that China’s strong central government allowed special interests within the 

country (i.e., state- controlled enterprises) to speak with one voice when ad-

vocating at the IASB. Special interests from other emerging- market countries 

such as India have been less successful in such international power politics, as 

the following section discusses.

Local Politics: The Case of India

This section describes a critical accounting challenge faced by Tata Steel, one 

of India’s largest and most respected companies, as it embarked on an ambi-

tious phase of globalization. The Tata Steel experience provides an example 

of the complexities that can emerge as business operations, accounting rules, 

and national economic policy globalize at different paces. The role of special- 

interest politics in resolving these disparities is particularly salient in this case 

study.

Tata Steel is one of India’s oldest, largest, and most visible conglomer-

ates. Its history, dating to the 1800s, is tied to the history of the industri-

alization of India itself, and, as such, the company and its parent, the Tata 

Group, enjoy high prestige in the subcontinent. Over the past twenty years, 

as the Indian economy has liberalized and opened itself up to international 

competition, the company has embraced a more global outlook. Its aggres-

sive globalization strategy has been driven partly by the need to maintain 

its competitive position at home. As part of this strategy, in 2007, Tata Steel 
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acquired U.K.- based Corus Steel for $12.1 billion, in what was then the largest 

overseas acquisition by an Indian company. The deal attracted considerable 

media attention for Tata both in India and abroad. The Corus deal catapulted 

Tata Steel from ranking as the world’s fi fty- sixth largest steelmaker to a place 

among the top ten.48

Tata Steel funded the Corus acquisition in part through loans totaling 

to the equivalent of $6.2 billion drawn by a European subsidiary. Tata Steel 

planned to service the debt through the cash fl ows of its European opera-

tions, including Corus’ sales to manufacturers in the EU, which transacted 

largely in euros.49 A key concern with the debt was the risk of fl uctuating 

foreign- currency exchange rates; prudent companies prefer to avoid situa-

tions where the revenues from investing borrowed capital and the interest 

payments on those borrowings are in different currencies. To hedge against 

this currency risk, Tata Steel denominated the bulk of the Corus debt in eu-

ros, a practice known as an “operational hedge.”50 In its fi scal- year 2008 an-

nual report, the company described the debt- funded deal and the operational 

hedge it proposed to use to protect cash fl ows from currency risk:

Despite very volatile credit markets globally, the company raised around U.S. 

$6.2 billion of term debt with an average life of around 5 years at very competi-

tive terms. This debt being nonrecourse in nature was determined based on 

the cash fl ow servicing capability of our European operations and will be ser-

viced by the Tata Steel U.K. (Corus) cash fl ows. The syndication of the above 

debt was completed during the year with more than 25 banks and institutions 

participating in the process . . . 

Tata Steel Netherlands, the entity in whose books the nonrecourse debt 

has been taken, was successful in encouraging a high proportion of investors 

to voluntarily convert their debt to euro via the re- denomination route. The 

majority of the balance debt was then swapped to euro from GBP so that for-

eign currency risk could be minimized. Tata Steel Netherlands also hedged the 

majority of its euro interest rate risk.51

However, Tata Steel’s consolidated fi nancials, prepared under a version 

of Indian Generally Accepted Accounting Principles (IGAAP) that was har-

monizing with IFRS, could not recognize the operational hedge. IGAAP, 

following IFRS, mandated that foreign currency loans be “translated” into 

an entity’s functional (home) currency for reporting purposes.52 Tata Steel’s 

functional currency is the Indian rupee.

Translation is the process of expressing amounts denominated in various 

currencies in terms of a single home currency by using the spot exchange 

rates between the relevant currencies on the reporting date. Translation is 

generally used to consolidate the fi nancial statements of an entity’s foreign 
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subsidiaries into a single set of parent fi nancial statements. Translation is also 

used in cases where an entity had direct foreign assets and liabilities— that 

is, the entity is not operating overseas via a subsidiary. Any change in ex-

change rates over a reporting period could lead to a translation gain or loss 

in the consolidated fi nancial statements. These gains or losses are reported 

either directly in the income statement or in a “foreign- currency translation” 

account on the balance sheet. Conceptually, translation allows fi nancial- 

statement users to obtain an all- inclusive picture of a company’s fi nancial 

position and performance. Additionally, translation provides equity inves-

tors whose claims are settled in the home currency a comprehensive under-

standing of the claims against their assets.

Pursuant to IGAAP, the Corus loan was expressed in Indian rupees in Tata 

Steel’s consolidated fi nancial statements starting 2008. With the onset of the 

fi nancial crisis in 2008 – 9 and the subsequent appreciation of the euro against 

the rupee, this accounting treatment led to the loan amount increasing by 

$630 million on Tata Steel’s balance sheet over that period. $630 million rep-

resented about 6.4 percent of Tata Steel’s net debt for the fi scal year ending 

2009 and about 64 percent of its net income. Koushik Chatterjee, chief fi nan-

cial offi cer for Tata Steel, summarized: “While the cash fl ow impact of cur-

rency movements is being protected by our [operational] hedging strategy, 

the income statement and balance sheet are open to the impact of currency 

translations, making these statements very volatile. Translation changes the 

capital structure, and it could, at times, make the company look more lever-

aged than it actually is, thus materially impacting the company’s ability to use 

the balance sheet for further fi nancing.”53 Companies facing this problem 

can purchase derivative securities that would nullify the fi nancial- reporting 

effect of foreign currency fl uctuations. But such derivative securities can be 

costly and they serve no real purpose— they only overcome the effect of the 

foreign- currency translation rule. Mr. Chatterjee explained, “Our view has 

been that we need to protect our [real] cash fl ow rather than only our fi nan-

cial reports from foreign currency risk.”54

The IFRS requirement to translate foreign liabilities into a reporting enti-

ty’s functional currency (usually, the home currency) is less troubling to U.S. 

and European companies that can effectively avoid the requirement by rais-

ing home- currency- denominated debt on world markets. It is also less trou-

bling to companies domiciled in jurisdictions with relatively fi xed exchange 

rates such as China and Hong Kong. But Tata Steel, as an Indian multi-

national, fi nds it diffi cult to raise rupee- denominated debt abroad because 

the Indian rupee, due to capital controls imposed by the Indian government, 
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is not freely available overseas and because the rupee remains a volatile, fl oat-

ing currency.

The translation requirement— and the volatility it induced in Tata Steel’s 

fi nancial statements— presented the company with diffi cult options. It could 

(1) switch the entire company’s functional currency to euros, a move that 

would expose the company’s Indian operations to currency fl uctuations; 

(2) ignore the translation impact and hope equity and debt investors did the 

same, but this approach did not address covenants that could be triggered by 

the impact of currency fl uctuations; (3) engage in relatively costly lobbying 

with the IASB to seek an exception to the translation rule for companies from 

countries such as India; or (4) lobby Indian standard setters to create an IFRS 

exception in IGAAP for situations such as this.

Mr. Chatterjee expounded, “What are the options an [Indian] multina-

tional can look at? We can look at changing our functional currency to euro, 

in which case our Indian business gets [exposed] in terms of euro . . . [so that] 

does not protect our balance sheet from a capital structure perspective,” he 

noted, ruling out option 1.55 Option 2 was unviable as well: “I [am] sure that 

there are many [Indian] companies [that] have to bear this volatility, which 

in turn is confusing to .  .  . an investor or a rating agency that is looking at 

what the underlying fundamentals of the company are about.”56 Considering 

option 3, he pointed out, “The translation issue will continue to be a chal-

lenge not only for Tata Steel, but also for any Indian corporate with global 

ambitions.” “[But negotiating with the IASB] requires country leadership in 

a more institutional form rather than one big group going and talking about 

it,” he noted.57 This left the company with option 4.

Through its 142- year history, the Tata Group has been at the forefront 

of developing industries in India, opening the country’s fi rst luxury hotel in 

1903, its fi rst private steel company in 1907, its fi rst airline in 1932, and its fi rst 

software fi rm in 1968. By 2009, it was India’s largest conglomerate, with rev-

enues of $70.8 billion, contributing over 5 percent of the country’s GDP.58 Its 

ninety- eight group companies, operating in more than eighty countries, em-

ployed 357,000 people. The group’s twenty- seven publicly listed companies 

had a combined market capitalization of about $60 billion, the highest among 

Indian business houses, and a shareholder base of 3.2 million individuals.59 

The group also received recognition for its focus on innovation: in 2010, Tata 

had been ranked seventeenth on Bloomberg BusinessWeek’s “50 Most Innova-

tive Companies” list.60 Additionally, political leaders in India had acknowl-

edged the group’s contribution toward nation building over the years. Jawa-

harlal Nehru, the fi rst prime minister of India, described the group’s fi rst 
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leader J. N. Tata as “one of the big founders of modern India.”61 Manmohan 

Singh, India’s prime minister from 2004 to 2014, described the group as “the 

unique temple of modern India,” crediting it for creating “wealth, employ-

ment, new capabilities and new possibilities” for all Indians.62

With this background, not surprisingly, Tata Steel had a history of leader-

ship in shaping corporate policy, including accounting policy, within India. 

To this effect, Mr. Chatterjee recalled an instance in the 1990s when IGAAP 

rules failed to refl ect what the company saw as the economic reality of a 

transaction. In that case, Tata Steel had successfully negotiated alternative 

reporting rules with Indian accounting rule- makers. Facing an increasingly 

global competitive landscape, Tata Steel, in the mid- 1990s, had decided to 

restructure. The restructuring plan envisioned nearly halving the company’s 

workforce. India had no social security system at the time, so Tata Steel, a 

company recognized for its responsible labor practices, devised a series of 

generous early retirement schemes. The schemes allowed employees to re-

ceive their base salary until original retirement age: the company saved on 

retirement benefi ts, pay increases, bonuses, and overtime, which amounted 

to about 50 percent of the total employee compensation. IGAAP rules at the 

time required that the entire severance amount (the present value of a retir-

ing employee’s future basic salary until retirement age) be written off in the 

quarter in which it was undertaken.

This accounting approach was consistent with the principle of conser-

vatism, which dictates that expected costs be recognized at once in fi nancial 

statements, although expected benefi ts are deferred until they are verifi able. 

Conservatism is a key element of the economic theory of fi nancial reporting. 

But the conservative approach to accounting for Tata Steel’s severance pack-

age would have resulted in a substantial hit to the company’s bottom line. The 

company saw this as distortionary because it expected to make the payments 

over an average of about twelve years. It preferred an approach that would 

“smooth” the hit to its earnings by recognizing only a part of the expense 

each year. Mr. Chatterjee recalled:

The accounting regulation required that all severance amounts had to be writ-

ten off . . . This would create a skew because the payment would happen over 

the next 15 years, whereas the liability and cost would be recognized at incep-

tion. We argued with the ASBI [Accounting Standards Board of India] that 

this rule would work in a company where only a minimum severance amount 

was paid. However, in India, [Tata] is actually replacing what a social security 

system would have done and therefore you need to allow us to amortize this 

over a longer period on a deferred basis. I calculated the average unexpired 
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service life at 12 years. The ASBI extended the amortization principle for fi ve 

years or the fi nancial year ending 2010, whichever was earlier.63

To Mr. Chatterjee, the compromise with the ASBI over early retirement 

accounting was an example of business successfully working with regulators 

to shape corporate accounting policy. Although the accounting treatment 

was not conservative and was inconsistent with basic accounting theory, Tata 

Steel was able to leverage its respectability in India to secure the treatment. 

The outcome put the company’s fi nancials in a better light. Given this experi-

ence, in the case of foreign currency translations related to the Corus acqui-

sition, option 4 — securing an IFRS exception in IGAAP— seemed reason-

able. Importantly, the company found support for this option from powerful 

technocratic allies. For example, as Tata Steel was dealing with the problem of 

foreign- currency translations, Y. H. Malegam, chairman of India’s National 

Advisory Committee on Accounting Standards and one of the country’s most 

respected names in accounting and auditing, made the case for the company: 

“If [a] U.S. [company] borrows money abroad, often it will denominate that 

borrowing in dollars, therefore eliminating the translation impact. However, 

if [an] India[n company] borrows money abroad they have to denominate 

it in sterling, [in] dollars, or in euros, leading to a translation impact and 

creating unnecessary volatility  .  .  . [An Indian] company [that] has dollar 

borrowings and dollar earnings can repay the loan from its dollar earnings; 

the exchange rate during the period of the loan is irrelevant,” he declared.64

So it was in 2009 that the relevant accounting authorities in India is-

sued an amendment to the IGAAP foreign- currency translation rule. The 

amendment— called “paragraph 46,” referring to its placement in the origi-

nal rule, Indian Accounting Standard No. 11. Paragraph 46— gave companies 

the option to capitalize any foreign- currency translation differences from 

certain long- term debt to a special reserve account with an especially wordy 

and abstruse name, the “Foreign Currency Monetary Item Translation Dif-

ference Account.” Companies were permitted to gradually amortize foreign- 

currency translation losses accumulated in this reserve account over the life 

of the underlying debt or March 31, 2011, whichever was earlier.65 The im-

pact of paragraph 46, given the substantial depreciation of the Indian rupee 

in 2009, was a substantial improvement in the income statements of Indian 

companies with foreign debt. As with the case of the revised accounting treat-

ment for severance expenses, the revised treatment in paragraph 46 was non-

conservative and contributed to a “smoothing” of earnings.

Paragraph 46 was unusual in at least two aspects. First, it established a 
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departure of IGAAP from IFRS even as the country was promising that it 

would adopt all IFRS rules within two years. (India subsequently twice de-

layed its IFRS adoption date and, as of January 2014, had not adopted IFRS.) 

Second, it was retrospective by over two years— specifi cally, it applied fully 

to all transactions arising after December 7, 2006. This latter provision was 

particularly benefi cial to Tata Steel since it meant that any debt arising from 

the Corus acquisition would qualify for paragraph 46 treatment. Not surpris-

ingly, Tata Steel elected to apply paragraph 46 in its fi nancial statements. The 

impact on its year 2009 income statement was an increase in profi t before 

taxes of about U.S. $180 million or about 11 percent of pretax income.66

Paragraph 46’s departure from conservative accounting principles— the 

rule effectively delays the income- statement recognition of certain foreign- 

currency translation losses— was not lost on certain critical minds. Writ-

ing in the local press, one accountant observed sarcastically, “One wonders 

whether accounting prescriptions . . . keep changing every year to address the 

reporting needs at the end of the year.”67

Paragraph 46, when originally issued, was intended to expire on March 31, 

2011. But accounting rules that delay the recognition of losses are often dif-

fi cult to reverse given the impact such a reversal would have on powerful 

corporate interests. As the March 2011 deadline approached, the Indian ac-

counting authorities announced that the rule would be in place for another 

year. Then, in December 2011, the authorities issued “paragraph 46A,” which 

effectively extended the rule’s life through 2020.68

Tata Steel’s efforts to shape accounting policy in India highlight the impact 

of special interests on accounting rules in a non- U.S. context. Indeed, there 

is some conceptual merit to Tata Steel’s argument that the translation rules 

uniquely hurt certain emerging- market- based multinational companies. But 

the earnings- smoothing solution that was obtained in this case, while benefi -

cial to Tata Steel and other companies in its position, is inconsistent with the 

core accounting principle of conservatism— it yields a distorted picture of fi -

nancial performance.69 Two wrongs do not make a right. The lesson from this 

case study is simple: the political forces that underlie the determination of 

accounting rules in the United States are likely to manifest in other market- 

capitalist jurisdictions as well.

I conclude this chapter with a brief coda on the Tata Steel– Corus deal. 

In May 2013, about six years after it acquired the British steelmaker, Tata 

Steel announced that it was taking a $1.6 billion goodwill impairment charge 

mostly related to the Corus deal. The Economist magazine, in reporting on 

the write- down, called the acquisition a “fi nancial disaster,” arguing that a 

write- off had been due for at least four years. The magazine argued that the 
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timing of the write- off was signifi cant: Ratan Tata, the group’s longtime chief 

executive, who had championed Corus as his “biggest deal” had recently 

stepped down. For the incoming chief executive, the magazine argued, this 

was a good time to address the accumulated fi nancial impact of an “under-

performing business.”70 The parallels of the Corus write- down’s timing to the 

evidence and discussion in chapter 3 on the timing of goodwill write- downs 

in the United States are germane.
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My Own Private Company Council: 

How a New Accounting Rule- Maker Is Born

On May 23, 2012, in their suite on the top fl oor of an inconspicuous offi ce 

building in a suburban offi ce park in Norwalk, Connecticut, the trustees of 

the Financial Accounting Foundation (FAF) approved the establishment of 

America’s fi rst major corporate accounting rule- maker with substantial in-

dependence from the FASB: the Private Company Council (PCC). The PCC 

is charged with producing GAAP accounting rules for private (i.e., unlisted) 

companies, which make up about one- half of U.S. gross domestic product.1

Until the creation of the PCC, GAAP in the United States for both public 

and private companies had been established by the FASB under the oversight 

of the trustees of the FAF. The creation of the PCC represented the culmina-

tion of more than three years of active lobbying of the FAF by advocates for 

a separate private- company accounting rule- maker. These advocates were a 

complex but powerful coalition of the U.S. Chamber of Commerce, execu-

tives from several large private companies, the American Institute of Certi-

fi ed Public Accountants (AICPA), and the smaller (i.e., non– Big Four) audit 

fi rms. The advocates argued that GAAP determined by the FASB was largely 

aimed at meeting the needs of publicly listed companies and their dispersed 

stockowners, emphasizing the need for “fairness” in disclosure as mandated 

by the SEC. They lobbied for a rule- maker fully independent of the FASB and 

vested with the authority to set accounting rules for private companies. They 

argued that private companies had different fi nancial reporting needs that 

could only be met by a separate body.

There was some opposition to the idea of the PCC as well— including 

from academia, elements of the Big Four audit fi rms, and some members 

of the FASB itself. These groups argued that there were no conceptual dif-

ferences between public and private company accounting and that the de-
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mand for a new, independent private- company rule- maker was focused on 

the wrong issues. The FASB was likely additionally concerned because the 

creation of the PCC would signifi cantly narrow its mandate. But the FASB 

was still reeling from charges that the fair- value rules it had put in place over 

the last few years had contributed in some way to the Financial Crisis of 2008 

(see chapter 5). In addition, the FASB had a relatively new chair after its pre-

vious head quit abruptly in part over these issues.2 So as with several other 

cases discussed in the previous chapters, the opponents to the PCC were not 

nearly as forceful, organized, and incented as the advocates for it, and the new 

private- company accounting rule- maker was brought into being.

The decision to create the PCC was not easy for the then- chairman of 

the FAF. John J. “Jack” Brennan had come to assume the top job in the na-

tion’s accounting rule- making infrastructure after a long career at the asset- 

management fi rm Vanguard. He described his role as “a fi duciary for the 

market system.”3

Brennan acknowledged the position of those lobbying for the establish-

ment of the PCC: “The cost to private companies from complexities in U.S. 

GAAP is the number one issue driving demand for a PCC. . . . My own sense 

is that there can be different disclosure standards [for private companies].”4 

But he worried that some of the PCC advocates, particularly those push-

ing for the PCC to be independent of the FASB, “wanted the brand value of 

GAAP without the burdens of compliance.”5 Mulling over the creation of the 

PCC, he wondered, “Is the integrity of U.S. GAAP being compromised?”6

Economic Arguments for Separate Private- Company GAAP

Publicly listed companies in the United States are required to prepare fi nan-

cial reports in accordance with U.S. GAAP. This requirement dates back to 

the Securities Acts of 1933 and 1934, which were passed in the wake of the 

stock market crash of 1929 and in the shadow of the Great Depression. A 

stated purpose for regulating the accounting standards of public companies 

is the safeguarding of the integrity of U.S. capital markets and the protection 

of investors— particularly small, unsophisticated investors— who might be 

misled by false profi ts and return metrics.7 Private companies, on the other 

hand, do not have a legal requirement to prepare fi nancials according to U.S. 

GAAP. Their adherence to GAAP is de facto, not de jure, often stemming 

from their need to have their fi nancials audited to secure bank or trade credit.

Three important trends had shaped the nature of U.S. GAAP in the years 

leading up to the FAF’s consideration of a PCC. First, as discussed earlier, the 

FASB had been increasingly incorporating fair- value methods for measur-



128 c h a p t e r  s e v e n

ing assets and liabilities in U.S. GAAP. Fair- value accounting requires pe-

riodic valuation estimates, which in many cases are provided by specialist 

appraisers, adding to the compliance costs of GAAP. Second, the account-

ing scandals of the early 2000s, such as those at Enron and WorldCom, had 

been followed by numerous new requirements— including those required 

by Congress in the Sarbanes- Oxley Act (SOX) of 2002— aimed at promoting 

increased disclosure and more comprehensive recognition of assets and li-

abilities in fi nancial statements. These changes to GAAP had resulted in what 

was sometimes described as an overload of “rules” that impaired the role for 

management judgment in the accounting process. Post- SOX, listed compa-

nies also faced increased regulatory and litigation risks over nondisclosure 

or misinformation in fi nancial reports. These risks had further contributed 

to the trend of increased disclosure and recognition in GAAP fi nancial state-

ments. Third, for more than a decade, the FASB had been engaged in a process 

to “converge” U.S. GAAP with International Financial Reporting Standards 

(IFRS). This convergence process, which was both technically challenging 

and politically charged, had resulted in U.S. GAAP being tugged in directions 

developed by the International Accounting Standards Board.

Together, the three trends described above had contributed to a phenom-

enon sometimes referred to as the increasing “complexity” of U.S. GAAP. 

Some experts argued that GAAP was “complex” because it codifi ed numer-

ous standards and requirements from a myriad of agencies serving multiple 

objectives, such as IFRS convergence, SOX compliance, and increasing stock- 

price valuation relevance. Others pointed out that GAAP complexity was the 

result of the increasing complexity of business practices: Advances in pro-

duction, information, and fi nancial technologies, together with the global-

ization of business relationships, meant that even small businesses deployed 

relatively sophisticated supply chains, compensation methods, and fi nancial 

instruments as part of a basic operating strategy to remain competitive. For 

example, while entering into interest- rate swap agreements or overseas sub-

contracting was uncommon among industrial companies in the early 1990s, 

by 2012 such practices were widely utilized. In this increasingly complex busi-

ness environment, if fi nancial statements were to continue to be useful in 

evaluating fi rm performance and risk, GAAP had to develop more complex 

procedures, the argument went.

Regardless of its source, complexity increases the cost of GAAP compli-

ance because it requires more accountants, auditors, and sophisticated con-

trols and information systems. By the time the proposal for a PCC was being 

considered at the FAF, the issue of GAAP complexity had become widely ac-

knowledged. In 2006, an SEC commissioner herself, Cynthia Glassman, said 
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mockingly: “The fi nancial reporting landscape is littered with pronounce-

ments from the FASB, the AICPA, EITF, the APB, the SEC and the PCAOB. 

We have pronouncements, rules, regulations, guidelines, bulletins, audit 

standards, interpretations and practice aids in the form of SOPs, FAQs, SABs, 

Q&As and FSPs. This has been going on for decades. The result is that today, 

U.S. GAAP is made up of over 2,000 pronouncements. That’s a lot of ABCs, 

even for a CEO or CFO with a CPA.”8

The costs of GAAP complexity are acutely felt among private companies, 

which argue that many requirements in GAAP— particularly those aimed 

at capital- market fairness and stock- price valuation— are irrelevant to their 

investors. Steve Feilmeier, the chief fi nancial offi cer of Koch Industries, one 

of the largest private companies in the United States, noted, “The elephant in 

the room is the SEC, who responds to clamoring from Congress . . . that they 

want more information in fi nancial disclosures.”9 Mark Bielstein, a partner at 

KPMG, agreed that complexity was a major concern among private compa-

nies. But he added that “complexity in accounting standards and disclosure 

requirements is a signifi cant issue for all companies, including private com-

panies, public companies, and not- for- profi t organizations.”10

Mr. Feilmeier also considered fair- value accounting and the related cost 

of compliance one of the most arduous and taxing requirements for private 

companies. “The value of all these new rules [on fair value accounting] is 

next to nothing,” he explained.11 “When banks are recording income because 

their debt is trading down, that makes no sense,” Feilmeier said, referring to 

recently adopted U.S. GAAP rules that allow banks to record their liabilities 

at fair value.12 “It’s hard enough to make sense of whether the accounting 

works; now we have to untangle the effects of fair value, now we have to hire 

lawyers and appraisers.”13 Feilmeier illustrated:

Georgia- Pacifi c, a Koch Industries subsidiary, acquired three OSB [oriented 

strand board] plants for about one- third of original construction cost shortly 

after the 2008 housing crisis. The previous owners had reportedly built the 

plants for in excess of $1 billion. Ernst & Young [Koch Industries’ auditor] 

said because you have a “bargain purchase,” you have to recognize the differ-

ence as “income.” But we were the only ones at the auction. Who is to say we 

didn’t overpay? Our accountants are making us show income that our bankers 

had to back out. We had to spend $200,000 on the appraisal! These types of 

standards are a waste of time and money for private companies. . . . Suppose 

I don’t want to use fair- value accounting in my acquisition, should that deny 

me [an unqualifi ed] audit opinion?14

Users of private- company fi nancial statements include equity owners and 

creditors. Both groups are usually sophisticated investors with access to in-
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sider information beyond what is reported in fi nancial statements. Speaking 

of his relationship with his bankers, Mr. Feilmeier observed, “They don’t care 

what your fair value is.  .  .  . They want to look you in the eye and get your 

private assessment of the facts.”15 Summarizing his thoughts on a separate 

GAAP for private companies, Feilmeier concluded, “It is not illogical to con-

clude that the needs of private companies’ users differ from those of public 

companies’ users.”16

The arguments around GAAP compliance costs for private companies 

resonate particularly with smaller companies. Most private companies are 

relatively small and therefore lack the fi nancial means to comply with the 

accounting, auditing, and control procedures necessitated by GAAP fi nancial 

reporting. As an illustration of the rising costs of compliance, some experts 

noted that following the passage of SOX, the United States experienced a re-

duction in companies going public. Between 1980 and 2000, the annual aver-

age number of initial public offerings was 311. That number dropped to 102 

for the period 2001– 11.17 Furthermore, one estimate following SOX revealed 

that 70 percent of small public companies considered reprivatizing, while 

77 percent of small foreign fi rms considered abandoning U.S. listings.18 In 

2008, the SEC reported that the cost of compliance stemming from certain 

control requirements in SOX averaged $2.3 million per company, a fi gure 

that weighed on smaller companies.19 Another study showed that some com-

panies, in an attempt to avoid SOX regulations, chose to “go dark,” or volun-

tarily delist from public exchanges.20

The compliance- costs arguments suggest that the differences in GAAP 

requirements between private and public companies are really differences in 

requirements between small and large companies. Mr. Bielstein of KPMG ex-

plained, “Many of the issues raised about [private- company] GAAP need to 

be addressed on a broader scale than just private companies.”21 Daryl Buck, 

a FASB board member with a private- company background, agreed: “There 

are some similarities between small public companies and small private com-

panies. On the same token there are similarities between very large and so-

phisticated private and public companies.”22 Leslie Seidman, chairman of the 

FASB, put it more succinctly: “We can solve this problem without creating a 

whole new GAAP for private companies.”23

Moreover, some defenders of extant FASB rules (e.g., some within the Big 

Four audit fi rms) argue that the compliance costs of U.S. GAAP represent 

the price of having high- quality fi nancial reporting. They argue that small 

companies concerned about GAAP complexity should explore alternative 

non- GAAP accounting bases. Mr. Bielstein of KPMG explained, “In some 

cases, private companies may not need GAAP fi nancial statements. In those 
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instances, their users might accept tax basis or cash basis fi nancial statements 

or fi nancial information on some other basis of accounting.”24

The Politics of Separate GAAP for Private Companies

Between 1971 and 2009, eleven reports commissioned by Congress and vari-

ous accounting bodies examined the fi nancial reporting issues of private and 

nonprofi t entities.25 In January 2007, responding to concerns that private- 

company interests were being sidelined at the FASB, the Board established 

the Private Company Financial Reporting Committee (PCFRC). This body 

was charged with providing the FASB ongoing support on issues of private- 

company interest.26 The PCFRC was composed of thirteen members: four 

users of private- company fi nancial statements (e.g., bank lenders and venture 

capitalists), four fi nancial executives from private companies, four practicing 

auditors, and a chairman who was a FASB employee. The PCFRC met four to 

fi ve times a year, and FASB board members attended meetings on a rotating 

basis.

In practice, the PCFRC had a limited impact on GAAP. Recommenda-

tions made by the PCFRC were nonbinding and subject to FASB approval.27 

The FASB and PCFRC did not develop and agree on a common framework 

for considering private- company exceptions and modifi cations to GAAP.28 

The president and chief executive of FAF, Terri Polley, conjectured that the 

limited impact of the PCFRC on standard setting might have been the result 

of a view widely held within the FASB that there were no conceptual differ-

ences between private and public companies that justifi ed signifi cantly dif-

ferent accounting rules.29 That “combined with the growing complexity of 

[FASB] standards led to a lot of frustration [among private companies],” she 

added.30 “Not to mention you had an economy that was going downhill fast, 

putting additional pressure on companies’ resources,” she noted, referring to 

the macroeconomic situation in 2009.31

In December 2009, under pressure from the AICPA and the U.S. Cham-

ber of Commerce, which had begun to champion the interests of private 

companies on this issue, the FAF convened a “blue ribbon panel” (BRP) to 

make a recommendation on accounting standard setting for private compa-

nies. Earlier that year, also at the AICPA’s and chamber’s behest, the FAF had 

undertaken a nationwide “listening tour,” where it was exposed to demands 

for a separate private- company accounting body.32

The AICPA, which traditionally represented the smaller audit fi rms, had 

a strong interest in the issue because most private companies were audited 

by small auditors.33 Moreover, until the passage of SOX, the AICPA was also 
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responsible for the development of the nation’s standards for auditing. SOX 

created a new agency, the Public Company Accounting Oversight Board 

(PCAOB), that assumed responsibility for auditing standards for public 

companies, leaving the AICPA in charge of only private- company auditing 

standards. A separate private- company accounting rule- maker would give 

the AICPA the opportunity to extend its impact.

Terri Polley of the FAF commented on the AICPA’s role in the establishment 

of the BRP: “The leadership of the AICPA pushed very hard on this. Their mes-

sage to [FAF chair] Jack [Brennan] and me was that something had to be done 

about private companies. They wanted to set up a blue ribbon panel and they 

wanted the outcome to be a separate standard- setting body. They clearly had a 

specifi c end goal in mind. The AICPA was conducting a public campaign about 

the need for a BRP and a separate standard setter for private companies.”34 Pol-

ley added, “We [had] heard concerns [about private- company standard set-

ting] during our listening tour, through our meetings with advisory groups, 

etc. As a result of those concerns, the FAF and FASB had started to make some 

signifi cant improvements to engage with private- company stakeholders. But 

we hadn’t been very effective in communicating those changes; we didn’t have 

the access to stakeholders the way the AICPA’s [public relations] capabilities 

could send a message to 300,000 accountants. So, we were losing ground even 

as we were taking steps to address the problem.”35

Barry Melancon, the president of the AICPA, was clear about his priorities: 

“For the past thirty- plus years FAF and FASB have been infl uenced by the de-

mands of public companies. For much of recent history, FASB members have 

overwhelmingly come from public companies. However, public companies 

constitute less than half the economy.”36 He argued that FASB standard set-

ting was biased to public company issues and demanded structural reforms.37

In addition to the AICPA, the FAF invited the National Association of 

State Boards of Accountancy (NASBA) to assume the role of cosponsor of 

the BRP.38 NASBA is a confederation of the nation’s state accounting boards, 

which has the authority to charter, accredit, supervise, and discipline accoun-

tants and auditors. NASBA serves as a forum for standardizing procedures 

across the various state accounting regulators. Hitherto, NASBA had been 

relatively inactive in accounting standards issues, so its inclusion by the FAF 

as a BRP sponsor was likely a maneuver to balance the AICPA’s ambitions.

Among the members of the BRP were Mr. Feilmeier of Koch, Mr. Mel-

ancon of the AICPA, Ms. Polley of the FAF, and Billy Atkinson, chair of the 

NASBA. (See table 7.1 for a full list of BRP members and their professional 

affi liations.)

In January 2011, the BRP, citing GAAP standards that did not adequately 
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address the needs of private companies, issued the following recommenda-

tion: “The BRP recommends a U.S. GAAP model with exceptions and modi-

fi cations for private companies, with process enhancements. A supermajor-

ity of BRP members further recommends that a separate private company 

standard- setting board under the FAF be established to ensure that those en-

hancements are made and result in appropriate and suffi cient exceptions and 

modifi cations for private companies.”39

There was a lone dissent on the BRP. The dissent came from the panel’s 

only research professor, Teri Yohn of Indiana University:

There has  .  .  . been no compelling evidence or framework presented to the 

Panel to suggest that the objectives of fi nancial reporting differ between pri-

vate companies and public companies. The Panel has merely been presented 

with a list of standards that accountants associated with private companies do 

not fi nd desirable. . . . 

tab l e  7 . 1 .  List of BRP members and their professional affi liations

Name Professional affi liation

Rick Anderson (chair) Chairman and CEO, Mass Adams, LLP

Billy Atkinson Chairman, National Association of State Boards of Accountancy

Daryl Buck* Senior vice president and CFO, Reasor’s Holding Company, Inc.

Steve Feilmeier CFO, Koch Industries

Hubert Glover President and cofounder, REDE, Inc.

David Hirschmann President and CEO, Center for Capital Markets Competitiveness, U.S. 

 Chamber of Commerce

William Knese Vice president, fi nance and administration, Angus Industries

Kewsong Lee Managing director, Warburg Pincus

Paul Limbert President and CEO, WesBanco, Inc.

Krista McMasters CEO, Clifton Gunderson

Barry Melancon President and CEO, American Institute of Certifi ed Public Accountants

Jason Mendelson Managing director and cofounder, Foundry Group

Michael Menzies President and CEO, Easton Bank and Trust Company

David Morgan Co- managing partner, Lattimore, Black, Morgan, and Cain, PC

Terri Polley** President and CEO, Financial Accounting Foundation

Dev Strischek Senior vice president and senior credit policy offi cer, corporate risk 

 management, SunTrust Banks, Inc.

Mark Vonnahme Clinical professor, University of Illinois

Teri Yohn Associate professor, Indiana University

* Mr. Buck resigned from the BRP prior to the vote on its fi nal report because he was appointed to the 

FASB.

** Nonvoting member.

Source: Adapted from American Institute of Certifi ed Public Accountants, Report to the Board of Trustees 

of the Financial Accounting Foundation, Blue Ribbon Panel on Standard Setting for Private Companies, 

January 2011, accessed April 2012, http://www.aicpa.org/interestareas/frc/accountingfi nancialreporting/

pcfr/downloadabledocuments/blue_ribbon_panel_report.pdf.
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Proponents of differential standards for private companies focus on the 

costs and benefi ts of applying standards from the company’s perspective. The 

proponents have considered only the cost of providing fi nancial informa-

tion and having the information audited. This is a narrow view of the costs 

and benefi ts associated with fi nancial reporting. It is important to note that 

not providing relevant information to fi nancial statement users can also be 

costly. . . . 

Proponents of differential standards for private companies raise a con-

cern over the number of qualifi ed opinions that have been issued for private 

companies. However, given that there is no regulatory requirement to fi le au-

dited fi nancial statements for most private companies, these companies can 

choose to not prepare fi nancial statements under U.S. GAAP if it is not ben-

efi cial. . . . There is no reason to modify the standards so that companies can 

get unqualifi ed opinions. This is like writing an exam so that every student 

gets 100 percent.40

This dissent notwithstanding, the overwhelming support on the BRP for 

a separate private- company accounting body left the FAF with limited op-

tions. It could accept the BRP’s recommendations to create an autonomous 

and authoritative rule- making board for private companies, or it could try 

to fi nd a middle ground, such as a new body that worked within the FASB’s 

infrastructure to determine which GAAP principles could be modifi ed or ex-

empted for private companies. Despite Professor Yohn’s dissent, the option to 

continue with the status quo, where the FASB remained the primary body to 

determine all GAAP, seemed off the table.

While the FAF considered the BRP recommendations, the AICPA initiated 

a public campaign for the FAF to adopt those recommendations, particularly 

the creation of a separate private- company standard- setting board. The cam-

paign utilized the AICPA’s vast membership network of hundreds of thou-

sands of accountants and auditors, and the FAF was inundated with more 

than ten thousand letters supporting the AICPA’s position (the overwhelm-

ing majority of these letters were “form letters” in which members affi xed 

their personal details to a template provided by the AICPA).41 Mr. Melan-

con was unambiguous about his position: “The issues for private companies 

should not be resolved within the framework of the FASB.”42 He pointed out 

that state and local governments had their own accounting standard setter 

within the FAF, the Governmental Accounting Standards Board (GASB), so 

a separate body for private- company GAAP was not unprecedented: “Why 

should governments have the GASB? Why not let the FASB do government 

accounting standards? We don’t have FASB do government accounting and 
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we have GASB because of special needs. Similarly, why not let private compa-

nies have their own standard setter?”43

In the meantime, to clarify its position, the FAF held a series of private 

meetings with small public accounting fi rms, preparers and users of private- 

company fi nancial statements, and a group of academics who had done re-

search on private- company issues, but the FAF was criticized for the private 

nature of the meetings.44

In October 2011, the FAF issued a request for comment on a proposal to 

establish a Private Company Standards Improvement Council (later short-

ened to Private Company Council; see fi gure 7.1 for a timeline of events in 

the creation of the PCC). The FAF proposal differed from the BRP report in 

that it did not embrace the idea of the PCC being an independent body un-

der the FAF, equal to the FASB; instead, the PCC would work with the FASB 

and have its decisions subject to FASB approval. As envisioned by the FAF, 

the proposed PCC would serve two functions: (1) to recommend suggested 

modifi cations and exceptions in GAAP to the FASB for ratifi cation and (2) to 

act as the FASB’s primary advisory body on private- company issues. The PCC 

would consist of a chairperson, a FASB member appointed by the FAF with 

substantial private- company professional experience, and eleven to fi fteen 

other members.45 Members would serve an initial three- year term, staggered 

to ensure continuity, and be eligible for two one- year extensions. The group 

would meet four to six times per year. The PCC would rely on the FASB’s full- 

time staff and fi nancial resources to conduct its research. The PCC would 

report to the FAF trustees through a special review committee. Reporting 

would include occasional in- person reports and quarterly written reports.46

The AICPA was unsupportive of the FAF’s proposal. Mr. Melancon criti-

cized what he saw as the excessive infl uence of the largest audit fi rms at the 

FASB: “Not everyone in the largest fi rms understands the mom and pop ac-

counting issues [of private companies].”47 He sought to limit their presence 

on the PCC: “If we have to live with the PCC [as proposed by the FAF], then 

we need to make sure that it is interacting with small business and smaller 

audit fi rms.”48 Tom Quaadman, vice president of the U.S. Chamber of Com-

merce’s Center for Capital Markets Competitiveness, saw the FAF’s proposal 

as a victory for the traditionally powerful interests in GAAP standard set-

ting: “The Big Four, the SEC, and the FASB are all resistant to the idea [of a 

separate private- company standard setter]; hence we ended up with [the pro-

posal].”49 David Morgan, an accountant who served on the BRP and who had 

previously chaired the AICPA’s Private Companies Practice Section, saw little 

real reform in the FAF’s proposal: “The recent FAF proposal largely retains 
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the status quo, and the status quo is not working. It proposes to create a new 

Private Company Council, which really is just an enhancement of the exist-

ing Private Company Financial Reporting Committee, which has met with 

only limited success, having not seen its major recommendations approved 

by [the] FASB during its fi ve- year existence. There is no reason to think that 

the new council would fare any better.”50

Members of the Big Four largely supported the FAF’s October 2011 proposal. 

KPMG’s Mark Bielstein agreed with the proposal, noting that the proposed 

structure for the PCC was “a way to gain additional and more useful informa-

tion for [the] FASB from private company constituents.”51 A view within the 

Big Four was that something needed to be done to get the issues between the 

FASB and the AICPA resolved and that the FAF proposal helped achieve that 

resolution. A policy position released by PricewaterhouseCoopers noted, “We 

are sympathetic to concerns over complexity, cost and relevancy. And steps 

other than separate [private- company] standards can be taken.”52

For members of the FAF, the compromise of a PCC that worked within 

the FASB infrastructure was a way to contain the potential of a runaway PCC 

that developed a version of GAAP substantially different from that produced 

by the FASB. Defending the FAF’s proposal, Mr. Brennan of the FAF ap-

plauded the openness of the deliberations: “One of the criticisms of standard 

setters is that they listen but don’t hear. To me the creation of the PCC is 

a manifestation of listening and hearing.”53 Ms. Seidman, the FASB chair, 

agreed: “This process demonstrates our commitment to better serving the 

needs of all private company stakeholders . . . without sacrifi cing the quality 

and fundamental level of comparability that are the touchstones of the U.S. 

accounting system and U.S. capital markets.”54

Mr. Brennan, however, understood how some could be skeptical of the 

FAF’s proposed solution. “Ten years ago, there was a level of insularity in 

Norwalk,” he said, referring to charges that the FASB was unresponsive to 

opposition, particularly over fair- value accounting.55 He also acknowledged 

challenges in the process thus far; in particular, a lack of clarity in the ex-

pected outcomes of the BRP, whose proposal for a separate private- company 

standard setter, he felt, had polarized the issue. “Never delegate— even 

implicitly— the most important parts of your strategic plan,” he refl ected. 

“Own the issues that are most critical to your organization.”56

The FAF initiated a series of public meetings to solicit constituent in-

put on its October 2011 proposal. Four meetings were organized: in Atlanta, 

Georgia, in Fort Worth, Texas, in Palo Alto, California, and in Boston, Massa-

chusetts. Most of the attendees at the four meetings were somehow affi liated 

with private companies— as either private- company executives, investors, 
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auditors, or lawyers. Quickly, the FAF learned that pressure for a separate 

private- company accounting body ran deep. At the Atlanta meeting, partici-

pants emphasized their opposition to the FASB’s “ratifi cation” power over 

the PCC. At the Fort Worth meeting, participants complained about the lack 

of autonomy for the PCC under the FAF proposal. At the Palo Alto meeting, 

focus fell on the “disclosure overload” in GAAP affecting private companies. 

And at the Boston meeting, participants objected to the FAF proposal that a 

FASB member chair the PCC.57

Mr. Melancon of the AICPA continued his criticism of the FAF’s October 

2011 proposal: “The FASB system with SEC oversight does not allow changes 

that would benefi t private companies.”58 Raising concerns about the FAF’s pro-

posal to have the PCC’s chair be a FASB member, he said, “People on the PCC 

should be people who believe in private- company standards, not doubters.”59 

Mr. Melancon also cited a fi nancial confl ict of interest from having the FAF 

fund the PCC through fees collected from public companies: “When you have 

a standard- setting board paid for by public companies, how will you get pri-

vate company views addressed?”60 The funding issue was complicated by dif-

ferences between the FAF’s proposal and the AICPA’s view on the employment 

status of PCC members. The FAF envisioned the PCC members serving as part- 

time volunteers (as did members of other FASB groups, such as the Emerging 

Issues Task Force), a relatively low- cost arrangement. The AICPA’s preference 

was for the PCC to comprise a full- time chair and part- time paid professionals, 

with its own technical staff, an arrangement that was expected to cost several 

million dollars. Responding to the FAF’s observation that this latter structure 

would require a separate source of funding, as it could not be supported from 

fees assessed on public companies, Mr. Melancon asked rhetorically, “Can we 

please not have a discussion on what is the right accounting for half of the U.S. 

economy based on a question of funding of a few million dollars?”61

Mr. Morgan of the BRP and AICPA scoffed at the FAF’s proposal that PCC 

decisions be under FASB review: “[The] FASB would retain complete au-

thority over any recommendations to modify GAAP for private companies. 

In fact, all FASB members would participate in every PCC meeting; even its 

chair would be a FASB member. The dominance of [the] FASB over any deci-

sion made by the new PCC would mean that private- company constituents 

would lack suffi cient power in determining accounting standards relevant to 

private companies.”62 Mr. Quaadman of the Chamber of Commerce pushed 

for PCC independence: “How the FASB is represented in the PCC is a big 

issue. If the PCC is a wholly owned subsidiary of the FASB, it is going to fail. 

The PCC needs to be seen as the driver of private- company standards.”63

Experts close to the situation warned that the FAF risked losing its author-
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ity over GAAP if it misread constituent sentiments, noting that if the PCC 

didn’t have independence from the FASB, the larger interests among private 

companies could push for an outright takeover of private- company account-

ing from the FAF.

Discussion and Conclusion

The FAF’s fi nal decision on the PCC came in May 2012, just under three 

months after its last public hearing on the issue in Boston. The fi nal structure 

of the PCC differed in at least four important ways from the October 2011 

proposal. First, decisions by the PCC were no longer to be subject to “rati-

fi cation” by the FASB. Instead, the FASB would “endorse” PCC decisions— 

the endorsement was nonbinding. Second, the requirement that the PCC 

be chaired by a FASB member was dropped— the PCC would have its own 

non- FASB chairman. Third, the PCC would have its own dedicated, full- time 

research staff drawn from the ranks of FASB employees. Finally, the PCC 

would have effective independence on agenda- setting issues— although the 

FASB was provided with an input role on this matter, its reach was advisory. 

The FAF suggested that it would revisit the structure of the PCC after three 

years of operation to assess its performance.64

AICPA president Barry Melancon expressed satisfaction with the out-

come, saying that the FAF had “taken solid steps in the right direction” with 

this decision. He added, “We look forward to continuing to work together to 

effect meaningful changes in U.S. GAAP for private companies and the users 

of their fi nancial statements.”65

On September 19, 2012, the FAF announced the inaugural membership of 

the PCC. Billy Atkinson, a member of the BRP and the chairman of NASBA, 

was appointed the fi rst PCC chairman.66 (See table 7.2 for the initial list of 

PCC members and their professional affi liations.)

The potential implications for the macroeconomy of separate private- 

company accounting rules are substantial. For example, one of the fi rst de-

cisions of the PCC, announced in late 2013, was related to accounting for 

acquired goodwill (discussed extensively in chapter 3). The PCC provided 

private fi rms with an alternative to the FASB’s fair- value- based impairment- 

only approach to goodwill, fi rst introduced in SFAS 142. The PCC reversed 

the FASB’s decision in SFAS 142 by reintroducing the principle of goodwill 

amortization. Private companies were given the option of amortizing good-

will over a period not exceeding ten years.67 This reversal is particularly sa-

lient given the controversial political economy of SFAS 142 and the evidence 

on its misuse in the years since (see chapter 3).
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On the one hand, the PCC’s early decision to reintroduce goodwill amorti-

zation is promising for reasons relating to the defi ciencies of fair- value- based 

goodwill impairment. In this sense, the PCC could provide competition of 

sorts to the FASB (and vice versa), potentially limiting the impact of special- 

interest politics in GAAP. Indeed, the emergence of the PCC could be viewed 

as an institutional response, rooted in market forces, to potential capture of 

the FASB by certain special interests. An alternative scenario, however, is one 

where the PCC and the FASB continue to take different routes on fair- value 

issues and other accounting rules, each driven by the pressures of its respec-

tive special- interest constituencies— that is, the notion of separate private- 

company GAAP could be misused by a select few with the expertise and 

concentrated interests to do so, to create self- serving exceptions in the rules 

that determine performance of private companies. After all, if the process of 

establishing the PCC was itself largely outside the public eye, the process of 

determining accounting rules within the PCC is unlikely to be subject to the 

kinds of checks and balances we imagine of healthy political processes. With 

the bifurcation of the political process of determining accounting rules into 

private and public company rule- making, relevant special- interest groups 

tab l e  7 . 2 .  Initial list of PCC members and their professional affi liations

Name Professional affi liation Nominated to the PCC by

Billy Atkinson (chair) Chairman, National Association of 

State Boards of Accountancy

National Association of State Boards 

of Accountancy

George Beckwith Vice president and CFO, National 

Gypsum Company

Steve Brown Vice president, U.S. Bank American Bankers Association

Jeffery Bryan Partner, Professional Standards Group, 

Dixon Hughes Goodman LLP

Mark Ellis CFO, PetCareRx, Inc. American Institute of Certifi ed 

Public Accountants

Thomas Groskopf Director and owner, Barnes, Dennig & 

Company

Neville Grusd President, Merchant Financial 

Corporation

Carleton Olmanson Managing principal, GMB Mezzanine 

Capital

Diane Rubin Partner, Novogradac & Company LLP

Lawrence Weinstock Vice president, fi nance, Mana 

Products, Inc.

National Association of State Boards 

of Accountancy

Source: Adapted from Financial Accounting Foundation, “Financial Accounting Foundation Appoints 

Members to Newly Created Private Company Council,” press release, September 19, 2012, accessed 

December 2013, http://www.fasb.org/cs/ContentServer?c=FAFContent_C&pagename=Foundation/

FAFContent_C /FAFNewsPage&cid=1176160336308.
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may enjoy more concentrated infl uence and thus even greater opportunities 

to advance their private agendas.

In this case, the usefulness and comparability of fi nancial statements 

across private and public companies can become signifi cantly impaired. This, 

in turn, can have an impact on performance evaluation and capital allocation 

across private and public companies, with attendant real economic conse-

quences. As FAF chairman Jack Brennan remarked about the creation of the 

PCC, “What goes on in Norwalk affects every single American.”68

Despite these potentially signifi cant implications, much of the political 

process that determined the eventual shape of the PCC occurred outside the 

public eye, among fi nance and accounting specialists acting in the interests 

of the groups they represented. Mr. Brennan himself recognized the rela-

tive obscurity of the accounting standards establishment he headed: “When 

they called me twelve years ago [to serve on the FAF], even I asked, ‘What is 

the FAF?’”69

As the preceding narrative on the creation of the PCC suggests, there were 

many complex factors that interconnected in the process to establish a new 

accounting rule- maker for private companies. First, there were the private 

companies themselves, concerned about the rising costs of compliance with 

GAAP— such GAAP compliance, although not mandatory, was critical to 

securing public credit. Second, there was the U.S. Chamber of Commerce 

that was concerned about the SEC’s growing disclosure mandate— for some 

within the chamber, this was a core ideological battle. Third, there were 

the smaller audit fi rms, concerned about the clout of the Big Four at the 

FASB— to this group, the PCC represented an opportunity to obtain some 

control over accounting rule- making issues. Fourth, there was the AICPA, 

which was seeking to reassert itself in the regulatory sphere after SOX stripped 

it of powers over setting public- company auditing standards.

In addition to the above factors, the FASB— which stood to lose sig-

nifi cantly from the creation of the PCC— was weakened at the time of the 

debate, chiefl y from the aftermath of the 2008 Financial Crisis. The FASB 

had taken criticism over the potential role of fair- value accounting in that 

crisis. Finally, there was the FAF, the core decision- making authority in this 

process. This body, although nominally at the apex of the accounting stan-

dards establishment, had been relatively unassertive for much of its history, 

particularly on the substantive issues of accounting rule- making. The debate 

over the creation of the PCC saw the relatively unknown FAF drawn into a 

political process with powerful voices and determined interests. The eventual 

outcome saw the FAF having to abandon its quest for a middle ground on the 

issue of the PCC’s relation to the FASB.
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It is too early to tell what material impact, if any, the PCC will have on 

economic activity. The conceptual arguments for separate private- company 

accounting rules are sparse, as Professor Yohn noted. (Relatedly, a committee 

of academics from the American Accounting Association charged with evalu-

ating the establishment of the PCC was split six to fi ve, with the majority 

arguing against separate private- company standards.70) And although there is 

some legitimacy to the claim about the high compliance costs of GAAP, this 

argument applies to all companies, not just private companies. Eventually, 

the narrative of the PCC’s establishment largely hangs on the description of a 

political process, not on conceptual reasons for separate private- company ac-

counting rules. It is this result that raises the most concern about the venture.



8

Political Standards: 

Lobbying in Thin Political Markets

Thus far, this book has been chiefl y concerned with providing evidence on 

the nature and outcomes of the political process underlying accounting 

rule- making. Below, I briefl y summarize the key takeaways from chapters 3 

through 7, where this focus is particularly evident.

Chapters 3– 5 discuss evidence on the use of the political process in ac-

counting to structure U.S. GAAP rules in ways that can opportunistically 

serve various special- interest groups. In each of these cases, the rule- making 

outcomes deviate in important ways from both the economic conceptual 

framework for accounting and the FASB’s own original conceptual frame-

work for what accounting rules should look like. Specifi cally, chapter 3 shows 

that, at least since 2001, U.S. GAAP accounting rules for goodwill acquired in 

M&A have been structured in a way that can decrease the accountability of 

corporate merger activity. The genesis of these rules can be traced to lobby-

ing by fi rms with the ability to manipulate the rules. There is also evidence 

that these fi rms co- opted their allies in Congress as a way to increase pressure 

on the FASB to effect the compromised rules. Given the multitrillion- dollar 

M&A industry in the United States, the compromised goodwill rules can im-

pose large costs on the market economy. And indeed, there is evidence to 

suggest that fi rms with the ability to manipulate the rules delay the recogni-

tion of goodwill that is likely impaired by at least eight quarters. Moreover, 

as would be expected under a regime that compromises the accountability 

for purchase premiums in M&A, there is evidence to suggest overpayment in 

corporate mergers has increased since these rules were put in place.

Whereas chapter 3 is focused on the potential social costs generated by a 

single, major accounting rule (for acquired goodwill), chapters 4 and 5 look 

at the political process that has accompanied the spectacular growth of fair- 
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value accounting in U.S. GAAP. Although there are some cases where fair- 

value rules can be part of an economically effi cient accounting system, the 

widespread use of fair- value rules even in areas where they are entirely subjec-

tive raises concerns about the potential for large- scale abuse. And indeed, the 

role of fair- value accounting in major accounting scandals related to the col-

lapse of Enron and the 2008 Financial Crisis is consistent with these concerns. 

Chapter 5 documents that the growth of fair- value accounting can be traced 

to the growing proportion of FASB regulators from the fi nancial- services in-

dustry. This industry, which has itself grown in economic and political power 

over the past twenty- fi ve years, has strong commercial interests in the rise of 

fair- value accounting. Chapter 4 documents that while the Big N audit fi rms 

have lobbied the FASB in a self- serving manner (largely to protect themselves 

from liability), they have not resisted the rise of fair- value accounting. This is 

perhaps at least partly because their liability for fair- value estimates appears 

to be limited, ironically more so in those cases where the estimates are par-

ticularly unverifi able (e.g., goodwill). Collectively, chapters 4 and 5 suggest a 

powerful political wind behind the rise of fair- value rules, which, while en-

riching to the fi nancial- services industry, can from time to time impose large 

costs on the market system.

Chapter 6 presents evidence that the self- serving use of the political 

process in accounting is not limited to U.S. GAAP. The case of the Chinese 

government’s role in rewriting worldwide disclosure rules for related- party 

transactions in a manner that could obfuscate the profi tability of Chinese 

state- controlled enterprises raises serious concerns about the integrity of 

these fi rms’ fi nancial statements. With obfuscated fi nancials that overstate 

their profi tability, these fi rms could distort the allocation of capital and the 

effi ciency of markets in their respective industries, with attendant costs to 

the worldwide economy. A similar potential exists on a smaller regional scale 

with the accounting distortions created through lobbying by an infl uential 

Indian multinational.

Chapter 7 discusses the potential for a different form of special- interest 

politics: rather than attempt to redefi ne specifi c accounting rules, private 

companies and associated groups have successfully created their own ac-

counting rule- maker. And although it is too soon to evaluate whether this 

rule- maker, the Private Company Council (PCC), will in fact become cap-

tured, the absence of strong conceptual arguments for why private compa-

nies need separate accounting rules does not bode well for the new body.

What, if any, are the commonalities across the various studies presented 

in the preceding chapters? In this chapter, I distill the evidence into a con-

ceptual description of the accounting rule- making process. I argue that the 
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process embodies a peculiar phenomenon of our capitalist system: that of a 

“thin political market.”

The accounting rule- making process is an esoteric world, ensconced in a 

shell of specialist knowledge and removed from the eyes of the unschooled 

public. In this sense, it is largely immune from the dangers of populist policy 

making (although populism has from time to time been effectively wielded 

as a weapon in shaping rule- making outcomes, most notably in the case of 

determining accounting rules for employee stock options1). But this techni-

cal world is not immune to political dynamics, as the preceding chapters have 

shown. Put differently, in the United States and beyond, across industrial 

companies, fi nancial institutions, and audit fi rms, and over both substantive 

issues and the design of relevant institutions, the corporate accounting rule- 

making process is at once deeply technical and political.

Those with the knowledge to shape accounting rules— corporate manag-

ers, defi ned to include auditors, bankers, and other fi nancial intermediaries— 

accumulate such knowledge because of their experience and their con-

centrated economic interests in the outcome of the rule- making process. 

Conversely, those with dispersed interests—  ordinary savers and the average 

citizen— rarely enjoy the expertise necessary to engage productively in rule- 

making; acquiring such expertise is economically unviable given their lim-

ited interests. Accordingly, the political process of accounting rule- making is 

largely attended by a handful of keen special interests and largely ignored by 

the general interest. And, not surprisingly, the outcomes of this process, in 

several instances, skew toward the special interests and away from conceptual 

expectations of what accounting rules should look like.

In their efforts to shape accounting rules, the special interests have been 

aided from time to time by seemingly independent experts, including aca-

demics. For example, chapter 5 introduces evidence that academics who have 

served on the FASB since the mid- 1980s have been unequivocally supportive 

of fair- value accounting. The overwhelming support for fair values among 

academics serving on the FASB is in contrast to the more contentious status 

of fair- value accounting in the wider academic community.2 The data suggest 

that academics on the FASB may have been selected for their predisposition 

to fair- value accounting— to provide conceptual validation to the special- 

interest groups advancing fair values. This explanation, if true, suggests that 

the regulatory model of the determination of GAAP is more nuanced than 

that derived from a straightforward application of capture theory.3 Rather, the 

regulatory model can be described as one of “ideological capture,” where 

prevailing special- interest groups co- opt certain conceptual arguments and 

associated experts to advance their agendas in the political process.4
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Furthermore, while a certain special interest might capture the political 

process in a given instance, there is little evidence of comprehensive capture. 

On a given issue, those with the strongest incentives and the deepest expertise 

have the loudest voice and an important say in the outcome. But the port-

folio of accounting rules to be determined is broad— spanning all sectors of 

the economy— and the expertise necessary in each instance is considerable. 

Thus a special interest on one issue can be part of the general interest on 

another. Special- interest capture in accounting rule- making appears to be 

localized; the system itself is not beholden to any one group.

The behavioral model emerging from this description of corporate ac-

counting rule- making is the pursuit of self- interest by participants during 

the political process. This is true of the corporations and investment banks 

lobbying on M&A and goodwill accounting in chapter 3, the Big N audit 

fi rms protecting themselves from liability in chapter 4, the investment bank-

ing and investment management professionals serving on the FASB seeking 

fair- value accounting rules in chapter 5; the Chinese state- controlled enter-

prises and the Indian multinational carving out self- serving protections in 

chapter 6, and the private- company interests pushing for their own regulator 

in chapter 7. Participants from across the spectrum seek to increase their own 

profi ts as they engage in the accounting rule- making game. This behavior 

is entirely consistent with the competitive spirit that underlies capitalism. 

Indeed, it embodies the moral imperative of competitive strategy, as Milton 

Friedman and many others have pointed out.5

But capitalism encourages self- interest on the premise of competition; 

and competition— particularly competition from groups representing ordi-

nary savers and citizens— is uncharacteristic of the accounting rule- making 

process. Thus the pursuit of profi t, which otherwise engineers markets away 

from iniquitous amassment of wealth and power toward aggregate pros-

perity, produces a quilt of special- interest concessions in accounting rule- 

making. This outcome is what I characterize as “political standards.”

There are substantive implications of political standards for the future of 

GAAP accounting in particular and for market capitalism more broadly. If, 

as the evidence in the preceding chapters suggests, the political process in ac-

counting yields GAAP rules that benefi t a handful of special- interest players 

at the expense of the general interest, then GAAP in the long run can lose its 

legitimacy as the primary basis for communicating fi nancial information to 

markets. In fact, one of the major fi ndings in accounting research over the 

past decade is the increasing volatility and decreasing persistence of GAAP 

earnings, particularly since the 1990s.6 One study of the properties of earn-

ings of the thousand largest U.S. fi rms over the last forty years found that 
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the volatility of earnings has increased by about 50 percent between 1990 and 

2003 while the persistence of earnings has declined by over a third during that 

period. The evidence suggests that these fi ndings are not driven by changes in 

the fundamental economics of fi rms that underlie earnings. Rather, the study 

attributes its fi ndings to U.S. GAAP’s declining emphasis on matching and 

increasing shift to fair- value accounting over that period.7

One consequence of the changes to earnings described above is the de-

clining informativeness of GAAP earnings to stock- market valuation, again 

particularly since the early 1990s. This decline is somewhat ironic given that 

the FASB’s concurrent shift toward more fair- value accounting was made un-

der a broad aspiration of creating more “valuation relevant” GAAP rules.8 

The research in this area has shown that over time managers have been in-

creasingly emphasizing their own “pro forma” summary metrics of fi nancial 

performance and deemphasizing GAAP earnings. Moreover, the magnitude 

of the difference between the non- GAAP and GAAP earnings metrics has 

been increasing. And starting in about 1992, listed companies’ stock prices 

have increasingly become more highly associated with non- GAAP earnings 

than with GAAP earnings.9 Interestingly, this shift away from GAAP rele-

vance coincides with the time period over which the proportions of both 

FASB members from the fi nancial- services industry and fair- value- based 

GAAP rules began to increase (see chapter 5).

The associated academic literature offers two primary hypotheses for 

these fi ndings: First, GAAP earnings are increasingly less informative to eq-

uity pricing because of the decreasing quality of GAAP rules. Second, equity 

investors have increasingly become more “fi xated” on non- GAAP earnings, 

as managers opportunistically structure these pro forma metrics to provide 

more favorable signals of their performance. The hypotheses are not mutu-

ally exclusive and, indeed, several recent assessments of this literature con-

clude that the evidence is consistent with both hypotheses.10

Moreover, both hypotheses, when considered in light of the fi ndings on 

“political standards,” do not bode well for the future of GAAP accounting. The 

narrative that emerges from the joint interpretation of these fi ndings is as fol-

lows. Over time, and particularly since the early 1990s, as the political process 

in GAAP rule- making has become increasingly captured by special interests— 

especially those from the fi nancial- services industry who have advanced fair- 

value accounting for self- serving and idiosyncratic reasons— the relative in-

formativeness to equity prices of GAAP earnings versus pro forma non- GAAP 

earnings has declined. And pursuant to the growing valuation relevance of 

non- GAAP earnings, some managers have structured their pro forma earnings 

numbers in opportunistic ways that may have misled the market.
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Beyond evidence of the declining informativeness of GAAP earnings to 

stock- market valuation, there is evidence of declining use of GAAP balance- 

sheet values in the covenants embedded in corporate debt contracts. As dis-

cussed in chapter 2 and elsewhere, the use of accounting information in ex-

plicit contracting between the fi rm and its stakeholders is one of the primary 

economic determinants of accounting rules. One relevant study found that 

whereas 80 percent of unlisted corporate debt contracts were based on bal-

ance sheet values in 1996, that number declined to only 32 percent in 2007. 

That study attributes the decline to “the long- term shift in standard set-

ting” toward fair- value accounting.11 My own interpretation is that “politi-

cal standards”— including those on fair values— have shifted U.S. GAAP in 

directions that have decreased the usefulness of GAAP numbers in explicit 

contracts.

There are costly implications of the above fi ndings and conclusions for the 

future of both GAAP accounting and capital markets. If the capture of GAAP 

rules is sustained, it could further delegitimize GAAP accounting until even-

tually GAAP rules become altogether irrelevant or the rule- making process 

is fundamentally restructured in the wake of political upheaval (as happened 

in the early 1970s when the Accounting Principles Board was replaced with 

the FASB; see chapter 3). In fact, the recent emergence of the PCC— as a sub-

stitute GAAP rule- making body to the FASB, at least for private companies 

(see chapter 7)— is consistent with this latter eventuality. But in the interim, 

before institutional mechanisms can develop to respond to the capture of 

GAAP rule- making, society bears the costs from distortionary performance- 

evaluation metrics and consequently from distortionary resource- allocation 

decisions in capital markets.

Prices or Politics?

Given the evidence on capture of the political process of accounting rule- 

making and on the potential costs of that capture, one might credibly ask why 

must accounting rules be “political” at all? In other words, should accounting 

rules be regulated? Is the existence of a governmentally sanctioned account-

ing rule- maker, such as the FASB, necessary to the functioning of market 

capitalism? Might the issue of capture be avoided altogether if accounting 

rules were organically determined through economic or “price- based” mar-

kets rather than through “political markets”?

Answering these questions requires a framework for what it takes for 

price- based markets and for market capitalism, more broadly, to function. 

A rich history of economic research in this area has identifi ed at least six 
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conditions as essential to the functioning of market capitalism and of market 

prices therein.12 These conditions are described below. Together they provide 

a framework that yields insights to the issue of whether prices or politics are 

the more appropriate way to determine accounting rules. To facilitate ex-

position, with each condition, I offer examples of how the condition is ap-

proximated in practice in the case of U.S. capital markets, which are generally 

considered well developed.

Well- defi ned property rights: Property rights enable private ownership of as-

sets, which is central to the ability of individuals to engage in voluntary 

exchange. Such voluntary exchange is at the heart of price- based markets 

since it allows individuals to allocate their resources in ways that suit their 

preferences. In a prospective transaction, if a seller’s property rights in 

the underlying good or service is unclear, the buyer is unlikely to engage 

in a sale or is likely to demand a signifi cant discount. In the limit, the 

absence of property rights precludes all market activity.13 In U.S. capital 

markets, for example, property rights in fi nancial instruments are usually 

well defi ned. They are chiefl y established through public institutions such 

as corporate and securities laws and enforced through federal and state law 

enforcement agencies as well as private intermediary institutions such as 

asset- custodial and security fi rms. Capital markets in several emerging- 

market nations do not enjoy the level of clarity and enforcement provided 

under U.S. law, compromising underlying asset prices and, eventually, the 

price- based markets’ effectiveness in allocating investments across com-

peting ventures.14

Complete knowledge: For a price- based market to function in a theoretically 

pure sense, the parties to a voluntary exchange must be acting with full 

knowledge of the good or service that is being transacted.15 This means that 

both the buyer and seller are aware of all humanly known properties of the 

unit being exchanged, particularly as those properties are relevant to the 

unit’s value- in- exchange. As a practical matter, this condition is rarely, if 

ever, likely to be met; but it implies that asymmetry of knowledge between 

buyers and sellers introduces frictions in markets.16 The greater the degree 

of knowledge asymmetry, the less likely the price- based market will func-

tion as intended. Numerous institutions in U.S. capital markets mitigate 

the asymmetry of knowledge between suppliers of capital (investors) and 

users of capital (fi rms). These include the accounting and auditing indus-

tries, fi nancial analysts and ratings agencies, and the fi nancial press.17

Enforceable contracts: The voluntary exchanges that underlie price- based 

markets are generally premised on “contracts” that purport to deliver 

some good or service of value in return for monetary or equivalent con-

sideration. Without these contracts, the exchanges are unlikely to be con-

summated, particularly if the deliverables- in- exchange are to be made at 
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or over some period of time in the future. Thus the existence and en-

forceability of contracts are central to the functioning of most price- based 

markets.18 In U.S. capital markets, the legal and accounting industries, to-

gether with enforcement through the judicial system, provide the basis for 

enforceable contracts. Beyond these institutions, numerous other private 

intermediaries, such as fi nancial insurance providers, are involved in sup-

porting the contracts that underlie capital markets.19

No agency problem: In a complex society, transactions in price- based markets 

are executed on behalf of buyers and sellers by their agents. In theory, 

these agents act in the interests of their principals. In practice, the agents’ 

own incentives can cloud their actions so that the exchange price or vol-

ume may not refl ect the interests of the underlying principals.20 The more 

severe the agency problem, the less effectively the price- based markets will 

function. In U.S. capital markets, corporate governance institutions play 

an important role in mitigating the agency problem between suppliers 

and users of capital— that is, between investors and corporate manag-

ers. These corporate governance institutions include boards of directors, 

investor protection laws such as the law on fi duciary duties, the practice of 

fi nancial reporting, and the auditing of fi nancial reports.21

Noncollusion: Related to the condition of “no agency problem” is the condi-

tion that the transacting parties in a market exchange are not in collusion 

with each other. In other words, if a market price is to serve as a reli-

able indicator of the value- in- exchange of a particular good or service, 

the exchange must be between two parties at arm’s length of each other. 

Mitigating collusion in U.S. capital markets is the business of a number of 

prominent institutions. These include the SEC, federal prosecutors, short 

sellers, fi nancial analysts, and auditors, all whom rely in some measure 

on accounting reports— particularly accounting rules on related- party 

transactions— to conduct their business.22

Free entry and exit: Also embedded in the idea of a market is the assumption 

that players in the market are free to enter and exit as desired. To function, 

price- based markets rely on the continuous emergence of new ventures 

and the dissolution of old ones. This notion is otherwise popularly re-

ferred to as “creative destruction” or “economic Darwinism.”23 In prac-

tice, “entry and exit” in U.S. capital markets manifests through numerous 

well- known institutions such as (1) “going public,” where new ventures 

are launched into public securities markets; (2) mergers, acquisitions, and 

divestitures, where publicly listed companies reorganize their ownership 

base to realize and unleash synergies; and (3) hostile takeovers, delistings, 

and bankruptcy, where poorly performing ventures are eliminated from 

the pool of publicly traded investment options.24 Corporate accounting 

reports play a critical role in the functioning of all these institutions.
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Two themes are apparent from the discussion above. First, many of the in-

stitutions fulfi lling the conditions necessary to the functioning of price- based 

markets and market capitalism are for- profi t organizations. In other words, 

organizations operating in price- based markets are themselves functioning as 

institutions that support the conditions of price- based markets. This is a key 

strength of the capitalist system— it is self- reinforcing. For example, in U.S. 

capital markets, a host of intermediary fi nancial institutions— such as ac-

countants, analysts, auditors, commercial and investment bankers, custodial 

fi rms, investment managers, lawyers, and ratings agencies— motivated by 

profi t, contribute to the conditions that ensure the functioning of the price- 

based market between investors and corporations.

Second, corporate accounting is an important institutional mechanism 

fulfi lling several of the conditions necessary to the functioning of price- based 

markets and market capitalism. In capital markets alone, corporate account-

ing reports facilitate the establishment of and contracting on property rights 

on fi nancial securities; the mitigation of information asymmetries between 

corporate managers and investors (and relatedly the agency problems and 

threats of collusion); and the operation of institutions ensuring the entry and 

exit of publicly listed companies.25 The standards that govern the production 

of corporate accounting reports enable the comparability, consistency, ma-

teriality, reliability, and understandability of those reports. Accounting rules 

are thus central to capital markets.

Beyond capital markets, other markets within a capitalist system are also 

critically dependent on accounting reports and the rules that govern their 

production. For example, contracting relationships between a fi rm and its 

suppliers and between a fi rm and its customers are often defi ned using ac-

counting reports, particularly, if those relationships are intended to be long- 

lasting or if they span distant geographies or multiple jurisdictions (e.g., 

see the related discussion in chapter 6 on International Financial Reporting 

Standards).26 Furthermore, in several countries (although not in the United 

States), tax collection by governments from corporations are based on pub-

licly reported accounting statements, so the rules that govern those state-

ments are essential to public revenue.27

But even if accounting rules are central to capitalism and price- based 

markets therein, the question still remains whether accounting rules should 

be regulated— that is, produced through a political process by an organiza-

tion such as the FASB, which, albeit private, has a monopoly charter from the 

SEC. After all, as noted above, a particularly attractive feature of capitalism 

is that the profi t motive, in many instances, is itself responsible for institu-
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tions that sustain the conditions for price- based markets. Can accounting 

rule- making be similarly generated through the profi t motive and subject to 

competition in price- based markets?

The brief answer is that a fully private price- based market for accounting 

rule- making is likely infeasible. A number of conditions necessary to sus-

tain such a market cannot be met in practice. In particular, accounting rules 

are both nonrival and nonexcludable in nature. Here, nonrival means that 

any one group’s use of accounting rules does not preclude use by another. 

Nonexcludable means it is diffi cult to exclude corporations, accountants, and 

auditors from using accounting rules once produced.28 Together, the condi-

tions imply that property rights over accounting rules cannot be reasonably 

established and that production of these rules cannot be contracted upon in a 

price- based setting.29 Thus accounting rule- making, like several other critical 

market institutions such as law making, is a “public good.” As such, public 

goods are more feasibly produced in political markets.30

This is not to say that absent government regulation, accounting rules 

would not exist. Indeed, prior to the establishment of the SEC in the 1930s, 

companies and their auditors developed rules for preparation of account-

ing reports on an ad hoc basis. Such rules emerged out of commonalities in 

accounting practice across several companies.31 And to this day, companies 

are known to innovate with accounting practice in ways that eventually re-

sult in new GAAP rules. For example, in chapter 4, I described how when 

Apple fi rst launched the iPhone, it was dissatisfi ed with the state of extant 

accounting rules for such products and so decided to adopt different rules 

on a pro forma basis. Eventually, the company was able to successfully lobby 

to introduce those pro forma rules into U.S. GAAP.32 More systematically, 

there is growing evidence that certain companies continued to emphasize 

conservative accounting practices in the period leading up to the 2008 Fi-

nancial Crisis, despite GAAP rule changes to the contrary. In the wake of the 

crisis, such companies, benefi ting from the decreased information asymme-

try accorded to greater accounting conservatism, suffered less severe declines 

in investment activity, debt- raising capacity, and stock prices relative to all 

other fi rms.33

Notwithstanding the evidence on private innovation in accounting prac-

tice giving rise to broader rules in certain instances, such a process alone 

is likely to undersupply the full complement of accounting rules necessary 

for a modern complex capital- market economy. This is due to the public- 

goods nature of accounting rules discussed earlier. Moreover, rules emerging 

from practice are not generally comparable or consistent, at least until they 

are widely applied, which, absent fi at, might not happen. This was the case 
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with the rules in place in the 1920s and 1930s prior to regulated accounting 

rule- making. Writing in 1937, prior to the establishment of the fi rst formal 

accounting rule- making body in the United States, the then- chief accountant 

of the SEC lamented, “I am very much afraid it is diffi cult to name many [ac-

counting] principles that are generally accepted.”34

Although accounting rule- making is unlikely to be sustainable in a com-

petitive profi t- making context, rule- making bodies themselves can be subject 

to competition. In this regard, as noted earlier, the emergence of the PCC as 

a potential substitute for the FASB could be viewed as an interesting develop-

ment. Of course, the PCC is limited in its scope of authority to private compa-

nies and is responsible to the Financial Accounting Foundation— the FASB’s 

parent organization. Thus the PCC is unlikely to be independent of the FASB, 

and its status as a competitor to the FASB is questionable. Moreover, the 

PCC is likely to be subject to similar political pressures as the FASB— from 

special- interest groups eager to create self- serving rules— so it is not clear 

that the emergence of the PCC per se will mitigate capture at the FASB.

The FASB could also be exposed to competition from other jurisdictions’ 

accounting rule- making bodies. For example, differences in corporate secu-

rities laws across U.S. states serve as a basis for competition between states 

for the incorporation of business entities, and several legal scholars view 

this system as generally satisfactory.35 Similarly, differences in accounting 

rules across jurisdictions could serve as a competitive basis for accounting 

rule- making bodies worldwide.36 Such competition would at least provide 

an external validity check on a given jurisdiction’s accounting rules, poten-

tially mitigating the extent of special- interest capture. However, as a practical 

matter, such competition has not materialized, particularly since accounting 

rule- makers across several jurisdictions spent the better part of the last de-

cade harmonizing their activities with each other and with the International 

Accounting Standards Board (IASB; see chapter 6).37 The internationaliza-

tion of accounting set in place more cooperation, rather than competition, in 

accounting rule- making. Furthermore, as with the case of the PCC and the 

FASB, accounting rule- makers outside the United States are also subject to 

political pressure from asymmetrically powerful interests, so competition in 

this context could have the perverse effect of rule- makers “racing to the bot-

tom” to cater to special- interest groups.

If we accept the conceptual arguments for— and the practical reality of— 

accounting rule- making as a public good, the best- case scenario would be 

a benevolent and omniscient regulator who set rules in the broadest public 

interest: in this case, to facilitate the functioning of price- based markets and 

market capitalism.38 While such a scenario might seem imaginary, economic 
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and political theorists have long postulated it as a solution to the problem of 

certain public goods.39 For example, the enormous (undemocratic) power of 

central banks— particularly the U.S. Federal Reserve— is sometimes justifi ed 

on this basis.40 As a practical matter, however, the idea that central banks or 

other regulators are above political pressures and unsusceptible to special- 

interest capture is questionable.41 Moreover, in the case of accounting rule- 

making, as noted earlier, the necessary substantive expertise for regulation 

rests with corporate managers and accountants and their auditors and bank-

ers, so the idea of an “independent” regulator is infeasible.

Thus we are left with the condition of accounting rules produced through 

a political process. There remains, then, the issue of how to interpret the evi-

dence on the capture of this process that has been presented thus far.42 Is the 

evidence unique? Are there commonalities across other market institutions 

generated through political processes? The following section addresses these 

questions.

The State of Political Markets

Beyond accounting rule- making, a number of institutions that support the 

conditions for price- based markets and market capitalism are produced 

through political processes. In the United States, some of these institutions— 

such as incorporation laws, bankruptcy laws, securities laws, and corporate 

disclosure rules— are determined by Congress, its agencies (such as the 

SEC), or state legislatures and are thus purely public. Others— such as stan-

dards for auditing and for the conduct of lawyers, bankers, and actuaries— 

are determined in part by professional bodies. Institutions in this latter class, 

including the FASB, would not exist in their current form without some gov-

ernment support or charter and are thus somewhere in between public and 

private.

How do corporate interests— broadly defi ned to include industrial, fi -

nancial, and professional organizations— engage in the political process that 

creates and sustains at least some of the identifi able conditions for capitalism? 

A large number of academic studies across numerous disciplines, functions, 

and geographies have generally yielded a common answer to this question. 

When contributing to the political process of market- supporting institu-

tions, corporate managers lobby in their own interests, consistent with their 

profi t motive. This usually means lobbying to create conditions that sustain 

their competitive advantage in markets, even if it is at the expense of the long- 

term stability and legitimacy of market capitalism.

The bulk of the evidence on this issue comes from studies of the political 
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process of various institutions in the United States, where data on political 

contributions and lobbying expenditures by managers and corporations are, 

in a relative sense, widely available. A number of studies have shown a link 

between corporate political spending and their demands for legislation both 

from the U.S. Congress and from state legislatures.43 One study examined 

the relation between campaign contributions from three specialized fi nancial 

sectors— commercial banking, investment banking, and insurance— and 

congressional legislation in the 1980s and 1990s to eliminate barriers to op-

erating in the three sectors. The setting allowed for the clear identifi cation of 

competing interests across the three fi nancial sectors. The study found stable 

long- term relations between campaign contributions and the profi t interests 

of the fi nancial institutions in proposed legislation.44

Similar results have been obtained in studies of the motives behind cor-

porations when lobbying U.S. regulatory agencies. For example, a study of 

corporate lobbying of the Federal Communications Commission in 1998 

showed that large fi rms, in particular, are sensitive both to free riding by in-

dustry peers and to the risk of disclosing proprietary information when craft-

ing their lobbying strategies. The evidence suggests fi rms, motived by their 

own interests, employ sophisticated lobbying strategies that dynamically shift 

between cooperation and individual lobbying as necessary.45 Another study 

of how audit fi rms lobby in the determination of auditing standards found 

systematic relations between the fi rms’ internal technological capacities and 

the types of standards they favored. In particular, those fi rms that relied more 

on the professional judgment of their staff in conducting audits (and less on 

formal statistical audit methodologies) were less supportive of attempts to 

standardize procedures across the auditing profession. Such standardization 

would likely lessen their advantage in exercising professional judgment.46

Studies of corporate political engagement outside the United States also 

suggest opportunism as the dominant corporate motive, although inferences 

from these studies are less persuasive since the international data are coarser. 

One study looked at over twenty thousand fi rms across nearly fi fty countries 

and found “widespread” evidence that controlling shareholders and top of-

fi cers have connections with national parliaments and governments. In this 

study, politically connected fi rms represented 7.72 percent of the world’s 

stock market capitalization. The announcement of a corporate manager or 

large shareholder entering politics generated, on average, a statistically sig-

nifi cant increase in the fi rm’s stock price, particularly for fi rms in countries 

perceived as corrupt.47

Beyond the direct political engagement of corporate managers in the po-

litical process, there are also studies of their opportunistic shaping of infor-
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mation in political discourse. As discussed earlier, equal access to informa-

tion is a foundational assumption in the theory of effi cient functioning of 

markets and capitalism. The opportunistic use of information, through stra-

tegic disclosure, strategic omission, and spin, can create distortions in the po-

litical process, ultimately affecting the functioning of markets. For example, 

one study found that corporations standing to benefi t from proposed import 

tariffs against competitors opportunistically lower reported accounting prof-

its just prior to political deliberation on those proposals, as if to appear more 

in need of the tariffs.48

Another study, which I coauthored with Professor Sugata Roychowdhury 

of Boston College, found evidence of corporations managing the informa-

tion environment around U.S. congressional elections in ways that appear to 

benefi t political candidates with whom they have relationships. Specifi cally, 

during the 2004 U.S. general election where corporate offshoring was a major 

campaign issue, fi rms engaged in offshoring opportunistically lowered re-

ported accounting profi ts when political candidates with whom they had re-

lationships were in close races. Higher levels of reported profi ts usually bring 

greater media scrutiny; thus the fi rms, by understating profi ts, were likely 

attempting to defl ect media attention from themselves and their preferred 

candidates.49

The basic tendency of corporate managers to use their wealth and knowl-

edge advantage to lobby for institutions in their own interest is thus widely 

documented. Indeed, this insight was the basis of the economic theory of reg-

ulation and the theory of capture fi rst expounded by Professor George Stigler 

of the University of Chicago (for which he was awarded a Nobel Prize).50 The 

idea that profi t maximizing individuals will seek to subvert the conditions 

for markets was even identifi ed by Adam Smith as he developed his theory of 

capitalism in the Wealth of Nations: “People of the same trade seldom meet 

together, even for merriment and diversion, but the conversation ends in a 

conspiracy against the public, or in some contrivance to raise prices.”51

It is with this insight that Professor Stigler and others have warned against 

regulation.52 In fact, one view within economics is that regulation of the pro-

vision of public goods and the attendant burdens of regulatory capture are 

more costly to society than simple distortions in the supply of the public 

goods that might arise should they remain unregulated. For example, Profes-

sor Milton Friedman argued that in cases where the production of a good was 

a “natural monopoly”— rendering it a public good since price- based markets 

would be ineffi cient— it would be less desirable to society to seek regulation 

than to live with a profi t- seeking monopolist.53 In this spirit, it is likely wise 

public policy to continue to promote some innovation in accounting practice 
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among companies and auditors, as with the examples described earlier of 

Apple accounting for the iPhone and of companies being more conservative 

than GAAP rules demanded in the period leading up to the 2008 Financial 

Crisis. These arguments notwithstanding, as a practical matter, at least in 

most democratic societies, there is a consensus for regulation of numerous 

public goods, including accounting rule- making. The democratic consensus 

renders moot the theoretical nirvana of no regulation imagined by Professors 

Friedman and Stigler and others.

Moreover, self- serving corporate political engagement resulting from at-

tempts to capture a regulatory process need not in itself be a cause for con-

cern. After all, profi t- seeking behavior is the engine of capitalism. But the 

condition that makes this statement valid is “competition.” In other words, if 

the political process is suffi ciently “thick”— in that diverse interests are well 

represented and these interests have access to substantive knowledge to shape 

political outcomes— then a self- serving political engagement strategy by all 

individuals involved can at least sometimes result in outcomes that advance 

social welfare. And even if the outcomes are not welfare increasing, a thick 

political process is unlikely to be captured by a small set of special- interest 

groups. Here, the logical analogy to the functioning of price- based markets 

is germane. Political competition in this sense refers not just to competing 

corporate interests— as in the case of the study on commercial banks, in-

vestment banks, and insurance fi rms mentioned earlier— but also to active 

engagement by labor unions, pensioners, environmental groups, and ideo-

logical forums that represent certain normative viewpoints such as organized 

religion or libertarianism.

And even in cases of regulation where the interests of smaller players such 

as consumers, retail investors, or common citizens are not directly repre-

sented in the political process, the media can play an important intermedi-

ating role in “thickening” the political process. Competition among media 

organizations to sell stories (“scoops”) about regulatory capture could help 

drive down the infl uence of special- interest groups such as corporations and 

labor unions.54

For example, the political market for patent regulation in the United 

States is one that is generally well represented by diverse, powerful, and (im-

portantly) competing interests, including the pharmaceutical industry lobby, 

the software industry lobby, lobbies for patients and their families, consumer 

lobbies, labor- union lobbies, and even church lobbies, together with wide-

spread media coverage.55 Outcomes of this process are unlikely to be driven 

by any one interest group. Moreover, such outcomes, although controver-

sial and potentially undesirable to any single group, could in fact at times 
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represent aggregate social interests. Similarly, the political markets for Social 

Security policy and universal health care in the United States are both well 

publicized and well attended by numerous competing interest groups, likely 

mitigating capture by any one group.56 In the case of such thick political mar-

kets, the ideal model for engagement might in fact be self- interested profi t- 

increasing behavior.

In fact, the general consensus from much of the literature on corporate 

political engagement of the U.S. Congress on broad policy issues is that such 

engagement is more consistent with “informing” congresspersons about 

proposed policy than with the “capture” of the policy- making process. The 

evidence suggests that corporations develop long- term relationships with 

members of Congress in attempts to infl uence policy; the evidence does not 

suggest that policy from Congress can simply be “bought” through large 

campaign contributions or lavish lobbying expenditures.57

How do we reconcile the neutral evidence on corporate political en-

gagement—particularly on widely understood and actively attended policy 

issues— with the evidence on special- interest capture of the accounting rule- 

making process presented in this book? The answer lies in appreciating that 

not all political markets are equally liquid and deep. When the policy product 

is esoteric and the costs to the general interest to remain informed about pol-

icy options are high, there is a greater likelihood for special- interest capture. 

The following section focuses on defi ning a class of “thin political markets” 

where this is likely the case.58

By rigorously defi ning the notion of thin political markets, we can under-

stand a key logical and ethical limit to the unrestrained deployment of the 

profi t motive by corporations. The result can be an improved understanding 

of the functioning of markets and an improved ability to sustain the legiti-

macy of market capitalism.

Thin Political Markets

Why is the process of determining accounting rules a “thin political market”? 

And how might we be able to identify other thin political markets? In this 

section, I propose a defi nition for thin political markets. The defi nition arises 

inductively from the evidence and understanding of the phenomenon in ac-

counting rule- making. Like all inductive defi nitions, it is a fi rst iteration at 

conceptualizing an issue. I conclude the section with some examples of other 

potential thin political markets, with the view that additional research and 

scholarship into this question will eventually lead us to a sharper description 

of the notion.
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A thin political market is characterized by three distinct but interrelated 

conditions. First, there is a group or constituency with concentrated eco-

nomic interests in the outcome of the political process. Second, this special- 

interest group also commands experience- based subject- matter expertise 

necessary for crafting the relevant rules or regulation being determined 

through the political process. And third, there is little political opposition 

from the general interest on the issue, particularly from those representing 

the interests of individual savers and ordinary citizens. Below I expand on 

each of these conditions.

The fi rst condition is that one group, more than any other, experiences 

concentrated economic opportunity from the outcome of the political pro-

cess. In other words, there is a particularly concentrated special- interest 

group— a “primary” special- interest group— among the various constitu-

ents to the process. This primary special- interest group can be a company, 

an industry, a profession, or coalitions or subgroups thereof. The notion of 

a “primary special interest” in the context of accounting rule- making is al-

ready implicit in the numerous cases discussed in the preceding chapters. 

For example, in the case of accounting for M&A, investment banks and cer-

tain high- technology fi rms vested in an acquisitions strategy constitute the 

primary special interest with concentrated economic opportunity. Similarly, 

in the case of determining the liability that can arise from the application of 

judgment in accounting rules, the audit fi rms constitute the primary special 

interests. And in the case of introducing the fair- value methodology as an 

alternative accounting basis, the investment management and investment 

banking fi rms are the primary special- interest group.

A corollary to the existence of this primary special- interest group in thin 

political markets is the notion that there is also a “general interest” and po-

tentially secondary special interests in the outcome of the political process. 

Members of the general- interest group have little individual economic in-

terest in the outcome, although the collective economic stake of the general 

interest can be substantial. The general interest thus suffers from a form 

of the collective- action problem.59 In the case of accounting rule- making, 

the general interest usually includes the individual saver and the common 

citizen in whose benefi t the capital- market system is deployed. Additionally, 

companies and industries not part of the primary special interest on any 

given issue could also be part of the general interest on that issue. Alterna-

tively, they may be organized as a secondary special- interest group on the 

issue, facilitated by preexisting political organizational ties that lower their 

collective- action costs. In this case, the individual economic interest in the 

political process’ outcome among members of the secondary special inter-
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est is, by defi nition, less intense than that among members of the primary 

special interest.

The second condition that characterizes thin political markets is that 

resolution of the issue being adjudicated through the political process re-

lies (in part) on the substantive experiential expertise of the primary special- 

interest group. That is, the primary special- interest group enjoys a signifi -

cant experience- based knowledge advantage over the general interest and, if 

applicable, other secondary special interests. This experiential knowledge is 

generated in the course of business activities that are the source of the group’s 

interest in the political process. In other words, the group has a “special in-

terest” in the outcome of the political process because of certain business 

activities, and the pursuit of those activities gives rise to a body of expertise 

relevant to the political process. Note that this second condition is not simply 

about a knowledge gap between the primary special interest and everyone 

else, one that could (in theory) be unraveled through rigorous conceptual 

analyses by independent experts (e.g., academics). It is the recognition that 

such knowledge cannot, by defi nition, exist outside the primary special inter-

est because the primary special interest acquires this knowledge through its 

operations— the same operations that are the source of its interest in the out-

comes of the political process. Thus in thin political markets, a component 

of the relevant knowledge for regulation is tacit or a posteriori in nature and 

is generated within the primary special interest. (The notion of experiential 

knowledge discussed here has been explored in a rich management- science 

literature on organizational learning.60)

As with the fi rst condition, this second condition is apparent in several 

of the cases already discussed in the book. Consider, for example, the case 

of crafting accounting rules for M&A. As seen from the process described 

in chapter 3, determining these rules requires know- how on the practice of 

M&A— such as how acquisitions are funded, how assets and liabilities are 

valued, and how purchase premiums are calculated— and on the account-

ing for such practice. This knowledge is acquired by investment banks and 

companies regularly engaged in M&A— the primary special interests— in 

the course of their operations. This knowledge is not readily known to an 

outside accounting expert (such as an accounting professor) who is not in-

volved in the practice of M&A. (And if this expert is involved in the practice 

of M&A, then she or he is no longer an “outsider” but rather likely an agent 

of the primary special interest.)

To those familiar with the nature of accounting, the existence of such ex-

periential knowledge is well known. But to those unfamiliar with accounting 

practice, the notion that (at least some) accounting expertise can be expe-
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riential is potentially, at fi rst blush, surprising. But the political process in 

accounting, which has been the subject of this book, itself betrays the expe-

riential nature of accounting knowledge— after all, accounting rule- making 

is largely delegated by the government (SEC) to those with practical experi-

ence (FASB members), who in turn, on specifi c issues, largely rely on the 

input (via private meetings, testimonials, and comment letters) of those with 

deeper subject- matter experience (industrial mangers, fi nancial- services ex-

ecutives, and auditors). That is, rather than simply dictate accounting rules 

from above, the government— and, in turn, the FASB— rely considerably on 

fi eld expertise in rule- making, recognizing the tacit or a posteriori nature of 

relevant knowledge.

To be clear, the existence and role of experiential knowledge in thin po-

litical markets does not preclude a role for a priori knowledge as well. For 

example, in the case of accounting rule- making, the economic conceptual 

framework or the FASB conceptual frameworks discussed in chapter 2 can 

constitute the relevant a priori knowledge. Moreover, a priori knowledge 

can be applied ex post facto to test regulations for evidence of capture, as in 

the case of this book. But the point to emphasize in setting out this second 

condition for thin political markets is that some of the information that is 

meaningful to crafting a regulatory solution rests within the primary special 

interest, by virtue of expertise acquired from its operations.

The fi rst two conditions defi ning thin political markets together suggest 

that concentrated interest and expertise are comingled in regulatory issues 

that can be classifi ed as thin political markets. The implication is that that 

an “independent” regulatory body is conceptually infeasible in such markets 

because such a regulator would by defi nition lack the full expertise neces-

sary to determine regulation. Thus the philosophy behind the creation of 

the FASB— an independent regulator free from direct intervention of the 

interests it regulates— is irreconcilable with the nature of the FASB’s tasks in 

accounting rule- making. Given these two conditions, one might reasonably 

conclude that regulatory capture by the primary special interest is inevitable, 

obviating the need for any further conditions in characterizing thin political 

markets. But such a conclusion ignores the potential of focused public ac-

countability on the regulator to at least mitigate the extent or frequency of 

such capture. That is, the regulator might still be driven to effect regulation 

in the general interest if the general interest is actively engaged in the political 

process— a dose of “sunlight” could “disinfect” against the threat of cap-

ture.61 This is where the third condition becomes relevant.

The third condition of a thin political market is that there is little opposi-

tion to the primary special interest from the general interest. This could be 
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for a variety of reasons, but these reasons largely boil down to the salience 

of the issue at hand— that is, the substantive issue in a thin political market 

does not secure the attention of the general interest, largely because it is eso-

teric or abstruse or simply boring. Of course, the general interest in a politi-

cal process is usually represented via intermediaries (e.g., for- profi t groups, 

not- for- profi t advocacy groups, the media, and elected politicians).62 But as a 

literature in political science has argued, the effectiveness of such intermedi-

aries is tied to the salience of the issue at hand.63 And in thin political markets, 

low issue salience hinders the effectiveness of intermediaries.

For example, consider in turn the various intermediaries that might be in-

volved in the thin political market that is accounting rule- making: for- profi t 

groups, not- for- profi t advocacy groups, the media, and elected politicians. 

Here, the key for- profi t intermediary for the general interest (particularly 

ordinary savers) is investment management fi rms. In theory, the investment 

management fi rms should routinely be involved in the GAAP political pro-

cess on behalf of savers. And should they lack the experiential expertise on 

any given issue (condition two), they would, again in theory, acquire the rel-

evant primary special interest with such expertise— many investment man-

agement fi rms certainly have the scale to do so. But in practice, these fi rms are 

only involved in the political process on certain issues, and when involved, 

they largely represent their own interests rather than the interests of indi-

vidual savers. For example, chapter 5 provides evidence that the investment 

management sector is associated with potentially distortionary accounting 

rules that could make the sector’s own performance appear more favorable 

than it actually is, resulting in overcompensation of executives in the sector 

at the expense of returns for ordinary savers. This evidence is consistent with 

an unresolved agency problem between investment managers and the sav-

ers they represent, a thesis recently expounded on by my colleague Professor 

Mihir Desai.64 The agency problem is unresolved in part because of the eso-

teric nature of the subject matter: investment managers can game their own 

accountability and performance metrics because ordinary savers seem to be 

unable to detect such gaming, at least in the intermediate run. Ostensibly, it 

is more profi table for investment managers to engage in such gaming of their 

own metrics than to represent the general interest (savers) in determining 

accounting metrics for the economy as a whole.

In a related vein, the not- for- profi t advocacy groups otherwise involved in 

representing ordinary savers in a thin political market are largely absent from 

the accounting rule- making process because the issues at stake are largely 

inaccessible to them— that is, the issues are generally so complex that these 
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not- for- profi t groups cannot on their own understand them (the second con-

dition). Of course, as with the for- profi t intermediaries, the not- for- profi ts 

could, in theory, acquire the special- interest group with substantive experi-

ential expertise on a given issue. For example, in the case of M&A account-

ing, one could imagine, in theory, a not- for- profi t intermediary acquiring an 

investment bank so as to effectively participate in the political process. But to 

do this, the not- for- profi t would have to raise funds from the general interest, 

which would again require that the issue of M&A accounting was suffi ciently 

salient to the general interest to make such fund- raising efforts feasible. Ef-

fectively, the barriers to the not- for- profi t intermediaries (and therefore the 

general interest) in acquiring the expertise necessary to overcome the knowl-

edge gap described above is insurmountable in thin political markets due to 

low issue salience.

The media, another potentially vocal intermediary for individual savers 

and the common citizen, are also relatively silent in accounting rule- making 

debates because the issues at stake are not “exciting” enough to sell news-

papers, television shows, online posts, or the like. Put differently, the sub-

stance of the issue being determined in the political process— in this case, 

accounting rules— affects the role the media will play in intermediating for 

the general interest. After all, the media are driven by their own profi t mo-

tives, and the capture of accounting rule- making does not make for captivat-

ing headlines.

Relatedly, elected politicians in the executive and legislature, who might 

be expected to intervene for the public interest as they do on some is-

sues, also lack the incentive to do so. The substantive issues in thin politi-

cal markets— such as accounting rule- making— do not capture the public 

imagination and do not serve as a basis on which to run successful election 

campaigns. In fact, in the cases where politicians do become involved in the 

political process— for example, accounting for M&A or stock options (see 

chapter 3)— they generally do so in favor of special- interest groups, likely be-

cause politicians face little public accountability on their actions related to 

accounting rule- making. It appears to take extraordinary events, such as the 

accounting frauds at Enron and WorldCom and attendant public concern 

about the integrity of the market system, for members of Congress to repre-

sent the general interest in thin political markets. This was the case with con-

gressional intervention on stock options, where (as discussed in chapter 3) 

most members of Congress opposed real expensing of stock options when 

the issue was fi rst considered by the FASB in the 1990s. It was in the early 

to mid- 2000s, after a series of very visible corporate accounting frauds, that 
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the congressional tide turned toward stock- option expensing. Thus account-

ability of special interests to the general public that is sometimes introduced 

through the democratic process is generally absent in thin political markets.65

Even if all intermediaries fail to act for the general interest in thin politi-

cal markets, individual members of the general interest might still attempt to 

engage in the political process (perhaps due to an idiosyncratic affi nity for the 

subject matter at hand). Indeed, from time to time, individual savers and or-

dinary citizens do write comment letters on accounting rule- making issues. 

But these comment letters appear to be largely ineffective in swaying eventual 

outcomes. A key reason for this ineffectiveness is that individual members of 

the general interest lack the credibility to engage in the technocratic process 

of thin political markets. This can be either because they lack the substantive 

knowledge (condition two) or because of (perceived) barriers associated with 

the professionalization of thin political markets— that is, in thin political 

markets the political process is implicitly or explicitly “professionalized”— 

organized within the auspices of an exclusive community perceived as being 

open only to experts.66 For example, until the creation of the FASB, account-

ing rule- making was organized under the American Institute of Certifi ed 

Public Accountants (AICPA), the professional society for accountants. Even 

under the FASB, where there is no requirement for board members to be pro-

fessional accountants, a large majority of board members have been certifi ed 

public accountants (CPAs; see chapter 5). Moreover, FASB public hearings 

on accounting issues are rarely, if ever, attended by nonaccountants or those 

not closely associated with accounting such as corporate managers, bankers, 

and business lawyers. This creates a sense of exclusiveness to the process that 

dissuades or discredits general- interest participation.

To summarize, thus far I have argued that there are three conditions that 

characterize a thin political market: (1) there exists a group or constituency 

with concentrated economic interests in the regulatory outcome, (2) this 

primary special- interest group enjoys necessary experience- based subject- 

matter expertise, and (3) this group experiences little political opposition 

from the general interest and its intermediaries on the issue, largely due to 

low issue salience of the subject matter.

Each of these conditions is alone unlikely to precipitate regulatory cap-

ture. For example, the problem of concentrated economic interests (on its 

own) can be mitigated through collective action organized via intermediaries 

such as not- for- profi ts or the media, as discussed earlier. Similarly, a special- 

interest group’s knowledge advantage (on its own) could be overcome if op-

posing interests are suffi ciently concentrated so as to be incented to acquire 

the special- interest group and thus acquire its knowledge base. Finally, a po-
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litical process that is poorly attended by general interests (e.g., because it is 

professionalized) could still mitigate special- interest capture if the relevant 

expertise is suffi ciently heterogeneously distributed. A thin political market 

is the result of the confl uence of all three conditions described above. In fact, 

I use the term “thin political market” (rather than “thin political process”) 

because the three conditions that characterize it— the conditions that lead 

to special- interest capture— are analogous, in this sense, to the conditions 

underlying the defi nition of price- based markets.

Although already implicit in the discussion above, it is worth reiterating 

how the problem of thin political markets differs from the classic collective- 

action problem that political scientists have been studying for at least the past 

fi fty years.67 At the most basic level, the collective- action problem arises in 

political processes where a few special interests dominate the general interest 

because members of the latter group have little individual incentive to orga-

nize themselves. The problem of thin political markets is distinct from the 

simple collective- action problem in at least two ways. First, in a thin political 

market, special interest and expertise are comingled, and the source of the 

special interest’s expertise is experience based. This means that the classical 

solution to the collective- action problem— to bring in “independent” ex-

perts to act for the general interest— will not work in thin political markets, 

because such experts do not exist. Second, thin political markets occur in 

areas of low salience with the general public. Thus the other traditional solu-

tion to the collective- action problem— to encourage intermediaries such as 

the media and politicians to act for the general interest— is also infeasible in 

thin political markets.

In describing what a thin political market is, it is also worth consider-

ing the dynamic nature of this concept. Political processes that are generally 

“thin” could, under some circumstances, become “thick” and vice versa. The 

most likely cause for such thickening is a change in the issue salience (the 

third condition that defi nes a thin political market). For example, from time 

to time, crises or large- scale scandals can bring an otherwise obscure or eso-

teric process into wider public attention. In these cases, intermediaries such 

media- persons or politicians, who in usual times have little incentive to rep-

resent the general interest, can assume a countervailing position against the 

primary special interest. The result could be a decreased likelihood of capture 

in regulatory outcomes. The previously discussed case of congressional in-

tervention in stock- options accounting following the Enron and WorldCom 

scandals, where Congress reversed its earlier support for fi rms resisting the 

real expensing of stock options, is an example of a political process thicken-

ing in the wake of increased public salience. But notwithstanding the concep-
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tual feasibility of thin political markets thickening, I expect such cases to be 

generally uncommon in practice.

Even with the characterization of thin political markets above, there re-

mains the question of clarifying how these markets lack legitimacy. To be 

sure, thin political markets can create the conditions for special- interest cap-

ture, as several preceding chapters have suggested. But it is important to rec-

ognize that at least in the case of the institutions of accounting rule- making, 

particularly the FASB in the United States and the IASB globally, there is no 

obvious circumvention of existing due process on the road to capture. Put 

differently, the concern over compromised legitimacy in thin political mar-

kets in accounting does not stem from a systematic misapplication of current 

rules of procedure.

Since its inception, the FASB has been committed to a rigorous process 

for determining accounting rules. This process includes deliberating with ex-

perts on the items for its agenda, continued consultation with experts before 

drafting its proposals, openly soliciting comment letters on those proposals 

from its constituents in a transparent manner, and public votes on fi nal stan-

dards by board members.68 Moreover, since the proliferation of the Internet, 

the FASB has on numerous occasions made its board meetings and other 

hearings widely accessible.69 Its fi nancials are also available for scrutiny, and 

it is overseen by trustees encouraged to act in the public interest. The IASB, 

which from its beginnings has been modeled after the FASB, has similar tra-

ditions of due process, transparency, and accountability; although, as seen in 

chapter 6, the global nature of its mission complicates these goals from time 

to time. In fact, were it not for the meticulous due process and the gener-

ous transparency of the FASB and the IASB, the data for the empirical and 

case studies of accounting’s political process described in this book would not 

have been available.

The fi ndings in this book suggest that despite all these safeguards and 

traditions, the political process in accounting rule- making is subject to cap-

ture. In particular, the outcomes of the political process in accounting rule- 

making are, as shown in the various preceding chapters, sometimes removed 

from what would be considered optimal or desirable for the functioning of 

market capitalism. These fi ndings suggest that the due process applied in thin 

political markets, at least in the case of accounting rule- making, is insuffi -

cient or incomplete— thus such thin political markets can generate substan-

tial costs to society at large. In the following chapter, which concludes this 

book, I consider what can be done about this problem, suggesting alternative 

approaches for the conduct of thin political markets.

Before transitioning, here I offer some additional candidates for politi-



p o l i t i c a l  s t a n d a r d s  167

cally derived market institutions that might qualify as thin political markets. 

I caution that this list is preliminary; I have not studied these institutions in 

the depth that I have examined accounting rule- making.

Standards for banking regulation and supervision: These include the processes 

that defi ne key banking metrics such as “Tier 1 capital,” “risk- weighted as-

sets,” and the “capital adequacy ratio,” which are essential timely indica-

tors of the health of banks and the banking sector. These also include the 

processes that determine disclosure rules for banks, including qualitative 

public and governmental disclosure on banks’ credit risks, liquidity risks, 

and operating risks. Standards for banking regulation and supervision in 

the United States are determined by the Treasury Department and the 

Board of Governors of the Federal Reserve System. Internationally, the 

standards are negotiated through the Bank for International Settlements 

in Basel, Switzerland.70

Standards for auditing: The rules under which auditors certify the fi nancial 

statements of companies in the United States are called Generally Accepted 

Auditing Standards (GAAS). Until the passage of the Sarbanes- Oxley Act 

in 2002, GAAS were produced by the Auditing Standards Board, a com-

mittee of the AICPA. The act created a new body— the Public Company 

Accounting Oversight Board— to produce standards for auditing of pub-

licly listed companies.71 Standards for audits of private companies con-

tinue to be produced by the AICPA committee.72

Standards for governmental accounting: Accounting rules for state and lo-

cal governments in the United States are produced by the Governmental 

Accounting Standards Board.73 In many cases, these rules are different 

from FASB rules, in part because governments do not use accruals as ex-

tensively as corporations. Several studies have provided evidence of local 

governments manipulating these rules, particularly around elections.74

Note that not all instances of rule- making in these contexts are necessar-

ily “thin.” There are cases in accounting rule- making, for instance, where 

competition between special interests or relatively high issue salience among 

the general interest prevents any one group from dominating outcomes. The 

same can be true in these contexts as well. Comprehensive research programs 

on the nature of regulation in each of these areas can help shed more light on 

the extensiveness of thin political markets beyond accounting rule- making.



9

Managers and Market Capitalism

On a cool, crisp fall day in late November 2011, over three dozen distin-

guished leaders from across corporate America gathered in a classroom in 

Hawes Hall on the campus of Harvard Business School. The business lead-

ers were joined by luminaries from the U.S. government and not- for- profi t 

institutions to discuss the problem of declining U.S. competitiveness. The 

conference was hosted by Harvard Business School professors Michael Porter 

and Jan Rivkin, who had just concluded an extensive survey of the school’s 

alumni. The survey had revealed that the alumni— many of whom occu-

pied senior corporate management positions worldwide— were concerned 

about deteriorating market and public institutions in the United States. At 

least 50 percent of survey respondents had said that America was “falling 

behind” other countries on eight of seventeen critical infrastructure issues 

identifi ed by Professors Porter and Rivkin. These eight issues were effective-

ness of the political system, the K– 12 education system, complexity of the tax 

code, logistics infrastructure, macroeconomic policy, regulation, availability 

of skilled labor, and effi ciency of legal framework.1

In the concluding sessions of the conference, Professors Porter and Rivkin 

shared data from the survey and invited the corporate leaders present to offer 

reactions and solutions. A vigorous discussion ensued. As one of a handful 

of Harvard Business School faculty invited to observe the conversations, I 

hurriedly scribbled notes as the participants reacted to the data. At the time, 

the thesis for this book and the notion of thin political markets had not yet 

become fully apparent to me. A few days later, I typed up my notes and left 

them to gestate. In the fall of 2013, nearly two years later, as I was organizing 

the outline for this book, I serendipitously came across my notes. Their rel-
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evance to this chapter was striking. In my assessment from that afternoon in 

November 2011, three themes had emerged from the discussion.

1. The problem of declining U.S. competitiveness is a problem of the commons. 

The participants, when presented with the survey results by Professors Por-

ter and Rivkin, had pointed out that many of the institutions under lying 

the areas where the United States was falling behind were supplied by the 

government or the not- for- profi t sector. These were problems where value 

creation was not easily captured by private interests and thus the problems 

were not solvable through the pursuit of profi t— the traditional realm of 

business. In other words, these were “problems of the commons.”

2. There is a failure of leadership among politicians and regulators. Several 

participants expressed frustration with the deep divisions in the U.S. Con-

gress that were crippling governmental response in many cases. They also 

criticized regulators for failing to stand up to outside pressure groups such 

as labor unions, environmental lobbies, political ideologies, and certain 

fi rms.

3. The business of business is business. Many participants did not see a respon-

sibility or opportunity for business to engage in matters of national insti-

tution building, partly because they saw such engagement as being outside 

their mandate from shareholders and partly because they saw themselves 

as global fi rms with no allegiance to any one country.

Why are some of the most distinguished business leaders in corporate 

America reluctant to engage in solving problems of the commons? Is it be-

cause they feel doing so is outside their legitimate mandate? Or is it because 

they lack the incentives to act in the public interest? The answers to these 

questions are also relevant to the issue of what can be done about the prob-

lem of thin political markets, which is the focus of this chapter. Because cap-

ture in thin political markets— and the compromised effi ciency of the capi-

talist system that can arise as a result— is also a problem of the commons. 

No single fi rm might have a compelling profi t motive to work toward a solu-

tion, but collectively, a society deploying capitalism can lose from a situation 

where its thin political markets are captured.

In defense of the business leaders, there is, in fact, strong precedence and 

intellectual heft behind their reluctance to engage in problems of the com-

mons. The academic perhaps most closely identifi ed with this argument, at 

least in popular culture, is Milton Friedman, who famously argued in a brief 

but comprehensive New York Times Magazine article in 1970 that “the social 

responsibility of business is to increase its profi ts.”2

Professor Friedman eschewed the notion that corporate managers have 
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responsibilities to customers, suppliers, employees, or the commons, beyond 

those already implicit in their charge to increase corporate profi ts. To be 

clear, he affi rmed that profi t- increasing behavior was always subject to limits 

imposed by the law— but once that constraint had been satisfi ed, the primary 

goal of business was earning returns for shareholders. This did not preclude 

product safety, employee perquisites, and charitable or political activities, as 

long as the connection to corporate profi t was apparent— for example, char-

itable activities that built the fi rm’s brand, increasing product visibility or the 

ability to raise prices, were permissible and, indeed, encouraged.

Professor Friedman went further to argue that any deviation from this 

dictum was eventually destructive to the prosperity expected to accrue from 

a capitalist system. He argued that the single- minded pursuit of profi ts drove 

fi rms toward the kind of competition that eventually allowed the “invisible 

hand” to manifest itself and deliver aggregate wealth.3 Attempts to distract 

managers from profi t- increasing behavior, such as the corporate social re-

sponsibility movement, were misguided at best.

These arguments are rooted in sound theory that is well known and un-

derstood among academic economists today. Perhaps the most important 

reason behind these arguments is the problem of agency, described earlier 

in chapter 8.4 The agency argument essentially recognizes that managers are 

agents for shareholders. They have been entrusted with stewarding and in-

vesting shareholders’ capital with the objective of generating returns. This is 

generally understood as the singular moral imperative for corporate manag-

ers within the context of a capitalist system. Giving managers the license to 

focus on priorities that compete with increasing shareholder returns opens 

the door to squandering shareholders’ wealth, at best, on do- good projects 

or, worse still, on the managers’ own comforts. If managers are permitted to 

go down this path, shareholders will eventually withhold their capital from 

fi nancial markets and the whole system will come apart.5

These arguments have resonated in academia and in practice.6 In fact, 

some of the most successful attempts at getting managers to focus on con-

stituencies other than shareholders have structured the case around increas-

ing (at least eventually) corporate profi ts. For example, Professor Porter’s 

recent work on “creating shared value” makes the case for focusing mana-

gerial attention on problems of U.S. competitiveness by explicitly linking it 

to long- run corporate profi tability.7 Thus any suggestion on how corporate 

managers (defi ned to include auditors, bankers, and other fi nancial interme-

diaries) might engage in the problem of thin political markets must take into 

consideration these arguments.

To be sure, one potential solution to the problem of thin political mar-
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kets is to encourage greater innovation in practice with the expectation that 

at least some of these innovations will eventually come to shape the nature 

of regulations. For example, in the context of accounting rule- making, in-

novation in accounting practice around greater conservatism (in the light of 

increasing fair- value rules in GAAP) can eventually come to reshape GAAP 

accounting rules toward conservatism, if in fact such conservatism is eco-

nomically benefi cial. And indeed, there is evidence of fi rms and their lend-

ers adjusting GAAP rules for the purposes of writing accounting- based cov-

enants, when they fi nd such GAAP rules to be unsuitable.8 But as discussed 

in chapter 8, while this practice may hold some promise in the long run, in 

the intermediate term it is at best a partial solution. It may solve the problem 

of captured GAAP rules in the context of a private arrangement, but it does 

not provide a broader societal solution unless the private innovations in ac-

counting practice are eventually adopted in GAAP. Put differently, given the 

regulated nature of the product markets in question, the problem is one that 

requires a political solution as much as a price- based solution.

Before proceeding, it is worth reiterating explicitly why the political solu-

tion to thin political markets must involve managers. Recall that thin political 

markets are defi ned as areas of regulation where managers, by virtue of their 

experience, have the substantive knowledge necessary to structure the rules 

of the game. The conditions that defi ne a thin political market— including 

low issue salience among the general interest for the subject matter at hand— 

make it diffi cult for a third party to acquire this knowledge. This implies that 

solving the problem of thin political markets cannot simply involve creating 

new regulation or even a new “independent” regulator— as has been the case 

in the past when, in 1959, the Accounting Principles Board (APB) replaced 

the Committee on Accounting Procedure (CAP) and when, in 1973, the FASB 

replaced the APB. In thin political markets, the reliance on managerial exper-

tise remains regardless of the regulatory structure. The implication is that the 

solution to the problem of thin political markets cannot simply involve regu-

latory reform; such a solution must involve changing managerial lobbying 

behavior in these areas. In other words, addressing special- interest capture 

in thin political markets will require shifting the established and accepted 

managerial ethic in this context.

At this point, I expect my readers to be a little jarred. The book thus far 

has been chiefl y focused on offering an assessment of the political process in 

accounting rule- making and on developing inductively the notion of thin 

political markets. It has remained largely in the realm of mainstream eco-

nomics and positive research methodologies. In this chapter, as I consider 

potential solutions to the problem of thin political markets, I make a shift 
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from economics to ethics and from positive to normative research methodol-

ogies. While I acknowledge that my proposals here are by no means disposi-

tive, I argue that normative ethics is a strong starting point for any solution to 

a problem as structural and fundamental as capture in thin political markets.

Arguments from ethics have the tendency to draw jeers or smirks from 

seasoned minds, weathered to be skeptical of human behavior. But nonethe-

less, ethics is at the heart of legitimizing managerial behavior in the context 

of capitalism.9 In the following section, I explain how Professor Friedman’s 

contentions are, at their core, ethical arguments, how capitalism is funda-

mentally an ethical system, and how profi t- increasing behavior is socially 

legitimated because it is ethical. Then, in the next section, I develop the eth-

ics of thin political markets. I make the case for why managers are ethically 

necessitated to engage in the public interest on the problem of thin political 

markets, addressing the concerns raised by Professor Friedman and others 

around managerial agency to shareholders.

Of course, simply asserting that managers have an ethical responsibility to 

the public interest in thin political markets is hardly in itself likely to change 

their behavior. As the evidence from the preceding chapters of this book 

demonstrate, managers act in their own interest absent governance mecha-

nisms to the contrary. So the task of bringing managers to act on this ethical 

responsibility to the public interest is one that will require a substantial gov-

ernance architecture, analogous to the governance architecture that sustains 

managers’ responsibility to shareholders. This architecture includes both for-

mal institutions, such as auditing and the law, and informal institutions, such 

as the norms and practices that govern the behavior of auditors and lawyers. 

In the fi nal section of this chapter, I offer some suggestions on how we might 

begin to build such a governance architecture in the context of managerial 

lobbying in thin political markets, providing examples of emerging innova-

tions in this regard. Finally, I consider how a system where managers assume 

a responsibility to the public interest could mitigate special- interest capture 

in thin political markets.

Capitalism as an Ethic

Although markets in some form have been a part of civilized society since 

very ancient times, the establishment of markets as an organizing force for 

society— under the rubric of “market capitalism”— is a relatively recent 

phenomenon.10 Adam Smith’s tome on the “wealth of nations,” published 

in 1776, was a defi ning intellectual event in the development of market ideol-

ogy.11 In the two centuries since, the technical and philosophical arguments 
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for markets have been substantially refi ned.12 In the wake of the Cold War 

that emerged from the conclusion of World War II, “capitalism” developed in 

Western democracies as an ideological and practical counterpoint to “com-

munism” and “socialism.”13

Capitalism has an impressive track record in its postwar history. Its de-

ployment across numerous societies has been accompanied by rising aggre-

gate prosperity and eventually rising standards of human development and 

happiness.14 Over the last thirty years, several formerly communist and social-

ist countries across the world— including China and India— have adopted 

some form of market capitalism with impressive economic results.15 For ex-

ample, since China enacted market- based reforms in 1978, its gross domestic 

product has grown nearly fortyfold, an annualized rate of 12.2 percent.16

At the core of capitalism is the deployment of self- interested profi t- seeking 

behavior. Mr. Smith famously remarked: “Give me that which I want, and 

you shall have this which you want . . . It is not from the benevolence of the 

butcher, the brewer, or the baker that we expect our dinner, but from their 

regard to their own interest. We address ourselves, not to their humanity, but 

to their self- love, and never talk to them of our own necessities, but of their 

advantages.”17 In many religious and cultural traditions, such sentiments 

could be classifi ed as “greed,” “avarice,” “covetousness,” or “materialism” 

and accordingly considered immoral or at least undesirable.18 But within the 

framework of market capitalism, self- interest is legitimate, even encouraged, 

because it is expected to deliver on certain higher normative goals. Indeed, 

the ethical logic that underlies capitalism is suffi ciently rigorous and univer-

sal that it has been able to overcome and withstand centuries of religious 

teachings on altruism and benevolence.

The ethical case for markets has a long history in political philosophy, 

but the case for market capitalism, as it is generally understood today, can be 

traced to a handful of twentieth- century economists and philosophers. The 

ethics of capitalism can broadly be rooted in two normative ideals. The fi rst 

is the consequentialist argument that capitalism is the most practicable way 

to effi ciently allocate scarce resources across the diversity of human prefer-

ences in a modern, complex society. The second is the argument that capital-

ism enables freedom for individuals in an otherwise hierarchical society. Such 

freedoms might be desirable for their own sake or they may be instruments 

to a better life.

The effi ciency argument for capitalism is well articulated in the scholarly 

literature in economics and is, perhaps, the more widely accepted of the two 

arguments among academics. The core of the effi ciency argument is estab-

lished through what is known in economics as the “welfare theorems.” The 
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welfare theorems demonstrate that any allocation of scarce resources across 

diverse preferences that is accomplished through a competitive market is ef-

fi cient.19 Here, both “competitive market” and “effi cient” have specifi c mean-

ings. A competitive market is one that achieves all the primitive conditions 

specifi ed in chapter 8 (i.e., well- defi ned property rights, complete knowledge, 

enforceable contracts, no agency problem, noncollusion, and free entry and 

exit). Of course, as noted in chapter 8, none of these conditions are ever ex-

pected to be fully met in practice; so, pragmatically, a competitive market is 

one that enjoys institutions that closely approximate these conditions.

Effi ciency, in the statement of welfare theorems, refers to an allocation 

outcome where no individual can be made better off without making another 

worse off. This defi nition of effi ciency has the advantage guaranteeing that 

there is “no money left on the table”— that is, if an individual’s lot can be im-

proved without damaging that of others, an effi cient allocation will accom-

plish it. Beyond this guarantee, “effi ciency” embeds strong protection for the 

lot of every individual: no one can be expropriated in the name of effi ciency.20

Effi ciency, as a justifi cation for capitalism, has its limitations. The welfare 

theorems are indifferent on the distribution of wealth and income in market 

outcomes. For example, an outcome that results in the signifi cant concentra-

tion of wealth among corporate CEOs could meet the technical defi nition of 

effi cient, although such an outcome is unlikely to pass broad muster. Thus, 

in practice, many “effi cient” market outcomes are likely to be adjusted after 

the fact by political institutions to satisfy certain normative social preferences 

on the distribution of wealth and income.

The “freedom” argument for capitalism is, arguably, more widely appre-

ciated than the argument on effi ciency. There are at least two conceptions of 

freedom within this ethical tradition. The fi rst is a libertarian conception— 

that is, freedom for its own sake— and is a deontological argument. The sec-

ond, like the effi ciency argument, is a consequentialist conception— that is, 

freedom is seen as an enabler of other normative goals.

The libertarian, deontological conception of freedom has roots in the En-

lightenment and the political documents it spurred, including the American 

Declaration of Independence and the French Declaration of the Rights of Man 

and Citizen. Under this view, the ability of individuals to be free— to make 

decisions about how to use their resources to satisfy their preferences— is 

one of the highest normative goals in society.21 The post– World War II writ-

ings of two well- known economists Friedrich Hayek and Milton Friedman 

perhaps most clearly embody the libertarian conception of freedom as the 

ethical logic for capitalism. Professors Hayek and Friedman were responding 

in part to the growth of communism when they championed freedom as the 
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logic for capitalism. They noted that markets are predicated on individuals 

acting voluntarily in their own interest and thus that markets promote indi-

vidual freedom. Moreover, they argued, the self- reinforcing nature of market 

capitalism means that markets, when unleashed unfettered, will grow to con-

tinually empower more individuals to be “free to choose.”22

The consequentialist conception of freedom argues that the aggregate 

prosperity ushered in through capitalism raises the ability of individuals to 

focus beyond primitive needs, such as survival, to higher- level preferences. 

In this sense, capitalism enables freedom from hunger and effects freedom 

to indulge in tertiary desires such as the arts, vacations, and sport. With the 

prosperity of capitalism also come (over the long run) higher- order political 

freedoms such as freedom from discrimination and the uninhibited freedom 

to marry.23

Beyond these arguments around effi ciency and freedom, there are other 

cases to be made for capitalism,24 but they bring us to the same conclusion: 

that capitalism is explicitly and implicitly legitimized by certain normative 

principles. The logic for capitalism is, at its core, ethical in nature. The pur-

suit of self- interested, profi t- increasing behaviors, when deployed within the 

framework of market capitalism, is an ethical pursuit. This is not to say that 

individuals would not exhibit self- interested behavior absent ethical grant; 

indeed, as Mr. Smith pointed out, self- interest appears to be innate to human 

behavior. But the social acceptability of profi t- seeking— its glorifi cation and 

promotion in the face of centuries of religious and cultural traditions to the 

contrary— is anchored in ethical arguments, both consequentialist and de-

ontological. We encourage it, and perhaps see greater degrees of it, because it 

is virtuous. The ethical legitimacy of self- interested profi t seeking in the con-

text of competitive capitalism is a powerful force for its unabashed existence 

in capitalist societies.

Similarly, I argue, an awareness of ethical illegitimacy of self- interested 

profi t- seeking behavior in thin political markets can be a potent force for 

incenting and perhaps eventually reshaping corporate managerial behavior 

in this context. It is to this task that I now turn.

The Ethics of Thin Political Markets

Here I make the case for why self- interested profi t- seeking behavior by cor-

porate managers is illegitimate in thin political markets and why, instead, the 

legitimate model for managerial behavior is a public- interest stewardship of 

the thin political market. The arguments here are based on joint work with 

Professor Rebecca Henderson of Harvard Business School.
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The nature of thin political markets is such that there is a breakdown in 

the core capitalist logic of competing self- interested behavior equilibrating to 

advance the collective good. In this context, the impressive corpus of ethical 

arguments for self- interested, profi t- seeking behavior just described might 

seem less pertinent. But this is not so. In fact, the roots of an ethical argument 

for legitimate corporate managerial behavior in thin political markets can be 

found in Professor Friedman’s own work on the moral foundations of capital-

ism and managerial behavior therein.

Professor Friedman makes two key arguments. First, capitalism is ethi-

cally virtuous because it delivers freedom— an elemental normative ideal at 

least since the Enlightenment. Second, managers have a “social responsibil-

ity” to act on this ideal, which, in the context of competitive markets, involves 

increasing corporate profi ts. From these two arguments, we can develop the 

foundations of an ethical framework for thin political markets. This requires 

two observations.

The fi rst observation is that the ethical ideals that underlie capitalism— 

predominantly freedom, in Professor Friedman’s assessment— continue to 

be relevant in the context of thin political markets. This is because thin po-

litical markets create and sustain institutions that fulfi ll the conditions for 

capitalism. Put differently, for capitalism to deliver on its legitimizing ide-

als, market institutions must approximate certain basic conditions such as 

well- defi ned property rights, enforceable contracts, complete knowledge, no 

agency, noncollusion, and free entry and exit. At least some of the market 

institutions that estimate these conditions function as thin political markets 

(e.g., the accounting rule- making process). Thus without a resolution of the 

problem of thin political markets, the ethical ideals that underlie capitalism 

cannot be realized.25

The second observation is the following: Just as corporate managers have 

a “social responsibility” to deliver on the ideals of capitalism through the gen-

eration of corporate profi ts, corporate managers must have a “social respon-

sibility” to address the problem of thin political markets. After all, deliver-

ing on the fi rst social responsibility is unlikely to yield the desired normative 

goals unless the problem of thin political markets is also addressed. In other 

words, if we accept the notion of and evidence on thin political markets, and 

we accept the arguments in Professor Friedman’s own exposition of the eth-

ics of market capitalism and managerial conduct therein, then the ethics of 

managerial conduct in thin political markets is self- evident. Managers have a 

social responsibility to assume public stewardship of the commons problems 

in thin political markets because failing to do so obviates the ethical objec-

tives of capitalism and the moral imperative to increase corporate profi ts.
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A similar conclusion on the ethics of thin political markets may be reached 

without explicitly relying on Professor Friedman’s arguments. As noted in the 

previous section, there are numerous potent ethical arguments for capitalism 

on grounds of effi ciency, prosperity, or the ability to transcend basic survival 

needs and embrace higher- order ideals such as human intellectual develop-

ment. From any one of these reasons, one can construct a case for preserving 

capitalism. This then includes addressing the problem of thin political mar-

kets, particularly in areas that supply critical structural institutions of capital-

ism such as accounting rule- making. For corporate managers who see virtue 

in their pursuit of profi t within a capitalist system, there is a compelling logic 

to preserve that virtue when stewarding a thin political market.

As a principle, the ethical obligation of corporate managers to increase 

corporate profi ts is established through managerial agency to shareholders. 

This is the singular moral imperative— the “social responsibility”— in Pro-

fessor Friedman’s seminal work on the ethics of capitalism. By extension, I 

argue, the ethical obligation of corporate managers to address problems of 

thin political markets requires the establishment of managerial agency to the 

capitalist system.26 The idea that managers have an agency responsibility to 

the capitalist system might seem, at fi rst, diffi cult to swallow— after all, “the 

capitalist system” is an impersonal, abstract notion, unlike “shareholders,” 

who are real individuals. But, of course, here the system represents the indi-

viduals in whose interest market capitalism is deployed. Moreover, the idea 

that certain agents might be responsible to the system as a whole is not al-

together novel. For example, public prosecutors in the United States, given 

their tremendous power to effect decisions in the public good, are expected 

to serve as stewards for the justice system as a whole, while also serving in 

an adversarial (competitive) role against defense attorneys at specifi c trials.27

To be clear, the managerial agency to the capitalist system that I argue for 

is limited to the context of thin political markets. The evidence on “thick” 

political markets (i.e., competitive political processes with dispersed com-

petencies), discussed in chapter 8, suggests that the extant logic of managers 

focusing on corporate profi ts holds water in those contexts. Moreover, as 

Professor Friedman warned, giving managers unrestricted agency to the capi-

talist system could open the door for value- destructive activities— ranging 

from do- good decisions that are economically unviable to outright manage-

rial theft— that could, eventually, unravel capitalism itself.

In practice, the agency of managers to shareholders is enforced by numer-

ous formal and informal institutions.28 Among these is the law, which makes 

managers fi duciaries for shareholders in many jurisdictions and corporate 

organizational forms.29 If a similar managerial agency to the capitalist system 
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is to be effective, considerable effort must be expended to make it practicable. 

The following section addresses this issue in greater detail. But, for now, it is 

useful to point out that the law of fi duciaries, at least as it currently stands in 

the United States, is consistent with a managerial agency to the capitalist sys-

tem. Specifi cally, while the law certainly does impose on managers a fi duciary 

duty to shareholders, it makes no stipulation that this duty singularly involves 

increasing corporate profi ts.30 As Professor Einer Elhauge of Harvard Law 

School has argued, “The law has consistently been willing to recognize an 

explicit power to sacrifi ce corporate profi ts in the public interest. Indeed, that 

is exactly what the law did in the 1980s when hostile takeover bids required 

such a choice by offering stock premiums that made manager claims of long 

run profi tability implausible, and state courts and legislatures responded by 

making managers’ discretion to sacrifi ce profi ts more explicit.”31

Moreover, beyond creating a duty to shareholders, the law also makes 

managers fi duciaries for the corporation as a whole.32 And corporations may 

not be able to compete and survive on a long- run sustainable basis absent 

certain capitalist institutions determined through thin political markets. 

Thus a managerial fi duciary duty to corporations could be interpreted as 

sanctioning managers to address the problem of thin political markets in the 

interest of preserving the capitalist system.

Furthermore, the corporate charter itself provides some basis for a cor-

porate responsibility to the interests of the system. After all, corporations 

are not naturally occurring; rather, they are creations of society organized 

through a state.33 The earliest charters for corporations of the modern form 

were granted in explicit recognition that the corporations would create pub-

lic value— for example, the East India Company was created in the United 

Kingdom to provide increased revenue for the British Crown.34 And the 

rights inherent in the modern American corporate charter— limited liability 

to shareholders, survival beyond founders, corporate personhood, and en-

gagement in the electoral process— imply expectation of value- creation in 

the general interest. Of course, this expectation is generally fulfi lled through 

the pursuit of profi t, as Professor Friedman and others have postulated, but 

in the case of thin political markets, I argue that serving the general interests 

involves a more explicit managerial agency for the capitalist system.

Indeed, a recent regulatory ruling in Britain concerning the nonaudit work 

(the tax and management consulting practice) of Big Four auditing fi rm De-

loitte is consistent with this argument. Under rules in place in England and 

Wales, practicing accountants are required to consider the “public interest” 

in the conduct of their business activities. In a dispute involving consulting 

work Deloitte did for carmaker MG Rover, Deloitte argued that the “pub-
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lic interest” rules did not apply to its nonaudit work. The British regulatory 

tribunal hearing the case disagreed. Furthermore, Deloitte argued that since 

MG Rover was a private (unlisted) company, the “public interest” did not 

apply. Again the regulatory tribunal differed, recognizing the externalities to 

society from all corporate activity, whether listed or unlisted.35 Of course, the 

position of this regulatory tribunal is hardly the last word on the question at 

hand— the tribunal itself could be subject to regulatory capture— but it does 

indicate that there is some traction in practice for the idea that managers have 

an agency responsibility to the system as whole.

The proposition of managerial agency for the capitalist system in thin 

political markets raises another important issue: How might managers bal-

ance this agency for the system with their preexisting agency for sharehold-

ers? Could they possibly be expected to serve two masters? Of course, in prac-

tice, this line of questioning is a red herring— corporate managers routinely 

serve as fi duciaries for multiple parties, even parties with competing interests. 

For example, senior executive offi cers of large corporations routinely serve 

as nonexecutive directors of other large corporations. Both positions entail 

agency responsibilities. Consider Eric Schmidt, who served from 2006 to 2009 

on the board of Apple while he was also CEO of Google. During this period, 

when Mr. Schmidt had a fi duciary duty to both companies, Apple launched 

the iPhone while Google acquired a start- up called Android from which it 

developed its own operating system for Internet- enabled mobile phones.36

Similarly, partners and other senior executives at venture- capital fi rms 

routinely serve on the boards of public companies— and both positions gen-

erate fi duciary duties. Consider the celebrated venture capitalist John Doer, a 

senior executive at (and fi duciary for investors in) the early- stage investment 

fi rm Kleiner Perkins Caufi eld & Byers. At the same time during which this 

fi rm had an investment in the online start- up Groupon, Mr. Doer served on 

the board of potential competitor Google, which even tried (unsuccessfully) 

to acquire Groupon.37 These examples demonstrate that managers often as-

sume and fulfi ll multiple (competing) agency responsibilities, so, at least as a 

matter of feasibility, the proposition that in thin political markets managers 

hold agency responsibilities both to their host corporations and to the system 

as a whole is not inconceivable.

Thus far, I have focused on building the case for what constitutes legiti-

mate corporate managerial engagement in thin political markets. The case is 

based on the ethics of capitalism and the expectations of managerial conduct 

therein. Beyond this purely normative case, there is a utilitarian case to be 

made for managerial agency of the capitalist system in thin political markets. 

This is what follows.
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If the result of profi t- seeking managerial behavior in thin political mar-

kets is special- interest capture of critical institutions of capitalism, then the 

resulting market system will not be competitive. New entrants will not be 

able to break into markets and existing fi rms will fi nd it diffi cult to diversify 

into new industries. Monopolies, collusion, and corruption can emerge, and 

public faith in the capitalist system is likely to be eroded. Several recent stud-

ies have explored a related form of this argument in the context of market in-

stitutions that are structured through political processes. A notable example 

is Saving Capitalism from the Capitalists, where Professors Raghuram Rajan 

and Luigi Zingales of the University of Chicago focus in particular on the po-

tential for capture during bad economic times. They argue: “In an economic 

downturn, the capitalist is more likely to focus on costs of the competition 

emanating from free markets than on the opportunities they create . . . Using 

the cover and the political organization provided by the distressed, the capi-

talist captures the political agenda.”38

In these situations, overall economic activity will decline, as the nature of 

the economy is reoriented from growing the pie to simply slicing it up in dif-

ferent ways. The very scenario Professor Friedman imagined if managers did 

not pursue corporate profi ts in a competitive context could emerge if they do 

not assume public stewardship of thin political markets.

Under this scenario, political ideologies hostile to market capitalism can 

take root. There are numerous examples in the history of the twentieth cen-

tury of radical ideologies emerging in the wake of market crises: for instance, 

the rise of fascism, socialism, and communism in Europe in the depression- 

economy years between the two world wars.39 More recently, in the United 

States, the emergence and growth since the Financial Crisis of 2008 of anti-

establishment movements such as Occupy Wall Street and the Tea Party are 

reminders that the legitimacy of capitalism is always under social scrutiny.40

A situation such as the one described above is not in the long- term in-

terest of corporations, managers, and others who see virtue in the capitalist 

system. At best, it will result in a kind of crony capitalism where incumbents 

benefi t but only to the extent that they enjoy the favor of mercurial politi-

cal bosses. Freedom— both libertarian and instrumental— will be eroded, 

together with prosperity and effi ciency. Corporate managers with an interest 

in the higher ideals that legitimize capitalism thus have a strong utilitarian 

reason to assume stewardship of thin political markets, particularly those po-

litical processes that determine critical market institutions such as account-

ing rules. Of course, the public goods nature of these institutions means the 

incentive for any one manager to free ride is high. This brings us back to the 

normative argument for managerial stewardship of thin political markets.
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The idea that managers have a responsibility to the institutions of capital-

ism has been accumulating greater authority through the research of numer-

ous business scholars (although this research has not generally limited its 

argument to the context of thin political markets). The work by Professors 

Porter and Rivkin on the problem of declining U.S. competitiveness, men-

tioned earlier, is one prominent example of such research. Another notewor-

thy instance is the study of market institutions by Professors Joseph Bower, 

Dutch Leonard, and Lynn Paine of Harvard Business School in the book 

Capitalism at Risk. These authors argue “that business must begin taking a 

more active role in assuring the market system’s ongoing health and sustain-

ability. Much as we might wish to believe that the system will take care of 

itself through the magic of the invisible hand, we cannot in good conscience 

claim that narrow self- interest and competitive forces alone will ensure the 

system’s performance for society.”41

To summarize, here I argue that managers have, in Professor Friedman’s 

words, a “social responsibility” to assume the public’s interest when engaging 

in thin political markets. The logic underlying this responsibility closely mir-

rors the logic underlying managers’ social responsibility to profi t seeking in 

competitive markets. The responsibility in thin political markets can be char-

acterized as managerial agency for the capitalist system. In the concluding 

section, which follows, I outline some suggestions on how we might move 

from the status quo to this proposed ethic.

Building the New Ethic

This book is primarily an empirical and analytical exercise. I present evi-

dence on the nature and outcomes of the political process in accounting and 

inductively develop a theory of thin political markets. The irony of the prob-

lem of thin political markets is this: the model of managerial behavior that 

characterizes thin political markets— self- interested profi t seeking— is that 

of the capitalist spirit; but in the absence of competitive forces, self- interested 

profi t- seeking behavior results in special- interest capture, ultimately poten-

tially compromising the legitimacy of capitalism. This book is chiefl y aimed 

at raising this general point, to rally for ideas and action.

In that sense, this chapter is an anomaly, an indulgence. It is the begin-

ning of what I see as the solution to the problem of thin political markets. But 

I also add that the proposals here are intended to be not the fi nal word but 

rather provocative and catalytic.

As noted earlier, self- interested profi t- seeking behavior is moral in the 

context of competitive markets. It is moral because of the ethical framework 
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that legitimizes capitalism. But what is moral in the context of competitive 

markets is not moral in a thin political market— due to the very nature of 

that political process. The ethics of thin political markets are distinct from 

the ethics of capitalism, as argued in the preceding sections. If we assume at a 

minimum that the desire to be perceived as moral motivates human behavior, 

at least in part, then the notion that self- interested profi t- seeking behavior is 

no longer moral in thin political markets should resonate with some of the 

individuals involved in this context, including certain corporate managers. 

Moreover, at least some of these managers might be persuaded to reconsider 

their objective function when lobbying in thin political markets— away from 

focusing solely on self- interested profi t seeking toward assuming an agency 

responsibility for the capitalist system. This is a start.

It is worth clarifying at this point that this proposition— getting man-

agers to act on their agency responsibility to the system in thin political 

markets— is not expected to always generate the “right” outcome (i.e., one 

that maximizes aggregate welfare). It is probable that even when the most 

informed experts act in the public interest, they have at best incomplete 

knowledge of the relevant subject matter, resulting in some policy errors. But 

what the proposition can accomplish is mitigating the likelihood of obtain-

ing the “wrong” outcome (i.e., one that caters exclusively to a special- interest 

group). This is in itself an improvement over the status quo.

The prevailing approach to lobbying in thin political markets— that 

of self- interest— persists under the mistaken assumption that such self- 

interested behavior eventually generates aggregate welfare. For example, in-

vestment bankers advancing fair- value accounting rules do so because it is in 

their own interest; but they may take some comfort that such self- interested 

lobbying is acceptable because it eventually yields outcomes in the public in-

terest. Getting managers to explicitly recognize and embrace their agency re-

sponsibility to the system in thin political markets at least removes any veneer 

of legitimacy that managers might seek for self- interested lobbying strategies. 

Moreover, with their responsibility to the system now explicit, perhaps some 

managers can be expected to alter their lobbying strategies in ways that pre-

serve and advance the interests of the market system as a whole.

But simply wanting to do the “right thing” is likely not enough. As behav-

ioral ethicists Professors Max Bazerman of Harvard Business School and Ann 

Tenbrunsel of the University of Notre Dame point out, often the desire to do 

the right thing can be obfuscated by moral “blind spots.”42 Furthermore, con-

verting moral intent into action can be a Sisyphean task. The preceding chap-

ters provide numerous examples of corporate managers acting in self- serving 

ways absent governance mechanisms to the contrary. So any attempt to bring 
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managers to act on their agency responsibility to the capitalist system in thin 

political markets will require a well- coordinated architecture of governance 

mechanisms. Here, I offer what can be the beginnings of such an architecture.

Leveraging my background in economics, I focus on effecting this shift in 

the objective function of managers through a shift in their incentives. Incen-

tives can be changed through either formal or informal institutions or both. 

As discussed earlier, the nature of thin political markets is such that formal 

institutional solutions alone, at least those pertaining to regulatory reform, 

are unlikely to succeed— after all, the development of the FASB itself was an 

institutional solution to confl ict- of- interest issues arising from its predeces-

sor body, the APB. So, I argue, this leaves us with also considering informal 

institutional solutions that change behavioral norms in the context of lobby-

ing in thin political markets.

Norms can be powerful motivators of human behavior.43 Some common 

examples of norms include not staring at each other in a crowded elevator; 

surrendering one’s seat in a crowded public bus or train to the elderly or 

infi rm; holding the door to a public space open for someone approaching; 

and even dressing appropriately for an occasion, whether a casual barbeque, 

a Christmas party, or a wedding.

Norms can be defi ned as unwritten rules, understood by group members, 

carried out without need for legal enforcement.44 Norms are also character-

ized by their ability to express some resistance to change over time.45 They 

are distinct from laws or formal rules. For example, the rules established by 

the FASB or the rules that govern the due process of the FASB are more akin 

to laws; norms are the informal codes of conduct under which such rules are 

developed and executed (such as norms about civility and courtesy in FASB 

meetings).46

A large literature explores the evolutionary basis of norms. In this view, 

norms are seen a means to an end, albeit with some “stickiness.” Behaviors 

that help group members satisfy shared preferences— either primitive pref-

erences such as shelter, security, and food or higher- order preferences such as 

friendship— survive and are passed on to subsequent members of the group. 

Over time, such behaviors become sticky or resistant to change and can be 

considered “norms.” Indeed, such stickiness— that is, the ability of individu-

als to adhere to certain behaviors regardless of their functional purpose— is 

what characterizes norms.47

It is in this evolutionary or instrumental sense that I propose the use of 

norms as the fi rst step in shaping managerial lobbying conduct in thin politi-

cal markets— that is, creating norms that highlight managers’ agency of the 

system when lobbying in thin political markets. The evolutionary basis for 
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such norms is the intrinsic desire of managers to be perceived as “good” (in 

the context of competition, such goodness is achieved through profi t- seeking 

activities). Furthermore, such norms could also be sustained through mana-

gerial interest in the continued legitimacy of capitalism. Capitalism is itself 

desirable for a number of normative reasons as discussed earlier, and, more-

over, the continued legitimacy of capitalism allows for managers to continue 

earning profi ts in competitive markets.

Effective norms, by defi nition, must be generally robust to defection— 

that is, they must provide suffi cient motive to forgo noncompliance. But to 

be effective, norms must be continually reinforced.48 Consider, for example, 

the following study of norms on littering. Researchers randomly assigned 

participants into two groups: one exposed to an individual picking up litter 

and the other exposed to an individual walking past litter. The study found 

that the former group was less likely to litter because the visual cue they were 

exposed to “focuses the great majority of observers ‘on the extent to which 

other people approve or disapprove of littering.’”49

A key implication of this study (and the broader literature on enforcement 

of norms) is the role of leadership in defi ning and reinforcing norms. An ad-

ditional implication is that norms are not static. They can change because 

they are ignored or because of active attempts to do so. For example, over 

the past decade, norms around nondiscrimination against transgendered 

employees, particularly in the United States, have changed. As recently as the 

year 2002, only 3 percent of U.S. Fortune 500 companies included a policy on 

nondiscrimination over their employees’ gender identities. By the year 2014, 

that proportion had risen to 61 percent.50 This increase is despite the lack of 

any comprehensive U.S. federal law encouraging or affi rming the rights of 

transgendered employees and only a patchwork of state and municipal laws 

on the subject. And while economic considerations could have contributed 

to companies’ decisions to adopt such nondiscrimination policies, economic 

logic alone cannot account for the policy change. After all, transgendered 

individuals are estimated to be a very small fraction of the U.S. population 

(about 0.3 percent),51 and transgendered civil rights have received relatively 

scarce media attention (particularly relative to civil- rights coverage for gay 

and lesbian individuals).52 A nontrivial part of this change in attitudes toward 

transgendered employees can be attributed to changing norms among senior 

business leaders in U.S. corporations on their responsibilities to employees 

and what is considered unacceptable grounds for discrimination.

Analogously, the task I propose here is fi nding ways to change the status 

quo norms around lobbying in thin political markets— from self- interested 

profi t- seeking behavior to norms that recognize managerial agency of the 



m a n a g e r s  a n d  m a r k e t  c a p i t a l i s m  185

system. Since I fi rst became aware of the problem of thin political markets, I 

have been studying numerous ways to do so. Below, I discuss three efforts in 

this regard that have struck me as salient.53

First is the role of ethics in graduate business and management education, 

particularly leading MBA programs in the United States. While ethics has been 

a part of several major MBA program curriculums for at least two decades, it 

has assumed a new urgency and distinction since the Financial Crisis of 2008. 

One likely cause for this change is evidence of the paucity of ethical impera-

tives beyond self- interested profi t- seeking behavior among fi nancial- services 

managers in the period leading up to the crisis, even among managers hold-

ing explicit stewardship roles. For example, a common practice during this 

period was bond- ratings agencies’ collaborating with mortgage- securities 

underwriters to structure fi nancial products so that they would earn high rat-

ings; a plausible analogy is that of a judge working with a defendant on legal 

strategy to ensure an acquittal.54 Beyond bond rating, there is evidence that 

some managers in banking and auditing, even upon recognizing the under-

lying weakness of fi nancial securities they were organizing or evaluating, were 

not compelled to act in ways consistent with their stewardship responsibili-

ties. Of particular note in these examples is the impact on individual behav-

ior of culture and institutions of the modern fi nancial- services industry— 

culture and institutions that are largely focused on profi t making.55

The stories from this period have encouraged deeper introspection on 

how situation affects character and how personal values and aspirations can 

come to be overwhelmed by formal institutions (particularly monetary in-

centives) and the informal culture of the workplace. Two courses at Har-

vard Business School that have been exploring these issues are among the 

school’s most popular elective courses: they are “Authentic Leadership De-

velopment” and “Reimagining Capitalism.” Authentic Leadership Develop-

ment is focused on encouraging students to develop a personal leadership 

vision through an understanding and acknowledgement of their experiences 

to date. The course also enables students to recognize what truly motivates 

them, both extrinsically and intrinsically, so that they are better prepared to 

handle the complexities and trade- offs they will encounter as business lead-

ers. Students develop an appreciation of why leaders fail themselves— that is, 

what factors drive leaders off the path of their leadership vision. This aspect 

of the course aspires to build greater self- awareness among future leaders 

who will face competing responsibilities and will have to make diffi cult com-

promises in the process.56

Where Authentic Leadership Development is focused on introspection, 

Reimagining Capitalism is focused on intellectualization. The course is pre-
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mised on the observation that free- market capitalism is the greatest known 

organizing force for prosperity and development in complex societies. Stu-

dents are led to discover the conditions that underlie the effective functioning 

of capitalism (using a framework similar to that introduced in chapter 8), so 

that they have a sense of the opportunities available to business leaders when 

market institutions are incomplete. This knowledge is then applied to exam-

ine what role, if any, businesses can play in addressing numerous pressing 

social problems such as the decline of the commons, regulatory and political 

capture, corruption, and inequality.57

The broader point to discussing these courses is to highlight that there is 

demand for and supply of pedagogical materials in major business- leadership 

training academies on ethics beyond profi t- increasing behavior and on the 

building of new norms to sustain such ethics in practice. The innovation in 

MBA programs to this effect is a promising development and can have an 

impact on the way the next generation of business leaders view their respon-

sibilities in thin political markets.

But these young leaders are incubated and promoted by the existing elite, 

and, moreover, the problem of thin political markets is current. So we must 

look at initiatives among existing business leadership as well, which is the 

focus of the second of the three efforts on norm building I discuss here. In 

this realm, of note is the attempt to inductively defi ne a “higher- ambition” 

leadership among corporate chief executives. This concept refers to business 

leaders who identify their role as both delivering economic returns to share-

holders and adding value to the societies in which they operate. Of course, 

under certain conditions described by Professor Friedman and others, the 

former results in the latter. But as discussed earlier, those conditions are un-

likely to be approximated in many situations in practice, including in thin 

political markets. Recognizing these voids, higher- ambition business leaders 

assume a joint mandate, making decisions that are consistent with creating 

value to both shareholders and society.58

What is particularly interesting about this phenomenon is that is has 

emerged organically in practice: the formal characterization of such business 

leaders as “higher ambition” is an after- the- fact exercise by business scholars 

seeking to understand the phenomenon. What the formal characterization 

of higher- ambition leadership accomplishes is a sense of community: a com-

munity in which norms for ethical leadership conduct can be built. Senior 

corporate managers identifi ed as higher- ambition leaders gather once a year 

in Boston to exchange ideas, share experiences, and develop best practices in 

a two- day summit.59 The summit also serves as an opportunity to reinforce 

emerging behaviors around the dual mandate to shareholders and society. 
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Exercises such as these can play a major role in changing norms around cor-

porate engagement in problems of the commons, including lobbying in thin 

political markets. But while the higher- ambition program is promising, the 

jury is still out on whether higher- ambition business leadership will in fact 

survive the test of time and the harsh realities of the competitive marketplace. 

It is an innovation to watch.

Both the curricular innovations discussed and higher- ambition leader-

ship are focused on addressing leadership challenges and opportunities 

emerging from market failures more generally. In this sense, they are broader 

than the problem of thin political markets. But this breadth can come at the 

expense of focus, and the nebulous nature of broad market failures, such 

as those emerging from human technological limitations, can detract from 

the immediacy of ethical managerial action needed in the narrow and well- 

defi ned cases of thin political markets. The third of the three efforts on norm 

building that I discuss is especially relevant because it appears to be specifi -

cally focused on the problem of thin political markets.

At the center of this effort is a private, for- profi t organization called Tap-

estry Networks.60 This company is in the business of organizing networks 

in which leaders in business and government work together to fi nd new 

approaches to regulation, particularly regulation in highly specialized and 

technical areas of the market economy. Some examples of Tapestry’s project 

spaces include bank and insurance governance standards and pharmaceutical 

drug- approval procedures. The networks are sponsored by carefully selected 

“client” members, who have interests in the outcome of the regulations.

At fi rst blush, Tapestry might appear as a hybrid between a business- 

focused think tank and a lobbying shop. On one level this might be true, 

but what makes the Tapestry model interesting is the number of steps it has 

taken to distinguish itself from the traditional business- government facilita-

tion industry. First, Tapestry is selective about the kind of problems it tackles. 

It is careful to avoid policy deliberations around broad “market failure” areas 

such as health care or systematic fi nancial risk. Rather, Tapestry focuses on 

more targeted problems that have identifi able boundaries and outcomes. For 

example, one of Tapestry’s major efforts has been in developing clinical- trials 

standards in the European Union for drug development related to type  2 

diabetes.61

Second, Tapestry is selective about who it includes in its network. Com-

pany executives, members of corporate boards, regulators, and other rel-

evant experts such as academics are only included to the extent that they 

“appreciate the interdependent systems in which they operate,” recognize the 

collective- action nature of the problems being addressed, and are willing to 
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recognize unrepresented or underrepresented interests in the process.62 In 

this sense, Tapestry emphasizes that members of the network are recruited 

as individuals acting in their own agency, as leaders in society, rather than as 

agents of the organizations they serve.

But important questions still remain about the Tapestry model. For exam-

ple, fi nding and developing facilitators to run the conversations is a challenge 

for the organization. As one Tapestry participant notes, the reason “Tapestry 

is not imitated is that the business model is one they won’t get rich on. They 

[have] found this marriage with [client fi rms] and are living off of that. Look, 

if you’re into altruism and making a modest living, this is a good model.”63 

Furthermore, there are questions about Tapestry’s legitimacy. In order to be 

effective, Tapestry must be exclusionary, keeping network meetings small 

and omitting unsophisticated (and potentially underrepresented) partici-

pants. With such low visibility comes the threat of decreased accountability.

These issues suggest that the eventual success of Tapestry and the other 

innovations discussed earlier remains an empirical question. Here I have dis-

cussed three different innovations in the area of norm shifting around corpo-

rate managerial responsibility to society, particularly as they might apply to 

the problem of thin political markets. These innovations are promising, but 

I emphasize that they are only a start— and they could yet sputter to a stop. 

Using norms to shift lobbying incentives, particularly in the face of strong 

countervailing economic interests is, realistically, only a fi rst step. As the lit-

erature in behavioral ethics argues, emerging norms have to be continually 

reinforced, through formal and informal governance mechanisms, to have a 

meaningful impact on behavior. The more focused and forceful the mecha-

nisms to emphasize managers’ agency responsibility to the capitalist system 

in thin political markets, the more plausibly managerial lobbying behavior 

in these contexts will likely change. In this spirit, below I outline four prac-

ticable mechanisms that can be introduced in thin political markets such as 

accounting rule- making.

First, managers lobbying in these markets should be encouraged to pub-

licly recognize their agency responsibility to the system. Managers should 

be encouraged to assert under penalty of liability that they are representing 

the public interest in their lobbying. This might seem like a trivial and in-

consequential step, but getting managers to explicitly recognize that they are 

expected to act in the general interest— rather than in the interest of their 

shareholders alone— can have a signifi cant impact on their behavior. Results 

from experimental studies on issue framing offer support for this argument: 

for example, these studies have found that the simple act of declaring that a 

form will be completed truthfully reduces an individual’s opportunism when 
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completing the form.64 As a thought experiment on this proposal, one can 

ask whether managers lobbying against an accounting rule mandating the 

expensing of employee stock options would continue to hold such a position 

if they were required to assert under penalty of liability that such nonexpens-

ing was in the greater interest of mitigating capital- market information asym-

metries. My expectation is that forcing such an assertion of managers would 

at least moderate the stand of some. Of course, realistically, this proposal is 

unlikely to effect a dramatic change in lobbying behavior. But the proposal, 

if implemented, could mitigate the levels of self- interested behavior now ob-

served (and considered legitimate) when lobbying in thin political markets.

Second, a group of subject- matter experts (e.g., academics, retired corpo-

rate executives, and retired regulators) should be invited to evaluate manage-

rial lobbying positions after the fact. Given the nature of the knowledge gap 

in thin political markets, such evaluations are likely to be feasible only several 

years after the actual lobbying, when evidence on how the rules are being 

used becomes available. But delays notwithstanding, such evaluations— the 

kind in this book— should be regularly commissioned by regulatory bodies 

and widely disseminated. For example, in the context of the FASB, its parent 

body (the Financial Accounting Foundation [FAF]) could commission every 

ten years a decennial report on potential capture in accounting rule- making. 

The results of this report would then be made widely available for discus-

sion in civil society. Such evaluations can serve as a follow- up accountability 

mechanism for managerial lobbying, with managers and rule- makers subject 

to reputational penalties in cases of evident capture. In the most egregious 

cases of self- serving lobbying, such evaluations could even provide the basis 

for legal action against those involved, although such instances are likely to 

be very rare because it is diffi cult for plaintiffs to prevail in legal actions of 

this nature.

Third, as much as there is a role for penalties and accountability for 

harmful behaviors in thin political markets, there must also be opportunities 

to celebrate those managers who have shown leadership in these contexts. 

Public- spirited behavior in thin political markets is unlikely to yield direct 

monetary rewards to any agent, so we must develop alternative mechanisms 

to reward such behavior. Social recognition plays an important role in stim-

ulating competitive individuals such as business managers to achieve their 

best. This is particularly the case beyond a certain threshold of wealth and 

income, where the marginal benefi t of another dollar earned is likely out-

weighed by the marginal benefi ts of social recognition. Business schools and 

the media can play important roles in generating such recognition for lead-

ers in thin political markets. These institutions often profi le managers for 
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their commercial acumen, and such profi les go a long way in shaping public 

perception of what constitutes successful conduct for business leaders. In a 

similar vein, business schools and the media can leverage their positions of 

infl uence to highlight individuals who have acted in the public interest when 

afforded unique and unchallenged opportunities to shape outcomes in thin 

political markets.

The fi nal proposed mechanism focuses not on effecting managerial lob-

bying behavior per se but on the selection of members of the FASB itself. 

As seen in chapter 5, FASB members have an important role in shaping the 

nature of GAAP, and they tend to advance rules that favor the industries from 

which they hail. The process of selecting FASB members is currently quite 

opaque, with little public input from even the academic accounting com-

munity. I propose the FAF introduce greater accountability in this process by 

inviting academic members of the American Accounting Association to issue 

fairness and competence ratings on proposed FASB members. This would be 

similar to the input from the American Bar Association on U.S. judicial nom-

inees. Furthermore, as noted in chapter 5, the number of (and consequently 

the voting rules for) FASB members has fl uctuated from time to time in a 

seemingly ad hoc manner. In the long run, such arbitrary changes can under-

mine the legitimacy of GAAP. I propose that the FAF commit to adopting a 

more transparent due process before enacting such fundamental changes to 

the nature of the FASB. Such a process can involve consulting a wide range of 

academics, business journalists, and (retired) managers— and making public 

the results of such a consultation— before introducing major changes to the 

structure of the FASB.

Collectively, these mechanisms could over time raise awareness of and 

compliance with the managerial agency responsibility to the capitalist system 

in thin political markets.

To summarize, the key takeaway from this chapter is the proposition that 

thin political markets constitute a distinct problem in the maintenance of 

capitalist institutions. The problem is distinct because corporate managers’ 

“social responsibility” (in Professor Friedman’s words) in the context of thin 

political markets— a responsibility to the capitalist system— is distinct from 

that in “thick” political markets and in capitalism more broadly— a respon-

sibility to self- interested profi t seeking. Much in the tradition of over thirty- 

fi ve years of scholarship and practice in addressing managerial agency to 

shareholders, the problem of thin political markets— given its centrality to 

the outcomes of the capitalist system— behooves us to address the agency of 

managers to the capitalist system. Professor Friedman, I hope, would agree.



Afterword

For nearly a decade, I have been engaged in conceptual and empirical research 

into the political process of accounting rule- making. When, in early 2004, I 

started this research agenda as a fi rst- year doctoral student, I had little idea 

of the path my research would take, of the results the research would yield, 

and of the notion of thin political markets that would eventually emerge from 

my studies. By late 2012, I had conceived the idea for this book, but some of 

the conceptual and empirical studies that underlie the book’s thesis were still 

works in progress. Indeed, even as I complete the draft for this book, my re-

search into the process is ongoing. I expect that to continue.

The nature of academic research is the careful exploration of phenomena, 

the discovery of relationships, and the development of theories. Then the 

cycle continues, as emerging theories are tested on new data or phenomena, 

so that they may be affi rmed, refi ned, or rejected. Such, I expect, is the course 

for the notion of thin political markets, which this book has introduced. In-

deed, a key objective in writing this book is to stimulate additional research 

and examination into thin political markets. My hope is that this book is the 

fi rst word— rather than the last word—  on the subject.

My other objective in writing this book is to consolidate and interpret my 

fi ndings on the political process of accounting— to make, as it were, a wide- 

ranging assessment of the state of accounting rule- making. Here too, I an-

ticipate the conclusions to be subject to ongoing testing. As new rule- making 

institutions such as the Private Company Council emerge, as new individuals 

come to the FASB, and as the technology and culture in industrial and fi nan-

cial companies develop, we can expect new fi ndings to surface from stud-

ies of accounting’s political process. The book’s takeaway on special- interest 

capture should be subject to continual reexamination. Indeed, pursuing the 

reversal of this result is a worthy quest.





Bibliographic Note

I offer below a short bibliographic note and comment on the research meth-

ods employed in this book.

There are two types of chapters in the book: those that discuss evidence 

and those that inductively build theory. Chapters 3– 7 are of the former type, 

and chapters 2, 8, and 9 are of the latter.

The evidence in Chapters 3– 7 is drawn from academic articles and Har-

vard Business School (HBS) case studies that I have authored or coauthored 

over the past several years. Chapter 3 is based in part on (1) my HBS case study 

“The Politics and Economics of Accounting for Goodwill at Cisco Systems,” 

(2) my article “The Implications of Unverifi able Fair- Value Accounting: Evi-

dence from the Political Economy of Goodwill Accounting” published in the 

Journal of Accounting and Economics, and (3) my article “Evidence on the Use 

of Unverifi able Estimates in Required Goodwill Impairment” coauthored 

with Professor Ross Watts of the Massachusetts Institute of Technology and 

published in the Review of Accounting Studies.

Chapter 4 is based on my article “The Auditing Oligopoly and Lobbying 

on Accounting Standards” coauthored with Professor Abigail Allen of HBS 

and Professor Sugata Roychowdhury of Boston College. Chapter 5 is based 

on my articles “Towards an Understanding of the Role of Standard Setters in 

Standard Setting” published in the Journal of Accounting and Economics and 

“Why ‘Fair Value’ Is the Rule: How a Controversial Accounting Approach 

Gained Support” published in the Harvard Business Review. The former is 

coauthored with Professor Allen. Chapter 6 is based on my article “The Inter-

national Politics of IFRS Harmonization” published in the journal Account-

ing, Economics, and Law and on my HBS case studies “IFRS in China” and 

“Leadership in Corporate Reporting Policy at Tata Steel.” Chapter 7 is based 
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on my case study “The Private Company Council” coauthored with Professor 

Luis Viceira of HBS.

The theoretical framework in chapter 2 is drawn from two articles: “Im-

plications for GAAP from an Analysis of Positive Research in Accounting” 

published in the Journal of Accounting and Economics and coauthored with 

Professor S. P. Kothari of the Massachusetts Institute of Technology and 

Professor Doug Skinner of the University of Chicago and “A Framework for 

Research on Corporate Accountability Reporting” published in the journal 

Accounting Horizons.

The primary method for inferences in each of these articles is the applica-

tion of economic theory and theory from political science. The studies un-

derlying chapters 3– 5 use formal statistical tests on archival data. The studies 

underlying chapters 6 and 7 are fi eld- based projects that combine original 

interviews with other primary and secondary sources.

Each of these articles and cases, on its own, has a specifi c objective in ad-

vancing the understanding of accounting phenomena that is unrelated to the 

central objective of this book. In fact, when I started work on most of these 

articles and cases, the idea of this book had not yet crystalized. It was only as 

I undertook a retrospective look for commonalities across my work (as part 

of a personnel review process at Harvard Business School in 2011) that I fi rst 

saw the seeds of this book.

Chapters 8 and 9 are distinct from the other chapters. They are based on 

an ongoing project with Professor Rebecca Henderson of HBS called “Man-

agers and Market Capitalism.” The project aims to understand the role of 

corporate managers in those cases where (individual) profi t seeking and (so-

cial) problem solving do not align (such as in thin political markets). I had 

the good fortune to meet Professor Henderson and initiate the project just 

as I was formulating the idea for this book. It was through my collaboration 

with her that the core of chapters 8 and 9 emerged.

Collectively, this book is an aggregation of many parts, with the hope 

that the “whole” that emerges is greater than the sum of those parts. I owe a 

heavy debt to all my coauthors listed above (and to many others identifi ed 

in the acknowledgments). Without their partnership, the evidence and ideas 

that eventually led to this illustration of the problem of thin political markets 

would not have been possible.
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