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INTRODUCT ION

: There has been for'almost 50 years a central institution for the
promulgation of financial reporting rules (Generally Accepted Accounting
Principles). The public accounting profession has regarded it as a
professional responsibility to establish these "rules of the game" governing
the behavior of both corporate management and Eheir auditors. Through most of
this period, the rules were voluntary guides to the choice of appropriate
accounting methods, backed up by the implied threat of the Securities and
Exchange Commission to make mandatory rules dgoverning financial reporting.
Over time, the voluntary nature of the rules gradually eroded; now these
official pronouncements are generally recognized to be binding on management
and auditors. They have thus changed in Chafécter from the "friendly advice"
of e:fperts to something more like laws mandating _relétively specific behavior.
Given that such an institution exists, it is important to be able to
explain why it should have arisen, and what its function is. It is
noteworthy, then, that the question of the jljstification of the rulemaking
institution itself has received so little attention. The explanation may be
that only relatively recently has the institution (by now, the Financial
Accounting Sténdards Board) evolved into a form that calls for justification.
It can be argued that the Committee on Accounting Procedure of the American
Institute of Certified Public Accountants wés- (especially at first) a passive
b'ody‘ with no real power, except the ability to keep the Securities and
Exchange Commission from actively making financial reporting rules. More
recently, however, the nature of the institution's role has changed into a
form which makes its existence and activities more in need of justification.
As noted above, its promulgations are, practically speaking, recognized as
mandatory for firms and auditors. Furthermore, the content of the rules

themselves--and therefore the process through which they are promulgated--has



come to be a matter of great concern.

In any case, most of the work that has been done on the problem of the
justifiability of an institution is negative, in the sense that it starkly
demonstrates that a justification has not been given. 1Indeed, to the extent
that some of these analyses are correct about the role and activities of the
rulemakers, one may question whether the process has any legitimacy at all.

This paper provides an explanation of the existence of a financial
reporting rulemaker, by prdviding a justification of its existence. A
justification, in the present ins?:ance,- gives reasons why securities market

agents should have unanimously agreed to have a financial reporting rule-maker

1

as part of the structure of tj_he securities markets.® Furthermore, the reasons
why this choice would be made are based on a consideration of their own
individual interests. Altruism and envy are not considered. The basic idea
is that securities mayket agents would find a rule-maker's existence in their
own interests. That is, opting for a rule-maker is the best course of actionA
for them. According to the argument given here, securities market agents
would freely agree to have a third party (the central rule-maker) adjudicate »
conflicting views regarding thé specific financial diéélosures which corporate
management is to make to investors and potential investors. By so doing, the
rule-maker establishes the specific rights and obligations of securities
market participants. The rule-making process is then part of the infra-
structure of the securities market itself, just as are specialists, rules
against insider trading, and laws against fraud. The institution is thus not
an interference in the securities market (as some might suppose), preventing
participants from making direct, voluntary determinations of financial
reporting practices in equilibrium. Rather, it serves to create a more nearly

ideal securities market (at some cost) by reducing information asymmetries,

increasing the homogeneity of securities, and selecting (in view of the public



good nature of financial information) what it regards as an optimal level of
information cquality.

The problem of the justifiability of a rule-maker is thus regarded as a
sort of constitutional problem, relating to the basic structure of an
important social institution--the securities markets--rather than as an
economic problem of determining a least cost (most efficient) system of
information disclosure per se. Thus, the analysis given here has more in
common with, say, Buchanan and Tullock [1962] than it has with conventional.
information economics (e.g., Demsetz [1969]‘).‘2’

Part I is a critical examination of recent work in the accounting
literature which concerns the institutional structure of financial reporting.
Part II provides an analytic afgument for the existence and role of a

rulemaker for financial reporting of the issue.

I.

Current analyses of the role of central rule-making in financial
reporting [e.g., Gonedes, Dopuch, and Penman, 1976; Jensen, 1976; Jensen and
Meckling, 1976; and Watts and Zimmerman, 1979] focus on the role of the rule-
maker (e.g. the Financial Accounting Standards Board) in the context of the
securities markets. Their approach is to take és given the basic structure of
the securities market, in which securities (consisting of risk-return bundles)
are freely traded with a minimum of interference. The question then is:
should a central institution for making financial réporting rules be appended
to this basic structure? For example, according to Beaver and Demski, "The
structure of the [securities] market will ... bear on the issue of the optimal
form of information regulation (e.g., whether the market mechanism should be
used to make information decisions in the economy.)" [1974, p. 172, fn. 2].

Gonedes [1975] postulates the existence of a market for information,

within the fixed structure of the securities market. [See also Gonedes and



Dopuch, 1974; Gonedes, Dopuch, and Penman, 1976]. In this hypothetical
market, securities market agents are able to form coalitions for the purchase
of information from the management of firms. It is then shown that a
competitive outcome to the production and discrimination of financial
information occurs, and that it is Pareto-efficient.3 From this, Gonedes

concludes:

In the absence of additional assumptions, there appears to be no

economic motivation for the disclosure laws [i.e., financial

reporting rules]. Indeed, since the legally imposed information-
production decisions are feasible but not necessarily optimal,

the disclosure laws may induce a suboptimal allocation of

resources to the production of resources. [1975, p. 859]

The point of this is, . of course, that the legitimate existence of a
central rule-maker is being called into question. Gonedes mentions several
other rationales for the existence of a rule-maker, but finds them
insufficient. Thus, as he notes, its legitimacy is an open question, its
existence as yet unjustified.

It should be clear that Gonedes has simply reproduced the "Invisible
Hand" Theorem of classical micro-economics. In so doing, he has defined an
ideal Pareto Possibility Frontier. It is ideal in the sense that it is a
result concerning the limiting case where a set of vitally important
counterfactual assumptions are made. If there were an ideal market for
financial information about widely held corporations——meaning that financial
information is a pure private good, that information transactions are
costless, that there are many buyers and sellers, and that there are no
adverse selection problems brou_ght about by the conflict of interests between
the managers and owners of widely held corporations—then securities market
agents would maximize their expected utilities by participating in this
4

information market. A rule maker could do no better.

But such a proof is just irrelevant to the problem of the desirability of



alternative institutional frameworks.

Corporate managers apparently do use their control over financial
information in thveir own interest, to the disadvantage of investors;5
financial information is a public good;6 and the costs of colléctively
determining the disclosure of financial information——whether via a rulemaker
or an information market—are substantial.’

The use of formal methods has the obvious aéivantage that it can produce
determinate results. But there is the équally obvious danger that the
simplifying assumptions required to achieve these results are tdo "heroic."
If this is the case in a given situation, then the interpretation of the
results (i.e., their importance for understanding that part of the "real
world" [the referent] which is supposed to be their domain) is questionable.
It might be argued that the extent to which Gonedes' assumptions obtain in
"the real world" is an empirical question, and that his theorem holds as a
limiting case. But this ignores the fact that the appropriate mode of
analysis (and, in general, the results of the analysis) changes substantially
when Gonedes' assumptions are relaxed. For example, Coase's Theorem
demonstrates the power of the transaction cost assumption for the analysis of

8

externalities. In essence, Gonedes has given a zero-sum solution to a

positive-sum game. Given that there are interdependencies among securities
market agents, and that transaction costs prevent the attainment of an ideal
Pareto-efficient resolution of those interdependencies, the question to be
answered is: Given the interdependencies and transaction costs, would it be
more in the interest of securities market agents to have financial disclosures
governed completely be a market process, or governed at least in part by a
rulemaker? Treatment of Gonedes' proof as relevant to the institutional
choice problem is the "nirvana approach" criticized by Demsetz [1969].

The agency approach, as typified by Watts and Zimmerman [1978], [1979],



Jensen [1976], and Jensen and Meckling [1976], is an attempt to answer this
question. It does so by relaxing some of the assumptions made by Gonedes. An
agency relationship is defined as "a contract under which one or more persons
(the principal(s)) engage another person (the agent) to perform some service
on their behalf which involves delegating some decision making authority to
the agent." [Jensen and Meckling, 1976, p. 308]

There are four main theses in the agency approach to financial reporting,
all rooted in economic theory. First, the market value rule assumed by
Gonedes is relaxed, allowing the existence of conflicts between the managers
of a widely held corporation and the suppliers of equity capital (hereafter,
owners).9 Second, the cost of making and enforcing agreements is costly (non-
zero transaction costs). This includes the cost to the principal of
monitoring the agent's actions. An essential part of monitoring includes the
provision of financial information by the latter to the former. These costs
are an additional agehcy cost, the consumption of resources required in order
to have an agency relationship in the first place.

The third component of this approach to the provision of corporate
financial information is a theory of regulation. Since the issue is the
relative desirability of market-determined financial disclosure and rule-
governed financial disclosure, a theory of rule-making (regulation)» is
obviously relevant. |

One view [e.g., Watts and Zimmerman, 1979; Jensen, 1976] is based on a
belief that. all participants in the regulatory process—--including the
regulators-—act in their own perceived self-interest.l0 The importance of
this, of course, is that (according to this view) we should not expect
regulators to act impartially, either in "the public interest," or, in the
intérest of individuals. 1Indeed, the interests of some individuals (i.e.,

those whose interests do not happen to coincide with, or cannot be made to



coincide with those of the regulator) may be better satisfied if they are able
to act on their own account, without the rinterfe'ren'ce of the requlator.

The fourth component is an emphasis on the role of property rights in
voluntary agreements concerning the allocation of resourées. a right may be
defined as "a legally enforceable claim of one person against another, that
the other shall do a given act or not do a given act." [Hirsch, 1979, p. 8]
A property right is a right to hold or use property in specific ways. The\
concept of a right is a legal concept, and thus is restricted to legal
contexts, within the context of a system of property laws. [Hirsch 1979, p.
20] From a purely economic point of view, propetrty rights aid in the process
of éfficiently allocating resources. This occurs via the market mechanism,.
through which property rights are either temporari‘ly or permanently
transferred from one individual to another. Thus, through the purchase and
sale of the rights to hold and use property, things of value are assigned to
their "best" (uti_lity—maximizing) use.l1

Property rights are especially important; acqording to the theory, when
it is recognized that there are costs of making and enforcing agreements. For
the economic effect of property law, according to Hirsch [1979, p. 13], is to
reduce transaction costs. Thus, to the extent that a property rights system
is efficient, it helps society reach a higher Pareto—eff-iciency frontier (than
would obtain if there were no such system). The Coase Theorem states that, if
transaction costs are zero, a Pareto-efficient allocation of resources will
occur, regardless of the initial assignment of property rights. But, if
transaction costs are greater than zero, they can be reduced by an
"appropriate" assigrmment of property rights.

The égency approach goes beyond Gonedes' analysis in its emphasis on the
distributional impact of financial reporting rules and rule-making. Gonedes

raises the issue of whether a market for financial information would be more



efficient than a rule-making institution. The distributional consequences are
not examined. [See also Gonedes and Dopuch,ﬁ 1974; and Gonedes, Dopuch, and
Penman, 1976] But Jensen, for example, is clearly against constraints on the
permissible transactions among individuals (investors and managers) 12

As Beaver and Demski [1974] recognized, changes in the body of financial
reporting rules do affect the distribution of wealth. In particular, forced
disclosure would be expected to increase the wealth of investors and (free-
riding) potential investors, and to decrease the wealth of the managers, who
(up to that point) controlled possession of the information in question.
Indeed, any central resolution of an externality should be expected to have
this effect. Beaver and Demski's social welfare orientation is that a change
in financial disclosure, e.g., the ac_ioption of rule R, would be justified if
it puts society on a higher Pareto-efficiency frontier. Such a move is
permissible even if the outcome is not a Pareto-superior to the previous
allocation of resources. Movement to a Pareto-superior is not precluded, and
indeed, should occur if a change in financial reporting is to the (net)
benefit of botﬁ investor and manager groups. This could occur if managers
were willing to disclose a given kind of information, but only if the managers
of all comparable corporations do so at the same time.

According to the propérty rights approach, movement to a higher Pareto
possibility frontier is allowable only if it is a movement to a Pareto-
superior. Then, changes in financial reporting rules, which would result in a
re-distribution, could occur only if compensation is paid to the "losers." 1In
this way, Pareto efficiency is preserved. [See, e.d., Jensen and Meckling,
1976; Sunder, 1980]

But, then, why have a rule-maker if investors and managers could have
agreed on rule R with a mutually acceptable side-payment? [cf. Gonedes,

Dopuch, and Penman, 1976] Furthermore, since the rule-maker would have to



decide on the amount of compensation, what reason is there to believe that it
would select a payment that would have obtained in a market setting?
According to this line of argument,'a rule—makef would be legitimate
(justifiable) only if it turned out to minimize the cost of reaching Pareto-
efficient financial disclosures -- that is, if it acted as a mediator among
securities market agents, enabling them to reach agreement at lowest cost.

Its only legitimate role would be to produce what would have been the market

equilibrium (if a market had been feasible) at a\lower cost than would be
consumed by a market for financial information. That is, a rule-maker should
only exist as a market surrogate, in the sense that it does only what an
information market would have done, and at lower cost.:L3 But, on this line of
thinking, a central rule-maker would be illegitimate to the extent that it
éffects re~distributions.

It is a liberal axiom of our society that individuals should be left free
to arrange their plans of life as best they can, free of unnecessary
restrictions imposed by society. Perhaps a financial reporting rule-maker is
an unnecessary infringement on people's ability to act in their own interest
in obtaining financial information. The possibility is suggested by Gonedes,
Dopuch, and Penman [1976], and pursued by the advocates of the agency
approach, that a suitable change in the assignment of property rights to
financial information could make a financial information market feasible.l?

The operational problems of a functioning financial information market
are manifold. At the same time, one should expect that a market of some sort
would arise, with all its imperfections. Still, the question is, why is this
not better than a central rule-maker?

Sunder [1980] provides something of an antidote. Using the notions of
property rights, compensation and bargaining, he argues that -- given the

choices made by a financial reporting rule-maker -- securities market agents
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would adjust their activities in such a way —- that (relative) efficiency may
be expected, but not guaranteed.

But Sunder addresses only briefly the issue of the desirability of
alternate institutional frameworks for financial disclosure, in particular
that of a rule-making body of some sort. In the main, he assumes (p. 13) that
a rule-maker exists, and considers alternative methods of rule-making, and the
.decis ions that individual securities market agents would make in a rule-
governed financial reporting sys';tem.

. It may be granted that a rational securities market agent can Iﬁake
utility-maximizing adjustments to any new rule or rule change. The question
remains: why would he want rules in the first place?

The efficiency considerations advanced above provide some reason for such

an agreement. But what about the equity (distributional) considerations? Why
would they agree on a set-up which will produce redistributions of wealth?
This question is particularly difficult to answer for managers, who possess
financial information of the corporation, regardless of who does or might or
should own the property right to it. Since the evolution of financial
reporting rule-making is toward more complete disclosure, it is clear that
they would‘ not all favor the promulgation of rules which limit their freedom

to report what (if any) information they wish.

IT.

The argument which follows is an answer to these questions; it is fully
compatible with the basic assumptions of the agency approach, particularly the
rejection of the market value rule, the existence of substantial agency costs,
and the belief that actions resulting from \}oluntary choices by individuals

acting in their own self-interest is ceteris paribus preferable to actions

mandated or constrained by a cent_ral'authority. Furthermore, it is consistent

with the property rights/agency emphasis on contracts unanimously agreed upon



11

- be securities market agents.

The argument is that securities market agents would unanimously agree to
have a central financial reporting rule-maker, delegated to make rules in
accordance with which all are obligated to act. This is in spite of the
expected disfributional effects of the rule-choices.

The present analysis focuses 6n the role of a financial reporting
rulemaker in the securities market. Fama [1980] has emphasized the importance
of the managerial labor market as a control 6Ver the freedom of corporate
managers to act in their own interest. Tﬁus, it might be thought, the need
for a financial reporting rulemaker would be less clear. Two things méy be
said in response to this. First, the role of the securities market in the
managerial labor markét is in all probability substantial (even if, as Fama
says [p. 295], it is not the whole story). Second, the interests of
managerial labor market agents conflict in just the same way as those  of
securities market agents--indeed, it is the same conflict. So, the argument
given here regarding the securities market applies directly to the need for a
financial reporting rulemaker for the managerial labor market.

It is important to be clear from the start about the logical strength of.
the argument. The argument I will make is intended to:provide sufficient
grounds for saying that a central rule-making institution would be agreed to
by all securities marke£ agents, under the conditions specified in the
argument.

But, it is not sufficient to imply that any rule-maker would be better
than any information market. For one thing, if Watts and Zimmerman [1979] are
right (or to the extent that ﬁhey are right) in their account, it may well be
that an actual rule-making institution could be doing such a bad job that all
securities market agents would agree that it should be abolished. On the

other hand, they might all agree, not to abolish it, but to reform
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(revolutionize?) it. Even if a central rule-maker exists as the unanimously
chosen institution, it still cannot be guaranteed that the rules chosen by it
are Pareto-efficient. [Sunder, 1980] That is, even with Pareto-efficiency as
a goal, specific rule-makers may fail to achieve it, e.g., through ignorance,
miscalculation, by acting in their own self-interest, or because the cost of
regulation exceed the benefits.

In short, the desirabiiity of actual institutional structures for
financial reporting rests in part on contingent (empirical) issues, which
cannot be settled here. In any case, to the extent that, e.g., Watts and
Zimmerman's [1979] claims regarding financial reporting rulemaking are
correct, the need is all the greater to figure out what (if any) legitimate
role such a rulemaker is supposed to be performing. For, without such an
analysis, no grounds for criticism of their behvaior would exist. Therefore,
while the argument justifies the existence, and characterizes the role, of a
financial reporting rulemakef, it neither defends nor attacks the actual
workings and results of financial reporting rule-makers. In showing what thej;/
are supposed to be doing, it does not judge or presuppose that they are in
fact doing either a good job or‘ a poor job.

Furthermore, claiming that there is a legitimate role for a rule;maker
for corporate reporting, and that therefore corporate disclosure of financial
disclosure should not be completely voluntary, there is no implication that
voluntary disclosure by corporate management should be eliminated altogether.
Nor does it imply that a "secondary market" for financial information (e.g.,
subscription services and the analytic services of securities brokers) should
be proscribed. Indeed, such voluntary arrangements may be helpful to a rule-
maker in attempting to make good rules.

Thé problem facing securities market agents is best regarded as the

choice between alternative structures of the securities market -- taking a
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system of financial disclosure as a part of the structure of a securities
market — rather than directly as the choice of a financial disclosure system.
There are two reasons for this. First, the primary interest of securities
market agents is the securities market itself » i.e., the system through which
they make investment-consumption trade-offs. Financial information is
valuable to them only insofar as it aids them in making rational (informed)
investment decisions. Therefore, the institutional structure through which
financial information is provided to them is only a secondary concern. To
consider the institution of corporate reporting in isolation from the
securities market to which it is subordinate runs the risk of sub-
optimization: even if a rule-maker were a more costly way system of corporate
disclosure, securities market agents might be better off with a securities
market which includes a rule-maker.

Second, such a characterization ofrfinancial disclosure lends credibility
to the view that financial disclosures/by corporate managers might actually be
determined via a market process.l For, it is unlikely that a separate,
identifiable market for manager-supplied information -- as opposed to such
secondary sources as brokers and investment letters — would be feasible. On
the other hand, it does make sense to say that corporate policies for public
disclosure of financial information wouid be a factor in determining
equilibrium security prices. For example, ail members of the steel industry
might settle on standard reporting practices.15 Thus, without embedding the
"information market" as an inseparable (though perhaps analytically
distinguishable) part of the securities market, the non-rule-maker option for
corporate financial reporting is not well-defined.

The argument shows why securities market agents would unanimously choose
to follow the dictates of a financial reporting rule-maker, by showing why a

representative securities market agent would choose to have a securities
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market, part -of whose structure includes a rule-maker, rather than a market
lacking a rule-maker.1® If all securities market agents are like the
representative agent in relevant ways, then the choice would be unanimous.
This is done by postulating a situation of relative uncertainty, wherein a
securities market agent is uncertain about his or her own position in the
securities market. This serves to isolate the special interests of particular
securities market agents, which depend on their specific positions in the
securities market coﬁtext. Then, the representative individual is also a
disinterested individual, not having a special pleading, but choosing with a
view to what is in the common interest — the public interest criticized by
Watts and Zimmerman [1979].

The argument is in two stages. First, it is argued that a representative
individual would want to have a Pareto-efficient securities market. This is
not as obvious as some might suppose. This step is important for both
advocates and critics of rule-making, for the latter presume that efficient
disclosure would result if securities market agents were left free to make
their own arrangements regarding financial information. If some individuals
would benefit from inefficiency, then efficiency would seem less 1ik'ely to
occur.

The second stage of the argument is to explain how having a rule-making
institution for financial reporting as part of the structure of the securities
market helps it to be more nearly ideal than it would othérwise be.

A. The Pareto Efficiency of a Pareto-efficient Securities Maarket

The following assumptions a-re made concerning the knowledge of securities
market agents about the securities market.

(1) Regarding securities market (investment and financing) decisions,

securities market agents are all known to be risk-averse expected utility

maximizers. The use of financial information is an essential component of
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their maximizing strategy. Furthermore, each individual is egoistic, in the
sense that securities market transactions are made without regard for their
effects on anyone else's utility. In particular, externalities imposed on
others are ignored.

(2) All securities market agents have an understanding of economic
theory, especially concerning the workings of markets and their role in the
allocation of resources. This means, among other things, that they understand
the desirability of a Pareto-efficient market, both in terms of the allocation
of resources, and in terms of their resulting ability to act independently of
one another.l7

(3) Securities market agents know that the securities markets exist in a
complex and dynamic environment, both politically and technologically.
Therefore, events may affect the functioning of firms in ways that cannot
reasonably be anticipated. For this reason, information needs of investors
may be expected to change, continually and perhaps rapidly, and in
unanticipated ways.

(4) There are two kinds of securities market agents: investors and
potential investors on the one hand, and managers (of widely held
corporations) on the other. Membefs of the two classes have conflicting
interests regarding the conduct of the cofpdration. Investors have certain
rights regarding corporate activity, including the power to retain managers,
and tordetermine their remuneration. Managers have corresponding
responsibilities to investors, to act in the interest of the latter.18

The main difficulty, of course, concerns this last assumption. It is not
difficult to argue that investors and potential investors would prefer a
securities market in which the conditions of the invisible hand theorem were
met. Given that a securities market exists for the allocation of financial

resources, investors could do no better than to have an ideal market. But it
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is not so simple in the case of managers. To the degree to which the market
value rule holds, there is no problem. Even in thé conventional agency
framework, it could be argued that managers would desire an ideal securities
market, since it is in their interest to minimize agency costs.

The problem with such an argument is that it ignores the incentives of
managers to deceive investors (and to deceive managers of other firms),l9 in
virtue of their control of the. firm's information system. In the immediate
context, this means that managers have an interest in a sub-ideal securities
market. 1In both the acquisition of capital, and in terms of the managerial
labor market (hiring, remuneration, and retention), it is to managers'
advantage to disclose information to investors which puts them in the best
possible light. In the absence of institutional strictures against decept;_ion,
there is no reason (beyond the consequences -- if any -- to their self
interest) for managers not to practice deception.20

The incentives of managers regarding the disclosure of financial
information tend to produce a sub-ideal securities market in several ways, to
be discussed below. One general effect is relevant to this part of the
arqgument: deceptive financial iﬁformation violates the fundamental assumption
of economic analyses, that economic behavior is completely voluntary.
Intentional deception is, like violence, a form of coercion. [Bok, 1978, p.
18] The receiver of an intentionally deceptive message is not merely unable
to act in ways he or she would act, if given a nondeceptive message: he is
prevented from doing so. That means that he is not completély free in his
actions. That is, they have an involuntary element. This lack of freedom is
central to the topic of deception.

Because of the relationship between deceiver and deceived, lack of

freedom changes the distribution of power between them -- more to the former,

less to the latter. [Bok, p. 19] The value of financial reporting is
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supposed to be that it aids the receiver of the information in making
decisions, the benefit thus accruing to him. But the value of intentionally
deceptive information lies in its benefit to the sender, primarily. Indeed,
the purpose of deception is just to affect the relative power of people (here,
securities market agents).zzL

Because of the conflicting interests of securities market agents, and the
intrusion of coercion, we have the problem of rights, and the specification of
who is to have them. This does inject ethical considerations into the
argument. But no more than that introdiced by the property rights analysts,
whose concern is that a financial reporting rule-maker may prevent or limit
the scope of voluntary behavior. At a minimum, and consistent with the
economic approach, we may say that the readers of financial reports have a
right not to be deceived. The principle of Veracity, going back to Aristotle,
states that "lying is 'mean and culpable’ and that truthful statements are
preferable to lies in the absence of special considerations." [Bok, p. 30]
The point of this is that lies are not neutral; there is a presumption against
lying. This presumptive right not to be deceived may be overridden, e.g., by
the priority of a conflicting right of someone else, or by consent freely
given. But the burden of proof or justification is on the would-be deceiver,
whereas truthfulness does not ordinarily require any justification. |

Deception (and even the likelihood of deception), then, is an
interference in the free funétioning of the securities market, resulting in a
market which would be less than ideal. But, if managers would benefit from
such a market, why would they agree on something different? Presumably, they
wouldn't.

But consider a representative securities market agent — one who could

make a disinterested choice. Such a person is conceived to be representative

.of all securities market agents in that any one could be chosen arbitrarily,
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and would make the same choice regarding the ideality of the securities
market. By making securities market agents ignorant of their individual
characteristics which produce the conflict of interest, those characteristics
causing them to have special (private) interests in the structure of the
securities market are eliminated. 1In this way, a unanimous choice is
possible.

Thus, an additional assumption about the knowledge of securities market
agents is made:

(5) Securities market agents are ignorant of their own position in the
securities market. Specifically, they have no information about whether they
are investors or managers of corporations. Furthermore, they do not know
about their endowments of wealth or abilities, including their ability to
bargain (or threaten) in a market situation.

This assumption introduces a "weil of ignorance," behind which the choice
of institutional structure is to be made. The veil of ignorance idea was
developed by Harsanyi [1953] and Rawls [1971], in their efforts to develop
basic ethical theories, concerning the appropriate bases for evaluating and
chosing among alternative social institutions governing collective
activity.22

The degree of uncertainty of the choice situation raises the question of
the appropriate decision criterion to be used by a representative securities
market agent in the choice of a market structure. Two possibilities stand out
in the decision theory literature. One is to maximize expected utility, which
presents the problem of assessing the probabilities that various states of
affairs —— here, concerning the identity of securities market agents as
investors or managers, and the distribution of endowments and abilities —-

will obtain. Under the assumptions made, there is no non-arbitrary way of

doing so. The principle of insufficient reason (the Laplace rule) [see, e.q.,
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Luce and Raiffa, 1957, Ch. 13] according to which each state of affairs is
considered to be equally likely, does allow the expected utility approach to
be applied, there is little more to be said for it. 1In particular. the
assignment of probabilities (1/n to each of the n sﬁates of affairs) is
sensitive to the specification of states affairs. So, even to generate these
arbitrary numbers requires information which is not available to the
participants.

In any case, the assumption that securities market agents are, in making
securities transactions, expected utility niaximizers does not imply that they
should be expected utility maximizers for institutional choices as well. And,
in view of the uncertainty of the situation, the importance of the decision
[Rawls, 1971, p. 169], and the risk-averse natlire of the individuals, a more
conservative rule would be more avpropriate.

Such a decision rule is the minimax rule, according to which individuals
are to choose so as to minimize the maximum loss; in other words, expect the
worst, and act accordingly. Because of the radical uncertainty implied by the
veil of ignorance, this is the apropriate rule for choosing the structure of

the securities market.

If, as argued above, control of corporate information by managers gives
them an advantage over investors via the possibility of deception, then a
securities market in which deception is practiced is systematically biased
against investors. An individual who knew himself to be a manager would
prefer such a market, while an individual who knew himself to be an investor
would prefer an ideal market. In the face of uncertainty, the minimax rule
counsels individuals to choose as if they knew themselves to be investors.
Therefore, the choice of a representative securities market agent would be an
ideal market, one which is unbiased (symmetric) with respect to whether one is

an investor or a manager.
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One might try to extend Sunder's [1980] expected utility argument to the
institutional choice problem. Such an argument would have a representative
securities market agent, behind the veil of ignoraﬁce, calculating the
expected utility of alternative securities market structures, and choosing
accordingly. But there is no non-arbitrary way of assigning probabilities to
the outcomes, and of characterizing the (number of) outcomes. Therefore, the
expected utility argument does. not yield a determinate choice. Once an
institutional structure is chosen, Sunder's own analysis is meaningful (since
information is available on which to assign probabilities) and relevant (since
it relates to individuals' incentives to change their own roles within a

market structure).

B. The Pareto Efficiency of Financial Reporting Rulemaking

Given that disinterested securities market agents would unanimously
prefer an ideal securities market, why would they prefer a securities market
which had a financial reporting rule-maker as part of its structure? The
general answer is that they would prefer it if it would produce a more nearly
ideal securities market. The relevant aspects of the securities market are,
and the task of a rule—maker would be, to make it more nearly perfectly
competitive, and to remove externalities.

The existence of an externality is a sign of the existence of transaction
costs and imperfect' information, which prevents its internalization via market
transactions. [Dahlman, 1979] Public goods are, of course, one cause of
externalities. Since publicly available information is a public good, some
mechanism for producing a Pareto-efficient system of financial disclosures is
a neceséary condition for an ideal securities market. The preferability of a
securities market with a rule-maker is, on this ground, partly an empirical

question, and thus indeterminate analytically.23 It might seem then, that we
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are at an impasse, being unable to conclude that the inclusion of a financial
reporting rule-maker has the ability to cause the securities market to be more
nearly perfectly competitive -- that is, to better sa_tisfy necessary
conditions for it to be an ideal allocator of resources. Then, ‘any securities
market agent would desire to have a financial reporting rule-maker as part of
the stru;:ture of the securities market.

The securities market is really a set of markets, where each security has
a separate' market. The degree to which the securities market can be
considered to be a single market depends on the homogeneity of the securities.
Conventionally, securities are assumed to be risk—retun_-_x bundles; information
about them is not mentioned, presumably because it is exogenously given, and
reltively homogeneous across securities. But when the structure of the market
itself is at issue, the system of financial disclosure is also at issue.
Thereforé, in the current context (that of choice of a securities market
structure), a more adequate view of the securities market is that thé
commodity in question is not the conventional two-parameter (risk and return)
security of finance theory, but a three~parameter commodity, including the
quality of information- disclosed by the firm about itself as a third
parameter. Without adequate information regérding a firm, investors and
potential investors are prevented from making adequately informed decisions.
And since financial information is largel? under the control of corporate
management, it needs to be regarded as a separate characteristic of
seaurities, the commodity (ownership interest)- which is bought and sold.

Information quality has received .relatively little systematic
attention.24 Although evaluation of this literature is beyond the scope of
this paper, several points do need to made. One is that, in the context of
.investment decisionmaking, the quality of information about firms is of

primary interest to investors and potential investors. This underlies much of
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the profession's concern with the adequacy of financial statements.25

A second point is that, without common standards of reporting, such as
financial reporting rules, the quality of information of various firms would
doubtless va'ry. The extent of variation is unknown, since we already have
financial reporting rules. Since the commodities bought and sold in the
securities market are homogeneous only to the extent that the quality of
information disclsoed by them is homogeneous, the conditions of perfect
competition are better met by the securities market to the extent that
information quality is homogeneous.

Furthermore, if financial reporting rules are chosen with regard to
information quality, as is clearly the FASB's intention [1980], then the rules
serve as a standard of minimum information quality. Therefore, they cause
lsecurities to be more homogeneous than they would otherwise be. That is, they
have the consequence of making the securities market more purely competitive.

An additional issue relating to information quality results out of
managers' control of corporate information, the divergence of their interests
from those of investors, and from nonhomogeneity of financial information (in
the absence of a rule-maker). It is the "lemons" problem [Akerlof, 1970],
resolution of which can be accomplished by a financial reporting rule-maker.

In the case of the securities market, the good in question is securities;
the lemons problem involves uﬁcertainty abou the quality of securities.
According to the conventional view of finance, as discussed above, the
securities of various firms (composed of risk and return characteristics, and
in the context of portfoiio theory) are close substitutes for each other.
From the point of view of a price-taking individual investor, securities
(considered as risk-return bundles) do not vary in quality, since (from his
point of view) return is a function of price, which (assuming that the

securities market is efficient) is an unbiased estimate of a firm's value in
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relation to all other securities. Higher returns accompany higher risk:
together, they imply that securities are of homogeneous quality,26 and thus
that the lemons problem does not arise.

A second interpretation is based on the arialysis of securities presented
above, as cqnsisting of risk, return, and quality of information about the

firm. On this view, a security is of better quality (ceteris paribus) if risk

is lower, return is higher, or information quality is higher.

As discussed above, in a securities market unrequlated with regard to
financial reporting, information quality wdiid vary; therefore, the quality of
securities would vary. The level of information quality for a firm would be
the result of the ability of its manager to fréely choose accounting methods
in the preparation of financial statemenfs. Because of the structure of the
manager's incentives, he will choose a level of information quality that best
satisfies his own interests, rather than that level which would maximize the
investor's interests. The reason for this is that the level of information
needs to be defined with regard to the receiver's purposes, rather than the
sender's purposes. The investor has two sources of uncertainty (besides the
sources usually discussed in Afinance), then, regarding the quality of a firm's
security: uncertainty about the manager's ihterests [cf. Ronen, 1978], and
uncertainty surrounding the ability of various accounting methods to represent
the affairs of various firms.

As a cause of market inadedquacy, the lemons problem relates to market
imperfections in two ways. First, information asymmetry violates the
assumption that all market agents have equal and costless access to
information. Second, it affects the size of the market, which relates to the
assumption that there are enough market agents, so that they all act as price-

takers. As Akerlof shows, a market in which there is information asymmetry

can disappear altogether. The market effects of asymmetry result in a less-
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than-Pareto-efficient allocation. Thus, if one is interested in securities
markets as an efficient allocator of real economic resources to firms, then
one would be interested in reducing or eliminating the asymmetry. By
controlling the quality of financial information provided by corporate
managers, and therefore the asymmetry, a financial informa‘tion provided by
corporate managers, and therefore the asymmetry, a financial reporting rule-
maker would help produce a more nearly ideal securities market.

The above argument concerns dealings in individual securities, and the
attendant role of a rule-maker. Information asymmetry also has a general
effect on investors. It is perhaps not obvious that, at another level, the
lemons problem is itself a public goods problem. In the analysis above of the
relationships among investors, and bétween investors and potential investors,
the public good nature of financial information was seen to cause
externalities. Here, in the relationship between investors and managers, the-
public good is not information, or even the quality of informétion for
specific firms; it is the average quality of the good, br some other market
statistic used by investors and potential investors in deciding to buy or sell
shares.27

Therefore, from the point of view of investors, there exists a Pareto-
efficient (aggregate) level (expressed, e.d., as an average or a minimum) of
information quality for firms taken as a whole. In other words, while
homogeneous information is a necessary condition for an ideal securities
market, it is not sufficient for Pareto-efficiency in a larger context — we
have to have the optimal amount of the public good. Since the problem arises
results from the conflicting interests of owners and managers, and the

latter's control of the corporation's information about itself, a rule-maker

is needed to reach that level.



25

Summary and Conclusions

A. The arguments given in Part II appear £o conflict with the property
rights approach, according to which it is both feasible and desirable for
property rights to financial information to be assigned to some securities
market agents. Under specified conditions, a Pareto-efficient system of
disclosure is claimed to result via market transactions. BAmong other things,
it is vital that the right be freely transferable, so that there are no
impediments to it reaching its best use. Such information rights -transactions
would be purely voluntary. On the other hand, a rule-maker's task is to
promulgate rules which (in any non-trivial case) will involve re-distributions
of wealth, and restrictions on the ability of individuals to make mutually
satisfactory agreements.

The argument was that securities market agents would agree to such
results, in the domain of financial disclosure, in order to achieve a more
nearly ideal securities market. A rule-maker is considered to be part of the
structure of that market, just as are laws against fraud and margin
requirements. In addition, it is not legitimate to regard it as an appendage
to, much less an interference in, an otherwise free market. There is no such
thing as a completely free market; without soi‘ne restrictions on individual
behavior, a market will not exist. The quesi:ion addressed and answered here
is what kinds and how much restrictions there should be.

The conflict with the property rights approach is more apparent than
real. In choosing a structure for the securities market, individuals are
making a kind of social contract, which involves a specification of property
rights. I£ is at this more fundamental level that property rights agreements
would be said to be made among securities market agents. Rather than
hypothesizing contracts for specific disclosures, the property rights bargain

relates to the existence and legitimacy of the rule-making institution itself.
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On this interpretation, the property right agreed to behind the veil of
ignorance is two-fold: First, investors have a general right to be given
reliable, non-deceptive information about the corporation. But, because of
the conflicting interests of managers and investors, the power of managers,
and the fact that the securities market operates in a dynamic environment, it
is not reasonable that capital market agents would make explicit concrete
contracts for specific financial disclosures, which could be changed only by
re-contracting and paying compensation, as the agency analysis suggests. The
ability of corporate managers to invent new forms of leases to evade
disclosure is a good example of this. The hypothetical agency contract
regarding financial disclosure is then a very general one, in which owners and
managers agree within very broad limits as to the right of investors to be
provided with reliable financial information. The stewardship concept derived
from common law is explained by this.

The economic épproach to law [e.g., Posner, 1977], including the agency
literature (insofar as it mentions property rights), emphasizes the
desirability of a complete ex ante specification of rights, with subsequent
trading. But, in the case of financial information, it is.being argued here
that it is more desirable not to have a complete specificat'ion. Furthermore,
no buying and selling of rights to information takes place.28

So, managers would agree to act in accordance with GAAP, whatever GAAP

may gei.zg That is, the "agency" agreement is an agreement, once and for all,
to abide by the decisions of a third party, rather than to a specific
reporting format. Insofar ‘as these techniques are locked in they can easily
become less valuable. The only way to keep financial statements current (in a
changing environment), and therefore responsive to changes in management
behavior, on the agency approach, would be to re-negotiate the contract

periodically. But how is that to be done? Gonedes, Dopuch and Penman's
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[1976] suggestion of unlimited direct costless bargaining among all interested
parties is clearly unrealistic.

Instead, rule-makers are to promulgate, and securities market agents act
in accordance with, an open-ended set of principles or rules. This is more
nearly what is found in practice, whenever changes in financial statements are
made after the initial issuance of shares.l It is manifested, e.g., in the New
York Stock Exchanges' tightening-up of financial repori:ing of certain firms,
and in the 1934 Securities Exchange Act, erhpowering the Securities and
Exchange Commission to promulgate such "...rules and regulations as the
Commission may prescribe as necessary or appropriate in the public interest or
for the protection of investors." [Sec. 10(b) in Schwartz, 1973, p. 269] The
SEC is thus to make those rules, including financial disclosure rules,
obedience to which fulfills the "social contract." This is also the function
of the FASB, in the agency context.

Then, the establishment of such a body (as well as ocbedience to it on the
part of securities market agents) is a necessary part of the agency agreement.
Gonedes, Dopuch and Penman [1976] point out that financial reporting policies
are apparently feasible outcomes of direct bargaining between owner and
managers, but are evidently not "spontaneously" agreed to. Thus, they say,
the policies must generate some inefficiency. But this is too narrow a view.
Instead, any inefficiency of this sort catsed by a central rulemaker is simply
one component of the total agency cost incurred. Thus, a central policymaking

institution is itself Pareto-efficient. It is desirable, ceteris paribus, to

minimize such costs, but, as Jensen and Meckling themselves point out [1976],
it is unrealistic to compare the resulting state of affairs with the Pareto
efficiency of a world without agency costs.

In any case, the conflicts of interest between owner and manager need to

be settled somehow. A right may be defined as specifications of justifiable



28

interests; they are especially pertinent in situations in which individuals'
interests conflict, for they help determine whose interest is to prevail.
Thus, the second part of the original agreement is to establish a rule-
‘maker to adjudicate conflicts of interest, and in so doing, making the
investors' general right to information either more specific, or else
modifying it in some other way. The fact that} in 1981, a new financial
reporting rule restricts a corporate manager's reporting options, and thus
decreases his expected utility, is irrelevant. Such a rule is not an
interference in the securities market, preventing Pareto-efficient outcomes.
Instead, it is a part of the structure of the securities market itself, freely

agreed to.

In summary, the proper role of the rule-making institution in the
securities market is to determine the specific content of financial reports to
owners. This has two parts, involving both efficiency and equity issues. One
is to help the securities market meet the conditions of an ideal market by
making securities of different firms a more homogeneous good, and by making
information symmetric (homogeneous) among investors. However, if the goal of
financial reporting policies were simply to yield such homogeneity, any level
of information quality would do. Therefore, the second task of policymaking
is to achieve the level of information quality which is most ‘in the interest
of securities market agents, In doing so, it decides what specific rights to
information owners have in the current situation. The ability of managers to
invent new kinds of leases (to escape disclosure) does not rﬁean that owners
should have to compensate managers for changes in disclosure practices. It
does mean that the general right of owners has to be re-specified. But this
is like a judicial decision (in the form of, e.g., FASB statements) to be made
by an independent party, rather than via direct bargaining (which does not

exist and is, indeed, hard to imagine). This shows why it is so important
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that the FASB Abe (ana appear to be) independent of special interests, and why
the FASB should be concerned about it. It also shows the importance of the
kind of research conducted by, e.g., Watts and Zimmerman [1979], to determine
the degree to which the FASB is carrying out its responsibilities.

The equity issues discussed above arise out of the desire of securities
market agents for efficiency. Thus, at least in this area, efficiency is not
independent of all equity problems. Other justifications for the existence of
a financial reporting rule-maker based on pure equity grounds could be
developed; they were not attempted here because of the desire to provide a
justification on grounds as close as possible to the ones accepted by those

who are skeptical of the desirability of financial reporting rule-making.



Footnotes

I am confining the scope of the problem to the securities market, but not
because I think that only the interests of securities-market agents are
relevant to deciding whether to have a rule-maker. Rather, I want to
limit the discussion to a specific kind of argument regarding the
justifiability of such a rule-maker. The problem is complex enough
without extending its scope.

I do not wish to deny that these analyses contribute to an understanding
of the problems that arise once a system for corporate financial

disclosure is chosen. Watts and Zimmerman [1979] and Sunder [1980] are
especially pertinent.

See, e.g., Sen, 1970. A state of affairs x is Pareto-efficient if and
only if it has no Pareto-superior; a state of affairs y is Pareto-
superior to x if and only if y is superior to x for at least one
individual, and x is superior to y for no individual.

For a more detailed criticism of this approach, see Beaver and Demski,
1974. _

It has been commonly argued [e.g., Smith, 1937; Berle and Means, 1968;
Donaldson, 1963] that there is a divergence in the interests of owners
and managers, that can be manifested in various ways. Monsen and Downs
[1965], unlike the others, emphasize the role of information in the
relationship between owner and manager. According to them, two
conditions are necessary for managers to increase their own income at the
expense of the firm's efficiency: (1) that acts are in their own
interests, and (2) that "it is impossible or very difficult for their
superiors to discover these acts." [1965, p. 228] That implies that one
of top management's key strategies is "carefully screening all
information which is forwarded to stockholders or the public at large."
[ibid., p. 232] Just because manadement does have a great deal of
control over the firm's financial information, it is hard to obtain
strong evidence as to whether management does use financial reporting in
this strategic manner, to favourably affect outsiders' beliefs concerning
the firm's performance. [Salamon and Smith, 1979, p. 320] However, some
evidence does exist. Smith [1976] found evidence consistent with the
hypothesis that managerial firms were more likely to employ accounting
policy decisions. to smooth the income stteam. Kryzanowski [1978] found
that managers were able to conceal information from stockholders, thereby
manipulating security prices. One technique for doing so is
"manipulation of the generation and release of (mis)information on
company activity." [ibid., p. 368] Salamon and Smith concluded that
managerial firms exercise control over the information in annual reports
"in a manner which may misrepresent firm performance."

As has often been recognized, financial information is a public good.
[E.g., Gonedes and Dopuch, 1974; Beaver and Demski, 1974]. A public good
has two characteristics. One is tht there are indivisibilities of
production or jointness of supply. That means that there are economies
of scale, such that once one individual (or coalition of individuals) has
paid for its production, the marginal cost of supplying it to others is
zero or nearly zero. The second is that once the good has been supplied
to some individuals, it is inefficient, if not impossible, to exclude



other individuals from consuming it. The import of non-excludability is
that purchasers of information are not able fully to appropriate the
benefits of the good. The result is the so~called free rider problem:
since non-purchasers cannot be excluded, they also cannot be forced to
pay for their use of the public good.

It is not clear how large bargaining costs would be; but it should be
clear that they would be substantial. The number of agents (M) in the
market is a crucial parameter. For, as M increases, the marginal cost of
both coordination and information increases, to the point that a
bargaining approach to attaining a Pareto-efficient allocation is
impractical. - [Riker and Ordeshook, 1973, p. 254] The large numbers case
should be the focus of the market analysis for two reasons. First, in
any real information market, M would be large. Second, the market
analysis is based on thé idea that all markets are competitive; this
requires that there be a large number of price-taking market agents.
There is thus no comfort in observing that the problems to be discussed
below are either nonexistent or (relatively) insignificant in the small-
numbers case. [Baumol and Oates, 1975, p. 10; Head, 1974, p. 84-85]
Gonedes' analysis implicitly assumes that information market agents
bargain in good faith. Bad faith may take either of two forms, both
involving the non-éxcludability of public goods. First, agents have an
incentive to renege on the agreements made. One obvious way would be for
an information purchaser to back out of the purchasing coalition
(refusing to pay his or her share) once an agreement is made. Since
financial information is a public good, the reneging party becomes a free
rider. Another form of reneging would involve the information producer.
Presumably information disclosure contracts would require that
information production agreements include a stipulation regarding the
reliability of the information. But, insofar as the provision of more
reliable information would be more costly to the information producer, he
or she has an additional incentive to produce less reliable information
than is specified by the coalition-agreement. That is, information
producers have an incentive to deceive information users. Furthermore,
this will be more successful as the reneging is more difficult to detect.
A second form of bad faith bargaining can arise through the preference
revelation problems regarding public goods. [E.g., Mueller, 1979, p.
25f; 78-83; Head, 1974, pp. 83-86] Information market agents have an
incentive to misrepresent their demand for financial information. they
would thus be free-riders to the extent that, by so doing, they would
successfully shift the cost of information production to other members of
the coalition. The result is failure to attain Pareto efficiency.
[Head, 1974, p. 84] -

Even here, Aivazian and Callen (1979) have shown that the Coase Theorem
does not hold unconditionally, when there are more than two economic
agents: there are situations which ahve no stable equilibrium, a cycling
a la the Voter's Paradox.. Thus under Coase's conditions a centralized,
non-market solution may be appropriate.

Fama [1980] makes the point that debt and shareholder investment are
merely alternative sources of financing with various advantages and
disadvantages, a view going back at least to Paton [1922, Ch. 2] He then
goes on to say that the stewardship principle, in the form of control by
owners over the actions of entrepreneurs, is not important in the context
of securities markets. But in the domain of financial reporting, this is
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not the case. The information needs of parties outside the firm who lack
the power to obtain relevant information--an idea again going back at
least to Paton and continuing up the present [FASB, 1980]--and the
responsibility of managers to provide that information are of primary
importance. This holds holds regardless of the specific characteristics
of the financing instruments themselves.

This is consistent with the rationale for rejecting the market value
rule. It is also consistent with the so-called "public interest theory"
or regulation, according to which regulators do choose, or (alterntively)
ought to act in such a way that the set of regulations chosen are more in
the collective interest of the group than are alternative sets of
regulations. According to the public interest view, regulators act in
their own self-interest by acting in the collective interest. This is
rejected in favor of the view that regtilators act in their own interest
by acting in the private interest of the most powerful ("special
interest") group trying to influence the content of regulations. The
most powerful group is presumably able to give the highest rewards to the
regulators. Any mention of the public interest on the regulator's part,
or the provision by them of a rationale for choice, is simply a
subterfuge -- "a useful weapon in the political arena" [Watts and
Zimmerman, 1979, p. 288] -- to cloud the real reasons for choice (i.e.,
private benefit to a regulator). Outright bribery of public officials is
limited only by the difficulty of enforcing the agreement [Watts and
Zimmerman, 1979, p. 285, fn. 41].

There are three sufficient conditions for an efficient property rights

_system. [Hirsch, 1979, p. 14; Posner, 1977, Ch. 3] First, it must be

universal, in the sense that rights can be exhaustively specified and are
each assigned to someone. Second, ownership of property rights is
exclusive. That is, property is private property; exclusion of non-
owners is feasible (and will be enforced by law). Third, property rights
are freely transferable, without restrictions. If the parties to a
property transaction can reach a mutually satisfactory agreement, no
obstacle is imposed.

Members of the so—called "Rochester School of Accounting”' [Jensen, 1976]
(e.g., Jensen [1976] and Watts and Zimmerman [1979]) seek an explanation
of the institution's actual workings in politico-economic terms,
according to which the rule-making apparatus is an instrument of
coercion, controlled by those groups with greater political or economic
power. As such, the rule-making System is an imposition on and
interference in the workings of the sectirities markets, and benefitting
those who are able to control it. At the same time, it is clear that at
least some of them have a normative purpose behind their research. For
example, Jensen claims that the positive results "imply policy
prescriptions." [1976, p. 13, my emphasis.] He goes on to call for more
research in accounting, in order that the institutional structure of
financial reporting will "shift in a desired direction." [ibid.] He
subscribes to a theory of regulation, according to which "politicians,
bureaucrats, and special interest groups are using the notion of social
responsibility and the power of the political sector to effect wealth
transfers from corporate owners, creditors, and the consumers of the
corporation's products to others in society." [ibid., p. 17; see also
Watts and Zimmerman, 1979, p. 275] Furthermore, it is clear from the
context that he regards this as undesirable: the government is
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confiscating wealth by coercion. Apparently, given that this is more or

less inevitable, interested parties should learn how to control the
institution for their own advantage. [ibid., p. 13]

The difficulty of determining what outcome would have been produced by a
market will not be pursued. Nor will any issues presented by the
possibility that the class of Pareto-efficient outcomes is not singular.

Apparently, this would mean assigning the rights to the information
generated by a corporation to its managers, since assignment to investors
would not produce a market between investors and managers. (The
difficulty of excluding non-purchasers would preclude a market between
actual investors and potential investors.) Then, investors and non-
investors could bargain with each other and with managers, and form
coalitions for the production and dissemination of information. The
successful coalition would purchase the property right to information
specified in a contract, and perhaps limited in time like a lease (even
though the common stockholders investment contract is not limited in
time). If additional, or different, information were desired, it would
be obtained by re-contracting with whomever currently owns the property
right, or by a new contract with the managers. In any case, a large
number of overlapping contracts would exist in all probability -- there
is no reason to expect a "general purpose" financial statement to evolve,
even for a single corporation.

"J.S. Steel's Bracy Smith argues that it was impossible for U.S. Steel to
stand alone against the crowd unless it was willing to see its stock
suffer. 'We would be very happy if they would make the rule that
everyone has to take accelerated depreciation on their books... But you
can't have just one company doing it." (Minard and Wilson, 1980, p. 97)
But, such an equilibrium may not be optimal, because (see, e.g., Mueller,
1979; Luce and Raiffa, 1957) of the Prisoners'-Dilemma characteristics of
collective choice issues. Here, members of the steel industry would be
the players of the Prisoners' Dilemma.

The concern here is with of a specific social institution, the securities
markets as found in, e.g., the United States, Canada, and the United
Kingdom, rather than with the basic structure of society. 1Indeed, the

~ fact that many highly developed countries lack extensive securities

markets shows that no general claims about the justifiability of basic
social orders are being made.

A Pareto-efficient allocation of resources will result (i.e., be in
equilibrium) under the following conditions: (a) There is perfect
competition; (b) there are no external effects in consumption or
production; (c) no consumer is satiated; and, (d) second-order conditions
are satisfied for each consumer and producer. [Henderson and Quandt,
1971, p. 256; Gauthier, 1978, pp. 77-79] 1In short, a unanimously
preferred outcome will result from the interactions of individuals acting
independently in their own interests.

Managers historically have had an obligation to provide information to
investors, both in "common law" (via the stewardship principle) and in
corporate law. - :
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Managers of other firms are in competltlon in elther input (including
capital) or output markets.

Thus, Atkinson and Feltham's assumption that management provides

completely reliable information to investors and, at the same time,
rejecting the market value rule is highly questionable.

For a more complete treatment of deception in corporate financial
reporting, see Gaa and Smith, 1980.

Because of its past use, it might be thought that the present argument is
an ethical one, and as such goes far beyohd the bound of conventional
economic frameworks. In a sense, this is true. But the argument is made
on._narrow grounds, matching the suppositions of the economic framework,
and therefore provides an economic rationale, whose lack Gonedes notes.
Thus, for example, it is assumed here without argument that securities
markets are effective and equitable methods of allocating financial
resources to real production. It will be argued that a desideratum for
markets of all kinds is that there is no systematic bias against any
class of market agents to make free transactions on an equal foooting
with all other agents. This is a kind of symmetry condition, barring;
e.g., deception, fraud, and coercion. These claims are ethical, to be
sure; however, they should not be objectionable to economic analysts.
But the argument is not an ethical one, in the sense that it is an
application of, e.g., some particular theory of justice, to the problems
of financial reporting. Rather, it seeks to show why a securities market
agent--conceived as a rational decision maker attempting to pursue a
rational plan of life [cf. Rawls, 1971]—would want a rule-maker. Thus,
for example, the impact of financial reporting on society in general--
through its effect on real production an on the wealth of members of
society who are not securities market agents--is ignored. [See, e.qg.,
Anderson and Meyers, 1975]

Furthermore, the empirical issue may never be-adggt_latelz settled. The

‘question of whether a rule maker minimizes the cost of securities market

transcations,; though empirical, may not actually be susceptible of a
reliable answer, in view of the difficulty of doing research on it. Note
that an empirical question is one which is in principle settleable using
empirical techniques. [Hempel, 1965] Among other things, this means
that Benston and Krasney's [1978] claim that the burden of proof is on
advocates of rules-making to show that rules have social value is not as
telling as it might appear.

At a general level, the "market for lemons" literature has resulted in
some understanding of product quality uncertainty. At a more specific
level, even less has been done in the academic accounting literature.
However, information quality has been accorded much attention in the
professional literature. Accounting Principles Board Statement No. 4
[1970], the American Institute of Certified Public Accountants'
Objectives of Financial Statements [1973], and the FASB's Statement of
Financial Accounting Concepts No. 2 [1980] are only the most promlnent
recent examples of the profession’s efforts to come to grips with the
concept of information quality.

For example, according to the AICPA's study group on objectives, "the
qualitative characteristics of financial statements [i.e., the
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information contained in financial statements]... should be based largely
upon the needs of users of the statements. Information is useless unless -
it is relevant and material to a user's decision. Information should be
as free as possible from any biases of the preparer. In making
decisions, users should not only understand the information presented,
but also should be able to assess its reliability and compare it with
information about alternative opportunities and previous experience."
[1973, p. 60]

It might be argued that the third parameter is unnecessary because
perceived information quality would be impounded in securities prices by
affecting the perceived risk and return characteristics of securities,
and furthermore, that much of the effect can be diversified away to be
true. This is in part an empirical question; how to test it is less than
obvious. Furthermore, the theoretical basis for the claim assumes an
ideal securities market; including zero transaction costs. So, a rule-
maker cannot be dispensed With, on this ground, even in theory, since (as
argued above) the role of a rule-maker is to make the market more nearly
ideal in the first place. Furthermore, that aggregate information
quality is a public good is enough to show tht compacency is not
appropriate. 1In any case, all the claim amounts to is that securities
market agents are able to adapt to their environment whatever it is, good
or bad. Lack of attention to this third parameter in security market
research can be explained by observing that one of the purposes of
central policymaking is to make the level of information quality more
homogeneous among firms, thus presumably making it less important as a
predictor of, e.g., security price differentials or reactions.
Furthermore, how to operationalize it as a variable is unclear.

It fits the Prisoner's Dilemma analysis: (1) one cannot be excluded from
participating in the securities market, and thus cannot be excluded from
consuming the average quality of the goods (securities) in making
investment decisions; and (2) the tendency of the average quality to drop
is a direct result of the incentive of sellers (i.e., management) to act
as free riders. Furthermore, unilateral action to increase average
quality by increasing the quality of an individual firm's securities (by
increasing the quality of information about it) are unlikely since "the
rewards... tend to accrue to the grop as a whole —- in raising its
average quality --rather than to the individual." [Akerlof, 1970, p.
495] That is, the individual manager acting as an individual cannot
appropriate all the benefits of his actions.

Again, the argument bars neither secondary markets for information nor
voluntary disclosure by management of additional information (which could
raise the quality of information about the firm above the minimum
standard). Rather, it is ‘argued that at least some disclosure practices
are not subject to direct negotiation between investors and managers.

And to be audited with respect to their actions [Ng, 1978].



REFERENCES

Accounting Principles Board (1970) "Statement No, 4: Basic Concepts and
Accounting Principles Underlying Financial Statements of Business

Enterprises." New York: American Institute of Certified Public
Accountants.

American Institute of Certified Public Accountants (1973) Objectives of
Financial Statements. New York: AICPA,

Aivazian, V.A. and J.L. Callen (1979) "The Coase Theorem and the Empty Core."
Journal of Law and Economics, forthcoming.

Akerlof, G.A. (1970) "The Market for 'Lemons':s: Quality Uncertainty and the
Market Mechanism." Quarterly Journal of Economics 84: 488-500.

Anderson, J.A. and S.L. Meyers (1975) "Some Limitations of Efficient Markets

Research for the Determination of Finarcial Reporting Standards." Abacus
11: 18-36.

Baumol, W.J. and W.E. Oates (1975) The Théory of Environmental Policy.
Englewood Cliffs, N.J.: Prentice-Hall.

Beaver, W.H. and J. Demski (1974) "The Nature of Financial Accounting
Objectives: A Summary and Synthesis." Journal of Accounting Research 14
(Supplement) : 170-187.

Benston, G.J. and M.A. Krasney (1978) "DAAM: The Demand for Alternative

Accounting Measurements." Journal of Accounting Research 16
(Supplement) : 1-30. ~

Berle, A.A. and G.C. Means (1968) The Modern Corporation and Private Property
(Rev. ed.) New York: Macmillan. ‘

Bok. S. (1978) Lying: Moral Choice in Public and Private Life. New York:
Pantheon.

Buchanan, J.M. and G. Tullock (1962) The Calcu‘ius of Consent. Ann Arbor:
University of Michigan Press.

Dahlman, C.J. (1979) "The Problem of Externality." Journal of Law and
Economics 22: 141-162.

Demsetz, H. (1969) "Information and Efficiency: Another Viewpoint." Journal
of Law and Economics 12: 1-22.

Donaldson, G. (1963) "Financial Goals: Management vs. Stockholders."
Harvard Business Review 41(3): 116-129.

Fama, E.F. (1980) "Agency Problems and the Theory of the Firm" Journal of
Political Economy 88: 288-307.

Financial Accounting Standards Board (1980) "Statement of Financial

Accounting Concepts No. 2: Qualitative Characteristics of Accounting
Information." Stamford, CT: FASB.



Gaa,: J.C., and C.H. Smith (1980) "The Responsibility of Auditors for
Deceptive Financial Reports." Submitted for Publication.

Gauthier, D. (1978) "Economic Rationality and Moral Constraints." Midwest
Studies in Philosophy 3: 75-96. )

Gonedes, N.J. (1975) "Information-Production and Capital Market Equilibrium."
The Journal of Finance 30: 841-864.

, and N. Dopuch (1974) "Capital Market Equilibrium, Information
Production, and Selecting Accounting Techniques: Theoretical Framework
and Review of Empirical Work." Studies on Financial Accounting
Objectives: 1974. Journal of Accounting Research 12 (Supplement): 48-
170. ‘

; , and S. Penman (1976) "Disclosure Rules, Information-

Productlon and Capital Market Equilibrium: The Case of Forecast
Disclosure Roles." Journal of Accounting Research 14: 89-137.

Harsanyi, J.C. (1953) "Cardinél Utility in Welfare Economics and in the
Theory of Risk-Taking." Journal of Political Economy 61: 434-435.

Head, J. (1974) Public Goods and Public Welfare. Durham, N.C.: Duke-
University Press.

Hempel, C.G. (1965) Aspects of Scientific Exploration. New York: The Free
Press.

Henderson, J.M. and R.E. Quandt (1971) Microeconomic Theory. New York:
McGraw-Hill.

Hirsch, W.Z. (1979) Law and Economics. New York: Academic Press.

Jdensen, M. (1976) "Reflections on the State of Accounting Research and the
Regulation of Accounting." Stanford Lectures in Accounting: 1976.
Stanford University. pp. 11-19.

, and W. Meckling (1976) "Theory of the Firm: Managerial Behavior,
Agency Costs and Ownershlp Structure." Journal of Financial Economics 3:
305-360. -

Kryzanowski, L. (1978) "Misinformation and Regulatory Actions in the Canadian
Capital Markets: Some Empirical Evidence." Bell Journal of Economics 9:
355-368.

Luce, R.D. and H. Raiffa (1957) Games and Decisions. New York: J. Wiley and
Sons. o

Minard, L. and D.A. Wilson, eds. (1980) Forbes Number Game. Englewood
Cliffs: Prentice-Hall. . .

Monsen, R.J., Jr. and A. Downs (1965) "A Theory of Large Managerial Firms."
Journal of Political Economy 73: 221-236.

Mueller, D.C. (1976) "Public Choice: A Survey." Journal of Economic
Literature 14: 395-433.




;, (1979) Publig Choice. Cambridge: Cambridge University Press.

Ng, D. (1978) "An Information Economics Analysis of Financial Reporting and
External Auditing." Accounting Review 53: 910-920.

Posner, R. (1977) Economic Analysis of Law 2nd Fd. Boston: Little, Brown and
Campany .

Rawls, J. (1971) A Theory of Justice. Cambridge: Harvard University Press.

Riker, W.H., and P.C. Ordeshook (1973) An Introduction to Positive Political
Theory. Englewood Cliffs, N.J.: Prentice-Hall.

Ronen, J. (1978) "The Dual Role of Accounting: A Financial Economic

Perspective." Working Paper 77-7. Ross Institute of Accounting
Research, New York University.

Salamon, G.L. and E.D. Smith, Jr. (1979) "Corporate Control and Managerial

Misrepresentation of Firm Performance." Bell Journal of Economics 10:
319-328.

Schwartz, B. (1973) The Economic Regulation of Business and Industry. Vol.
IV. New York: Chelsea House.

Sen, A.K. (1970) Collective Choice and Social Welfare. San Francisco:
Holden-Day.

Smith, A. (1937) The Wealth of Nations. New York: Everyman.

Smith, E.D. Jr. (1976) "The Effect of the Separation of Ownership from
Control on Accounting Policy Decisions." The Accounting Review 51: 707-
723.

Sunder, S. (1980) "Towards a Théory of Accounting Choice: Private and Social
Decisions." Unpublished. '

Watts, R.L. (1977) "Corporate Financial Statements, A Product of the Market
and Political Processes." Australian Journal of Management l: 53-75.

, and J.L. Zimmerman (1978) "Towards A Positive Theory of the
Determination of Accounting Standards." Accounting Review 53: 112-134.

, and (1979) "The Demand fof and Supply of Accounting Theories:
The Market for Excuses." Accounting Review 54: 273-305.




Faculty of Business
McMaster University

WORKING PAPER SERIES

101. Torrance, George W., "A Generalized Cost-effectiveness Model for the
Evaluation of Health Programs," November, 1970.

102, 1Isbester, A. Fraser and Sandra C. Casfie, "Teachers and Collective
Bargaining in Ontario: A Means to What End?" November, 1971.

103. Thomas, Arthur L., "Transfer Pirices of the Multinational Firm: When
Will They be Arbitrary?" (Reprinted from: Abacus, Vol, 7, No, 1,
June, 1971).

104. Szendrovits, Andrew Z., "An Economic Production Quahtity Model with
Holding Time and Costs of Work-in-process Inventory,' March, 1974.

111. Basu, S., "Investment Performance of Common Stocks in Relation to
their Price-earnings Ratios: A Text of the Efficient Market
Hypothesis," March, 1975.

112, Truscott, William G., "Some Dynamic Extensions of a Discrete Location-
Allocation Problem," March, 1976.

113. Basu, S. and J.R. Hanna, "Accounting for Changes in the General
Purchasing Power of Money: The Impact on Financial Statements of
Canadian Corporations for the Period 1967-74," April 1976.
(Reprinted from Cost and Management, January-February, 1976).

114. Deal, K.R., "Verification of the Theoretical Consistency of a
Differential Game in Advertising," March, 1976.

114a. Deal, K.R., "Optimizing Advertising Expenditures in a Dynamic Duopoly,"
_March, 1976.

115. Adams, Roy J., '"The Canada-United States Labour Link Under Stress,"
[1976]. :

116. Thomas, Arthur L., "The Extended Approach to Joint-Cost Allocation:
Relaxation of Simplifying Assumptions," June, 1976.

117. Adams, Roy J. and C.H. Rummel, "Worker's Participation in Management
in West Germany: Impact on the Work, the Enterprise and the Trade
Unions," September, 1976.

118. Szendrovits, Andrew Z., "A Comment on 'Optimal and System Myopic
Policies for Multi-echelon Production/Inventory Assembly Systems',"
[1976].

119. Meadows, Ian S.G., "Organic Structure and Innovation in Small Work

Groups," October, 1976.

Continued on Page 2...



120.

121.
122,

123,

124.
125,
126.
127.
128.

129 .

130.
131.
132.

133.

134.

135,

-2 -

Basu, S., "The Effect of Earnings Yield on Assessments of the
Association Between Annual Accounting Income Numbers and Security
Prices," October, 1976.

Agarwal, Naresh C., "Labour Supply Behaviour of Married Women - A
Model with Permanent and Transitory Variables," October, 1976.

Meadows, Ian S.G., "Organlc Structure, Satisfaction and Personality,"
October, 1976.

Banting, Peter M., '"Customer Service in Industrial Marketing: A
Comparative Study,'" October, 1976. (Reprinted from: European
Journal of Marketing, Vol. 10, No. 3, Summer, 1976).

Aivazian, V., "On the Comparative-Statics of Asset Demand,"
August, 1976, "

Aivazian, V., "Contamination by Risk Reconsidered,'" October, 1976.
Szendrovits, Andrew Z. and George O. Wesolowsky, '"Variation in
Optimizing Serial Multi-State Production/Inventory Systems,

March, 1977.

Agarwal, Naresh C., '"Size-Structure Relatibnship: A Further
Elaboration," March, 1977.

Jain, Harish C., "Minority Workers, the Structure of Labour Markets
and Anti-Discrimination Legislation," March, 1977.

Adams, Roy J., "Employer Solidarity," March, 1977.

Gould, Lawrence I, and Stanley N. Laiken, '"The Effect of Income
Taxation and Investment Priorities: The RRSP," March, 1977.

Callen, Jeffrey L., "Financial Cost Allocations: A Game-Theoretic
Approach," March, 1977.

Jain, Harish C., "Race and Sex Discrimination Legislation in North
America and Britain: Some Lessons for Canada," May, 1977.

Hayashi, Kichiro. "Corporate Planning Practices in Japanese
Multinationals." Accepted for publication in the Academz of
Management Journal in 1978.

Jain, Harish C., Neil Hood and Steve Young, 'Cross-Cultural Aspects of
Personnel Policies in Multi-Nationals: A Case Stidy of Chrysler UK",
June, 1977. :

Aivazian, V. and J.L. Callen, "Investment, Market Structure and the
Cost of Capital, July, 1977.

Ccntinued on Page-3...



136.
137.
138,
139,
. 140.
141,
142,
143.
144.
145.
146.

147.

148.
149.

150.

152.

153.

154.

-3 -

Adams, R.J., "Canadian Industrial Relations and the German Example",
October, 1977.

Callen, J.L., "Production, Efficiency and Welfare in the U.S. Natural
Gas Transmission Industry", October, 1977.

Richardson, A.W. and Wesolowsky, G.0O., "Cost-Volume-Profit Analysis
and the Value of Information', November, 1977.

Jain, Harish C.; "Labour Market Problems of Native People in Ontario",
December, 1977. '

Gordon, M.J. and L.I. Gould, "The Cost of Equity Capital: A Reconsid-
eration", January, 1978.

Gordon, M.J. and L.I. Gould, "The Cost of Equity Capital with Personal
Income Taxes and Flotation Costs", January, 1978.

Adams, R.J., "Dunlop After Two Decades: Systems Theory as a Framework
For Organizing the Field of Industrial Relations'", January, 1978.

Agarwal, N.C. and Jain, H.C., "Pay Discrimination Against Women in
Canada: Issues and Policies'", February, 1978.

Jain, H.C. and Sloane, P.J., "Race, Sex and Minority Group Discrimination
Legislation in North America and Britain', March, 1978.

Agarwal, N.C., "A Labdur Market ‘Analysis of Executive Earnings',
June, 1978.

Jain, H.C. and Young, A., "Racial Discrimination in the U.K. Labour
Market: Theory and Evidence', June, 1978. )

Yagil, J., "On Alternative Methods of Treating Risk," September, 1978.

Jain, H.C., "Attitudes toward Communication System: A Comparison of
Anglophone and Francophone Hospital Employees,' September, 1978.

Ross, R., 'Marketing Through the Japanese Distribution System",
November, 1978.

Gould, Lawrence I. and Stanley N. Laiken, 'Dividends vs. Capital Gains
Under Share Redemptions,'" December, 1978.

Gould, Lawrence I. and Stanley N. Laiken, "The Impact of General
Averaging on Income Realization Decisions: A Caveat on Tax
Deferral," December, 1978.

Jain, Harish C., Jacques Normand and Rabindra N. Kanungo, "Job Motivation
of Canadian Anglophone and Francophone Hospital Employees, April, 1979.

Stidsen, Bent,~"Communications Relations", April, 1979.

Szendrovits, A.Z. and Drezner, Zvi, "Optimizing N-Stage Production/
Inventory Systems by Transporting Different Numbers of Equal-Sized

3 . n .
Batches at Varipus Stages", Aprll{ 1979. Continued on Page 4...



155.

156.

157.
158.
159.
160.

161.

162. -

163.
164.
165.

166.
167.

168.
169.
170.
171.
1727

173.

-4 -
Truscott, W.G., "Allocation Analysis of a Dynamic Distribution
Problem", June, 1979.
Hanna, J.R., '"Measuring Capital and Income", November, 1979.

Deal, K.R., "Numerical Solution and Multiple Scenario Investigation of
Linear Quadratic Differential Games", November, 1979.

Hanna, J.R., "Professional Accounting Education in Canada: Problems
and Prospects', November, 1979.

Adams, R.J}, "Towards a More Competent Labor Force: A Training Levy
Scheme for Canada', December, 1979.

Jain, H.C., "Management of Human Resources and Productivity",
February, 1980.

Wensley, A., "The Efficiency of Canadian Foreign Exchange Markets",
February, 1980.

Tihanyi, E., "The Market Valuation of Deferred Taxes', March, 1980.

Meadows, I.S., "Quality of Working Life: Progress, Problems and
Prospects", March, 1980.

Szendrovits, A.Z., "The Effect of Numbers of Stages on Multi-Stage
Production/Inventory Models - An Empirical Study", April, 1980.

Laiken, S.N., '"Current Action to Lower Future Taxes: General Ayeraging
and Anticipated Income Models", April, 1980.

Love, R.F., "Hull Properties in Location Problems", April, 1980.
Jain, H.C., "Disadvantaged Groups on tlie Labour Maiket"™ 6 %ay, 1980.

Adams, R.J., "Training in Canadian Industry: Research Theory and
Policy Implications'", June, 1980.

~Joyner, R.C., "Application of Process Theories to Teaching Unstructured

Managerial Decision Making", August, 1980.

Love, R.F., "A Stopping Rule for Facilities Location Algorithms",
September, 1980.

Abad, Prakash L., "An Optimal Control Approach to Marketing - Production
Planning'", October, 1980.

Abad, Prakash L., "Decentralized Planning With An Interdependent

Marketing-Production System', October, 1980.

Adams, R.J., "Industrial Relations Systems in Europe and North America",
October, 1980.

9005 0219 7926 9



jh(\is
REF
HE

4.5

, Ruv

No. 1NY




	1236524



