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INTRODUCTioN 

Ther e  has been for almost 50 years a central insti tution for the 

promulgat ion of financ ial repor ting rules (Genera lly Accepted Accounting 

Princ iples) . The publ ic accou n t i ng profes s ion has r eg a r ded i t  as a 

professional responsibility to establish these "rules of the game" governing 

.the behavior of both corporate management and their auditors. Through most of 

th is per iod , the rules were voluntary guides to the choice of appropr iate 

accounting methods , backed up by the implied threat of the Secur ities and 

Exchange Comm iss ion to make mandat9ry rules governing financial reporting. 

Over t ime , 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 characte r  from the "friendly advice" 

of experts to something more like laws mandating relatively spec ific behavior. 

Given that such an inst itution ex ists,  it is impor tant to be able to 

exp lain why it should have ar isen, and what its funct ion is. I t  is 

notewor thy , then, that the question of the j ustif ication of the rulemak ing 

inst itution itself has received so little attention. The explanation may be 

that only relatively recently has the inst itution (by now , the Financ ial 

Accounting Standards Board) evolved into a form that calls for' justification. 

It can be argued that the Comm ittee on Accounting Procedure of the American 

Institute of Certified Public Accountants was (especially at first) a passive 

body-w ith no real power ,  except the ability to keep the Secu r i t ies and 

Exchange Commiss ion from actively making financ ial repor ting rules. More 

recently ,  however ,  the nature of the institutio n's role has changed into a 

form which makes its existence and activities more in need of justification. 

As noted above , its promulgat ions are , practically sp eak ing ,  recogn ized as 

mandatory for firms and aud itor s .  Fur thermore ,  the content o f  the rules 

themselves--and therefore the process through which they are promulgated--has 
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cane to be a matter of great concern. 

In any case,  mos t of the wor k  that has been done on the problem of the 

justif iab il i ty of an institut ion is negat ive , in the sense that it starkly 

demonstrates that a justification has not been g iven. Indeed, to the extent 

that some of these analyses are correct about the role arrl activities of the 

rulemakers ,  one may question whether the process has any legitimacy at all . 

Th is paper provides an explanation of the existence of a financ i al 

repor ting ru lemaker , by providing a justif ication of its existence. A 

justification, in the present instance; g ives reasons why securities market 

agents should have unanimously agreed to have a financial reporting rule-ma ker 

as part of the structure of the securities markets.1 Furthermore, the reasons 

why th is choice would be made are based on a cons iderat ion of the i r  ow n 

irrlividual interests. Altruism and envy are not considered. The basic idea 

is that secur ities mal'.' ket agents would find a rule-maker's existence in their 

own interests. That is, opting for a rule-maker is the best course of action 

for them. According to the a rgument given here,  secu r i t ies mar ket agents 

would freely agree to have a th ird party (the central rule-maker) adjudicate 

conflicting views regarding the spec ific financial disclosures which corporate 

management is to make to investors and potential investors. By so doing, the 

rule-maker establishes the spec if ic r ights and obl igations of secur ities 

mar ket par tic ipants. The rule-ma k ing process is then par t of the infra

structure of the secur it ies mar ket itself, just as are spec ialists ,  rules 

against insider trading, and laws against fraud. The institution is thus �ot 

an interference in the secur ities market (as some might suppose) , preventing 

par t ic ipants from mak ing d i rect, voluntary determinations of financ ial 

reporting practices in equ ilibrium. Rather, it serves to create a more nearly 

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

increasing the homogeneity of secur ities, and selecting (in view of the public 

• 



3 

gocx:'l nature of financial information) what it regards as an optimal level of 

information quality. 

The problem of the justifiability of a rule-maker is thus regarded as a 

sort of constitutional problem , relat ing to the bas ic structure of an 

impo r tant soc ial inst i tut ion--the secu r i t ies mar kets--rather than as an 

econom ic problem of determining a least cost (most efficient) system of 

information disclosure � se. Thus , the analysis g iven here has more in 

common w ith, say, Buchanan and Tu llock [1962] than it has with conventional 

information economics (e.g.,  Demsetz [1969]).2 

Par t I is a c r i t ical exam ination of recent work in the accounting 

literature which concerns the institutional structure of financial reporting. 

Par t  II prov ides an analytic argument fo r the ex istence and role of a 

rulemaker for financ ial reporting of the issue . 

I .  

Cur rent analyses o f  the role of central rule-mak ing i n  financ ial 

repor t i ng [ e.g. , Gonedes ,  Dopuch, and Penman, 1976; Jensen, 1976; Jensen and 

Meckling , 1976; and Watts and Zimmerman, 1979] foc�s on the role of the rule

maker (e.g. the Financ ial Accounting Standards Board) in the context of the 

securities markets. Their approach is to take as g iven the basic structure of 

the securities market, in which securities (consisting of r isk-return bundles) 

are freely traded with a minimum of interference. The question then is: 

should a.cent ral institution for making financial reporting rules be appended 

to th is bas ic structure? For example, according to Beaver and Demsk i ,  "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 mar ket for information , 

w ith in the f ixed structure of the secur ities mar ket. [ See also Gonedes and 
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Dopuch, 197 4 ;  Go nedes , Dopuch, and Penman, 197 6 ] . In this hypothetical 

market, securities market agents are able to form coalitions for the purchase 

o f  info rmation from the management o f  firms. It is then sho wn tha t a 

competitive outcome to the productio n and discrimination o f  financial 

i nfo rmatio n occur s ,  and that it is  Pareto -ef ficient. 3 From this,  Gonedes 

concludes: 

In the absence of additional assumptions, there appears to be no 
economic motivation fo r the disclo sure laws (i . e. ,  financi al 
reporting rules] . Indeed, since the legally imposed information
production decisions are feasible but not necessarily optimal, 
the disclo sure laws may induce a suboptimal allocation o f  
resources to the production of resources. [ 1975, p. 859] 

The point of this is , of course,  that the legitimate existence o f  a 

central rule-maker is being called into question. Gonedes mentions several 

o ther rationales fo r the existence o f  a rule-maker ,  but finds them 

i nsuf ficient. Thus , as he no tes ,  its legitimacy is an open questio n, i ts 

existence as yet unjustified. 

It should be clear that Gonedes has simply reproduced the "Invisible 

H and" Theo rem of classical micro-economics. In so doing, he has defi ned an 

ideal Pareto Possibility Frontier.  It is  ideal in the sense that it is  a 

result concerning the limiting case where a set o f  vitally impor tant 

counterf actual assumptions are made. If there were an ideal mar ket fo r 

financial information about widely held corporations�meaning that financial 

i nfo rmation is a pu re private good, that info rmation transactions are 

co stles s ,  that there are many buyers and selle r s ,  and that there are no 

adverse selection problems brought about by the conflict of interests between 

the managers and owners of widely held corporations--then securities market 

agents wou ld maximize their expected utilities by par ticipating in this 

info rmation market. A rule maker could do no better.4 

But such a proof is just irrelevant to the problem of the desirability of 
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alternative institutional frameW'.)rks .  

Corporate managers apparently do use their  control over financ ial 

information in their  own interest, to the d isadvantage of investor s ; 5 

financ ial informat ion is a pub lic good ;6 and the costs of collect ively 

determining the disclosure of financial information--whether via a rul emaker 

or an informat ion market�are substantial .? 

The use of formal methods has the obvious advantage that it can produce 

determinate results. But th ere is the equally obv ious danger that the 

simplify ing assumptions required to ach ieve these results are too "heroic." 

If th is is the case in a g iven situation, then the interpretat ion of the 

results ( i.e., their  impor tance for unde r stand ing that part of the "real 

world" [the referent] wh ich is supposed to be their domain) is questionable. 

It m ight be argued that the ex tent to wh ich Gonedes' assumptions ob tain in 

" th e  real wor ld" is an empir ical quest ion, and that his theorem holds as a 

lim iting case. But th is ignores the fact that the appropr iate 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 

exte r nalit ies. 8 I n  essence, Gonedes has g iven a zero-sum solut ion to a 

pos it ive-sum game. Given that th ere are interdependencies among secur ities 

market agents, arrl that t ransaction costs prevent the attainment of an ideal 

Pareto-effic ient resolut ion of those int erdependenc ies, the question to be 

answered is: Given the interdependencies and transact ion costs, would i t  be 

more in the interest of secur ities market agents to have financial disclosures 

governed complete ly be a mar ket proces s, or gove rned at least in part by a 

rulemake r ?  T reatment of Gonedes' proof a s  re levant to the inst itut ional 

choice problem is the "nirvana approach" crit icized by Demsetz (1969] . 

The agency approach, as typified by Watts and Zimmerman [ 1978 ] ,  [1979 ] ,  
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Jensen [ 19 76 ] , and Jensen and Meckling [ 197 6 ] ,  is an attempt ·to answer th is 

question. It does so by relaxing some of the assumptions made by Gonedes. An 

agency relationsh ip is defined as "a contract under which one or more persons 

(the pr inc ipal (s) ) engage another pe rson (the agent) to pe rform some service 

on their behalf which involves delegating some decision making author ity to 

the agent." [Jensen and Meckling, 1976, p. 308]  

There are four main theses in the agency approach to financial reporting, 

all rooted in econom ic theory. First, the mar ket 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 co stly (non-

zero tr ansac t ion costs) . Th is includes the cost to the pr inc ipal 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 agency cost, the consumption of resources required in order 

to have an agency relationsh ip in the first place. 

The th i rd component of th is approach to the provis ion of corporate 

financ ial informat ion is a theory of regu lat ion. S ince the issue is the 

relative des irab i l ity of market-determ ined financ ial d isclosure and rule

governed financ ial disc losu re, a theory of ru le-mak ing ( regulation) is 

obv iously relevant. 

One view [ e.g., Watts and Z immerman, 1979� Jensen, 1 9 7 6 ]  is based on a 

belief that all par t ic ipants in the regulatory process--inc luding the 

regulators--act in th eir  own pe rceived self- inte rest.10 The importance of 

th is,  of cour se, is th at (according to th is view) we should not expect 

r egu lators to ac t impartially, either in "th e  pub lic interest," or, in the 

interest of ind iv iduals. Indeed, the inte rests of some ind ividuals ( i. e., 

those whose interests do not happen to coinc ide with, or cannot be made to 
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coincide with those of the regulator) may be better satisfied if they are able 

to act on their own account, without the interfetenee of the regulator. 

The fourth component is an emphasis on the role of proper ty r igh ts in 

voluntary ag reements concerning the allocat ion of resources. a right may be 

defined as "a legally enforceable claim of one per son against another , th at 

the other shall do a g ive n act or not do a g iven act." [H ir sch, 1979, p. 8 ]  

A proper ty r igh t is a r igh t to hold or use property i n  spec ific ways. The 
------

concept of a r ight is a leg al concept, and thus is restr icted to legal 

contexts, with in the context of a system of prope rty laws. [H irsch 1979, p. 

20 ] From a purely economic point of v iew, property rights aid in the p rocess 

of efficiently allocat ing resources. This occurs v ia the market mechanism, 

th rough wh ich proper ty r ights are either temporat i.ly or permanently 

transfer red from one ind iv idual to another. Thus, th rough the purch ase and 

sale of the r igh ts to hold and use proper ty, th ings of value are ass igned to 

their "best" (utility-maximizing) use . 11 

P rope r ty rights are espec ially important; according 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 H irsch [1979, p. 13] ,  is to 

reduce transaction costs. Thus, to the extent that a property r ights system 

is efficient, it helps soc iety reach a higher Pareto-eff iciency frontier (than 

would obtain if there were no such system) . 'l'he Cease Theorem states that, if 

transaction costs are zero, a Pareto-eff icieht allocation of resources will 

occur , regardless of the initial ass ignment of proper ty r igh ts. But, if 

t r an s ac t ion cos t s  are g r e a t e r  th an zero, th ey c an b e  reduced by an 

"appropr iate" assignment of property r ights. 

'l'he agency approach goes beyond Gonedes' analysis in its emphas is on the 

distributional impact of financial reporting ru les and rule-making. Gonedes 

raises the. issue of whether a market for financ ial information would be more 
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eff icient than a rule-making institution. The distributional consequences are 

not exam ined. [ See also Gonedes and Dopuch, 1974� and Gonedes, Dopuch, and 

Penman, 1976] But Jensen, for example, is clearly against constraints on the 

pe rmissib le transactions among individuals ( investors and managers) .12 

As Beaver and Demski [ 1974] recognized, changes in the bcx:ly of f inanc ial 

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 possess ion of the informat ion in question. 

Indeed, any central resolution of an exte rnal ity shou ld be expected to have 

th is effec t. Beaver and Demski's social welfare or ientation is that a change 

in f inanc ial disclosure, e.g., the adopt ion of rule R, would be j us t i f ied if  

it puts soc iety on a h igher Pare to-ef f ic iency f rontie r .  Such a move i s  

pe rmiss ib le even if  the outcome i s  not a Pareto-supe r ior to the previous 

allocation of resources. Movement to a Pareto-supe rior is not precluded, and 

indeed, should occur if  a change in f inanc ial repor ting is to the (net) 

bene f it of both i nvestor and manager groups. Th is could occur if manager s  

were willing to disclose a g iven k ind of information, but only i f  the managers 

of all comparable corporations do so at the same time .  

According to the property rights approach, movement to a h igher Pareto 

possib i l ity f rontier is allowable only i f  it is a movement to a Pare to

superior. Then, changes in financial reporting rules, wh ich would result in a 

re-distribution, could occur only if compensation is paid to the "losers." In 

th is way, P areto ef f ic iency is preserved. [ See, e.g., Jensen and Meck ling, 

1976; Sunder, 1980] 

But, then, why have a rule-maker if investors and managers cou ld have 

ag reed on rule R w ith a mutually acceptab le s ide-payment? [ c f .  Gonedes, 

Dopuch, and Penman, 197 6 ]  Fur thermore, since the ru le-make r  would h ave to 
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decide on the amount of compensation, what reason is there to believe that it 

would select a payment that would have obtained in a mar ket setting? 

Accord ing to this l ine of argument, a rule-maker would be leg it imate 

(justifiable) only if it turned out to minimize the cost of reaching Pareto-

efficient financ ial disclosures -- that is, if  it acted as a med iator among 

secu r it ies mar ket agents, enab ling them to reach agreement at lowest cost. 

Its only leg it imate role would be to produce what would have been the market 
' 

equ il i b r ium ( i f  a market had been feas ib le) at a lowe r cost than would be 

consumed by a mar ket for financial information. That is, a rule-maker should 

only ex ist as a mar ket surrogate , in the sense that it does only what an 

information market would have done, and at lower cost.1 3  But, on this line of 

think ing, a centra l  ru le-maker wou ld be illeg it imate to the extent that it 

effects re� istr ibut ions. 

It is a liberal axiom of our society that individuals should be left free 

to ar range the ir plans of l ife as best they can, free of unnecessary 

restr ictions imposed by society. Perhaps a financial reporting rule-maker is 

an unnecessary infr ingement on people's abil ity to act in their own interest 

in obtaining financ ial information. The possib ility is suggested by Gonedes, 

Dopuch, and P enman [ 1976 ] , and pur sued by the advocates of the agency 

approach, that a su itab le change in the ass ignment of proper ty r ights to 

financial information could make a financial information market feasible .14  

Th e  operational problems of a functioning financial information market 

are manifold. At the same time, one should expect that a market of some sort 

would ar ise, with all its imperfections. Still, the question is, why is this 

no t  better than a central rule-maker? 

Sunder [ 1980 ]  prov ides someth ing of an antidote. Us ing the notions of 

proper ty r ights, compensat ion and barg aining ,  he argues that -- g iven the 

choices made by a financ ial 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 no t  guaranteed . 

But Sunder add resses only briefly the issue of the desirabili ty of 

alternate institutional frameworks for financial disclosure, in par ticular 

that of a rule-making body of some sort. In the main, he assumes (p. 13) tha t 

a rule-maker exists, and considers alternative methods of rule-making, and the 

dec isions that i ndividual securi ties mar ket agents wou ld make in a rule

governed financial reporting system. 

It may be granted that a rational securi ties market agent can make 

ut:i.lity-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 ag ree on a set-up which will produce redi stributions of weal th? 

This question is particulady difficult to answer for managers, who possess 

financial information of the corporation, regardless of who does or might or 

should own the proper ty right to it.  Since the evolution of fi nancial 

repor ti ng rule-m aki ng is toward more complete disclosure, i t  is  clear that 

they would not all favor the promulgation of rules which limit their freedom 

to report what (if any) info rmation they wish. 

II. 

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 voluntary choices by individuals 

acting in thei r own self-interest is ceteri s paribus preferable to ac tions 

mandated or constrained by a central authority. FUrthermore, it is consistent 

with the property rights/agency emphasis on contracts unanimously agreed upon 
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be secur ities market agents. 

The argument is that securities market agents would unanimously agree to 

have a central f i nancial repor t i ng rule-make r ,  delegated to make rules in 

accordance with wh ich all are obligated to act. This is in spite of the 

expected d istr ibutiona l effects of the rule-choices. 

The present analysis focuses on the roie of a financ ial repor ting 

rulemaker in the securities market. Fama [1980] has emphasized the impo rtance 

of the manager ial labor mar ket as a control over the freedom of corporate 

managers to ac t in the ir own interest. Th us, it m ight be thought, the need 

for a financ ial repor t ing ru lem aker would be less clear . Two thi ngs may be 

said in response to th is. First,  the role of the secur ities mar ket in the 

managerial labor market is in all probab ility substantial (even if, as Farria 

says [p. 2 9 5 ] , it is not the whole story}. Second , the interests of 

m anager i al labor mar ket agents conflict in j ust the same way as those�of 

securities market agents-- indeed,  it is the same conflict. So, the argument 

g iven here regard ing the securities market applies directly to the need for a 

financial reporting rulemaker for the manager ial labor market. 

I t  is important to be clear from the sta rt about the lo::J ical strength of. 
I 

the argument. The argument I w ill make is intended to .prov ide suffic ient 

grounds for saying that a central rule-making institution would be agreed to 

by all secur it ies mar ket agents, under the cond it ions spec i fied in the 

argument. 

But,  it is not su ff ic ient to imply that any ru le-maker wou ld be bette r  

than any information market. For one thing, i f  Watts and Z immerman [1979] are 

r ight (or to the extent that they are right} in their account, it may well be 

that an actual rule-making institution could be do ing such a.bad job that all 

secu r it ies mar ke t  agents wou ld ag ree that it shou ld be abolished . On the 

o th e r  hand , they m ig h t  a l l  ag r e e ,  not to abo l i s h  i t ,  but to r e form 
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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 w ith Pareto-efficiency as 

a goal, specific rule-makers may fail to achieve it, e.g., through ignorance, 

miscalcu lation, by acting in their own self- interest, or because the cost of 

regulation exceed the benefits. 

In shor t, the des irab ility of actual inst itutiona l  st ructures for 

f inanc i al repor t i ng rests in par t on contingent (empir ical) issues,  which 

cannot be settled here. Jn any case , to the extent that,  e.g. , Watts and 

Z imme rm an' s  [ 19 7 9 )  claims rega rd ing f inanc ial repor t i ng rulem ak ing are 

cor rect,  the need is all the greater to f igure out what ( if any) leg itimate 

role such a rulem aker is suppo sed to be per form ing. For ,  w ithout such an 

analysis, no grounds for criticism of their behvaior would exist. Therefore, 

while the argument justifies the �xistence, and character izes the role, of a 

financ ial report ing rulem aker , it ne ither defend s nor attacks the actual 

workings and results of financial reporting rule-makers. In showing what they 

are supposed to be doing , it does not j udge or presuppose that they are in 

fact doing either a good job or a poo r job. 

Fu rthermore, claim ing that there is a legitimate role for a rule-maker 

for corporate re:pJ r ting, and that therefore corporate d isclosure of financial 

disclosure should not be completely voluntary, there is no implication that 

voluntary d isclosure by corporate management should be elim inated altogether. 

Nor does it imply that a "secondary market" for financial information (e.g. , 

subscription se rvices and the analytic services of secur ities brokers) should 

be proscribed. Indeed , such voluntary arrangements may be helpful to a rule

maker in attempting to make good rules. 

The problem fac ing secu r it ie s  mar ket agents is best reg arded as the 

choice between alternative structu res of the secur it ies mar ke t  -- tak ing a 
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system of fi nancial di sc losure as a par t of the struc ture of a securi ti es 

market � rather than directly as the choice of a financial disclosure system. 

There are two reasons for this. Fi r st,  the primary i nterest of securiti es 

market cgents is the securities market itself, i.e. , the system through which 

they make i nvestm ent-consumption trad e-of fs. Financial i nformation i s  

valuable to them only insofar a s  it aids them in making rational (informed ) 

i nvestment decisions. Therefore, the i nsti tutional structure through which 

financial information is provided to them is only a secondary concern. To 

consider the insti tution of corporate repor ti ng in i solation from the 

secu riti es mci' r ket to which it is subord inate runs the ris k  of sub

optimization: even if a rule-maker were a more costly way system of corpo rate 

disc losure , securities mar ket agents m ight be better off with a secu ri ties 

market which irx:: ludes a rule-maker .  

Second ,  such a characterization of financial disclosure lends credibility 

to the view that financial disclosures by corpo rate managers might actually be 

determined via a mar ket process. For ,  i t  is  unli kely that a separate , 

identifiable market for manager-suppli ed i nformation -- as opposed to such 

secondary sources as brokers and investment +etters � would be feasible. On 

the other hand, it does make sense to say tha t corpo rate po licies for _public 

disc losure of financi al information would be a factor in dete rmining 

equi librium security prices. Fb r  example, all members of the steel industry 

might se tt le on standard reporting practices.15 Thus, without embedding the 

"information mar ket" as an i n s epa r able ( though perhaps analyti c a l ly 

distinguishable) part of th� securities market, the non-rule-maker option for 

corpo rate 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 

represen tative securi ties market agent wou ld choose to have a securi ti es 
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market, part of whose structure includes a rule-maker, rather than a market 

lack ing a rule-maker . 16 I f  all secu r it ies market agents are l ike the 

rep resentative agent in relevant ways, then the choice would be unan imous. 

Th is is done by postu lat ing a s ituation of relat ive unce rtainty, where in a 

secur ities market agent is uncer tain about h is or her own pos it ion in the 

securit ies market. This serves to isolate the spec ial interests of particular 

secu r ities mar ket agents, which depend on the i r  sp ec i f ic pos itions in the 

secu r it ies mar ket context. Then, the rep resentat ive ind iv idual is also a 

disinterested individual, not having a special pleading, but choosing w ith a ., 

view to what is in the common interest -_ the public interest criticized by 

Watts and Z immerman [ 1979] . 

The argument is in two stages. First, it is argued that a representative 

individual would want to have a Pareto-efficient secur ities market. This is 

not as obv ious as some might suppose. This step is impor tant for both 

advocates and cr itics of rule-making, for the latter presume that efficient 

disc losure wou ld result i f  secur it ies mar ket agents were left free to make 

their own arrangements regarding financial information. If some individuals 

wou ld benefit from ineffic iency , then effic iency would seem less li kely 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 secur ities 

market helps it to be rrore nearly ideal than it \«)Uld otherwise be .  

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

The following assumptions are made concerning the knowledge of securities 

market agents about the securities market. 

(1)  Reg arding secu r i t ies mar ke t  ( investment and financing) decisions, 

secur ities market agents are all known to be r isk-aver se exp ected util ity 

max im izers.  The use of f inanc ial informat ion is an essential component of 
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their maximizing strategy. Fu rthermore, each individual is egoistic, in the 

sense that secur ities market transactions are made withou t regard for their 

effects on anyone else 's ut i l ity. In part icular,  externalities imposed on 

others are ignored. 

(2)  All secur ities mar ket agents have an understand ing of econom ic 

theory, especially concerning the workings of markets and their role in the 

allocation of resources. This means, among other things, that they understand 

the des irability of a Pareto-efficient market, both in terms of the allocation 

of resources, and in terms of their result ing ability to act independently of 

one anothe r .  17 

(3) Securities market cgents know that the secur ities markets exist in a 

comp lex a nd dynamic env ironment, both polit ical ly and technolog ically. 

Therefor e ,  events may affect the func tion ing of f i r ms in ways that cannot 

reasonably be anticipated. For th is reason, informat ion needs of inve stors 

m ay be exp ec ted to chang e ,  cont i nual ly and p e rhap s  r ap i d ly ,  and i n  

unanticipated ways. 

(4)  There are two k inds of secu r i t ies mar ket agents : investors and 

p o tent i a l  i nve stors on the one hand ,  a nd m a nag� r s  (of w i d� ly h e ld 

corporations) on the other. Members of the two c lasses have confl ict ing 

interests rega rding the conduct of the corp<)rat ion. Investors have cer tain 

r ights regarding corpo rate activity, including the power to retain managers, 

a nd to d e te r m ine th e i r  r emune r a t ion. Manag e r s  h av e  cor r e sp ond ing 

responsibilit ies to investors, to act in the interest of the latter . 18 

The main difficulty, of course, concerns this last assumption. It is not 

difficu lt to argue tha t investor s and potentia l  investors wou ld prefer a 

secur ities market in which the conditions of the invis ible hand theo rem were 

met. Given that a secu r it ies market ex ists for the allocat ion of f inanc ial 

resources, investors cou ld do no better than to have an ideal market. But it 
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is not so s imple in the case of managers. To the deg ree to which the market 

va lue rule holds , there is no p roblem. Even in the conventional agency 

framework, it could be argued that managers would desire an ideal secur ities 

market, since it is in their interest to minimize agency costs� 

The problem w ith such an argument is that it ignores the incent ives of 

managers to deceive investors (and to deceive managers of other firms) , 19 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 secur ities 

market. In both the acqu i s it ion of cap it al ,  and in terms of the manager ial 

labor mar ke t  (h ir ing ,  remuneration, and retent ion) , it  is to managers'  

advantage to d isclose informat ion to inves tor s which puts them in the best 

possible light. In the absence o f  institutional str ictures against deception, 

the re is no reason (beyond the consequences -- i f  any -- to the i r  self 

interest) for managers not to practice deception.20 

The incent ives of manager s  regarding the d isc losure of financial 

information tend to produce a sub- ideal securities market in several ways, to 

be d iscus sed below. One general effect is relevant to th is par t  of the 

argument: deceptive financ ial information violates the fundamental assumption 

of econom ic analyses ,  tqat econom ic behav ior is comple tely voluntary. 

Intent ional deception is , like violence, a form of coerc ion. [ Bok, 1 9 7 8 ,  p. 

18] The receiver of an intentionally deceptive message is not merely unable 

to ac t in ways he or she wou ld ac t,  if g iven a nondeceptive message: he i s  

prevented from doing so. That means that he is not comple tely free in his 

actions. That is,  they have an involuntary element. This lack of freedom is 

central to the topic of deception. 

B ecause of the re lat ionship between deceiver and dece ived , lac k  of 

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

less to the latter. [ Bok, p. 19 ] The value of f i nanc ial report ing is 
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supposed to be that it a ids the receiver of the informat ion in ma king 

decisions, the benefit thus accruing to him. But the value of intentionally 

deceptive information lies in its benefit to the sender, pr imar ily. Indeed , 

the purpose of deception is just to affec t the relative power of people (here, 

secur ities market agents) . 21 

Because of the conflicting interests of secur ities market agents, and the 

intrusion of coercion, we have the problem of r ights, and the spec ification of 

who is to have them. This does inject ethical cons iderat ions into the 

argument. But no more than that introdLtced by the property r ights analysts, 

whose concern is that a financ ial reporting rule-maker may prevent or limit 

the scope of voluntary behav ior. At a m in imum , and cons istent w i th the 

economic approach, we may say that the readers of financ ial repor ts have a 

r ight not to be deceived. The pr inciple of Veracity,  going back to Ar istotle, 

s tates that "ly ing is 'mean and cu lpab le' and that truthful statements are 

prefe rable to lies in the absence of spec i al cons iderat ions." [Bok , p. 3 0 ]  

Th e  point of this is that lies are not neutral� there is a presumption against 

lying. This presumptive r ight not to be deceived may be overr idden, e.g. , by 

the pr ior ity of a conflict ing r ight of someone else , or by consent freely 

g iven. But the burden of proof or justification is on the would-be deceiver, 

whereas truthfulness does not ordinarily reqtt ire any justification. 

Dec ept ion ( and eve n the l i kel ihood of decep t ion) , the n ,  i s  an 

interference in the free func tioning of the secur ities market, resulting in a 

market wh ich would be less than ideal. But,  if managers would benefit from 

such a market, why would they agree on something different? Presumably, they 

wculdn ' t. 

But consider a representative securities market agent - one who could 

make a d is interested 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 reg arding the ideal ity of the secur it ies 

mar ket. By mak ing secu r i t ies mar ket agents ignorant of their ind iv idual 

character istics which produce the conf lict of interest, those character istics 

causing them to have spec ial (pr ivate) inte rests in the struc ture of the 

secur ities mar ket are eliminated. In th is way, a unan imous choice is 

p:>ssible. 

Thus, an additional assumption about the knowledge of securities market 

agents is made : 

(5) Securities market agents are ignorant of their own p:> sition in the 

secur ities market. Specifically, they have no information about whether they 

are investor s or managers of corporat ions. Fur thermore , they do not know 

about the ir endowments of wealth or ab i l it ie s ,  inc lud ing the i r  ab i l ity to 

bargain (or threaten) in a market situation. 

This assumption introduces a "veil of ignorance," behirrl which the choice 

of inst itut ional struc ture is to be made. The vei l  of ignorance idea was 

deve loped by Har sanyi [ 19 53] and Raw ls [ 19 7 1 ] , in their  efforts to develop 

bas ic eth ical theor ies, concern ing the appropr iate bases for eva luating and 

chasing among alte r na t ive soc i a l  i n s t i tu t ions g ov e r n i ng c o l l ec t ive 

activity. 22 

The degree of uncertainty of the choice situation raises the question of 

the appropr iate decis ion cr iter ion to be used by a representative secur ities 

market agent in the choice of a market structure. Two p:>ssibilities stand out 

in the decis ion theory literature. One is to max imize expected utility, which 

presents the problem of assess ing the probab ilities that var ious states of 

affairs -- he re, conce rning the ident ity of secur it ies mar ket agents as 

investors or manag e r s ,  and the distr ibut ion of endowments and ab ilities - 

w ill obtain. Under the assumpt ions made, ther e  is no non-arb i trary way of 

doing so. The pr inc iple of insufficient reason (the Laplace rule) [see, e.g. , 

.. 
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Luce and Ra iffa,  1957, Ch. 13 ] according to wh ich each state of affair s  is 

considered to be equally likely, does allow the expected utility approach to 

be app l ied , there i s  little more to be sa id for it.  In par t icular, the 

ass ignment of probab ilities (l/ n  to each of the n states of affairs)  is 

sensitive to the specification of states affairs. So, even to generate these 

ar bitr ar y  numbers requ ires infor mation wh ich is not ava ilable to the 

par ticipants . 

In any case, the assumption that securi ties market agents are ,  in mak ing 

securities transactions, expected utility maximizers does not imply that they 

should be expected utility maximizers for institut ional choices as wel l. And ,  

in view o f  the uncer tainty o f  the s ituat ion ,  the impor tance o f  the dec is ion 

[ Rawls, 197 1 ,  p .  169 ] , and the r i sk-aver se natur e  of the ind iv iduals , a mor e 

conservative rule would be more appropriate . 

Such a dec ision 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 ch(X)sing the structure of 

the securities market . 

If, as argued above , control of cor.r:orate information by managers gives 

them an advantage over investor s  via the possibil ity of decep t ion, then a 

secur i ties mar ket in wh ich decep tion is p r acticed is systematically biased 

against investor s. An ind iv idual who knew h imself to be a manager wou ld 

prefer such a market, while an individual who knew himself to be an investor 

would prefer an ideal mar ket. In the face of uncer tainty , the m inimax r u le 

counse ls ind iv iduals to choose as if they knew themselves to be investor s. 

Therefore, the choice of a representative secur ities 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 

secur it ies market agent, behind the veil of ignorance, calculating the 

exp ected ut il ity of alterna tive secu r i ties mar ket structures, and choosing 

accord ingly. But there is no non-arbitrary way of assigning probabilities to 

the a..Itcomes, and of characterizing the (number of) a.itcomes. Therefore, the 

expec ted ut i l ity argument does_ not yield a determ inate 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 re lates to ind iv idua ls '  incent ives to chang e their own roles w ith in a 

market structure) .  

B .  The Pareto Efficiency of Financial Reporting Ru lemaking 

Given that d is interested secur ities market agents would unanimously 

pr efer an ideal securities market, why would they prefer a securities market 

which had a financial report ing rule-maker as part of its structure? The 

general answer is that they would prefer it if it would produce a more nearly 

ideal secur ities market. The relevant aspects of the secur ities market are, 

and the task of a r u le-maker wou ld be , to make it more near ly perfectly 

canpetitive , and to remove externalities . 

The existence of an external ity is a sign of the existence of transaction 

costs and imperfect' information, which prevents its internalization via market 

tr an sac tions. [Dah lman , 1979 ] Public goods are , of cou r se ,  one cause of 

externalities. Since publicly available information is a public good , some 

mechanism for producing a Pareto -eff icient system of financial disclosures is 

a necessary condition for an igea1 securities market. The p referabi lity of a 

securities market with a rule-maker is, on this ground, partly an emp ir ical 

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 secur ities market to be more 

near ly per fectly compe t i t ive -- that i s ,  to better sat isfy necessary 

conditions for it to be an ideal allcx::ator of resources. Then, · any secur ities 

mar ket agent would des ire to have a financial repor ting rule-maker as par t of 

the structure of the secur ities mar ket. 

The secur ities mar ket is really a set of mar kets, where each security has 

a separ a te· mar ket. The degree to which the secur it ies mar ket can be 

considered to be a single mar ket depends on the homogeneity of the secur ities. 

Conventionally , secur ities are assumed to be r isk-return bundles; information 

about them is not mentioned, presumably because it is exogenously g iven, and 

reltively homogeneous across secur ities. But when the structure of the mar ket 

itse lf is at issue , the system of financ ial disclosure is also at issue. 

Ther efore , in the current context ( that of choice of a secur it ies mar ket 

str uctur e ) , a mor e adequate v iew of the secur i t ies mar ket i s  that the 

commodity in question is not the conventional two-parameter (r isk and return) 

secur ity of finance theory , but a thr ee-parameter commod ity , inc lud ing the 

qual ity o f  infor mat ion d isc losed by the f ir m  about itself as a thir d 

par ameter . Without adequate infor mation regar d ing a f ir m ,  investor s and 

potent ial investor s are prevented from making adequately informed decis ions. 

And since financ ial infor mation is largely under the control of corpor ate 

management, it needs to be r egarded as a separate char ac ter istic of 

secur ities, the commodity (ownership interest)- which is bought and sold. 

I nfor ma t i on qua l i ty has r ec e iv ed r e la t iv e ly l i t tle sy s tema t ic 

attent ion. 24 Although evaluation of this liter ature is beyond the scope of 

th is paper , several points do need to made. One is that, in the context of 

investment dec is ionmak ing ,  the quality of infor mation about fir ms is of 

pr imary interest to inv estors and potential inv estor s. This under lies much of 
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the profession's concern w ith the adequacy of financial statements.25 

A second point is that, without common standards of repor ting ,  such as 

financial reporting rules, the quality of information of var ious firms would 

doubtless vary. The extent of var iation is unknown , s ince we already have 

financ ial r epor t ing rules. Since the commod it ies bought and sold in the 

secu r i t ies mar ket are homogeneous only to the extent that the quality of 

infor mat ion d isclsoed by them is homogeneous ,  the cond it ions of per fect 

competit ion are bette r  met by the secu r it ies mar ket to the ex tent that 

information quality is homogeneous. 

Fur thermor e ,  if  financia l repor t ing ru les are chosen w ith regard to 

information quality ,  as is c learly the FASB's intention [ 1980 ] , then the rules 

serve as a standard of minimum informat ion quality .  Therefore,  they cause 

secur ities to be more homogeneous than they would otherwise be. That is, they 

have the consequence of mak ing the securities market more purely competitive. 

An add it ional issue relating to informat ion 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 ru le-maker ) .  It  is the "lemons" problem [Aker lof, 1970 ] , 

resolution of which can be accomp lished by a financial reporting rule-maker .  

I n  the case of the secur it ies market, the good i n  question is securities; 

the lemons problem involves uncer tainty abou the quality of secur ities. 

Accord ing to the convent ional v iew of finance,  as discussed above, the 

securities of various firms (composed of r isk and return character istics, and 

in the contex t  of por tfolio theory) are c lose substitutes for each other. 

From the point of view of a price-tak ing ind iv idual investor,  secur it ies 

(cons ide red as r is k-return bundles) do not vary in quality , s ince ( from his 

point of v iew) return is a function of pr ice, wh ich (assum ing that the 

securities market is efficient) is an unbiased estimate of a firm's value in 
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relat ion to all othe r secur ities. Higher retu rns accompany h igher r is k :  

together; they imply that securities are of homogeneous quality, 26 and thus 

that the lemons problem does no t  ar ise. 

A second interpretation is based on the analy sis of secur ities presented 

above, as cons ist ing of r is k ,  return,  and quality of informat ion about the 

firm. On this view, a secur ity is of better quality (ceteris par ibus) if risk 

is lower ,  return is higher,  or information quai ity is higher . 

As discussed above, in a secu r ities mar ket unregulated with reg ard to 

financ ial reporting, information quality would vary7 therefore, the quality of 

securities would vary. The level of information quality for a firm would be 

th e  result of the abi lity of its manager to freely choose accounting methods 

in the preparation of financ ial statements. Because of the structure of the 

manager's incentives, he will choose a level of information quality that best 

satisfies his ow n interests, rather than that level which would max imi ze the 

investo r 's inte rests. The reason for this is tha t  the level of informat ion 

needs to be def ined w ith reg ard to the rece iver ' s  purposes ,  rather than the 

sender's purposes. The investor has two sources of uncertainty (besides the 

sources usually discussed in finance) , then, regard ing the quality of a firm's 

secur ity :  uncer tainty about the manager's interests [ c f. Ronen, 1978] , and 

uncertainty surrounding the ability of var ious accounting metho;ls to represent 

the affairs of various firms. 

As a cause of mar ket inad equacy , the lemons problem relates to market 

imperfect ions in two way s. Fir st, informat ion asymme try v iolates the 

as sumpt ion that all mar ket agents have equal and costless access to 

information. Second, it affects the s ize of the market, which relates to the 

assumption that there are enough market agents, so that they all act as price

ta kers. 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, i f  one is interested in secur it ies 

markets as an efficient allocator of real economic resources to firms, then 

one would be interested in reducing or eliminating the asymmetry. By 

controll ing the qua lity of financ ial infor mation provided by corpor ate 

managers, and therefore the asymmetry ,  a financ ial informat ion provided by 

corpor ate managers, and therefore the asymmetry, a financ ial reporting rule

rnaker wou ld help prod.uce a ITOre near ly ideal secur ities mar ket .  

The above argument concerns dealings in ind ividual secur ities, and the 

at tendant role of a rule-maker .  Infor mat ion asymmetry also has a general 

effec t on investor s. It is p erhaps not obv ious that, at another level, the 

lemons problem is itself a public good.s problem. In the analys is above of the 

relationships among investors, and between investors and potential investors, 

the pub l i c  good na tur e of f i na nc i a l  i n for ma t ion was seen to c au s e  

externalities. Here, in the relationship between investors and managers, the· 

public good is not infor mat ion, or even the quality of infor ma t ion for 

spec ific fir ms ; i t  is the average qual i ty of the good , or some other market 

statistic used by investor s and potential investor s in deciding to buy or sell 

shares . 27 

Therefore , from the po int of v iew of investors,  there ex ists a Par eto

ef fic ient ( aggr ega te) level (expres sed, e.g. , as an aver age or a m in imum) of 

information quality for firms taken as a whole. In other wor d s ,  while 

homogeneous informat ion is a neces sary cond it ion for an ideal secur it ies 

market, it is not sufficient for Pareto-eff iciency in a larger context � we 

have to have the optimal ambunt of the public good.. Since the problem arises 

resu lts f rom the conflict ing inte rests of owner s and manager s ,  and_ the 

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

is needed to reach that level . 
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Sumnary and Conclus ions 

A. The arguments g iven in Par t II appear to confl ict with the proper ty 

r ights approach, according to wh ich it is both feas ible and des irable for 

proper ty r ights to financ ial informat ion to be ass igned to some secur i tie s 

mar ket agents. Under spec i fied cond it ions,  a Pareto-efficient sy stem of 

disclosure is claimed to result via market transactions. Among other th ings, 

it is v i tal that the r ight be freely transfe rable, so that there are no 

impediments to it reaching its best use. Such information r ights transactions 

would be purely voluntary . O n  the other hand, a rule-maker's task is to 

promulgate rules which (in any non-tr ivial case) will involve re-distr ibutions 

o f  wealth, and restr ict ions on the abi l ity of i nd ividuals to mal<e mutually 

satisfactory agreements . 

The argument was that secu r it ies mar ket agents wou ld agree to such 

results , in the domain of f inanc ial d isclosure, in order to achi eve a more 

nearly ideal securities market. A rule-maker is considered to be part of the 

s tructure of that mar ket, just as a re laws against fraud and marg in 

requirements. In oodition, it is not iegitimate 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 mar ke t ;  without some restr ictions on ind iv idual 

behav ior, a market will not exist. The question addressed and answered here 

is what kinds and how much restr ictions there should be. 

The conf lict w ith the proper ty r ights approach is more apparent than 

real. In choos ing a struc ture for the secu r it ies market, indiv iduals are 

making a kind of social contract, which involves a specification of property 

rights. It is at th is more fundamental level that property r ights agreements 

would be said to be made among secur it ies market agents. Rather than 

hypo thesiz ing contracts for specific disclosures, the property rights ba rgain 

relates to the ex istence and legitimacy of the rule-making institution itself. 
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On this interpretation, the proper ty r ight agreed to behind the veil of 

ignor ance is two-fold : Fir st,  investor s have a gener al r ight to be g iven 

reliable, noo-deceptive information about the corpor at ion. But,  bec ause of 

the conflicting interests of managers and investors, the power of managers, 

and the fact that the secur ities mar ket operates in a dynamic env ironment, it 

i s  not reasonable that cap ital mar ket agents wou ld make explicit c oncrete 

cootracts for specific financial disclosures, which could be changed only by 

re-contracting and pay ing compensation, as the agency analysis suggests. The 

ab i l ity of cor por ate manager s to invent new for ms of leases to evade 

disclosur e is a good example of th is. The hypothet ical agency contr ac t 

r egarding financial disclosure is then a very general one, in which owners and 

manag er s agree w ith in very broad lim its as to the r ight of investor s to be 

provided with reliable financial information. The stewardship concept der ived 

from common law is explained by this. 

The economic approach to law [ e.g. , Posner , 197 7 ] , inc luding the agency 

literatur e ( insofar as it mentions pr oper ty r ig h t s ) , empha s i ze s  the 

desirability of a complete ex ante spec ification of r ights, 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 specification. Furthermore, 

no buying and selling of r ights to information takes place. 28 

So, manag er s  wou ld agree to ac t in accordanc e  w ith GAAP , whatever GAAP 

may be. 29 That is, the "agency" agreement is an agreement, once and for all, 

to ab ide by the dec is ions of a th ir d par ty , r ather than to a spec i f ic 

repor ting format. Insofar as these techniques are locked in they can easily 

become less valuable. The only way to keep financ ial statements current ( in a 

chang ing environment) , and the re fore respons ive to changes in management 

behav ior , on the agency approac h ,  would be to re-negot iate the contr ac t 

per iodically .  But how i s  that to b e  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 w ith, an open-ended set of pr inc iples or rules. Th is is more 

nearly what is found in practice, whenever changes in financial statements are 

made after the initial issuance of shares. It is manifested, e.g., in the New 

York Stock Exchanges' tightening-up of financial reporting of certain firms, 

and in the 19 3 4  Secu r ities Exchange Act,  empower ing the Secur ities and 

Exchange Comm i s s ion to promulgate such 11 • • •  ruies and regulat ions as the 

Commiss ion may prescribe as necessary or appropr iate in the public interest or 

for the protection of investors." [Sec. lO (b) in Schwartz, 1973, p. 269] The 

SEC is thus to make those rules,  inc lud ing f i nanc ial d isclosure 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 obedience 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 feas ible outcomes of d irec t  bargaining between owner and 

managers,  but are ev idently not "spontaneously" ag reed to. Thus,  they say , 

the policies must generate some inefficiency. But this is too narrow a view. 

Instead, any inefficiency of this sort caused by a central rulemaker is simply 

one component of the total agency cost incur red. Thus, a central policymaking 

institution is itself Pareto-eff icient. !t is desirable, ceteris paribus, to 

minimize such costs, but, as Jensen and Meckling themselves point out [ 1976] , 

it  is unrealist ic to compare the resu lting state of affairs with the Pareto 

efficiency of a world w ithout 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 
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interests ; they are especially pertinent in s ituations in which individuals' 

interests conflict, for they help determine whose interest is to prevail . 

Thus, the second part of the or iginal agreement is to establish a rule-

·maker to adjud icate conflicts of inte rest, and in so doing , mak ing the 

investor s '  general r ight to informat ion either more spec i fic, or else 

mod ify ing it in some other way. The fact that , in 1981, a new f inanc ial 

repor t i ng rule restr icts a corporate manager ' s  repor t i ng opt ions ,  and thus 

decrease s his expec ted ut i l ity, is irre levant. Such a rule is not an 

interference in the secur ities market, preventing Pareto-efficient outcomes. 

Instead, it is a part of the structure of the secur ities market itself, freely 

agreed to. 

In summary, the proper role of the ru le-mak ing inst itut ion in the 

secur ities 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 secur it ies mar ke t  meet the cond it ions of an ideal market by 

mak ing securities of different firms a more homogeneous good, and by making 

information symmetric (homogeneous) among investors. However, if the goal of 

financ ial 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 secur ities market agents. In doing so, it decides what specific r ights to 

information owners have in the current situation. The ability of managers to 

invent new k inds of leases ( to escape d isclosure) does not mean that owner s  

should have to compenSa.te managers for changes in disclosure practices. It 

does mean that the general r ight 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 par ty ,  rathe r than via d i rect bargaining ( which does not 

ex ist and i s ,  indeed , hard to imag ine) . This shows why it i s  so impor tant 
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that the FASB be (and appear to be) independent of special interests, and why 

the FASB shou ld be concetned about it. It also shows the impor tance of the 

k ind of research conducted by, e.g. , Watts and Zimmerman [ 1979] , to determine 

the degree to which the FASB is carrying out its responsibilities. 

The equ ity issues discussed above ar ise out of the des ire of secur ities 

market igents for efficiency. Thus, at least in this area, efficiency is not 

independent of all equity problems. Other j ustifications for the existence of 

a financ ial repor t ing ru le-maker based on pure equ ity g rounds cou ld be 

developed ; they wer e  not at tempted he re because of the des ire to provide a 

j ustif i cat ion on grou nds as c lose as poss ible to the ones accepted by those 

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



Footnotes 

1.  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 whethe r to have a rule-maker. Rather ,  I want to 
l im it the discuss ion to a spec i f ic k ind of argument regard ing the 
j ustifiab i l ity of such a rule-maker.  The problem is complex enough 
without extending its scope . 

2 .  I do not wish to deny that these analyses contr ibute to an understanding 
of the problems that ar is� once a system for corporate f inanc ial 
disclosure is chosen. Watts and Zimmerman [ 1979] and Sunder [ 1980] are 
especially pertinent. 

3 .  See , e.g . ,  Sen , 19 7 0. A state of affairs x is Pareto-effic ient i f  and 
only i f  it has no Pareto-super ior 1 a sta te of affairs y is Pareto
super ior to x if and only if y is super ior to x for at least one 
individual, and x is superior to y for rio individual. 

4 .  For a more deta iled cr itic ism of th is approach, see Beaver and Demsk i ,  
1974 . 

5 .  I t  has been commonly argued [ e.g. , Sm ith ,  1937 ; Berle and Means , 1968 ; 
Donaldson, 196 3 ]  that there is a d ivergence in the interests of owners 
and managers, that can be manifested in various ways. Monsen and Ibwns 
[ 19 6 5 ] , unlike the other s ,  emphas ize the role of informat ion in the 
relationsh ip between owner and manager. Accord ing to them , two 
conditions are necessary for managers to increase their own income at the 
expense of the firm's effic iency : ( 1) that acts are in the ir own 
interests,  and (2) that " it is impos s ible or very dif f icult for thei r  
superiors to discover these acts." [ 1965, p. 228] That implies that one 
of top management's k ey s tr a teg i e s  i s  "c a r e fu l ly s c r e e n i ng a l l  
information which is forwarded to stockholders or the public at large." 
[ ib id. , p. 2 3 2 ]  Just because management does have a g r eat deal of 
control over the firm's financ ial information , it is hard to obtain 
strong evidence as to whether management does use financial reporting in 
this strateg ic manner, to favourably affect outsiders' beliefs ccin.cerning 
the firm's performance. [Salamon and Smith, 1979, p. 320] However, some 
ev idence does ex ist. Smith [ 19 7 6 ]  found ev idence consistent w ith the 
hypothes is that manager ial firms were more likely to employ accounting 
policy decisions . to smooth the income stream. Kryzanowsk i  [ 1978] foond 
that managers were able to conceal information from stockholders, thereby 
man ipu lat i ng secu r i ty pr i ce s .  Ope techn ique for doing so i s  
"manipulat ion of the gene rat ion and release of (m is) informat ion on 
company act iv ity. " [ ib id. , p. 3 6 8 ]  Salamon and Sm ith coric luded that 
manager ial firms exercise control over the information in annual reports 
"in a manner which may misrepresent firm performance." 

6 .  As has often been recognized, f inancial i nformat ion i s  a public good. 
[E.g., Gonedes and Ibpuch, 1974;  Beaver and Demsk i, 1974 ] . A public gocx:i 
has two characte r ist ics. One is tht there a re ind ivisib i lit ies 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 ind iv iduals , it is ineffic ient, i f  not imposs ible, to exc lude 



other individuals from consuming it. The import of non-excludability is 
that purchaser s  of informat ion are not able ful ly to appropr iate the 
benefits of the good. The result is the so-called free r ider problem : 
s ince non-purchaser s  cannot be excluded , they also cannot be forced to 
pay for their use of the public good. 

7 .  I t  is not c lear how large bargainirig costs would be 1 but i t  should be 
clear that they wou ld be substant ial. The number of agents (M) in the 
market is a crucial parameter. For, as M increases, the marginal cost of 
both coord ination and informat ion increases,  to the point that a 
bargaining approach to attaining a Pare to-effic ient allocat ion is 
impractical. · [Riker and Ordeshook, 1973, p. 254] The large numbers case 
should be the focus of the market analys i s  for two reasons. First,  in 
any real information: market, M would be large. Second, the market 
analys i s  is based on the idea that all mar kets are compe t i t ive ; thi s  
requ ires that there· be a large number o f  pr ice-tak ing market agents. 
There is thus no comfor t in observing that the problems to be d iscussed 
below are either nonexistent or: ( relatively) insignificant in the small
numbers case. [Baumol and Oates ,  1975 , p. 10 ; Head, 1974 , p. 8 4-85]  
Gonedes'  analysis implic itly assumes that information mar ket agents 
bargain in good faith. Bad faith may take e i ther of two forms,  both 
involving the non-exc:Hudab:j.lity of public goods. First, agents have an 
incentive to renege on the agreements made. One obvious way would be for 
an informat ion purchaser to back out of the purchasing coalit ion 
( refus ing to pay his or her share) once an ag reement is made. Since 
financial information is a public gcx:rl, the reneg ing party becomes a free 
r ider. Another form of reneg ing would involve the information producer. 
P r e sum ably i n f o r m a t ion d i sc losu r e  contracts would require that 
information production agreements inc lude a st ipulat ion r eg a rd i ng the 
reliab ility of the informat ion. But, insofar as the prov is ion 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 i s  spec i f ied by the coalit ion agreement. That is,  informat ion 
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 fai th barg aining can ar ise through the preference 
revelat ion problems regarding publ ic goods. [ E.g. ,  Muelle r ,  1979,  p. 
2 5 f ;  78-83 ; Head , 197 4 ,  pp. 83-86 ] Informat ion mar ket agents have an 
incentive to misrepresent their demarrl for financial information. they 
wou ld thus be free-r iders to the extent that,  by so doing , they would 
successfully shift the cost of information production to other members of 
the coalit ion. The result is failure to attain Pareto eff ic iency. 
[Head, 197 4 ,  p. 8 4 ]  

8 .  Even here, Aivaz ian and callen (1979) have shown that the cease Theorem 
does not hold uncond it ionally, when there are more than two econom ic 
agents: there are situations which ahve no stable equilibrium, a cycling 
a la the Vote r ' s  Paradox • .  Thus under Coase 's cond it ions a centrali zed, 
non-market solution may be appropriate .  

9 .  Fama [ 19 8 0 ]  makes the point that debt and shareholder i nvestment are 
mere ly alte rnat ive sou rces of financ ing w i th var ious advantages and 
disadvantages, a view going back at least to Paton [ 1922, Ch. 2 ]  He then 
goes on to say that the stewardship pr inciple, in the form of control by 
owners OV'er the actions of entrepreneurs, is not important in the context 
of secur ities markets. But in the domain of financial reporting ,  this is 



not the case. The information needs of parties outside the firm who lack 
the power to obtain relevant infor mat ion--an idea again going back at 
least to Paton and cont inu ing up the pre sent [ FASB , 198 0 ] --and the 
respons ibi l ity of managers to provide that informat ion are of pr imary 
importance. This holds holds regardless of the specific characteristics 
of the financing instruments them8elves . 

10 . Th is is cons istent with the rationale for reject ing the mar ket value 
rule. It is also consistent w ith 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 alternat ive sets of 
r egulat ions. Accord i ng to the public interest v iew, regulators act in 
the ir own self- interest by acting in the collect ive interest. This is 
rejected in f avor of the view that regulators act in their own interest 
by act ing in the pr ivate interest of the most power fu l  ("spec ial 
interest") g roup trying to influence the content of regulat ions. The 
most powerful group is presumably able to g ive the highest rewards to the 
regulators. Any mention of the public • interest on the regulator 's part, 
or the prov ision by them of a rat :i.onale for choice , is simply a 
subte r fuge -- "a useful weapon in the political a rena" [ Watts and 
Z immerman, 197 9 ,  p. 288 ] -- to cloud the real reasons for choice ( i. e. ,  
private benef it to a regulator) . outr ight br ibery of public officials 1s 
limited only by the difficu lty of enforc ing the ag reement [ Watts and 
Zi111Tterman, 1979 , p. 285 , fn. 41] . 

11. There are three su ffic ient cond it ions for an efficient property r ights 
sys tem. [Hirsch, 19 7 9 ,  p. 1 4 ;  Posner ,  1 9 7 7 ,  Ch. 3 ]  First,  it must be 
universal, in the sense that r ights can be exhaustively spec ified and are 
each ass igned to someone. Second, owner ship of prope r ty r ights is 
exc lus ive. That is , proper ty is pr ivate proper ty ;  exclus ion of non
owners is feasible (and will be enforced by law) . Third, property r ights 
are freely transferable, w ithout restr ict ions. I f  the part ies to a 
proper ty transact ion can reach a mutual ly sat isfactory ag reement, no 
obstacle is .imposed . 

12 . Members of the so-called "Rochester School of Accounting" ·  [Jensen, 1976] 
(e.g., Jensen [ 1976] and Watts and Zimmerman [ 1979] ) seek ari explanation 
of the inst itut ion's ac tua l  wor k ings in politico-economic terms, 
according to which the rule-mak ing apparatus is an instrument of 
coerc ion, controlled by those groups with greater political or economic 
power.  As such, the rule-mak ing system is an impos it ion on and 
interference in the workings of the securities 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 c laims tha t  the po s i t iv e  r e s u l t s  "i!!!E!Y pol icy 
prescriptions." [ 1976, p. 13, my emphasis.] He goes on to call for more 
research in account ing , in orde r that the inst itut ional structure of 
f inane ial repor ting will "shift in a desired direction."  [ ib id. ] He 
subscr ibes to a theory of regulat ion, according to which "pol itic ians, 
bureaucrats, and special interest groups are us ing the notion of s::icial 
respons ibi l ity and the power of the pol it ical sector to effect wealth 
transfers from corporate owners,  cred itors ,  and the consumers of the 
corporat ion's products to othe r s  in soc iety." [ ib id. , p. 1 7 ;  see also 
Watts and Z immerman, 197 9 ,  p. 2 7 5 ]  Furthermore, it is clear from the 
context that he regards th is as undes irable: the government is 
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confiscating wealth by coercion. Apparently, g iven that this is more or 
less inev itable, interested par ties shou ld learn how to control the 
institution for their own advantage. [ ibid. , p. 13] 

13 . The difficulty of determ ining what outcome would have been produced by a 
mar ket w i ll not be pur sued. Nor w ill any issues presented by the 
possibility that the class of Pareto-efficient outcomes is not singular . 

14 . Apparently , this wou ld mean ass igning the r ights to the information 
generated by a corporation to its managers, s ince assignment to investors 
wou ld not produce a market between investors and manag ers. (The 
difficulty of excluding non-purchasers would preclude a market between 
actual investors and potential investors.)  Then, investors and non
i nvestors could bargain w i th each other and w ith manager s ,  and form 
coalit ions for the product ion and d isseminat ion of information. The 
successful coalit ion would pu rchase the proper ty r ight to infor mation 
specified in a contract, and perhaps limited in time like a lease (even 
though the common stockholder s  investment contrac t  is not lim ited in 
time) . If additional, or different, information were desired, it would 
be obtained by re-contracting w ith whomever currently owns the prcperty 
r ight, or by a new contract with the managers. In any case , a large 
number of rnrerlapping centracts would exist in all probability -- there 
is no reason to expect a: "general purpose" financial statement to evolve, 
even for a s ingle corporation. 

15 . ''U.S. Steel's Bracy Smith argues that it was impossible for U.S. Steel to 
s tand alone against the crowd unless it was w il ling to see its stock 
su ffer. 'We wou ld be very happy if they wou ld make the ru le 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 Pr isoners'-Dilemma character istics of 
collective choice issues. Here, members of the steel industry would be 
the players of the Pr isoners '  Dilemna. 

16 . The concern here is w ith of a specific social institution, the secur ities 
markets as found in, e.g� , the United States,  Canada, and the Uni ted 
Kingdom, rathe r than w ith the bas ic struc ture of soc iety. Indeed, the 
fact that many h ighly developed countr ies lack extens ive secur ities 
markets shows that no general claims about the j ustifiability of basic 
soc ial orders are being made. 

17 . A Pareto-effic ient allocation of resources w i l l  resu lt { i. e. ,  be in 
equ i l ibr ium) under the foliow ing cond it ions : ( a) There is per fect 
competition ; {b) there are no external effects in consumpt ion or 
production; {c) no consumer is satiated; and, (d) second-order conditions 
are satisf ied for e�ch consumer and producer. [ Henderson and Quandt,  
197 1, p.  256;  Gauth ie r ,  i978,  pp. 77-79]  In shor t,  a u nanimously 
preferred outcome will result from the interactions of individuals acting 
independently in their own interests. 

18 . Managers histor ically have had an obligation to provide information to 
investor s ,  both in "common law" (via the stewardship pr i nc iple) and i n  
corporate law. 



19 . Manag ers of other f i r ms are in competit ion in eith�r input ( includ ing 
capital) or output markets. 

20 . Thus ,  Atk inson and Feltham 's assumpt ion that management prov ides 
comple tely reliable informat ion to investors and, at the same t ime, 
rejecting the market value rule is highly questionable. 

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

22 . Because of its past use, it might be thought that the present argument is 
an eth ical one , and as such goes far beyohd the bound of convent ional 
economic frameworks. In a sense, this is ttue. 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 withcut argument that secur ities 
mar kets are effective and equ itable methods of allocat ing f inanc ial 
resources to real production. It will be argued that a desideratum for 
mar kets of all k inds is that there is no systemat ic bias against any 
c lass of mar ket agents to make free transac t ions on an equal foooting 
w ith all other agents. Th is is a k i nd of symme try cond it ion, bar r ing , 
e.g . ,  deception , fraud , and coerc ion. These c laims are eth ical, to be 
sure ; however ,  they should not be obj ect ionable to econom ic analysts. 
But the argument is not an eth ical one , in the sense that it is an 
application of, e.g. , some partici.ilar theory of justice, to the proolems 
of financial reporting. Rather, it seeks to show why a secur ities market 
agent--conceived as a rat ional dec is ton maker attempt ing to pur sue a 
rational plan of life [cf. Rawls, 197l] �would want a rule-maker. Thus, 
for example, the impact of financial reporting on society in general-
through its effec t  on real product ion an on the wealth of members of 
soc iety who are not secur ities mar ket agents-- is ignored. [ See, e.g. , 
Anderson and Meyers, 1975) 

23 . Furthermore, the empir ical issue may never be adequately settled. The 
question of whether a rule maker minimizes the cost of secur ities market 
transcations , though emp ir ical, may not actually be suscept ible of a 
reliable answer, in view of the difficulty of doing research on it. l\bte 
that an empir ical question is one which is. in principle settleable using 
emp ir ical techniques. [Hempel, 1965]  Among othe r things,  th is means 
that Benston and Krasney's [ 1978]  c laim that the burd.en of proof is on 
advocates of rules-making to show that rules have social value is not as 
telling as it might appear. 

24 . At a general level, the "mar ket for lemons" lite rature has resu lted in 
some understanding of product quality uncertainty. At a roc>re specific 
level, even less has been done in the academic accounting literature. 
However ,  informat ion quality has been accorded much attent ion in the 
profess ional literature. Account ing Pr inc iples Board Statement No. 4 
[ 19 70 ) , the Amer ican Inst itute of Ce r t i f i ed Pub l ic. Accou n tants ' 

Obj ect ives of Financ ial Statements [ 197 3 ) , and the FASB's Statement of 
Financial Accounting Concepts No. � [ 19 8 0 )  are only the most prom inent 
recent examples of the profess ion 's efforts to come to gr ips with the 
concept of information quality. 

25 . For example , accord ing to the AICPA' s study group on objectives , "the 
qu a l i ta t ive cha r ac te r i s t ics of f i nanc i a l  s ta temen t s  [ i . e . , the 



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 mater ial to a user's decision. Information should be 
as free as poss ible from any b iases of the preparer. In mak ing 
dec is ions,  users shou ld not only understand the information presented, 
but also should be able to as ses s  its reliab i l ity and compare it w i th 
informat ion about alte rnat ive oppor tuni t ies and prev ious experience . "  
[ 19 7 3 ,  p .  6 0 ]  

26 . It might be argued that the th ird parameter i s  unnecessary because 
perceived information quality would be impounded in secur ities prices by 
affecting the perce ived r is �  and return characteristics of securities, 
and fur thermore, that much of the effect can be d ive r s i f ied away to be 
true. This is in part an empir ical question; how to test it is less than 
obv ious. Fur thermore, · the theoretical bas is for the c laim assumes an 
ideal secur ities market, inciuding zero transaction costs. So, a rule
maker cannot be dispensed w ith, on this ground, even in theory, s ince (as 
argued above) the role of a ruie-maker is to make the market more nearly 
ideal in the f i r st place. Fur ther more, that aggreg ate informat ion 
qua lity is a public good is enough to show tht compacency is not 
appropr iate. In any case, all the c la im amounts to is that secur it ies 
market agents are able to adapt to their environment whatever it is, good 
or bad. Lack of attent ion to th is th i rd par ameter in secur ity market 
research can be explained by observing that one of the purposes of 
central policymak ing is to make the level of information qual ity mor e  
homogeneous among firms, thus presumably making it less important as a 
p r ed i c tor o f ,  e. g . , sec u r i ty pr i c e  d i f fe re nt i a ls or r e ac t ion s .  
Furtherrrore, how to operationalize it as a variable i s  unclear . 

27 . It fits the Prisoner's Dilemma analys is : (1) one cannot be excluded from 
participating in the securities market, and thus cannot be excluded from 
consum ing the average qual ity of the goods ( secur it ies) in mak i ng 
investment decisions; ana (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 r iders. Fur thermore , unilateral act ion to inc rease average 
quality by increasing the quality of an individual firm's secur ities (by 
increasing the quality of information about it) are unlikely since "the 
rewards • • •  tend to acc rue to the g rop as a whole -- in rais ing its 
average qua lity --rather than to the ind iv idual." [Aker lof , 197 0 ,  p. 
495] That is,  the ind iv idual manager act i ng as an ind ividual cannot 
appropriate all the benefits of his actions . 

28 . Again, the argument bars neither secondary markets for information nor 
voluntary disclosure by management of additional information (which could 
raise the qual ity of informat ion about the f irm above the m inimum 
standard) . Rather, it is argued that at least some disclosure practices 
are not subject to direct negotiation between investors and managers .  

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