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THE POLICY IMPLICATIONS OF 
LEGISLATING ACCOUNTING CHANGE:
THE CASE OF S&L GOODWILL AND TAX NOLs

Anthony H. Catanach, Jr.

ABSTRACT

The Supreme Court recently ruled that the U.S. government breached its 
contracts with several acquirers ol insolvent savings and loans (S&Ls, 
thrifts) when it mandated goodwill write-offs in 1989. This study shows 
that investors recorded tax attributes (net operating losses and built-in 
losses) received in these regulatory-assisted mergers as goodwill. Con
sequently, goodwill write-offs were overstated by the value of tax 
attributes and regulatory enforcement actions against many S&Ls may 
have been premature. This study’s results will interest regulators, thrift 
owners, and lawyers who currently are litigating ‘"breach of contract” 
suits. The study also provides insights into the interaction of legislative 
policy with accounting, the regulatory process, and the general conduct 
of business.

Research in Accounting Regulation, Volume 11, pages 3-23. 
Copyright © 1997 by JAI Press Inc.
All rights of reproduction in any form reserved.
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4 ANTHONY H. CATANACH, JR.

INTRODUCTION

During the 1980s. the Federal Savings and Loan Insurance Corporation 
(FSLIC) promoted mergers of financially troubled savings and loans 
(S&Ls, thrifts) in which institution liabilities exceeded assets. For 
accounting purposes, the acquiring entity recorded the excess of liabil
ities assumed over assets acquired (excess purchase price) as goodwill. 
Acquirers often paid this excess purchase price to receive tax attributes 
such as net operating loss carryovers and built-in losses (NOLs).1 How
ever, accounting standards at that time generally precluded these tax 
benefits from being recorded as tax assets unless their realization was 
assured beyond any reasonable doubtA Consequently, NOLs also were 
recorded as goodwill.

In 1989 Congress enacted the Financial Institutions Reform and 
Recovery Act (FIRREA). FIRREA required S&Ls to delete from their 
books any recorded goodwill from failing thrift acquisitions during the 
1980s. The resulting goodwill write-offs forced hundreds of S&Ls into 
insolvency. If tax benefits were recorded as goodwill, then the write-offs 
were overstated by the value of the NOLs. Thus, regulators may have 
taken enforcement action prematurely based on understated equity mea
sures that did not consider the NOLs as assets.

In recent years, the owners of these “insolvent” S&Ls filed over 100 
claims against the federal government alleging that the 1989 regulatory 
goodwill accounting change represented a “breach” of their original 
acquisition agreements.3 In August 1995, the U.S. Court of Appeals for 
the Federal Circuit found the government liable, and ordered the U.S. 
Court of Federal Claims to hold a trial to set damages. In July 1996, the 
U.S. Supreme Court endorsed the appellate court’s decision.

This study argues that tax benefits recorded as goodwill be considered 
in the estimation of future damage awards. To support this argument, 
this investigation uses an ordinary least squares (OLS) model to exam
ine the association between recorded S&L goodwill and net operating 
loss tax benefits. Research results indicate that recorded goodwill is sig
nificantly and positively associated with the acquisition of net operating 
losses and deposit liabilities. Since none of the sample’s thrifts reported 
deferred tax assets related to acquired tax losses, the findings support 
the argument that tax assets were recorded as goodwill in thrift balance 
sheets.

Accountants, investors, lawyers, legislators, and regulators will 
appreciate this study for the insights it provides into the interaction of



The Policy Implications of Legislating Accounting Change 5

legislation with accounting and the regulatory process. It will be partic
ularly useful to parties involved in litigating damages related to good
will write-off claims. The paper also suggests that the Supreme Court’s 
recent ruling may be applicable to other industries including utilities, 
telecommunications, health care, and defense.

The remainder of this paper is organized as follows: (1) the govern
ment’s contract with thrift acquirers, (2) assessing damages in goodwill 
write-off claims, (3) testing the goodwill/tax loss relation, (4) policy 
implications of legislating accounting change, and (5) a summary.

THE GOVERNMENT'S CONTRACT 
WITH THRIFT ACQUIRERS

Background

During the 1980s, the FSLIC faced the enormous task of resolving 
hundreds of bankrupt thrifts.4 Since the agency itself was facing insol
vency, liquidating all of the failed S&Ls was not possible. Unfortunately, 
the FSLIC found few willing “buyers” for these institutions since their 
value was frequently less than nothing. The deposit insurer was forced 
to offer financial assistance and regulatory forbearances to induce inves
tors to take these S&Ls off the government’s hands. Frequently, the 
FSLIC provided acquirers limited amounts of cash and callable FSLIC 
notes to bring an institution’s net worth to zero. The agency also gave 
acquirers “capital loss coverage” or “yield maintenance payments” on 
problem assets. However, as the FSLIC’s available cash resources dwin
dled, it relied increasingly on tax incentives to market insolvent S&Ls.

Despite these incentives, the fair value of liabilities assumed by 
acquirers in these assisted combinations usually exceeded the fair value 
of the tangible and identified intangible assets acquired? For account
ing purposes, this excess constitutes goodwill (supervisory goodwill in 
assisted S&L transactions).6 Under most agreements, investors also 
could elect to amortize the intangible over periods up to 40 years. In 
short, if a healthy S&L was willing to absorb a distressed thrift, regula
tors allowed the acquirer to record goodwill to meet capital standards. 
By the middle of 1989, 749 S&Ls carried $19.7 billion in goodwill on 
their books. This intangible represented nearly 35% of the industry’s 
capital (Wyatt 1989).

With the FSLIC’s insolvency, Congress enacted FIRREA in 1989. In 
addition to increasing capital requirements, limiting investment powers.
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and strengthening enforcement in thrifts, this legislation reduced the 
total amount of goodwill that thrifts could include in capital and accel
erated its amortization. This accounting change was prompted by warn
ings that the billions of dollars in goodwill carried on thrift books was 
simply an “accounting gimmick being used to hide losses” (Knight 
1996). FIRREA also directed the Office of Thrift Supervision (OTS) to 
define the level and type of goodwill to be allowed as assets, and 
required institutions to eliminate all supervisory goodwill by 1994 
(White 1991). Following FIRREA’s enactment, the OTS and the Federal 
Deposit Insurance Corporation (FDIC), the FSLIC’s successor, quickly 
enforced the new rules.

Breach of Contract

FIRREA’s goodwill write-offs reduced net worth below required cap
ital minimums in many institutions forcing the closure of hundreds of 
thrifts. Benjamin Franklin Federal Savings and Loan of Portland, Ore
gon eliminated $287.7 million in goodwill from its balance sheet in 
1989, contributing to a net loss of $377.1 million (Wall Street Journal, 
April 17, 1990). Shortly after the write-off, the institution was subjected 
to regulatory enforcement action.

Glendale Federal Bank of California recorded more than $700 million 
in goodwill in its acquisition of a failing Florida thrift in 1981. FIRREA’s 
required write-offs substantially eroded Glendale’s capital levels. The 
institution shrunk its asset size to meet its minimum capital-to-assets 
ratio. To reduce its size, Glendale sold assets at a loss creating additional 
earnings pressures for the thrift (Barrett 1996a).

These thrifts and many others believed that they had an agreement 
with the government concerning the accounting treatments accorded to 
goodwill. They perceived FIRREA and its subsequent enforcement as a 
breach of that contract. As a result, they sued the OTS, FDIC, and the 
U.S. government, asking that their original acquisition assistance agree
ments be enforced or that they be provided some other form of damages 
or restitution (Nielsen 1992).7

Lower Court Decisions

By the middle of 1992, only a few of the goodwill cases had been 
resolved. In February 1992, the U.S. Claims Court ruled that the gov
ernment must pay damages to Winstar Corporation. The court found
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that the government abrogated the right of Winstar’s subsidiary, United 
Federal Savings Bank, to include its goodwill in capital (McNamee 
1992). One month later, a Federal District Court in Oregon held that 
investors in Far West Federal Bank were entitled to have their agreement 
with the government rescinded and receive restitution of their $27 mil
lion investment (Nielsen 1992).8 Then, in August 1995, the U.S. Court 
of Appeals for the Federal Circuit ruled in favor of Glendale Federal 
Bank of California and two failed thrifts. This decision freed Glendale 
to pursue its $1.9 billion damage claim in the U.S. Court of Federal 
Claims (Seiberg 1995a).

Although the assistance agreements in these cases differ signifi
cantly, the decisions reached are consistent on several points. First, 
the government contracted with investors when it allowed them to 
record goodwill as assets and include it in capital. While FIRREA 
may have rendered performance impossible, it did not excuse the gov
ernment from providing damages or restitution to injured investors. 
The courts also rejected the government’s argument that goodwill 
agreements were not enforceable contracts. The government coun
tered by arguing that investor claims were barred by the “sovereign 
acts doctrine,” which states that the government’s authority to act in a 
sovereign capacity cannot be restricted by contract. However, the 
courts rejected this argument also indicating that goodwill contracts 
do not restrict the government’s regulatory authority. They noted that 
the government has a dual capacity in contract cases: that of a sover
eign entity and that of a contractor subject to the same obligations as 
any private contractor.

Other Interested Parties

By the middle of 1995, over 100 more thrifts filed claims against the 
government on the goodwill issue. The Glendale ruling made it likely 
that the $130 billion S&L cleanup cost would rise by as much as $20 bil
lion since many of these thrifts would collect judgments (Lowenstein 
1995). However, banks, shareholders of failed thrifts, and venture capi
talists also have interests in this litigation (Seiberg 1995b). Large banks 
like First Union Corporation, NationsBank Corporation, and Shawmut 
National Corporation expanded by acquiring thrifts. By purchasing the 
entire S&L, these banks retained the acquiree’s goodwill claims against 
the government.9
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If the Resolution Trust Corporation (RTC) sold assets and liabilities of 
failed thrifts piecemeal to interested parties, the shareholders of the 
failed S&Ls hold the goodwill claims. Several shareholder groups are 
filing derivative actions to pursue claims that would entitle them to a 
least a portion of any damages awarded.10

Several venture capitalists also are attempting to purchase goodwill 
claims. Their hope is to obtain the claims inexpensively and profit if the 
courts issue large damage awards. While the Assignment of Claims Act 
would appear to preclude this strategy, these investors could circumvent 
the law by obtaining the government’s agreement to the claims pur
chase.

Given the potential damages and variety of litigants and interested 
parties, the government asked the U.S. Supreme Court to review lower 
court decisions in the Glendale Federal Bank, Winstar Corporation, and 
American Life Group Incorporated cases. In January 1996, the Supreme 
Court agreed to hear the Justice Department’s appeal.

The Supreme Court's Decision

In July 1996 the high court ruled that Congress violated contracts with 
S&Ls when it changed the goodwill accounting rules. It ordered the 
Court of Federal Claims to decide damages owed to the three thrifts that 
brought the lawsuit. The court endorsed an earlier ruling by the U.S. 
Court of Appeals for the Federal Circuit which stated that the govern
ment had a contractual obligation to allow the institutions that acquired 
failed thrifts to use goodwill accounting. Writing for the majority, Jus
tice Souter rejected Justice Department arguments that Congress has the 
right to change decisions of regulatory agencies and that the courts 
should interpret contracts in a way that protects the government’s sov
ereign authority. The ruling’s broad language in discussing the govern
ment’s defenses suggests that it also would apply to other public 
contracting cases (Barrett 1996b).

The Supreme Court’s decision clearly opens the door for hundreds of 
S&Ls and interested parties to collect damages resulting from required 
goodwill write-offs. In an unusual twist, the FDIC filed twin motions in 
the U.S. Court of Federal Claims seeking to be a plaintiff in two pend
ing cases filed by failed thrifts against the government. By joining the 
suits, the agency is acting in its role as successor to the RTC, the previ
ous receiver for failed S&Ls. As guardian of the insurance funds, the
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agency is entitled to monies paid to close an institution. Any funds 
remaining would then be paid to other creditors and finally stockhold
ers. It is possible that the FDIC could join as many as 45 cases cur
rently pending and up to 250 more cases which have yet to file suit. 
Prior to these filings, the FDIC assisted the Justice Department in 
defending government goodwill claims. The agency’s recent decision 
places it on both sides of the goodwill issue (Wall Street Journal, July
25, 1996).

ASSESSING DAMAGES IN 
GOODWILL WRITE-OFF CLAIMS

General Considerations

Determining the government’s damage liability will not be easy. The 
job is complicated by the different types of FSLIC assistance agree
ments, as well as the public’s general perception of accounting good
will. Jake Lewis, a researcher at Public Citizen, exemplifies this attitude 
when he states:

It (goodwill) was a sham. The empty bag of air labeled ‘goodwill,’ in the end, 
was just another gimmick that delayed the inevitable. Everyone would have 
been better off—certainly the taxpayers—if the Congress and the executive 
branch had faced up to the problem (Segal 1996).

If goodwill is indeed perceived as “air,” then translating its write-off 
into damages becomes a perplexing problem. Some thrifts are asking 
for damages equal to the goodwill amounts written off. Others claim 
that the government should compensate thrifts for the money they could 
have made if goodwill had not been eliminated. Finally, some plaintiffs 
assert the “wounded bank” theory. In this approach, the government 
repays all the costs (including opportunity costs) that the institution 
incurred because of the goodwill loss. For example, many thrifts (e.g., 
Glendale) reduced their size and/or raised new capital to comply with 
capital requirements. S&Ls also maintain that they should be compen
sated for the “lost income stream” resulting from the smaller asset 
bases, as well as the legal and accounting expenses incurred in reacting 
to the legislative change. However, the government is likely to argue 
that many acquirers eventually would have been closed even if Congress 
had not enacted FTRREA.11
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The Role of Tax Benefits in Assessing Damages

In estimating damages the courts also should consider the acquirer’s 
incentives in agreeing to record so much goodwill in these assisted com
binations. A major incentive was the desire to obtain tax benefits. It is 
recognized widely that tax considerations played a major role in the 
FSLIC’s strategy to dispose of insolvent institutions. Resource con
straints forced the FSLIC to use tax incentives to market insolvent 
S&Ls. Examples of these tax benefits included tax-free FSLIC assis
tance (interest on FSLIC notes, capital loss coverage, and yield mainte
nance) and net operating loss carryovers and built-in losses. The FSLIC 
viewed the potential NOL tax benefits as an extra “asset” that would 
reduce the FSLIC’s financial contribution. Consequently, it frequently 
assigned either all or part of the insolvent institution’s tax benefits to 
acquirers as part of federally assisted merger transactions. By “selling” 
these tax attributes, the FSLIC substituted forgone Treasury tax collec-

19tions for FSLIC funds, permitting it to stretch its resources farther.
Financial accounting standards during the 1980s generally precluded 

acquirers from recognizing purchased tax attributes as assets. Until the 
release of Statement o f Financial Accounting Standards No. 109 (SFAS 
No. 109) in 1992, Accounting Principles Board Opinion No. 11 {APB 
No. 11) outlined the accounting for purchased NOLs. APB No. 11 indi
cated that tax loss carryforwards could not be recognized until actually 
realized, unless their realization was assured beyond any reasonable 
doubt at the time the loss carryforwards arose. Even though the tax 
attributes provided an incentive to acquire troubled S&Ls, acquired 
NOLs generally were not recorded as deferred tax assets because 
acquirers could not overcome the “reasonable doubt” criteria of APB

1 9No. 11. Therefore, when excess purchase prices were paid, the value 
of the acquired NOLs was recorded as goodwill, rather than as a sepa
rately identifiable tax asset. The case of Pinnacle Bancorp Inc. supports 
this assertion. In 1990 Deloitte and Touche allowed Pinnacle to reduce 
the impact of goodwill write-offs by recognizing the tax benefits asso
ciated with operating loss carryforwards it obtained in acquiring Citi
zens Federal in 1983 (Shingler 1990).

If tax benefits were recorded as goodwill, then goodwill was not all 
“air” as many believe and courts should consider the value of these tax 
attributes when calculating damages. Furthermore, the classification of 
these tax benefits as goodwill suggests that goodwill write-offs were
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overstated by the value of the NOLs. This suggests that regulators took 
enforcement actions prematurely based on understated net worth levels 
that did not consider NOLs as deferred tax assets.

AN ASSOCIATION TEST OF 
THE GOODWILI7NOL RELATION

Pinnacle’s goodwill experience must be supplemented with empirical 
evidence if the courts are to be convinced that NOLs are important in 
damage assessment. Kormendi, Bernard, Pirrong, and Snyder (1989) 
confirm that tax benefits play a role in federally assisted S&L mergers. 
They also find that the FSLIC received no compensation for the tax ben
efits it granted to acquirers, suggesting that acquirers did not pay for the 
tax attributes received. However, they do not address the goodwill/NOL 
question directly. This study specifically examines whether an associa
tion exists between goodwill and NOLs. The investigation is unique in 
that it uses financial information rather than survey data (Bruno and 
Waller 1985; Falk and Gordon 1977) to provide evidence on the factors 
comprising goodwill.

Sample Description

Acquiring thrift institutions with reported goodwill were identified on 
the 1989 Compustat file. The 1989 tape provided the largest number of 
surviving S&Ls with available Compustat information.14 The year 1982 
was the earliest for which combination information was available. Years 
subsequent to 1989 were not considered because FIRREA’s required 
goodwill write-offs made the identification of thrifts with pre-FIRREA 
goodwill more difficult if not impossible. Furthermore, the special tax 
benefits that regulators included in assisted merger agreements were 
reduced by 50% as of January 1, 1989 and were eliminated altogether 
by FIRREA (Kormendi, et al. 1989). The final data set consists of 39 
thrift acquisitions by 26 S&Ls during the period 1982 through 1989. 
Table 1 describes the sample’s acquisition activity.

Once the goodwill thrifts were identified, corporate annual reports 
and NAARS were used to determine the source of the recorded intangi
bles. Information on the potential determinants of goodwill was then 
collected including data on the purchase of net operating loss carryfor
wards, built-in losses, and several control variables. None of the sam-
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Table 7. Sample Description
Panel A. Reconciliation of Compustat
Total S&Ls on 1989 Compustat Tape 
S&Ls without recorded goodwill 
S&Ls with negative goodwill 
S&Ls with incomplete or missing data 
Total sample S&L's with positive goodwill

S&Ls to Sample Thrifts with Goodwill
40

( 12 )

( 1 )

ill
26

Panel B. Enumeration of S&L Combinations in Sample that Generate Positive Goodwill
S&Ls with one acquisition  ̂^
S&Ls with two acquisitions 
S&Ls with three acquisitions 
S&Ls with eight acquisitions 
Total sample S&Ls with positive goodwill 
Total business combinations in sample

5
4
J_

26
46a

Panel C. Reconciliation of Sample Combinations to Combinations used in 
Model Estimation
Total business combinations in sample 
Combinations with incomplete data:

S&Ls with one acquisition 
S&Ls with three acquisitions 
S&Ls with eight acquisitions 

Total usable combinations

46

( 3 )

(1)
01
39

Note: '‘Total calculated by multiplying each group of S&Ls in panel B by its respective number of acquisi
tions.

pie’s thrifts reported deferred tax assets related to any of the NOLs 
acquired through merger. Descriptive statistics for the sample are shown 
in Table 2. Ten of the 26 sample institutions engaged in multiple acqui
sitions which increased their size relative to the single merger thrifts.

Model Development

OLS is used to test whether goodwill is associated with NOLs. Other 
variables have been included in the model to control for factors cited by 
survey research and the professional literature as contributing to the 
payment of an excess purchase price. These other factors include corpo
rate goals for diversified business lines, non-NOL regulatory financial 
assistance, new market access, and the acquisition of deposits. Strong 
assumptions have been made in selecting proxies for these control vari
ables which may bias against the study finding results for these factors. 
The following model is estimated:
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GDWILL = b0 + bxNOLDUM + b2NEWBUS + £>3ASSIST + b4STATE
+ frjDEP + e

where:

GDWILL
NOLDUM

NEWBUS

ASSIST

STATE

DEP

e

Positive goodwill recorded by an acquiring thrift;
+ 1 if a thrift acquired NOLs in a business combina
tion, 0 otherwise;
+ 1 if the acquired entity operated in a non-thrift 
industry, 0 otherwise;
+ 1 if the combination was not federally assisted, 0 
otherwise;
+ 1 if a thrift acquisition resulted in interstate bank
ing, 0 otherwise;
Deposit liabilities acquired in a business combina
tion; and
Normally distributed error term.

GDWILL represents total financial accounting goodwill recorded by 
the acquirer at the business combination date for each individual acqui
sition. This study argues that the purchaser was willing to pay an excess 
purchase price to obtain NOLs and other favorable institution attributes. 
Consequently, NOLs are expected to be positively associated with 
goodwill. The variable NOLDUM identifies those thrifts in which 
NOLs were acquired in business combinations.

Diversification into new business lines also is cited as a reason for 
paying a purchase premium (Falk and Gordon 1977, Bruno and Waller 
1985). The control variable NEWBUS is used to identify those thrift 
acquisitions that represented new ventures into non-thrift business lines, 
such as mortgage banking, insurance, and real estate development. A 
positive relation is expected between GDWILL and NEWBUS.

Professional accounting guidelines for banks and savings institutions 
(AICPA 1996) suggest that non-NOL financial assistance also may 
influence recorded goodwill in regulator-assisted business combina
tions. Other types of regulatory assistance may include: (1) options to 
return certain acquired assets, (2) rights to acquire certain assets at spec
ified terms, (3) cash or notes if liabilities exceed assets acquired, (4) 
yield maintenance assistance on specified assets, (5) purchase of equity 
securities, and (6) indemnification against certain loss contingencies. 
SFAS No. 72 indicates that non-NOL financial assistance should be con
sidered in calculating goodwill (a reduction) if receipt of the assistance
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is probable and the amount is reasonably estimable. If not, any future 
receipts of assistance should be reported as a goodwill reduction when 
collected. For example, if a solvent regulatory authority promises to pay 
an acquirer a specific sum, this amount would be recorded as a receivable 
by the acquirer, thus reducing any recorded goodwill at the transaction 
date. However, if the amount of the assistance cannot be measured objec
tively, no separate receivable asset is recorded to reflect the regulator’s 
promise. Instead, goodwill is reduced when the regulatory assistance is 
subsequently collected. The control variable ASSIST tests the assertion 
that non-NOL financial assistance is associated with goodwill. ASSIST 
identifies those acquisitions that were not federally assisted transactions. 
No prediction is made for the direction of the goodwill/financial assis
tance relation given the variety of assisted transactions negotiated by the 
FSLIC with acquirers of troubled thrifts during the period examined.

The accounting literature indicates that investors often pay extra for 
market access or entry. This study uses access to new out-of-state mar
kets as a proxy for market entry. The control variable STATE identifies 
those acquisitions that provided the acquirer new interstate banking 
opportunities. A positive association between GDWILL and STATE is 
anticipated.

Finally, branch networks, escrow deposits, and market share have 
been cited as possible determinants of goodwill.15 Well developed 
branch networks, mortgage servicing escrow accounts, and market 
share are likely correlated with deposit size in most financial institu
tions. Therefore, this study uses the variable DEP as a proxy for these 
factors, where DEP is total acquiree deposit liabilities recorded by the 
acquirer at the date of combination.16 A positive relation between 
GDWILL and DEP is expected.

Results

Table 3 shows that recorded goodwill is associated with the acquisi
tion of NOLs and deposit liabilities in thrift combinations. These find
ings confirm previous non-thrift survey research concerning goodwill 
determinants. Results for NOLDUM are significant at the 5% level and 
the sign is in the predicted direction. The control variable DEP is signif
icant at the 1% level and the sign also is consistent with expectations. 
Neither NEWBUS, ASSIST, nor STATE is significantly associated with 
goodwill for sample thrifts. The lack of significance in these control
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Table 3. Regression Results for NOL Model (N = 39) 
GDWILL = b0 + bf NOLDUM + b2NEWBUS + b3ASSIST + b4STATE

+ b5DEP + e

Variable Prediction
Estimated
Coefficient t-Statistic p-Valuea

Intercept NA 7.650 10.214 .0001
NOLDUM + 1.601 2.379 .0239
NEWBUS + -.685 -1.021 .3146
ASSIST NP .405 .691 .4946
STATE + .532 1.081 .2874

DEP + 3.421 3.201 .0030
F-Value 8.1 22b
Adjusted R2 .484
Notes: ap-values are for one-tailed tests. 

Significant at the .0001 level.
NA = Not applicable 
NP = No prediction
GDWILL = Positive goodwill recorded by a sample thrift;
NOLDUM = +1 if a thrift acquired NOLs in a business combination, 0 otherwise; 
NEWBUS = +1 if the acquired entity operated in a non-thrift industry, 0 otherwise; 
ASSIST = +1 if the combination was not federally assisted, 0 otherwise;
STATE = +1 if a thrift acquisition resulted in interstate banking, 0 otherwise;
DEP = Deposit liabilities acquired in a business combination

variables may be due to the strength of the assumptions made in select
ing proxies for these factors.

These results suggest that sample S&Ls paid excess purchase prices 
for thrifts to obtain NOLs and deposit liabilities. These findings are par
ticularly noteworthy because none of the sample thrifts reported 
deferred tax assets related to acquired NOLs. These results also suggest 
that the FSLIC was compensated for the NOLs and deposit liabilities 
through the payment of an excess purchase price, a finding contrary to 
that of Kormendi et al. (1989). However, the evidence does not support 
the payment of an excess purchase price for diversification or market

17access.

POLICY IMPLICATIONS OF LEGISLATING
ACCOUNTING CHANGE

Industry Effects

The Supreme Court’s decision in U.S. v. Winstar will have a signifi
cant impact on the conduct of future business between private parties



The Policy Implications of Legislating Accounting Change 17

and the federal government. The case is particularly important to those 
considering acquiring a troubled bank or thrift that are worried the gov
ernment may be an unreliable counterparty. It is now clear that if the 
government induces investors to acquire troubled financial institutions 
with promises of forbearances or other incentives, the courts will uphold 
the basic contract rights of investors in assistance agreements. Without 
this decision, the FDIC may have had a difficult time finding buyers for 
failed institutions in the future.

Not-for-profit health care providers and defense businesses with gov
ernment contracts also are likely to benefit from the Winstar case 
(Felsenthal 1996). The ruling means that government must be as respon
sible in meeting its contractual obligations as any other party. For those 
firms providing health care and social services to the needy, the decision 
may protect against governmental cutbacks that result from changing 
political climates. The Winstar opinion also provides defense contrac
tors with the basis to challenge proposed legislation that would repeal 
contractor rights to government reimbursement for downsizing and 
restructuring costs.

Some lawyers believe that the case might be applicable to the utilities 
and telecommunications industries as well (Felsenthal 1996). Electric 
power companies might rely on the ruling to challenge a law ordering 
them to pay for the cleanup of government nuclear facilities.18 It also 
might assist utilities and telecommunications companies in recovering 
amounts spent on capital improvements when regulations made them 
essentially monopolies. With deregulation, these industries became 
more competitive and service prices declined. These companies argue 
that they should be reimbursed by state governments because they relied 
on assurances that they would be able to charge high enough prices to 
recover their costs.

Regulatory Impact

Controversy now surrounds the issue of what the FDIC should do 
with its estimated $8 billion share of damages, once it has been depos
ited in the FSLIC Resolution Fund (Seiberg 1996). Regulators believe 
the agency should transfer the monies to the U.S. Treasury to compen
sate taxpayers for the billions spent on the S&L crisis. However, those in 
the banking industry argue that the FDIC must use the funds to pay off 
the Financing Corporation bonds that were issued in the 1980s to ini
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tiate the S&L cleanup. The bankers note that 1987 legislation requires 
that the bonds be paid off using the FSLIC Resolution Fund. Paying off 
the bonds would preclude the banking industry from having to bear the 
costs of their eventual retirement.

Finance Considerations

The goodwill issue also is having an unforeseen effect on current and 
future merger transactions (Bronstein 1996). The expected government 
payments are becoming a major negotiating point in many S&L merg
ers, since they frequently are the most valuable assets at many thrifts. 
Investors disagree on how damages should be split given that only one 
party incurred the costs of the goodwill claim. Recently, Hinsdale 
Financial Corporation revealed that it plans to share its $48 million 
goodwill claim with its intended merger partner, Liberty Bancorp. 
Shareholders are furious about the money that Hinsdale is giving away, 
contending that it amounts to $17.70 per share, and that a take-over 
would have been better. Clearly, resolving the goodwill recovery issue 
requires careful merger planning and creative deal-making.

Financial Accounting Implications

Misclassifying tax attributes as goodwill also can effect the usefulness 
of financial statements. For example, users may regard unidentifiable 
goodwill differently from deferred tax assets. Therefore, recording the 
value of tax attributes as goodwill may distort financial analyses. Addi
tionally, goodwill and deferred tax assets likely will have different 
amortization periods. There is no reason to assume that thrift goodwill 
amortization periods, which are tied to the estimated remaining life of 
interest-bearing assets, are identical to those for NOL-related deferred 
tax assets. Therefore, misclassifying tax attributes as goodwill can lead 
to a misstatement of net income since tax attributes are being amortized 
over the goodwill period.19

SUMMARY AND CONCLUSION

This study illustrates the complex set of interrelationships that exist 
between accounting, legislative change, and regulatory oversight. The 
paper finds that acquirers of failing thrifts during the 1980s recorded
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certain tax attributes as goodwill. However, these “tax assets” were 
erased from acquirer books when Congress enacted FIRREA. As the 
Court of Federal Claims determines damages owed by the government 
to investors and other interested parties resulting from the recent good
will claims litigation, it should carefully evaluate the nature of goodwill 
and investor incentives to record it. Specifically, the court should con
sider assessing damages to compensate acquirers for the value of tax 
attributes that they could not realize because of enforcement actions 
prompted by goodwill write-offs. This paper also details the potential 
effects that the Supreme Court’s recent decision in the goodwill claim 
cases will have on the banking, health care, defense, utilities, and tele
communication industries.
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NOTES

1. Net operating losses are the amounts by which a corporation’s adjusted deduc
tions exceed its gross income. Such losses can be carried over to future periods under 
certain conditions. Built-in losses are unrealized losses related to assets that have a tax 
basis greater than market value. Net operating loss carryovers and built-in losses are col
lectively referred to as NOLs in this study.

2. Accounting Principles Board Opinion No. 11 addressed the financial account
ing and reporting of acquired NOLs until it was superseded by Statement of Financial 
Accounting Standards No. 109 in February 1992.

3. Owners argue that since regulators approved their combinations, any subse
quent legislation that required the write-off of goodwill and that resulted in closure con
stitutes a breach of the original agreement between the government and the acquirer.

4. Margavio (1993) and White (1991) provide a historical perspective of the sav
ings and loan crisis of the 1980s. They discuss the causes, outcomes, and implications 
of the crisis and suggest a tradition of accounting measurement problems in this industry.

5. During the 1980s, S&Ls invested in long-term, fixed-rate mortgages funded by 
passbook or other short-term deposits. When interest rates rose sharply, the fair market 
value of fixed-rate loan investments dropped below that of deposit liabilities.
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6. Statement of Financial Accounting Standards No. 72 (SFAS No. 72) addresses 
the recording and amortization of goodwill when the fair value of liabilities assumed 
exceeds the fair value of assets acquired. The FSLIC often permitted its contributions of 
cash and notes to be treated as contributed capital by the acquiring entity which further 
increased recorded goodwill on the acquirer’s regulatory set of books.

7. The goodwill claims filed by major thrifts are Dime Bancorp for $693 million, 
H.F. Ahmanson for $600 million, Glendale Federal for $557 million, Long Island Ban
corp for $500 million, California Federal for $485 million. Coast Savings for $299 mil
lion, and Astoria Financial for $180 million (Kleege 1996).

8. Lower courts reached similar decisions in cases involving Security Federal Sav
ings and Loan Association of Albuquerque, New Mexico, and Charter Federal Savings 
Bank of Bristol, Virginia.

9. The Assignment of Claims Act generally prohibits an institution from selling its 
stake in a lawsuit against the government. These banks used a loophole that allows a 
company to retain a claim if it purchases the entire company. For example, Shawmut 
National Corporation received its goodwill claim when it purchased Northeast Savings. 
However, banks that bought the assets and liabilities of a failed thrift from the Resolu
tion Trust Corporation cannot assert a goodwill claim, because the thrift charter was not 
purchased.

10. These shareholders are acting on the failed thrift's behalf since the RTC, the 
appointed receiver, never filed a claim. Soon after the Federal Circuit Court of Appeals 
decision in the Glendale case, the stock of Meritor Savings Bank which failed in 1992 
began to trade at five cents per share and soared to two dollars, principally on the hopes 
of its goodwill lawsuit.

11. Perpetual Savings Bank of Alexandria provides such an example. Although 
goodwill write-offs negatively impacted Perpetual’s expenses and net worth, it was a 
stagnant real estate market, declining thrift charter values, and the inability to raise new 
capital that eventually prompted its closure in January 1992.

12. The tax attributes of acquired institutions in these transactions frequently were 
passed on to acquirers through the use of a type G, tax-free reorganization. “G” reorga
nizations are tax-free mergers involving the transfer of assets in Bankruptcy Act cases 
and receiverships, foreclosures, or similar cases under federal or state law (IRC Sec. 
368(a)(1)(G) and (3)).

13. A review of the financial statements of the 40 thrifts examined in this study did 
not reveal deferred tax assets related to any of the acquired NOLs.

14. By using 1989 to construct a list of acquirers with recorded intangibles, survi
vorship bias may be introduced into the study. However, the authors believe that its 
effect does not diminish the findings for several reasons. First, federally assisted acqui
sitions required the approval of the regulatory authorities. Such approval required assur
ance that the post merger entity would be a viable operation for at least five years 
subsequent to the acquisition. Through this requirement, the government attempted to 
ensure that the post merger institution would be a “survivor.” Consequently, the likeli
hood that a significant number of acquiring thrifts (those with goodwill) dropped off the 
Compustat tapes prior to 1989 is considered low.

Second, acquirers are considered more likely to value NOLs into their purchase price 
if they expect a high probability of survival. Only if they survive and generate future 
profits will they be able to utilize the benefits associated with acquired tax attributes.
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Consequently, it is the “surviving" thrifts that are of interest in this study, since it is these 
institutions that expect to use the benefits of acquired NOLs.

15. Financial Accounting Standards Board (FASB) Interpretation No. 9, Staff 
Accounting Bulletin (SAB) 42, and Accounting Standards Executive Committee 
(Ac SEC) Guidance for Mutual Combinations were issued by the FASB, Securities and 
Exchange Commission, and American Institute of CPAs, respectively. These state
ments, in addition to APB No. 16 and SFAS No. 72, discuss factors affecting the recog
nition and valuation of goodwill in financial institutions.

16. This study assumes that all deposits of the acquired entity are core or retail 
deposits. It is possible that some of the deposit liabilities purchased were broker-origi
nated deposits. Inclusion of these brokered funds in total deposits likely biases against 
finding a relationship between deposits and goodwill, since purchasers would not pay 
premium purchase prices for brokered deposits.

17. Ten firms had multiple acquisitions which accounted for 26 observations out of 
a possible 39. These multiple acquisitions may violate the independent and identically 
distributed assumption of OLS regression. To ascertain whether the results are biased 
and inconsistent, two additional tests were performed. First, using a bootstrapping pro
cedure, one acquisition was randomly selected from each firm that had multiple acqui
sitions and individual regressions were rerun using 23 observations (13 from firms with 
one original acquisition and one acquisition each from the 10 firms with multiple acqui
sitions). For bootstrapped samples of 1000 and 5000, the average /-statistics on NOL- 
DUM and DEP were (2.98, 2.87) and (2.63. 2.55) respectively. Next, using the original 
model, a dummy variable (MULT) was added to control for the effects of multiple 
acquisitions, and the OLS regression was rerun. MULT was coded 1 if the observation 
was an acquisition from a firm that had multiple acquisitions, and 0 otherwise. The coef
ficient on MULT was insignificant, while the coefficients on NOLDUM and DEP were 
still significant with t-statistics of 2.09 and 2.36 respectively. Although not all combina
tions of acquisitions were tested, these additional results suggest that the original find
ings are not confounded by the multiple acquisitions included in the sample.

18. Utilities purchased enriched uranium from the Energy Department during the 
1960s and 1970s. Then, in 1992, Congress enacted legislation requiring these compa
nies to pay a “special assessment" for radiation cleanup costs. In the case of Yankee 
Atomic Electric Company, a federal claims court has ruled that the company should not 
have to pay the assessment. The government has appealed.

19. SFAS No. 109 did not change substantially the accounting for acquired NOLs as 
outlined by APB No. 11. Under SFAS No. 109. deferred tax assets can now be recognized 
for differences between assigned values and the tax bases of assets and liabilities, as 
well as for future benefits attributable to NOLs. However, SFAS No. 109 indicates that 
a valuation allowance may be necessary if it is “more likely than not" that some portion 
of the deferred tax asset will not be realized. Such a provision is similar to the “reason
able doubt” criteria of APB No. 11. Consequently, to the extent that a valuation allow 
ance is still considered necessary for acquired tax attributes, acquirers will allocate an 
excess purchase price entirely to goodwill.

SFAS No. 109 now' requires that subsequent recognition of the tax benefits related to 
the tax attributes be recognized by first reducing goodwill and then other intangibles 
related to the acquisition. This treatment is consistent with the arguments made in this 
study that acquired tax attributes (NOLs) have been misclassified as goodwill.
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INTRODUCTION

The business press reports a recent increase in resignations motivated by 
auditors’ desires to shed risky clients.1 Client companies whose audi
tors resign must specifically mention the resignations in their Form 8-K 
filings. This Securities and Exchange Commission (SEC) requirement, 
imposed in Financial Reporting Release (FRR) No. 31 of 1988, implies 
that resignations differ from dismissals, and that the existence of an 
auditor resignation is useful information for investors.2 We examine 
these claims by comparing characteristics of companies whose auditors 
resign with those of companies that dismiss their auditors. We also com
pare stock market reaction to resignations versus dismissals.

We argue that resignations are driven by litigation risk and hypothe
size that the clients involved are predictably different from companies 
that dismiss their auditors.3 We test these hypotheses by comparing 62 
companies reporting auditor resignations to a randomly chosen control 
sample of 61 companies disclosing an auditor change without a reported 
resignation. Our sample is drawn from the pre-FRR No. 31 era, 1982- 
1987, so that this study provides evidence useful for concluding whether 
the SEC’s implied assertions about auditor resignations are consistent 
with data available to the SEC at the time FRR No. 31 was promulgated. 
A logit analysis indicates that auditor resignations are more likely to be 
associated with auditor-client disagreements and with declines in client 
firm cash flows. These results are somewhat consistent with a scenario 
in which resignations are triggered by auditor distrust of client manage
ment coupled with declining client financial health.

One implication of our scenario is that resignations convey worse 
news than dismissals about the client companies involved, and so we 
investigate stock market reaction to these auditor changes. Excess 
returns of resignation clients were found to be significantly worse than 
for dismissal clients during the pre-filing period from the date of auditor 
change through the day before 8-K filing. One possible explanation is 
that insiders “leaked” information about the resignations during this 
period. Additional investigation indicated that, among the resignation 
sample, market reaction was most negative in the pre-filing period 
among those firms that took the longest time to file. This lends some cre
dence to the leakage scenario and suggests the need for additional 
research.

The remainder of the paper is divided into six parts. The second sec
tion discusses why an auditor might resign. Testable hypotheses about
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client-auditor characteristics associated with resignations are presented 
in the third section. We discuss the sample selection procedure and the 
logit variables in the fourth section. The fifth section presents the logit 
results. Market reaction results are presented in the sixth section, and 
conclusions are discussed in the final section.

WHY DO AUDITORS RESIGN?

Over time, the auditor’s costs and benefits of continued association can 
be altered due to changes in the client company’s risk.4 If the client 
becomes riskier, several resolutions are possible. First, the risk-reward 
balance could be restored through a fee increase. Second, the risks of 
association could be reduced through increasing the quality of audit 
work performed. This solution also would involve increasing the fee. 
Finally, the auditor can resign. Each alternative has been discussed in 
the business press, in auditing texts, and in professional standards.5

The above arguments suggest that an increase in the risk of continued 
association with the client is a prime cause of auditor resignations. Lit
igation is likely to be a major source of such risk.6 St. Pierre and Ander
son (1984) find client bankruptcy, significant client losses, and drops in 
client stock price to be the most common events precipitating litigation 
against auditors. Palmrose (1987) finds that litigation against auditors 
arising from business failures is typically dismissed (with no auditor 
payments) unless management fraud is also present. Stice (1991) pre
sents evidence that poor financial performance, among other attributes, 
characterizes clients whose auditors subsequently are sued. Lys and 
Watts (1994) find that financial difficulties, poor stock price perfor
mance, and qualified opinions typify such clients. Taken together, these 
studies suggest that increased litigation risk is more likely to motivate 
auditor resignation when the client’s financial condition is deteriorating 
and management integrity has come under suspicion.7

Our test sample consists of resignations voluntarily reported by com
panies in the pre-FRR No. 31 era. Prior to promulgation of FRR No. 31 
in 1988, Form 8-K requirements for reporting auditor changes (both dis
missals and resignations) are those revised by ASR No. 165 in 1974, and 
by ASR No. 247 in 1978, and include the following. The client must:

a. state the date of the auditor’s termination;
b. state whether a disagreement with the former auditor existed at 

the time of termination or within the two prior years;
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c. state whether the former auditor’s opinions of the past two years 
were adverse, disclaimed, or qualified;

d. request the former auditor to provide a letter addressed to the 
SEC, to be appended to the 8-K, confirming or dis-confirming the 
client’s statements (a), (b), and (c) and, if dis-confirming, provid
ing details;

e. state whether the decision to change independent accountants was 
approved by the client’s Board of Directors or its audit committee 
(if any).

In ASR No. 247, issued in 1978, the SEC declined to require 8-K dis
closure of the reasons for a change in accountant, but encouraged client 
disclosure of these reasons on a voluntary basis. This pronouncement 
encourages terminated auditors to provide additional information 
beyond the minimum required in letter (d) above. This suggestion is 
consistent with the SEC’s ongoing emphasis, previously stated in ASR 
No. 165, that independent accountants should exercise their initiative in 
bringing significant information to the attention of investors, even when 
not literally required to do so.8 Given the SEC’s enforcement powers, 
reviewed in Feroz, Park, and Pastena (1991), and the long-term nature 
of the relation between SEC Practice Section accounting firms and the 
SEC, it should not be surprising if accountants encouraged clients to 
disclose resignations in the pre-FRR No. 31 era.9

Since both the auditor and client are required to provide statements for 
inclusion in an auditor change 8-K, the contents of the 8-K are poten
tially the product of a joint decision process. In conversations with audi
tors we learned that clients and auditors usually informally coordinate 
their individual contributions to the auditor change 8-K. Both client and 
auditor are interested in seeing that the 8-K does not contain contradic
tory statements, since such contradictions would not be in the interest of 
investors and can draw unfavorable attention from the SEC (see, for 
example, ASR No. 247). One explanation for the appearance in Form 8- 
K of “voluntary” client statements that potentially cause adverse market 
reactions is that the statements are not really voluntary. In both the pre- 
and post-FRR No. 31 periods, auditors can influence the content of 
Form 8-K by threatening to write letters that contradict the clients’ 
statements and that present the auditors’ versions of the termination.10

In summary, an auditor is expected to resign an engagement if 
changes in the client are perceived to result in unacceptable risk, given 
the fee that can be charged. These risk changes are likely to involve
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deterioration in the client’s financial position, and decreased trust in the 
client’s control environment. A negative market reaction will occur if 
the resignation conveys adverse, value-relevant information not previ
ously known to the market. Information about a client’s poor financial 
condition and management’s low credibility would seem to be value
relevant. Whether this information is news when disclosed in the con
text of a resignation is an empirical question. The SEC, in FRR No. 31, 
implies that it is news.

In the next section we develop several hypotheses, consistent with this 
scenario, about the reasons for and effects of auditor resignations.

HYPOTHESIS DEVELOPMENT

Our hypotheses are stated relative to a control group of clients that 
changed auditors but did not report a resignation.

When management is perceived to lack integrity, the auditor may 
believe that it cannot trust management’s representations. This adver
sarial role makes it more difficult and costly to design audit procedures 
that give reasonable assurance that the financial statements are free of 
material error. Rather than risk litigation, the auditor will resign.

While management integrity is difficult to publicly observe, the SEC 
often censures managers by issuing Accounting and Auditing Enforce
ment Releases (AAER’s). AAER’s result from SEC investigations of 
suspected wrong-doing with respect to financial reporting matters 
where the SEC has determined that a breach of the Securities Acts have 
occurred. This yields our first hypothesis:

Companies reporting auditor resignations are more likely to 
have been subjects of prior AAERs that criticized manage
ment’s behavior.

Conflicts between the auditor and management over financial 
reporting and disclosure issues are expected to increase the auditor’s 
distrust of management. One indication of such conflicts is the disclo
sure of an auditor-client disagreement in the 8-K reporting the audi
tor change. When a company reports an auditor change, the SEC 
requires disclosure of any significant disagreements between manage
ment and the auditor during the previous two fiscal years and any 
recent interim period. These disagreements indicate that the auditor-
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management relationship has become adversarial. This leads to our 
next hypothesis:

H2. Companies reporting auditor resignations are more likely to 
report an auditor-client disagreement.

Auditors recognize that managers have greater incentives to manipu
late reported accounting numbers during times of declining client 
financial health (Arens and Loebbecke 1988). Since we expect auditor 
resignations to occur when the auditor suspects that management is 
intentionally attempting to misstate the financial reports, we also expect 
resignations to be more likely during times of declining financial 
health.

While there are several financial variables that may indicate a decline 
in client health, many of them are highly correlated. Therefore, we 
restrict our analysis to changes in three commonly used measures of 
financial health—return on assets, cash flow from operations and lever
age. Our next three hypotheses are:

H3. Companies reporting auditor resignations are more likely to 
have smaller increases, or larger declines, in return on total
assets.

H4. Companies reporting auditor resignations are more likely to 
have smaller increases, or larger declines, in cash flows divided 
by total assets.

H5. Companies reporting auditor resignations are more likely to 
have larger increases, or smaller declines, in total liabilities 
divided by total assets.

The requirement to explicitly disclose auditor resignations indicates 
that the SEC views such disclosure as important information to the cap
ital markets. The preceding discussion explains why this information 
may indeed be useful. A resignation signals a more adversarial relation
ship between the auditor and the client.11 Further, the resignation sug
gests that management is less concerned with fair presentation of the 
financial statements than investors had previously thought. Thus, the 
disclosure of an auditor resignation is expected to have a negative effect 
on client firm value. This provides our last hypothesis:
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H6. Companies reporting auditor resignations are likely to have 
more negative, or less positive, excess stock returns surround
ing announcement of the auditor change.

Numerous studies have examined stock market reaction to auditor 
changes (Smith and Nichols 1982; Nichols and Smith 1983; Smith 
1988; Eichenseher, Hagigi, and Shields 1989; Johnson and Lys 1990; 
Teoh 1990; Albrecht and Lamy 1992; Klock 1994). Results have been 
mixed. Among the more recent studies, for example, Eichenseher et al.
(1989) cumulated excess returns for 87 OTC firms over five weeks sur
rounding the auditor change dates in 1980-1982. They observed nega
tive mean CARs, but their event window is quite wide. Johnson and Lys
(1990) examined daily excess returns around 8-K filing dates for 194 
firms in 1973-1982. Excess returns did not differ from zero. Albrecht 
and Lamy (1992) computed excess returns around 8-K filing dates for 
144 firms in 1980-1986. They found significant excess returns over a 
six-day period surrounding the filing date. Klock (1994) investigated 
daily excess returns around 8-K filing dates for 50 firms in 1986-1987. 
Excess returns did not differ from zero. To our knowledge, no prior 
study has specifically examined auditor resignations, although the SEC 
identified these events as an important subset of auditor changes in FRR 
No. 31.

SAMPLE SELECTION AND LOGIT MODEL VARIABLES

Our control and resignation samples are both chosen from the popula
tion of companies that changed auditors, as reported in the Public 
Accounting Report (PAR), between 1982 (inception of the report dis
closing resignations) and 1987. This is the period prior to issuance of 
FRR No. 31, so disclosure of resignations is voluntary during this 
period. The PAR notes whether an auditor change resulted from an audi
tor-initiated resignation based upon management disclosures included 
in the 8-K’s and, when possible, telephone conversations with company 
management. Of the 3,443 auditor changes reported in the PAR during 
this time period, the PAR identified 219 (or 6.4%) as originating from an 
auditor resignation.

Table 1 reconciles our final sample with the PAR identified resigna
tions. Major causes of sample attrition included unavailable 8-Ks (33 
firms) or unavailable financial statements (24 firms). Numerous auditor
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Table 1. Sample Selection Information for Auditor Resignation 
Treatment Sample and Non-resignation Control Sample

Auditor
Resignations

Non-resignation 
Control Group

Total Auditor resignations listed in the 1982-1987 219
RA.R.

Random sample of non-resignation auditor changes 100
from the 1982-1987 RA.R. 

Initial Sample Attrition:

8-K's unavailable (33) (15)
No indication of resignation based on examination (41)
of 8-K

Subsidiary of another sample firm L&2
Sub-total 139 85

Resignations due to changing auditor circumstances:

Independence issues (26)
CRA no longer qualified (11)
CPA practice disolved (10)
Health, geographical & other L&1
Remaining resignations 86

Financial statement information unavailable 1241 1241
Final logit analysis samples 62 61

changes designated as resignations by PAR were eliminated because no 
resignation was mentioned by management in the 8-K filed with the 
SEC (41 firms). This discrepancy occurs when PAR’s telephone conver
sation with management reveals that the predecessor auditor resigned

1 9even though it was not disclosed in the 8-K. Finally, 53 firms were 
deleted because the 8-K indicated the resignation was required by a 
change in the auditor’s circumstances. The final resignation sample con
tains 62 auditor resignations presumably motivated by changes in the 
client’s circumstances or behavior.13 A control sample of 100 non-res
ignation auditor changes was randomly drawn from the PAR for the 
same period. Thirty-nine of these changes were eliminated due to lack 
of data. The final control sample contains 61 auditor changes.14

Table 2 gives a profile of the two samples’ primary SIC codes. With 
the exception of the services industry grouping the table indicates little 
difference between the samples.

Explanatory variables used to test Hypotheses 1-5 using logit are 
explained in Table 3. Two variables proxy for auditor distrust of man-
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Table 2. Industry Distribution of Resignation and Control Samples

S IC  c o d e

In d u s t ry

N a m e

R e s ig n a tio n C o n tro l

Log it

te s ts

M a rk e t

te s ts

Log it

te sts

M a rk e t

te s ts

0-1000 Agriculture Forestry and 0 0 1 1
Fisheries

1000-1499 Mining 8 5 11 6
1500-1999 Contract Construction 1 0 0 0
2000-3999 Manufacturing 22 11 19 9
4000-4999 Transportation 1 1 5 1
5000-5999 Wholesale & Retail 8 4 6 3
6000-6799 Finance, Insurance & 10 6 16 1

Real Estate
7000-8999 Services U 10 _3 _ 2

62 37 61 23

Table 3 . Description of Explanatory Variables UseeI in Logit Analysis
SECREL Dummy variable indicating a prior SEC enforcement action was filed (AAER)

criticizing management behavior.

DISAGREE Dummy variable indicating an auditor-client disagreement was reported in
the auditor-change 8-K.

ROACHG Change in net income divided by total assets (ROA), scaled by the absolute
value of net income divi<ded by total assets in the last year with the prede-
cessor auditor.

CASHCHG Change in cash flows from operations divided by total assets, scaled by the
absolute value of operating cash flows divided by total assets in the last year
with the predecessor auditor.

LEVCHG Change in total liabilities divided by total assets, scaled by totail liabilities
divided by total assets in the last year with the predecessor auditor.

Note: The change variables are measured from the last year with the predecessor auditor to the first year 
with the successor auditor.

agement’s control environment. First, a dichotomous variable SECREL 
indicates the prior issuance of an SEC enforcement action (AAER) 
against company management.15 This information is derived from a 
search of the Lexis/Nexis database. Second, a dichotomous variable 
DISAGREE represents the presence of auditor-client disagreements 
reported in the 8-K. Three measures of the client’s changing financial 
health are employed: scaled change in return on assets, ROACHG, 
scaled change in cash flow from operations, CASHCHG, and scaled 
change in total debt to assets, LEVCHG. All three changes are measured 
from the client’s last year with the former auditor to the first year with 
the new auditor. Data for the three financial measures are obtained from 
comparative financial statements found in Form 10-K for the first year 
with the successor auditor.
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Table 4. Descriptive Statistics and Univariate Tests of Resignation and
Non-resignation Auditor Change Companies

Panel A. Logit Variables
R e s ig n a t io n s  = R  

(n = 6 2 )

C o n tro ls  =  C  
(n =  6 1 ) O n e - ta i le d  p r o b .a

E x p e c ta t io n  V a riab le m e a n /m e d ia n / (S td . D e v .)

R > C SECREL 0.113 0.066 0.274
0 0
(.319) (.250)

R > C DISAGREE 0.274 0.033 0.001
0 0
(.450) (.180)

R < C ROACHC -2.077 -0.693 0.467
0.018 -0.047
(6.044) (7.285)

R < C CASHCHC -15.056 6.014 0.066
-0.121 -0.145

(107.296) (42.97)

R > C LEVCHG 0.660 0.174 0.152
0.040 0.037

(3.005) (0.752)

R e s ig n a tio n s C o n tro ls T w o -ta ile d

Panel B. Auditor-related Data (n = 6 2 ) (n = 6 1 ) p r o b .a

% of firms with Big Eight predecessor 58.1% 65.6% .459
auditor

% changing from Non-Big Eight to Big 19.4% 18.0% .999
Eight auditor

% changing from Big Eight to Non-Big 21.0% 23.0% .830
Eight auditor

% disclosing prior qualified opinion 48.4% 18.0% .001
from predecessor auditor in Form 8-K
Note: 11 Resignation and control samples are compared using Wilcoxon 2-sample tests for continuous vari

ables and Fisher's exact tests for categorical variables.

Descriptive statistics for the variables used in the logit analysis are pre
sented in Panel A of Table 4. Fisher’s exact tests are used to compare the 
frequencies of dichotomous variables, and Wilcoxon two-sample tests 
are used to compare the continuous variables.16 The existence of prior 
SEC enforcement actions against company management, SECREL, 
does not differ significantly across the two groups even though the res
ignation group contained almost twice as many of these actions. Auditor- 
client disagreements reported in the auditor change 8K, DISAGREE, are 
significantly more frequent among the resignation sample (p = .001).
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Among the financial health variables, only the change in cash flow from 
operations divided by assets, CASHCHG, is significantly different at 
conventional levels (p = .066). Lastly, the increase in leverage for the res
ignation sample is not significantly different than the control sample.

Panel B of Table 4 presents statistics on auditor-related data not 
included in the logit model. There is no difference between the resigna
tion and control samples on the frequency of Big Eight predecessor audi
tors (58.1% and 65.6%, respectively) or on the frequency of changes to 
or from Big Eight auditors. There is, however, a greater frequency of 
qualified opinions given by the predecessor auditors during the previous 
two fiscal years among the resignation sample (48.4% versus 18.0%). 
This difference is significant at p = .001. Of the 30 qualified opinions 
given to clients whose auditors later resigned, 26 were “going concern” 
qualifications, three were asset realization qualifications, and one was a 
disclaimer of opinion. Thus the higher frequency of qualified opinions is 
consistent with the deteriorating financial health of the resignation firms.

LOGIT ANALYSIS TEST RESULTS
A logit analysis is used to test Hypotheses 1-5 simultaneously. In addi
tion to the standard logit tests of significance, approximate randomiza
tion tests (Noreen 1989) are also performed. Randomization provides an 
alternative approach to specifying the null distribution of logit test sta
tistics. In the approximate randomization approach the dependent vari
able is randomly reordered (shuffled) and the logit model is re-estimated 
many times (999 in this study). For each dependent variable, this yields 
a distribution of coefficients under the null hypothesis of no association 
with the dependent variable. The 999 observations of each coefficient 
are compared to the estimate of the coefficient obtained from the logit 
model estimated without random reordering. The significance level of a 
coefficient is determined to be:

(NGE+ 1)/(NS + 1)

where:

NGE = number of coefficients greater than or equal to the nonran
dom estimate of the coefficient;

NS = number of random shuffles of the dependent variable obser
vations.
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Table 5. Logit Analysis
62 Resignation and 61 Control (Non-resignation)

Auditor Change Companies

E x p la n a to ry  V a riab les

P re d ic te d

Sign C o e ff ic ie n t T -S ta tis tic P ro b .a
P ro b .

(R a n d o m

intercept n/a -0.370 -1.705 0.044 0.002
SECREL + 0.469 0.669 0.252 0.335
DISAGREE + 2.411 2.982 0.001 0.001
ROACHG — -0.016 -0.518 0.302 0.308
CASHCHG — -0.105 -1.867 0.031 0.005
LEVCHG + 0.058 0.313 0.372 0.423

Model chi-square 23.52
(p < 0) .000
Correctly classified 65.9%
Note: “'one-tailed probability except for intercept

bone-tailed probability except for intercept. Probability assessed using an approximate randomiza
tion procedure. 

Definition of variables:
Dependent variable: Coded 1 if the auditor resigned and 0 otherwise. Based on 8-K.
SECREL = Dummy variable indicating a prior SEC enforcement action was filed (AAER) criticizing

management behavior.
DISAGREE = Dummy variable indicating an auditor-client disagreement was reported in the auditor-

change 8-K.
ROACHG = Change in return on assets (ROA), from the last year with the predecessor auditor to the

first year with the successor auditor, scaled by the absolute value of ROA in the last year 
with the predecessor auditor.

CASHCHG = Change in cash flows from operations divided by assets, from the last year with the pre
decessor auditor to the first year with the successor auditor.

LEVCHG = Change in total liabilities divided by total assets, scaled by total liabilities divided by total
assets in the last year with the predecessor auditor.

If the hypothesis predicts a negative sign, the number of coefficients less 
than or equal to the nonrandom estimate replaces NGE in the formula 
above.

The logit results are presented in Table 5 and are consistent with the 
uni-variate results.17 The coefficient associated with auditor-client dis
agreements, DISAGREE, is significant at p = .001 and the coefficient 
associated with the change in cash flows, CASHCHG, is significant at p 
< .05. These results suggest that management-auditor conflicts and dete
riorating financial health are factors leading to auditor-initiated resigna
tions.18 As with the uni-variate tests, the accrual-based measure of 
return on assets is not significant at conventional levels. The finding that 
cash flows decline for the resignation sample as compared to the control 
sample while accrual income changes (reflected in ROA) are not signif
icantly different for both samples is consistent with the auditor relying 
primarily on cash flow information in shaping the decision to resign.19
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The results obtained using the randomization procedure are also pre
sented in Table 5 and the significance levels are consistent with those 
obtained using standard logit tests. Thus, the results do not appear to be 
sensitive to violations of the assumptions underlying standard logit test 
statistics.

MARKET REACTION TO AUDITOR CHANGES

We investigate whether resignations differ from other auditor changes 
from an investor perspective by comparing the excess return behavior of 
the two samples. A market adjusted residual is calculated for three peri
ods: (1) from the day of the auditor change through the day before the 
filing of the Form 8-K (the “pre-filing” period); (2) for five business 
days beginning from the day the Form 8-K is received by the SEC (the 
“post-filing” period); and (3) the combination of the first two periods 
(the “combined” period). Period (1) is chosen because it allows us to 
examine possible information “leakage” prior to the Form 8-K filing. 
The mean (median) pre-filing periods for the resignation and control 
firms are 18.6 (16) and 25.8 (16), respectively. Period (2) is chosen 
because we can determine the date the SEC received the Form 8-K dis
closing the change (by the SEC stamp on the form 8-K) but not the pre
cise date the SEC publicly disclosed what was in the Form 8-K by 
sending it to its public library. Our discussions with employees at the 
SEC indicates that the Form 8-K’s are reasonably assured of being sub
mitted to the library within four trading days of the stamp date.

The market adjusted residual equals each sample company’s common 
stock return over the respective measurement period, adjusted for the 
general market conditions over the same time period. Closing stock 
prices were obtained from the Dow Jones News Retrieval Service 
Tradeline data base and from Standard & Poor’s Daily Stock Price 
Record, as were cash dividends and stock split information. The numer
ator of the common stock return is the closing bid price for the last day 
of the measurement period minus the closing bid price for the day prior 
to the beginning of the measurement period plus any dividends. The 
denominator is the closing bid price for the day prior to the beginning of 
the measurement period.

We use the adjustment method found in Kinney and McDaniel (1989) 
to adjust common stock returns for the general market conditions. The 
market index, found on the Center for Research in Security Prices
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Table 6. Cumulative Excess Returns Surrounding the Auditor-Change
8-K Filing Date

P re-filin g  
P e r io d a

P ost-filin g  
P e r io d b

C o m b in e d

P e r io d c

a. Resignation companies (n = 37)
Mean excess returns -.102 -.023 -.125
Median excess returns -.053 -.017 -.093
Percent negative 73% 62% 78%
Significance level for Wilcoxon sign-rank test 
(null = 0, two-tailed) .001 .036 .000

b. Non-resignation companies (n  =  23)
Mean excess returns .072 -.029 .042
Median excess returns .010 -.013 .015
Percent negative 39% 70% 44%
Significance level for Wilcoxon sign-rank test 
(null = 0, two-tailed) .323 .030 .681

c. Comparison of resignation and 
non-resignation companies

Significance of Wilcoxon two-sample test 
that a < b (one-tailed) .003 .602 .004

Notes: ^The pre-filing period is measured from the day of the resignation or termination through the day
prior to receipt of the 8-K by the SEC.

l,The post-filing period is measured from the day of receipt of the 8-K by the SEC through the fol
lowing four business days.

rThe combined period is the sum of the pre and post-filing periods.

(CRSP) tape is accumulated over the same period used to calculate the 
common stock return and then subtracted from the company return to 
compute the excess return. The return measure was not adjusted for sys
tematic risk due to the predominance of over-the counter firms in the 
samples and the resultant difficulty in obtaining risk estimates. Compa
nies were deleted from the sample if common stock price information 
was not available. The resignation sample for market tests contained 37 
companies and the control sample contained 23 companies.

Table 6 compares the cumulative market adjusted returns for the three 
periods. Wilcoxon signed-rank tests are used to assess whether the 
returns of the resignation and control samples are significantly different 
from zero, and Wilcoxon two-sample tests are used to compare returns 
across the samples. Excess returns for the resignation sample are signif
icantly less than zero at p < .05 in each of the three periods, while 
returns for the control sample are significantly less than zero only in the 
post-filing period. Excess returns for the resignation sample are signifi
cantly less than those of the control sample in the pre-filing period and
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in the combined period. The returns are statistically indistinguishable
91across the two samples during the post-filing periods

The post-filing period results indicate that the stock market views 
both resignations and dismissals as bad news and that there is no differ
ence in the central tendency of excess returns between the two samples. 
A significant difference in excess returns is observable for the combined 
period, but this is driven by the difference in pre-filing excess returns. 
During the period from the date of the auditor change to the date of the 
8-K filing, the resignation sample experiences a mean (median) excess 
return o f-10.2% (-5.3%), significantly different from zero. During this 
period the mean and median excess returns of control firms do not differ 
significantly from zero and are significantly greater than for the resigna
tion firms. Taken together, the pre-filing and post-filing excess returns 
provide limited support for the SEC’s implied assertion that public dis
closure of resignations conveys different information to investors rela
tive to other auditor changes. Although dismissals and resignations 
generate similar market reactions in the post-filing period, resignations 
appear to generate significantly more negative excess returns in the pre
filing period. If this phenomenon is due to insider leakage of the upcom
ing resignation disclosures, then resignations do have differential infor
mation content, although that information may not be reaching the 
market in the way that the SEC intended.

An alternative explanation for the post-filing negative excess returns 
exhibited by both samples is that the market is reacting to other “bad 
news” events contemporaneously disclosed in the 8-K announcing the 
auditor change, or in the business press. To investigate the impact of 
contemporaneous disclosures, an ordinary least squares regression of 
the cumulative excess returns on a set of dummy variables was con
ducted. Dummy variables indicated whether the auditor resigned, and 
whether other bad news accompanied the auditor change disclosure. 
Along with auditor changes, the SEC mandates that 8-K’s be used to 
disclose changes in control of the registrant, major asset acquisitions, 
bankruptcy filings, resignation of a registrant’s director and any other 
events that the registrant deems to be of interest to security holders. In 
addition the existence of disagreements with the predecessor auditor 
must also be disclosed in the 8-K announcing the auditor change.

We consider bankruptcy, the resignation of a director and the exist
ence of an auditor-client disagreement as bad news events. Analysis of 
the 8-K’s turned up 13 auditor-client disagreement disclosures (twelve



40 MARK DeFOND, MICHAEL ETTREDCE, and DAVID B. SMITH

resignation and one control company), one disclosure that a resignation 
company was filing bankruptcy, and one disclosure that a board member 
resigned from a resignation company. Three dummy variables were cre
ated to capture this information: one for disagreements, one for the 
board member resignation, and one for the bankruptcy announcement. 
Because 8-K disclosures not in a bad news category might also impact 
returns, they were also coded using one dummy variable. In addition, a 
search was performed of financial press news releases and articles that 
came out during the post-filing period. A dummy variable was created to 
indicate whether a news article or release appeared pertaining to any of 
the companies in the samples (other than information already disclosed 
in the 8-K). We preferred this approach to reducing sample size by 
deleting firms subject to news reports.

When the explanatory variables described above were regressed 
against excess returns for the post-filing period, the regression model 
was not significant at conventional levels. This result indicates that the 
Table 6 results for the post-filing period are unaffected by other kinds of 
contemporaneous bad news. When the model was estimated with pre
filing excess returns as dependent variable, the auditor resignation and 
bankruptcy variable coefficients had negative signs and differed signif
icantly from zero. The remaining variables were not significant at con
ventional levels.22 These results suggest that the negative excess returns 
to resignation clients in the pre-filing period are not due to confounding 
news events.

One additional investigation was conducted concerning the negative 
market reaction to resignations in the pre-filing period. We suggest 
above that this market reaction could be due to insider leakage of the 
upcoming resignation disclosure. If so, it seems more likely that leak
age will occur when the pre-filing delay is lengthy rather than short.24 
We divided the sample of 37 resignations into two groups as nearly 
equal in size as possible. One group contained the 17 firms with the 
longest filing delays (greater than 16 days). The second group of 20 
firms had the shortest filing delays (less than or equal to 16 days). We 
then computed mean CAR within each group for the pre-filing period. 
The mean CAR for the slowest (fastest) filers was -0.153 (-0.059). 
The difference in means was marginally significant at the .08 level 
using a one-tailed T-test. Although this evidence appears consistent 
with a leakage scenario, we prefer to reserve judgment pending further

? c
research.
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CONCLUSIONS

By issuing Financial Reporting Release (FRR) No. 31 in 1988, the SEC 
implicitly asserted that resignations differ from other auditor changes, 
and that this difference is meaningful to investors. We examine these 
claims by testing whether companies whose auditors resign differ pre
dictably from those that dismiss their auditors, and whether market 
reaction to disclosure differs between resignations and other auditor 
changes. Because the sample of auditor changes is drawn from the pre- 
FRR No. 31 era, 1982-1987, this study provides evidence whether the 
SEC’s implied assertions are consistent with data available to the SEC at 
the time that regulation was promulgated.

We hypothesize that voluntary auditor resignations are motivated by 
perceived increased litigation risk arising from distrust of client man
agement and from deteriorating client financial health. Our logistic 
regression results are consistent with this scenario and provide limited 
support for the SEC’s view that resignations differ from dismissals. The 
resignation sample companies tend to have more auditor-management 
disagreements and more adverse changes in the ratio of operating cash 
flow to total assets compared to the control sample. In addition, a major
ity of these companies received “going concern” audit opinion qualifi
cations prior to the resignations.

We also examine the excess stock returns surrounding the 8-K dis
closure of auditor resignations and compare these to the excess 
returns experienced by companies reporting other auditor changes. 
Resignation companies have significant, negative abnormal returns 
from the time of the resignation to the date of Form 8-K filing, and 
from the filing date through four additional days. The excess returns 
of the control sample firms do not differ from zero on average in the 
earlier period, and are significant and negative in the latter period. 
When excess returns are compared across samples by accumulation 
period, the returns for the resignation companies are significantly 
lower in the pre-filing period but do not differ from the control sample 
in the post-filing period. The significant difference between samples 
in the pre-filing period suggests that the distinction between resigna
tions and dismissals is meaningful, but that news of resignations fre
quently . reaches the market before Form 8-K is filed. Additional 
research into the stock market reaction to resignations appears to be 
warranted.
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NOTES
1. See, for example, “Big Accounting Firms Weed Out Risky Clients” in the June 

26, 1995 Wall Street Journal, p. Bl.
2. FRR No. 31 was prompted in part by Congressional pressure arising from the 

highly publicized resignation of Ernst and Whinney from ZZZZBest. The House Energy 
and Commerce Oversight and Investigations Subcommittee (Dingell Committee) felt 
that the Form 8-K disclosure requirements then in effect were insufficient to assure ade
quate disclosure of the events surrounding Ernst and Whinney’s resignation (see, “Con
gress May Require CPAs to Notify the SEC when they Resign” in SEC Accounting 
Report, June 1988, p. 2). These actions by Congress and the SEC indicate auditor res
ignations are an important subset of auditor changes.

3. Some resignations arise from changes in the auditor’s circumstances rather than 
in the client’s risk. These include resignations due to lack of independence, auditor 
retirement, or similar causes. In contrast, FRR No. 31 appears intended to ensure disclo
sure of resignations motivated by client characteristics or behavior (see note 2). We 
focus on such cases and exclude from our sample resignations due to changes in the 
auditor’s circumstances.

4. See Audit Risk Alert (AICPA, 1992) for a discussion of risk arising from audit 
engagements. The client’s business risk is related to the client’s survival and profitabil
ity. Audit risk is the risk that the auditor may unknowingly fail to modify his or her opin
ion on financial statements that are materially misstated. The auditor’s business risk is 
the risk of loss of money or reputation arising from association with the client (via, for 
example, unrecoverable fees or payments to settle litigation).

5. We do not list rendering a qualified opinion as an appropriate response to 
increased risk based on the findings in Carcello and Palmrose (1994). In multivariate 
tests, they find that the presence of a qualified opinion does not protect auditors who 
subsequently end up in court.

6. Bockus and Gigler (1995) present an analytical model in which an auditor per
ceiving increased liability risk resigns rather than increasing the audit fee. They show 
that a high bid will only be accepted by clients who have committed fraud.

7. Title III of Public Law No. 104-67, passed in 1995 and popularly referred to as 
the Tort Reform Bill, requires auditors who discover “consequential” fraud to report it
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to management. If management fails to act, and if the fraud has a material effect on the 
financial statements, the accountant must report to the board of directors. If the board 
does not notify the SEC within one day, the auditor must do so. We speculate that some 
auditors who distrust client management may resign before firm evidence of fraud is
discovered to avoid being placed in this watchdog role.

8. In ASR No. 165 the SEC notes with approval an instance in which an auditor
reports that its client’s reporting procedures, while in accordance with generally 
accepted accounting principles, are not optimal given the client’s circumstances.

9. We attempted to contact several managers of companies whose auditors 
resigned (prt-FRR No. 31) to ask why they disclosed the resignations. After consider
able effort, we were able to track down the current location of three such managers. One, 
through his secretary, refused to speak with us about the resignation. The other two indi
cated that the disclosure was made at the request of the auditor.

10. See, for example, “Deloitte Disputes IDB’s Explanation of It’s Resignation’’ in
the June 15, 1994 Wall Street Journal (p. A5).

11. As stated in note 3, we do not investigate resignations that are due to changes in
the auditor’s circumstances.

12. Since we did not feel it was prudent to rely on PAR’s verbal data collection pro
cess, we exclude the 41 changes that did not explicitly report a resignation in the 8-K 
filed with the SEC.

13. This sample includes resignations that were disclosed without explanation.
14. Because resignation disclosure was not mandatory during the 1982-1987 time 

period, some undisclosed resignations could be included in our control sample. This 
would bias against finding statistical significance in our hypotheses tests. Resignations 
remain rare events even post-/7/?/? No. 5/, so we do not think unreported resignations in 
the control sample are a serious problem in this study.

15. The prior existence of an AAER criticizing management’s behavior should not 
be news to the auditor at the date of resignation. We assume that the auditor reinterprets 
any prior AAER in the context of recent adverse client developments such as declining 
financial condition.

16. Comparisons of means with medians in panel A of table 4 indicate highly 
skewed data and suggest the use of non-parametric tests.

17. The largest correlation observed among explanatory variables was 0.225, a level 
that does not suggest serious multi-collinearity problems. The scaled change in cash 
flows to assets variable (CASHCHG) has two very large outliers—a ratio o f-844.58 in 
the treatment group and a ratio of +335.95 in the control group—due to very small cash 
flows in the denominator (i.e., the last year with the predecessor auditor). These extreme 
values caused the logit model to estimate an infinite beta coefficient on this variable. 
Therefore, we Windsorized this variable at a value just beyond the next largest (abso
lute) value contained in the distribution (see Foster 1986, 101). Specifically, we set the 
outliers for the treatment and control groups equal to -45 and +45, respectively, since 
the next largest absolute value after the outliers was -43.94. To test sensitivity to this 
transformation we also estimated the logit regression with the variables truncated at -  
90/90 and with the entire distribution truncated at -20/+20 (which only affected one 
additional variable). Each transformation yielded qualitatively identical results with 
respect to the significance levels of the estimated coefficients.
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18. However, we do not wish to overstate the strength of these results. Several vari
ables hypothesized to play a role in the resignation decision had insignificant coeffi
cients. On balance we view our logit results as offering modest support for the role of 
conflict and financial health. The importance of financial health in the auditor’s decision 
is strengthened by the prevalence of prior “going concern” qualifications among clients 
whose auditors resigned.

19. The regression was also estimated with the log of total assets (in the last year 
with the predecessor auditor) and with growth in assets as independent variables. While 
the coefficient on the log of total assets variable was significantly negative at p < .05, the 
significance levels on the other coefficient estimates were essentially unchanged.

20. It is notable that the mean and median filing times of both samples exceed the 
statutory requirement, in the SEC’s Accounting Series Release No. 165, of 15 calendar 
days. Overall, 33 of the 60 companies took 16 or more days to file.

21. As with Kinney and McDaniel (1989) the excess return analysis, as presented in 
Table 6, is performed without adjusting for unequal accumulation periods. The analysis 
was rerun after scaling by the number of days in the accumulation periods, with results 
essentially the same as those obtained without adjustment.

22. Our results are inconsistent with Smith and Nichols (1982) who found a nega
tive reaction to disagreements. Possible explanations for the differing results include the 
following. First, Smith and Nichols performed a pairwise comparison and did not spe
cifically control for other 8K disclosures. Second, the disagreement firms in our study 
are almost exclusively resignation firms (12 out of 13). This hinders our ability to dis
tinguish empirically between excess returns due to disagreements versus resignations.

23. When excess returns for the pre-filing period were used as dependent variable, 
a dummy was coded one if a news article appeared in the financial press during that 
period. The OLS analysis also was run including the natural logarithm of assets (in the 
last year with the predecessor auditor) as an independent variable. The results were 
essentially the same as those obtained without the inclusion of size.

24. Many investors and managers believe that delay in public disclosure of infor
mation increases leakage and insider information. See Ettredge et al. (1996) for a dis
cussion.

25. Financial Reporting Release (FRR) No. 34, issued in 1989, accelerated the 
allowable 8-K filing lag for auditor changes from 15 calendar days to five business days. 
Future research could determine whether this action reduced the amount of information 
apparently reaching the market during the pre-filing period.
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ABSTRACT
This paper examines the effect of the Ford Foundation’s business school 
reform efforts on managerial accounting research. During the 1950s, a 
group of academics initiated a self-regulated reform of business schools 
using the resources and influence of the Ford Foundation to further their 
cause. This paper hypothesizes that those reformers had a significant 
impact on managerial accounting research. In particular, the reformers 
affected research methods used, reliance on outside disciplines such as 
economics and mathematics, and authorship by practitioners. In addition, 
the paper examines the influence of the J o u r n a l  o f  A c c o u n tin g  R e se a rc h  
in the reform effort.

The results support the hypotheses, and indicate that the reformers cre
ated a shift in the literature unparalleled in the history of managerial 
accounting research. These results provide insights into reasons for 
recent criticisms of managerial accounting research which argue that 
researchers focus on narrow, tractable problems instead of issues relevant 
to the practice of accounting.
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INTRODUCTION

This paper examines the effect of the Ford Foundation’s business school 
reform efforts on managerial accounting research. During the 1950s, a 
group of academics initiated a self-regulated reform of business schools 
using the resources and influence of the Ford Foundation to further their 
cause. Although not a legislative reform, these reformers intended their 
efforts to have an effect similar to legislation by permanently influenc
ing the shape of managerial accounting research. This paper hypothe
sizes that these reformers had a significant impact on the nature of 
managerial accounting research; an impact that, in fact, may have 
resulted in considerable criticism of managerial accounting research in 
recent years.1

It is generally understood that the nature of managerial accounting 
research has changed over time from conceptual and descriptive work 
focusing on practical problems to research that is based on modeling 
and hypothesis testing with an emphasis on problems drawn from eco
nomics and psychology. What is not well known, however, are the 
causes and the process that led to the transformation of the literature. 
This paper examines the causes and process of that change in manage
rial accounting research by examining the effect of two key initiatives 
advanced by the business school reformers: (1) to advance the use of 
more sophisticated research methods in business school research; and 
(2) to increase reliance on external disciplines, particularly in the social 
and behavioral sciences. This paper examines the direct effects of these 
initiatives on managerial accounting research as well as two additional 
implications of the reformers’ activities: (1) the reduction of the propor
tion of the research published by practitioners; and (2) the influence of 
the Journal o f Accounting Research that started during the reform 
period at the University of Chicago, which was one of the universities 
targeted by the reformers to spearhead the reform movement.

The results reported later show that the reformers were largely suc
cessful in their efforts. An implication of these findings is that the busi
ness school reform effort resulted in greater academic respectability for 
managerial accounting research by emphasizing more sophisticated 
research methods and drawing on theories from outside disciplines. At 
the same time, the reform may in part be responsible for recent criti
cisms that managerial accounting research does not deal sufficiently 
with practical problems because researchers focus on narrow tractable 
problems instead of institutional issues. Thus, the new research litera-
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ture may have given up relevance to practical problems in exchange for 
elegance in method and problem selection.

This paper is organized as follows. The second section discusses the 
four reform initiatives and the resulting hypotheses tested in this paper. 
The third section discusses the source of data and research methods. The 
fourth section presents the empirical results, and the fifth section pre
sents the summary and concluding remarks.

REFORM INITIATIVES AND HYPOTHESES

Background

The Ford Foundation’s reform efforts were spearheaded by an outside 
advisory committee comprised of two business school deans, nine uni
versity professors (two from business administration, five from eco
nomics and two that taught both business and economics), two 
representatives of nonprofit organizations and one member from busi
ness (Schlossman, Sedlack, and Wechsler 1987, 10). This advisory 
committee’s intent to reform business schools meshed with the concerns 
of the Ford Foundation officials who, by 1953, were convinced of the 
importance of improving business education and research because of 
two post-war social and economic factors: a substantial increase in busi
ness school enrollments after World War II and the Cold War environ
ment in which the difference between the economic systems of the 
Soviet Union and the United States was a key battleground element 
(Schlossman et al. 1987).

Such concerns about business school reform were consistent with 
general criticisms of the U.S. educational system for failing to keep up 
with scientific advances in the Soviet Union. According to Dopuch 
(1982), the U.S. response to Sputnik in 1957 led to a wave of reviews of 
the educational process, rapid developments in computer technology, 
and increased demands for statistics and mathematics training in many 
areas of research. “Reform of business education, along with many 
other educational causes in the 1950s, became nearly synonymous with 
patriotism, a stance which placed faculty opponents of reform, as well 
as foundation critics, on the defensive” (Schlossman et al. 1987, 55).

Business school critics expressed concern that business school 
research did not meet appropriate academic standards which they attrib
uted largely to the practitioner background of faculty. They claimed that 
much of the best research in business came from other disciplines, such
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as economics, and there was little contact between social scientists and 
business professors. “Even such basic methodological innovations as 
quantitative modeling (derived from operations research) disseminated 
very slowly” (Schlossman et al. 1987, 7).

Reform Initiatives and Hypotheses

The four hypotheses tested in this paper are motivated by the two key 
reform initiatives plus two implications of those initiatives.

In c re a se d  U se  o f  S o p h is t ic a te d  R e sea rch  M e th o d s

The first key reform initiative dealt with the lack of sophisticated 
research methods. According to a report sponsored by the Ford Founda
tion, “...research in the business schools needs to become more analyt
ical, to develop a more solid theoretical underpinning, and to utilize a 
more sophisticated methodology” (Gordon and Howell 1959, 439). 
Therefore, Hypothesis 1 claims that a greater proportion of articles 
relied on modeling, empirical hypothesis testing and experimental stud
ies after the reform movement.

H1. A significantly greater proportion of managerial accounting 
research articles were based on modeling, experimental or 
empirical research methods after the reform movement.

In c re a se d  R e lia n ce  o n  M a th e m a tic s , S o c ia l S c ie n c e s , 
a n d  O th e r  O u ts id e  D isc ip lin e s

The second key reform initiative dealt with the isolation of business 
school research from the fundamental disciplines such as economics. 
The reformers argued that business was a laboratory to which theories 
developed in social sciences should be applied, and business school pro
fessors were the natural bridge to test fundamental social science theory 
in business organizations (Schlossman et al. 1987). Gordon and Howell 
(1959) argued that the new research agenda required researchers to 
bring the underlying fundamental disciplines into the business school 
research agenda. Therefore, Hypothesis 2 maintains that managerial 
accounting research significantly increased its reliance on social sci
ences and other disciplines rooted outside of business schools after the 
reform movement.
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H2. A significantly greater proportion of managerial accounting 
research articles relied on outside disciplines after the reform 
movement.

R e d u c tio n  in P ra c tit io n e r  A u th o rsh ip

An implication of the increased emphasis on sophisticated research 
methods and outside source disciplines is a reduction in the proportion 
of articles authored by practitioners. Practitioners presumably had a 
comparative advantage in selecting problems of interest and relevance 
to the practice of accounting, not in using sophisticated research meth
ods or drawing on outside source disciplines. Therefore, Hypothesis 3 
maintains that the proportion of articles authored by practitioners 
decreased after the reform movement.

H3. A significantly smaller proportion of managerial accounting 
research articles were authored by practitioners after the 
reform movement.

In flu e n ce  o f  th e  jo u rn a l o f  A c c o u n t in g  R esea rch

Another implication of the reform movement is the influence of the 
Journal o f Accounting Research on the reform. The Journal o f Account
ing Research started in 1963 during the last years of the official Ford 
Foundation reform work. By locating at the University of Chicago, one 
of five research universities targeted by the Ford Foundation to spear
head the business school reform movement (Schlossman et al. 1987), it 
should have been influential in publishing the new reform-oriented lit
erature. According to Davidson (1984), the Journal o f Accounting 
Research was founded to “ ...serve as a vehicle for publication of the 
expected new wave of accounting research. ...the editors of The 
Accounting Review at that time seemed reluctant to accept articles with 
a heavy empirical or quantitative content” (Davidson 1984, 282).

Hypothesis 4 states that the Journal o f Accounting Research pub
lished a significantly greater proportion of articles that complied with 
the intentions of the business school reformers compared to The 
Accounting Review. Hypothesis 4a proposes that the Journal of 
Accounting Research published significantly more articles using 
sophisticated research methods while Hypothesis 4b proposes that the
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Journal o f Accounting Research published significantly more articles 
that were based on outside source disciplines such as economics and 
psychology.

H4a. After the reform movement, a significantly greater proportion
of managerial accounting research articles published by the 
Journal o f Accounting Research used modeling, experimental 
or empirical research methods compared to The Accounting 
Review.

H4b. After the reform movement, a significantly greater proportion
of managerial accounting research articles published by the 
Journal o f Accounting Research were based on outside source 
disciplines compared to The Accounting Review.

The next section discusses the data and methods used to test these 
hypotheses.

DATA AND METHODS

Time Period

The study covers the period 1926 through 1980. The key dates for the 
analysis are as follows:

1926: Beginning of The Accounting Review and start of the pre
reform period for purposes of this study.

1953: Business school reformers initiate business school reform
under the auspices of the Ford Foundation.

1959: The Ford Foundation sponsors a report that is highly critical
of business schools (see Gordon and Howell 1959).

1961: Beginning of post-reform period for purposes of this study.
1964: End of the Ford Foundation formal reform program.
1980: End of study.

The start of the analysis is 1926, which is the first year of publication 
for The Accounting Review. As the only academic accounting research 
journal having continuous publication before, during, and after the 
reform efforts, The Accounting Review provides a bounded set of aca
demic accounting research articles to examine. Examining the literature
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back to the beginning of The Accounting Review indicates whether the 
changes prompted by the reformers were the result of the reform or were 
simply part of a trend in the literature that started before the reform.

The year 1959 was a watershed in the reform movement. That year, 
the Ford Foundation’s study of business schools was published (Gordon 
and Howell 1959), as was a similar study financed by the Carnegie Cor
poration (Pierson 1959). These two studies criticized business schools 
for lack of rigor and excessive vocationalism. In his discussion of the 
rise of the accounting profession, Carey (1970) states that these reports 
stimulated colleges and universities to re-examine their business pro
grams. According to Dyckman and Zeff (1984), “The two reports were 
everywhere the topic of discussion in business schools, and their impact 
seems to have been strong” (pp. 231-232).

The Ford Foundation stopped its official reform activities in 1964 but 
continued funding ongoing programs until 1968 (Schlossman et al. 
1987).

Tests of the hypotheses, which will be discussed at length in the next 
section, compare the "post-reform period” to the “pre-reform period.” 
These tests assume the period from 1926-60 is the pre-reform period. 
Cutting off the pre-reform period as 1960 may be conservative because 
the reformers started their work in 1953. However, it is not reasonable 
that researchers could have become trained to do the type of research 
envisioned by the reformers in a short time even if researchers believed 
that to be in their interest. Nor is it likely that the editorial policies of the 
primary journal at that time. The Accounting Review, would have 
changed immediately.3 Consequently, it is necessary to allow a reason
able period for the reform movement to take effect.

For most hypotheses tests, the post-reform period starts in 1966, 
which allows time for doctoral programs to be revised, as recommended 
by the reformers, and for the newly trained researchers to publish their 
work. The data collection continues through 1980 to assess whether the 
effects of the reform movement were a short-term aberration or an 
ongoing phenomenon. As discussed further in the next section, the 
results are robust to virtually any reasonable cut-off or start dates for 
either the pre-reform or post-reform periods.

Data

The following journals were primarily oriented to publishing account
ing research during the time period 1926-80: The Accounting Review,
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Journal o f Accounting Research, Accounting Research, Abacus, 
Accounting, Organizations and Society, and the Journal of Accounting 
and Economics. These journals were not the only outlet for managerial 
accounting research, but they provide a bounded set for study of the 
development of the management accounting research literature.

Table 1 shows the number of managerial accounting articles pub
lished by these journals through 1980. The Accounting Review is the 
only accounting research journal spanning the entire period and there
fore is an important indicator of the transformation of the research liter
ature. Further, The Accounting Review published more than 70% of the 
total managerial accounting research articles from 1926-1980. The 
Journal o f Accounting Research published the next largest number of 
managerial accounting research articles, approximately one-half the 
number published by The Accounting Review between 1963 and 1980.

Three non-U.S. research journals published about 11% of the total 
managerial accounting articles studied. These journals wert  Accounting 
Research, which was published between 1948 and 1958 in the U.K., 
Accounting, Organizations and Society (AOS) which started in 1976 
and was published in the U.K., and Abacus which started in 1965 and 
was published in Australia. The Journal o f Accounting and Economics, 
which started in 1979, contained no articles on managerial accounting 
in the period studied.

Because the Ford Foundation’s efforts were directed at US schools, 
one might limit the analysis to just the U.S. journals. The non-U.S. jour
nals (Accounting Research, Abacus, and AOS) are included to pick up 
the effect of U.S. authors, Ph.D.s from U.S. institutions, and researchers 
influenced by U.S. business schools who published in those journals. As 
it turns out, excluding any or all of those journals does not affect the 
results or conclusions of this paper.

Only articles publishing original research are included; therefore, 
main articles, notes, short articles, and research reports are included, but 
not comments, replies or rejoinders. The data set includes the Journal of 
Accounting Research Supplement because it contains research articles. 
The data set does not include the American Accounting Association 
Committee Reports on managerial accounting published in regular 
issues of The Accounting Review between 1952 and 1962 (n = 5), nor 
Committee Reports published in Supplements to The Accounting 
Review (n = 6) because these were reports on committee activities, not 
reports of research.
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The following two definitions of managerial accounting were used to 
separate managerial accounting articles from other articles. Davidson, 
Stickney and Weil (1987), in Accounting: The Language of Business, 
define managerial accounting as “Reporting designed to enhance the 
ability of management to do its job of decision making, planning and 
control; contrast with financial accounting” (p. 50). In their review of 
managerial accounting, Demski and Kreps (1982) say, “Generally 
speaking, if the accounting numbers being discussed have substantial 
direct impact on the internal decisions of managers, whether that impact 
is explicitly considered in the model, we felt that the paper qualified [as 
managerial accounting]” (p. 119).

Based on these definitions, the following topics are included in the 
data set: decision making, cost-volume-profit, cost estimation, capital 
budgeting, behavioral decision making in a managerial context, plan
ning and control, budgeting, variance analysis and investigation, trans
fer pricing, and agency problems in a managerial setting (superior- 
subordinate, but not owner-manager), and information economics in a 
managerial context. Cost allocation and product costing are included if 
the purpose of the allocation or product costing was managerial, but not 
where the purpose was inventory valuation for external reporting (thus 
excluding several articles on the direct versus absorption costing contro
versy).

RESULTS

This section presents the results from testing the four hypotheses set 
forth in the section titled “Reform Initiatives and Hypotheses.”

Use of Research Methods

B a sic  R esu lts

According to Hypothesis 1:

A significantly greater proportion of managerial accounting 
research articles were based on modeling, experimental or empiri
cal research methods after the reform movement.

To measure the change in use of research methods, articles were first 
assigned to one of the following five categories.
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• Modeling. These are articles presenting and analyzing explicit 
mathematical models. (This category includes the six managerial 
accounting research articles that used simulation.)

• Experimental. These articles present the results of laboratory 
experiments.

• Empirical. These are articles reporting the results of field stud
ies, including field experiments, or cross-section or time-series 
analyses of data. The distinction between these studies and 
descriptive studies, described next, is that empirical studies 
involved the testing of hypotheses subject to refutation whereas 
the descriptive papers did not.

• Descriptive. These articles describe phenomena either through 
survey of practices or case study, but do not manipulate data to 
test explicit or implicit hypotheses.

• Conceptual development. These articles report frameworks, 
hypotheses, and recommended accounting methods, but do not 
involve mathematical modeling, empirical, experimental or 
descriptive work.

Papers in the first three categories—modeling, empirical and experi
mental papers—employ the type of methods recommended by the busi
ness school reformers.

Table 2 presents the number and proportion of articles in each of the 
above five categories in five-year blocks from 1926 through 1980. The 
proportion of articles using modeling, empirical, or experimental 
research methods increased from 14.3% of the total in the 1956-60 
period to 43.5% in the 1966-70 period, just 10 years later. Most of the 
change in research methods is explained by the increase in modeling 
papers. Between 1966-70, modeling papers made up 83% of the sum of 
modeling, experimental and empirical papers. By the period 1976-80, 
empirical and experimental papers had increased in number and propor
tion. Modeling articles still made up 56% of the sum of modeling, 
experimental and empirical papers, but the dominance of modeling 
papers that was apparent in the early post-reform years was declining.

Business school reformers were particularly critical of the lack of 
mathematical methods in business school curriculum and research 
(Schlossman et al. 1987). The emphasis on modeling in the early post
reform years addressed this particular criticism. Because of the mathe
matical background required to do modeling research, modeling articles
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Table 3. Test of H1: Number of Articles Using Modeling, Experimental,
and Empirical Methods Compared to Articles Using Descriptive and 

Conceptual Development Methods Before and After 
the Business School Reform Movement*

Modeling, Experimental 
and Empirical Methods

Descriptive and Conceptual 
Development Methods

TOTAL

Notes: * See note to Table 2 for definitions of modeling, experimental, empirical, descriptive and con
ceptual development methods.

** The proportion of articles using modeling, experimental or empirical methods was significantly 
higher in the post-reform period (p < .01, chi-square test).

Pre-Reform Period Post-Reform Period
1926-60 1966-80

14 174**
(8.9%) (63.7%)

143 99
(91.1%) (36.3%)

157 273
(100%) (100%)

provided a credible signal that the reformers’ criticisms were being 
addressed, perhaps more so than empirical or experimental research.

Table 3 shows the results of the hypothesis test. As predicted, a signif
icantly greater proportion of the articles used modeling, empirical or 
experimental methods in the post-reform period compared to the pre
reform period. The pre-reform cutoff year was 1960. The results are 
robust to any alternative pre-reform cutoff year from 1950 through 
1965. The post-reform start date was set at 1966 and the cutoff was 
1980. The results were robust for any post-reform start date from 1961 
through 1970, and for any post-reform cutoff between 1971 and 1980.

N a tu re  o f  th e  T ransition

The reformers stated that new approaches to research would come 
from revamped doctoral programs, implying that current faculty would 
not make the transition to the new methods of research (Schlossman et 
al. 1987; Pierson 1959). Reviewing the authors who published during 
the pre- and post-reform periods shows that few authors made the tran
sition from conceptual or descriptive methods to modeling, empirical or 
experimental methods, as predicted by the reformers. Of the 69 authors 
who published managerial accounting research articles using concep
tual or descriptive methods between 1951 and 1960, only 4 authors sub-



o
CO

IoCN
0̂

CD

OUU
<

q;DC03
CrD
5

•4-c
£

H3
£

QJ
f \ 
w

'*0

r\
CCI
Kcr

l t ,l\I
r\

t\Ii_r OOô.
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Table 5. Test of H2: Number of Articles Based on Outside Source
Discipline Compared to Number of Articles Not Based on

Outside Discipline*
Pre-Reform Period Post-Reform Period

1926-60 1965-80

Articles Based on 32 153**
Outside Source Discipline (20.4%) (56.0%)

Articles Not Based on 125 120
Outside Source Discipline (79.6%) (44.0%)

Total 157 273
(100%) (100%)

Notes: * See Table 4 for the list of outside disciplines.
**The proportion of articles based on outside disciplines was significantly higher in the post

reform period compared to the pre-reform period Ip < .01, chi-square test).

sequently published managerial accounting research articles using 
modeling, empirical or experimental methods.

Reliance on Outside Disciplines 

According to Hypothesis 2:

A significantly greater proportion of managerial accounting 
research articles relied on outside disciplines after the reform move
ment.

Reliance on an outside discipline means the article drew its basic hypoth
eses, theory or concepts from a discipline outside of business schools.4

Table 4 shows an interesting trend in reliance on outside source disci
plines. The most influential outside source discipline during the early 
post-reform years was the category “mathematics, operations research 
and statistics” (MORS for short). As with the use of modeling as a 
research method, articles based on MORS clearly addressed the reform
ers’ requirements for more rigorous and analytical research. Papers based 
on MORS also fit the trend toward more scientific and mathematics based 
research that was part of the U.S. educational response to Sputnik.

Table 5 shows the results of the hypothesis test. As predicted, a signif
icantly greater proportion of the articles relied on outside source disci
plines after the post-reform period compared to the pre-reform period.
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As with the test of Hypothesis 1, the pre-reform cutoff year was set at 
1960. The results are robust to any alternative pre-reform cutoff year 
from 1950 through 1965. The post-reform start date was set at 1966 and 
the cutoff was 1980. The results were robust for any post-reform start 
date from 1961 through 1970, and for any post-reform cutoff between 
1971 and 1980.

Practitioner Authorship 

According to Hypothesis 3:

A significantly smaller proportion of managerial accounting articles 
were authored by practitioners after the reform movement.

Authors were designated to be practitioners if their organizational affil
iation was an organization other than a university or college. Practitioners 
included academics who were on leave from universities or colleges to 
work in (say) other organizations such as public accounting firms.

Table 6 shows the trend in practitioner authorship. In Panel A, each co
author counts as one full author. In Panel B, each co-author counts as a 
fraction of the total number of co-authors on an article; thus, if an article 
has three co-authors, each co-author counts as one-third of an author. The 
results in both panels show a substantial drop in practitioner authorship 
to zero in the 1976-80 period. Table 7 shows the results of the hypothesis 
test. As predicted, a significantly smaller proportion of the articles were 
authored by practitioners after the post-reform period compared to the 
pre-reform period. As with the tests of Hypotheses 1 and 2, the pre
reform cutoff year was set at 1960, but the results are robust to any alter
native pre-reform cutoff year from 1950 through 1965. The post-reform 
start date was set at 1966 and the cutoff for the post-reform period was 
1980. The results were robust for any post-reform start date from 1961 
through 1970, and for any post-reform cutoff between 1971 and 1980.

Influence of the Journal of Accounting Research 

According to Hypotheses 4a and 4b:

H4a: After the reform movement, a significantly greater proportion 
of managerial accounting research articles published by the Journal 
o f Accounting Research used modeling, experimental or empirical 
research methods compared to The Accounting Review.
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64 MICHAEL W. MAHER

Table 7. Test of H3: Proportion of Articles Having Practitioners
as Co-Authors*
Pre-Reform Period 

7 926-60
Post-Reform Period 

1965-80

Panel A: Each co-author counts as one author
107 381***Academics (72.8%) (98.4%)

Practitioners 40 6
(27.2%) (1.6%)

Total 147 387
(100%) (100%)

Panel B: Each co-author counts as a fraction of the total number of authors per article**
103 269.3***Academics ___(73%) (98.6%)
38 3.7Practitioners _ . .. __(27%) (1.4%)

Total 141 273
(100%) (100%)

Notes: * See note to Table 6 for definitions of academic and practitioner.
** For example, if an article has three co-authors, each co-author counts as 1/3 of an author.

*** The proportion of co-authors who were academics was significantly higher in the post-reform 
period compared to the pre-reform period ip < .01 ,  chi-square test).

H4b: After the reform movement, a significantly greater proportion 
of managerial accounting research articles published by the Journal 
of Accounting Research were based on outside source disciplines 
compared to The Accounting Review.

Table 8 shows the trend in articles published by method of analysis for 
The Accounting Review (Panel A), the Journal o f Accounting Research 
(Panel B), and the three non-U.S. journals (Panel C). Although both the 
Journal o f Accounting Research and The Accounting Review published 
mostly articles relying on modeling, experimental and empirical 
research methods in the post-reform period, the non-U.S. journals pub
lished mostly articles using conceptual development and descriptive 
methods. It is possible that the editors of the non-U.S. journals felt they 
had more freedom not to comply with the wishes of the business school 
reformers.

Table 9 presents the test of Hypothesis 4a. As predicted, a signifi
cantly greater proportion of managerial accounting research articles 
published by the Journal o f Accounting Research used modeling, exper
imental or empirical research methods compared to The Accounting 
Review.
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Table 9. Test of H4a: Proportion of Articles Using Modeling,
Experimental, or Empirical Methods Published in the 

journal of Accounting Research compared to The Accounting Review
for the Post-Reform Period 1966-80.

The Accounting Review Journal of Accounting Research

Modeling, Experimental or 98 68*
Empirical Methods (62.0%) (90.1%)

Descriptive or Conceptual 60 7
Framework (38.0%) (9.9%)

Total 158 75
(100%) (100%)

Note: ’ Differences between the Journal of Accounting Research and The Accounting Review are signifi
cant at p < .01 (chi-square test).

Table 10 looks like Table 8 except that it presents the results for reli
ance on source discipline. Most of the articles in both The Accounting 
Review and the Journal o f Accounting Research relied on outside source 
disciplines in the post-reform period. The Accounting Review articles 
relied slightly more on mathematics, statistics or operations research 
(MORS) while the Journal o f Accounting Research articles relied about 
equally on MORS and economics from 1966-75. After that the Journal 
of Accounting Research articles relied more on economics.

Table 11 shows that, as predicted by Hypothesis 4b, a significantly 
greater proportion of managerial accounting research articles published 
in the Journal o f Accounting Research were based on outside source 
disciplines compared to The Accounting Review. By the 1976-80 period, 
however, the proportion of articles relying on outside source discipline 
was about equal for the two journals.

A limitation of this analysis is that it does not take into account the 
direct effect of the reform movement on The Accounting Review without 
the influence of the Journal o f Accounting Research5 One could argue 
that the reform movement might have had little or no effect on the liter
ature without the pressure created by the Journal o f Accounting 
Research on The Accounting Review to respond to the reform move
ment. Alternatively, without The Journal o f Accounting Research to 
absorb the effects of the reform movement, The Accounting Review 
might have responded even more to the reform movement. We simply 
do not know what effects the reform movement would have had on The
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ŝ O
co
O LO

sP(O
O LO cD cD O

SsOco 
IN VO

\0 
04 t J-

04 •
O ro •

o LO *
o ^  CO

cD o LO

OS O
™  O  

O

o
I S

co
coOS

CO N  r o
so 

OS ro™ d
TO-

o
CO is.
ro cDLO

r s
cD

\ 0os
O •
O
O

CD L/A
sOOS

<sj O  •
O
cD

\ C
O'-00 O •
O
TO-

\ 0OS
o  o™ o

o

<-n
coi
T— ■
CO
os

CO LA (N lD
\0

O
cO
vO

\0 
so o cD t-  O  O

soCS
rs  sD

\?

04 vd ro rd 10 d ro vd
LO c cD ro

ro  cO O  r -
\0 

O  ro ro
s°
rs ro

sO
O^
O

•

O 04 Os ro •

o
ro cD o

LO
Lni
r - —

os

csj ro  O  O LO 04 r -  CO vO
\0OS
O

cd ^  o 04 o
CO o

o
US
so
<N
OS

r -  t -  O  O

'sO

04 sD O

\CoS
TO- CSI

s°oS
O

•

TO- IS LO CO o
CO o

0ic
u
S
CD
Uv-3o

CO
~ o
c
03

~TO

E3
O

QC<

<D
0C

0X5

Ou
u<
05

O'o

TO

(S)u£
Si s

C04—>
co

S
_aj

y
d

IS)
JDu
d

CD

Q _
U
IS)

Q
CD

"D
5j5 £ CDo 3
o 0

c

CD
o

m
<U

C
o

Q _
-u

LO
v—
o

c

" 5 .
■p

(D
s m

m• rnmmm
o

U
in

TO
CO

JV
u

CD
“a

o
o

o
L

m
"QJ t

03
£

u
> -
s

CD

CD
4-Do

u
d
<

~<V■UJ
o■UJ

6
o

Z
• • o

in m rs ■UJ IT)
CD CD 4—•

o
c
a ;
uk_
0 )

(D
CD• mmmrn CD

t

w  4—»
_Q
3

CD
d

< < LO Q _ <

y ^ ^^ ^^ ^^
r o TO_ LO v £ r s

IS

C0

TO
*->
O

.CD

O '<
t/ia>

o dy
<

TO
4 -3o
o s O

<

TOa>
</>
05cc
0X5
c

o
TO

3
O

O'o

TO

u
•  W B4—‘
IS

TO 
C 
3 
O
u <

y
Eo
o
CD 

CO U J

2 ?u
cl O

CO CO
j d  _ y

CD CD
•  — i—  •t  t< <

s  s_QJ QJ 
CD CJ

•  •  m m m•e t< <

CD
c

u

b
CD

“ O

So b CDo 3
o o C

‘ u m C ~Q_
•  mmmmo CD O u

CDS

O

C

" 5 -
“ O

CD
m s

s

b
g o

•  m m m

u ro
CO

CD
CD

CD
-q

s
CD t

TOu _d iS< P
TOo §Jo E
jj £

§  d 
O —

TO

5 o

S cu 8t  a3<  cl

csi ro TO- LA O  rs  CO

O '<

s
CD

O  du£<
TO 
*—i
o

a s  o
T— CS|

68



Ot
he

r:*
(2

1)
 

Ar
tic

les
: 

St
at

ist
ics

, M
at

h, 
or

 O
R

(2
2)

 
Ar

tic
les

: 
Ec

on
om

ics

o -1-

o  o  o  o

_o
.o
y i/j O QJc
l -
O  Q_

-§ Q

r\ Cl. U

L O

n- cc
o
ro

oc
“5-
’u
Q
o

7 0

’ -Tv
4-0Dn
cO
COin i/i

OLT

\ 0

O' fN
CJ'.sD

Oo

cu
c

ut/5
O

<S)
rT3 CO QJ QCC ”  5  u£ v t:
.y — O —
W  H3 ^3
L— n s  ± — >

<

u~) lT H3 ■w cn
(L _ c 4—'0 c

QJ
j o

0
t

Lo
t

-w
-Q

D
U
a;

u
t

< < LO Q_ <

__v x _
ro LO 42 r \
CN rN C2 cn CN

C.0Ju
k—_QJ

\p

O

\C

r o  ©

\p

O

CD

o

cu
o -

ro
t<
T3
4-0o

c r  oCN ro

lo
ro

CT

roCO

CD
u

*t<

4-0o

I

n
/-»>V
so •

VOLO
~CcX
c

ro

N

o0£

occ
cCOo

00in
cc'̂ r

-c
o
0>C£OOe
ccdo
u<
I

LOsO0s
s/“»ours■O

*

0̂
1

69



70 MICHAEL W. MAHER

Table 11. Test of H4b: Proportion of Articles Based on
Outside Discipline Published in the Journal of Accounting Research

compared to The Accounting Review for the 
Post-Reform Period 1966-80.

The Accounting Review Journal of Accounting Research

Based on Outside 77 49*
Disciplines (48.7%) (65.3%)

Not Based on Outside 81 26
Disciplines (51.3%) (34.7%)

Total 158
(100%)

75
(100%)

Note: * Differences between the Journal of Accounting Research and The Accounting Review are signifi
cant at p < .05.

Accounting Review absent the existence of the Journal o f Accounting 
Research or a similar reform-oriented journal.

SUMMARY AND CONCLUSIONS

The results in this paper show support for two hypotheses that are key 
initiatives of the business school reformers—the significant change in 
research methods and reliance on outside discipline after the business 
school reform movement. The results also show support for two hypoth
eses that, although not part of the reform per se, are reasonable conse
quences of the reform movement—the significant reduction in 
practitioner authorship and the significant differences between the Jour
nal o f Accounting Research and The Accounting Review in publishing 
reform-oriented articles.

It is clear from the data that the shift in the literature following the 
business school reform movement was unparalleled in the history of 
published academic managerial accounting research. This shift marked 
the beginning of “modem” managerial accounting research. Some crit
ics contend that this shift means managerial accounting research has 
sacrificed relevance for elegance over the past several decades. A con
sequence of the business school reform movement may have been man
agerial accounting researchers who are not well versed in institutional 
problems because that knowledge is not needed to publish in academic
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research journals. As a result of the reform movement, accounting aca
demics may have increased their academic respectability and closed the 
gap between business school academics and their colleagues in other 
academic disciplines. But in doing so, they may have increased the gap 
between research and practice.
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NOTES
1. Kaplan and Johnson (1987), Dyckman (1989), and Kaplan (1993) particularly 

criticize the applicability of managerial accounting research to real-world problems. 
According to Kaplan and Johnson, managerial accounting researchers have concen
trated “...on increasingly elegant and sophisticated approaches to analyzing costs for 
single-product, single-process firms...” (p. 15) bearing little relation to actual organiza
tions that have complex, multistage production processes. Lev and Ronen (1971) echo 
these sentiments in a broader criticism of accounting research.

2. That same year, the Carnegie Corporation also sponsored a report that was highly 
critical of business schools (Pierson 1959).

3. In fact, the quote from Davidson (1964) cited above indicated that The Account
ing Review was slow to change its editorial policies.

4. Relying on an outside discipline is not the same as using research methods devel
oped in an outside discipline. For example, some modeling papers relied on outside dis
ciplines (e.g., economics) but other modeling papers did not.

5. I acknowledge the comments of a reviewer who made this point.
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THE EFFECT OF SEC ENFORCEMENT 
ON AUDITOR IPO MARKET SHARE

Keith A. Moreland

ABSTRACT

One objective of the enforcement activities of the Securities and 
Exchange Commission (SEC) is to maintain the credibility of the finan
cial disclosure system in the United States, in which auditors play a key 
role. One direct effect for auditors found by the SEC to have performed 
substandard audits is that the audit firm is subject to disciplinary action 
by the SEC. During recent years auditing firms also have faced rapidly 
increasing costs associated with litigation for alleged substandard audit 
work. This study examines whether auditors also experience an indirect 
effect in the form of decreased market share of initial public offering 
(IPO) audits following the SEC’s reports of enforcement actions issued 
from 1978 to 1991.

The IPO market is a rich setting to examine the market for audit ser
vices because of the significance that client firms attach to auditor selec
tion in order to enhance the attractiveness of the securities offering.
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Reports of SEC enforcement actions (or sanctions) and litigation cases 
against auditors are modeled as information that negatively affects 
assessed auditor quality. It is hypothesized that some IPO firms will 
avoid auditors reported in such information.

Post-sanction changes in IPO market shares of criticized auditors and 
a control group were examined using regression analysis. The regression 
models also controlled for differences in market shares and levels of liti
gation across audit firms.

The results suggest that reports of SEC enforcement actions negatively 
affect auditor IPO market shares during the period from one to three 
years after the sanction. No market share effects related to litigation were 
observed. The sanction-related market share decrease suggests that client 
firm managers use information from the regulatory organization in 
assessing auditor quality and in auditor selection decisions. These results 
may have implications for regulators and audit firm executives who are 
concerned with assessing the impact that disciplinary actions against 
auditors have in the market for audit services.

INTRODUCTION

This study examines the effects of publicly-reported disciplinary 
actions by the Securities and Exchange Commission (SEC) and litiga
tion cases from 1978 to 1991 on the initial public offering (IPO) market 
shares of the criticized audit firms. During recent years auditing firms 
have faced rapidly increasing costs associated with litigation by inves
tors for alleged substandard audit work. Auditors accused of substan
dard audit work associated with securities filings in the United States 
also are subject to disciplinary action (or sanctions) by the SEC. While 
litigation against Big 6 auditors1 has increased and overall SEC 
enforcement activity has not decreased during the last decade, the num
ber of SEC disciplinary actions against these large audit firms has 
decreased.

Nonetheless, prior research suggests that SEC criticisms of auditors 
affect the market for audit services in the form of lower client retention 
rates (Wilson and Grimlund 1990) and lower first-year audit fees on cli
ents that switch auditors (Davis and Simon 1992). This SEC enforce
ment action study on auditor IPO market share extends prior research by 
focussing on a setting where auditor selection and audit services have 
heightened importance. This is because the audited financial statements 
typically are associated with the sale of a significant (partial) ownership 
interest in the entity and a high quality auditor potentially can reduce
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uncertainty associated with the discount in the selling price (Datar et al. 
1991). In addition, because client firms are more inclined to change 
auditors prior to an IPO, concerns about perceived auditor quality are 
more likely to be manifested in auditor selection decisions. Hence, this 
is a rich setting in which to examine the effects of information about 
auditor quality on the market for audit services.

Regression analysis of changes in IPO market shares for auditors 
recently criticized by the SEC and a control group of “uncriticized” 
auditors is performed. The results suggests that audit firms disciplined 
by the SEC experience negative market-share effects from approxi
mately one to three years after the criticism. No IPO market share 
effects related to litigation against auditors were detected.

These results suggest that managers use information included in SEC 
reports of disciplinary actions in auditor selection decisions. Conse
quently, the results are useful to regulators and audit firm executives 
who are concerned with the impact that disciplinary actions against 
auditors have on decisions in the market for audit services.

The remainder of this paper includes sections on the background of 
the role of auditors in IPOs, SEC enforcement activities, litigation, and 
development of the hypotheses; research methodology; the empirical 
results; and a conclusion.

BACKGROUND AND HYPOTHESIS DEVELOPMENT

The Role of Auditing in Initial Public Offerings

IPOs have been modelled as a setting where a risk-averse entrepre
neur with private information regarding firm value seeks to raise capital 
from and share risk with external investors. Datar et al. (1991) show that 
external investor uncertainty regarding the firm’s value causes under- 
pricing of the firm and the security offering, absent communications 
revealing the entrepreneur’s private information.

Entrepreneurs may employ various signals to reduce uncertainty 
regarding the firm’s value, attract investors, and reduce underpricing. 
For example, Grinblatt and Whang (1989) suggest entrepreneurs use 
two signals, retained ownership percentage and some underpricing, to 
convey the mean and variance of the firm’s projects. Underpricing on 
IPOs is argued to exist, in part, to attract investors to subsequent offer
ings. Datar et al. (1991) show that the report of a credible auditor is a 
signal that can be used to reduce the ownership percentage required to
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be retained by the entrepreneur and still communicate private informa
tion regarding firm value.

Studies of the role of auditing in IPOs suggest credible financial state
ment assertions are of increased importance at this stage of a firm’s life. 
The significant portion of the firm that generally is offered for sale, the 
importance of historical financial statements in assessing value, and the 
potential severe penalties for inadequate financial reporting are argued 
to cause IPO firms to focus on auditor selection. Carpenter and Strawser 
(1971) find that firms frequently change to a Big 6 auditor prior to going 
public in order to make the offering more attractive.

Datar et al. (1991) and Feltham et al. (1991) argue that the enhanced 
ability to fully signal entrepreneur private information should cause IPO 
firms with greater firm-specific risk to select high-quality audit firms 
(referred to as a “demand-side effect”). Empirical evidence relating to 
IPOs in the United States generally does not support this expectation. 
Feltham et al. (1991) suggest that a “supply-side effect,” in the form of 
increased litigation and other costs, works to counter the expected asso
ciation between high-quality auditors and higher-risk IPO firms. Clark
son and Simunic (1994) observe the expected association between high- 
quality audit firms and higher-risk IPO firms in Canada, where expected 
auditor costs associated with higher-risk IPOs (e.g., litigation) are 
argued to be not as great.

Actual and Perceived Auditor Quality

Auditor quality has been described as the ability to detect and willing
ness to report client errors (DeAngelo 1981). These qualities, in turn, 
depend on the auditor’s knowledge, expertise, thoroughness, and ability 
not to acquiesce to client pressure regarding the report (Feltham et al. 
1991; O’Keefe and Westort 1992).

Actual audit quality is largely not observable because audit services 
generally include neither “search charactistics,” which can be ascer
tained prior to purchase, nor “experience characteristics,” which are 
evaluated in consumption (Darby and Kami 1973; Blair and Kaserman 
1980). Dopuch and Simunic (1982) suggest that the only audit charac
teristic disclosed to outside users is the audit firm name. Davis and 
Simon (1992) argue that client firm managers are better able than out
side users to observe audit quality characteristics, but cite Wallace
(1989) in noting that these managers’ quality assessments are incom
plete nonetheless. Blair and Kaserman (1980) suggest that the inability
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of users to evaluate audit quality gives rise to external and self regula
tion. The inability to observe actual audit quality has caused researchers 
to focus on perceived or reputed auditor quality.

Dopuch and Simunic (1982) and DeAngelo (1981) argue that large 
audit firms with well-known brand names have economic incentives and 
the wherewithal to provide high quality in order to develop and retain a 
large portfolio of audit clients. Their large size enables them to invest in 
development of expertise and specialization. At the same time, it is 
argued that these firms will go to greater lengths to ensure quality because 
news of a single audit failure would have further reaching effects. As a 
result, they have reputations for providing higher quality audits.

Numerous studies have employed the dichotomous Big 6/non-Big 6 
measure of audit firm size and brand name as a proxy for audit quality. 
Simunic and Stein (1987), Balvers et al. (1988), and Beatty (1989) 
observe reduced uncertainty and initial returns (underpricing) in IPOs 
audited by Big 6 firms.

Dopuch and Simunic (1982) and Wilson (1983) suggest that an audit 
firm quality assessment is driven by overall reputation because of lack of 
specific knowledge. These researchers identify potential information 
sources regarding assessed auditor quality, such as litigation or regula
tory actions, and argue that a quality assessment can change as new infor
mation becomes available. Some evidence suggests positive associations 
among the various measures of assessed audit quality. For example, 
Palmrose (1988) finds that Big 6 firms, which have reputations for high 
quality, experienced lower rates of litigation than smaller audit firms.

Researchers have further suggested that a change in quality assess
ment can affect a firm’s position in the market for audit services and the 
information content of the auditor’s report. Davis and Simon (1992) find 
that, from 1978 to 1988, auditors criticized by the SEC experience lower 
first-year audit fees from switching clients than do other auditors. Wil
son and Grimlund (1990) find that criticized auditors experience some
what lower client retention rates during the same period. Moreland 
(1995) reports that, from 1974 to 1990, eamings/retums associations are 
weaker for clients of recently sanctioned auditors. Firth (1990) finds cli
ents of auditors criticized by the United Kingdom Department of Trade 
from 1969 to 1983 experience small declines in market value at the time 
of the release of the criticism. These results suggest that criticized audi
tors experience a decline in the assessed level of credibility they provide 
to client financial information. This in turn causes a weakened compet
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itive position for the auditor and/or more uncertainty regarding client 
firm financial information and values. In this study, the SEC sanction 
effect on auditor market share is examined in the IPO setting where 
financial, legal, and other ramifications are thought to heighten the 
importance of auditor selection.

SEC Enforcement Activities

Enforcement activities are a key part of the SEC’s programs directed 
at improving capital markets and preventing fraud. The specific objec
tive of the SEC’s accounting and auditing enforcement activities is to 
maintain the credibility of the financial disclosure system, in which the 
SEC believes auditors play a key role (Burton 1975). With respect to 
auditors, the SEC noted in a 1991 Accounting and Auditing Enforce
ment Release that “ .. ,(i)t is of utmost importance that investors be able 
to rely on the independence of public accountants and their audit reports 
when making investment decisions” (AAER 301, June 13, 1991).

The SEC conducts investigations of auditors in cases where it has rea
son to believe there may be auditor knowledge of a client’s deficient 
financial reporting or scheme to mislead the public, or other serious pro
fessional deficiency. Burton (1975) notes that the SEC believes that 
sanctions impact the reputation of an audit firm.

The number of audits cited, the seriousness of the audit problems, 
and the severity of penalties against an audit firm vary. Sanction- 
related penalties and remedial actions include a censure of the firm, a 
temporary suspension or permanent ban from practicing before the 
SEC, a temporary prohibition from accepting new SEC clients, a peer 
review of the firm’s practice (before they became mandatory), and 
implementation of specific continuing professional education pro
grams. Actions can be directed at the firm as a whole, specific practice 
offices, or individuals.

Generally, an enforcement investigation is confidential until comple
tion, when the details of the investigation and the sanctions against the 
auditors are publicly reported in AAERs, or prior to 1982, in Accounting 
Series Releases (ASRs). The details reported in AAERs and ASRs pro
vide an indication of the severity of the sanction. Table 1 identifies the 
enforcement actions included in this study. The Appendix summarizes 
the most recent enforcement action included in this study.

Reports of enforcement actions are issued in response to actual audit 
weaknesses (in the view of the SEC) pertaining to a small number of
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specific audits. To affect the perception of an audit firm in the IPO mar
ket, the sanction must degrade managers’, underwriters’, and/or inves
tors’ assessments of quality across the firm’s practice. Palmrose (1991b) 
describes SEC enforcement actions as a type of “non-routine” or 
“highly visible” litigation which audit report users may be more likely 
to consider in assessing auditor quality.

Relationship Between SEC Enforcement Actions and Litigation

Civil litigation cases against auditors that do not involve SEC enforce
ment actions are a more common or “routine” source of information to 
assess auditor quality. Palmrose (1988) identifies 240 litigation cases 
against Big 6 auditors from 1973 to 1985. During the same period, there 
were 11 enforcement actions against these firms reported in ASRs and 
AAERs. Since 1985, the frequency of reported enforcement actions 
against Big 6 firms has decreased while the number of litigation cases 
against this group has increased (Lys and Watts 1994). The relative 
infrequency and source (the SEC) of the enforcement actions suggest a 
greater importance may be attached to an individual enforcement action 
than to an individual litigation case.

Both civil litigation occurrences and outcomes against auditors have 
been modelled as information that could affect auditor quality assess
ments. Both measures are regarded as noisy because of factors such as 
frivolous lawsuits, “deep pockets,” alternative lawsuit settlement strate
gies, and varying levels of litigiousness across client industries. These 
factors and the relatively routine nature of lawsuits against auditors may 
work against detection of an association between litigation-related audi
tor quality assessments and audit market effects, such as changes in 
market share (Palmrose 1991b).

Nonetheless, high levels of litigation potentially can affect an 
assessment of auditor quality. Further, the impact on assessed audit 
quality from public disclosure of an SEC enforcement action may 
depend, in part, on the audit firm’s litigation experience. For exam
ple, an enforcement action against an audit firm that has been identi
fied in recent, adverse litigation may, in effect, confirm the audit 
quality assessment information resulting from the litigation. Con
versely. information about a sanction against an audit firm that has 
been relatively litigation-free may more dramatically affect assessed 
audit quality.3



80 KEITH A. MORELAND

Various factors including incumbency, industry specialization, fees, 
and service level affect auditor selection. Carpenter and Strawser (1971) 
argue that, prior to an IPO, many firms change from smaller to larger 
audit firms that have more recognizable brand names in order to 
enhance the perceived credibility of the financial statements and the 
offering. Similarly, if an SEC enforcement action is thought to degrade 
assessed audit quality and the credibility added to client financial infor
mation, some IPO firms may elect to avoid a sanctioned auditor. At the 
same time, the approximately zero-sum nature of the IPO audit market 
suggests that client firm decisions to avoid sanctioned auditors would 
benefit audit firms not identified in a sanction, in the form of increased 
market share.

The cost of not avoiding a sanctioned auditor may be affected by 
the status of the sanctioned auditor (incumbent or not) and character
istics of the client firm. Client firm management may decide that the 
costs of retaining an incumbent sanctioned auditor are less than the 
costs of switching to a new “unsanctioned” auditor. Also, the effect 
of a sanction on the credibility that auditors provide to financial 
statements may be of less concern to client firms with characteristics 
such as large size, familiarity within the investing community, rela
tive financial strength, or a reputation for being well-managed. Thus, 
only those client firms for whom the alternatives are considered to 
be less costly are expected to avoid sanctioned auditors. The SEC 
enforcement action market share hypothesis (in the alternative form) 
is:

S E C  En fo rcem en t A ctio n  and Litigation H ypotheses

The market share of IPO client firms declines for an audit firm 
after it is criticized in an SEC enforcement action.

Likewise, some IPO firms are expected to avoid audit firms that 
have experienced significant litigation that may degrade assessed 
auditor quality. The litigation/market share hypothesis (in the alterna
tive form) is:

H2. The market share of IPO client firms declines for an audit firm 
that has experienced an increase in litigation against it.
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RESEARCH METHODOLOGY

Data

Panels A and B of Table 1 list each sanctioned auditor, a brief descrip
tion of the enforcement action outcome, the associated control groups of 
“unsanctioned” Big 6 auditors, and the time periods and number of firm- 
commitment IPOs from which market shares were calculated for the 
enforcement actions included in this study. The sample included 889 
monthly market share observations; 228 for criticized auditors and 661 
for control firms. The time periods from which the observations were 
taken are discussed below. Prior research suggests that excluding “best- 
efforts” and non-Big 6-audited IPOs creates a more homogenous sam
ple in examining IPO auditor selection (Balvers et al. 1988; Beatty 
1989). The numbers of IPOs related to each enforcement action listed in 
Table 1 reflect the dramatic increase in public offerings during the last 
20 years.

Empirical Test the Enforcement Action and Litigation Hypotheses

The SEC enforcement action and litigation effects on auditor market 
share are tested as follows. First, the difference between monthly market 
share during the period expected to be affected by the sanction and liti
gation and the average monthly market share of the preceding (unaf
fected or base) period is calculated. Consequently, observations 
included in this study consist of these individual monthly market share 
differences, stated in percentage points. Next, these monthly market 
share differences are regressed against a variable identifying the audit 
firm, a measure of the change in litigation against the audit firm, and a 
variable indicating whether the audit firm is assumed to be under sanc
tion or a control firm. The period assumed to be affected by the sanction 
is divided into two sub-periods to study the length of time of a “sanction 
effect.” The control groups include Big 6 auditors not sanctioned by the 
SEC for three years before and after the sanction in question. Accord
ingly, the control groups vary for each sanction. Also, although an audit 
firm could represent a “control” against two or more sanctioned firms 
because of the chronological proximity of some enforcement actions, a 
monthly market share for such a control firm is included as one and only 
one observation.
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Panel A. Enforcement Actions and Control Firms
S a n c t io n e d  A u d it  F irm

Tab le  1. Summary SEC Enforcement Actions

R e la te d  C o n tro l G ro u p

E n fo rc e m e n t  A c t io n / D a te  E n fo rc e m e n t  A c t io n  O u tc o m e  A u d it  F irm s

Ernst & Youngd/ 
06/90-06/91

Firm's New York Region SEC practice 
restricted and one partner suspended 
(1990)/SEC accused firm of lack of 
independence (1991).

Arthur Andersen 
Coopers & Lybrand 
Deloitte & Toucheb 
KPMC Peat Marwick 
Price Waterhouse

Price Waterhouse/ 
06/85

SEC requested permanent injunction 
against the firm and three of its associ
ates seeking ban on fraudulent securities 
activities.

Arthur Andersen 
Arthur Young 
Deloitte Haskins & Sells 
Ernst & Whinney 
KPMG Peat Marwick

Coopers & Lybrand/ 
11/84

SEC issued an opinion and order criti
cizing the audit firm.

Arthur Andersen 
Arthur Young 
Deloitte Haskins & Sells 
Ernst & Whinney 
KPMG Peat Marwick

Touche Ross/11/83 SEC issued an opinion and order criti
cizing and censuring the audit firm.

Arthur Young 
Deloitte Haskins & Sells 
Ernst & Whinney 
KPMG Peat Marwick

Arthur Andersen/ 
06/81

SEC issued an opinion and order criti
cizing and censuring the audit firm.

Arthur Young 
Coopers & Lybrand 
Deloitte Haskins & Sells 
Ernst & Whinney 
KPMC Peat Marwick 
Price Waterhouse

Touche Ross/06/79 SEC censured firm, required peer review, 
and suspended two firm partners.

Arthur Young 
Coopers & Lybrand 
KPMG Peat Marwick

Ernst & Ernst/05/78 SEC censured firm and suspended two 
firm partners.

Arthur Andersen 
Arthur Young 
Coopers & Lybrand

Haskins & Sells/ 
02/78

Firm agrees to undergo SEC practice 
review and sponsor internal control 
research. SEC work of one practice office 
restricted.

Arthur Andersen 
Arthur Young 
Coopers & Lybrand

Price Waterhouse/ 
01/78

Firm required to return audit fees and 
undergo practice review. Three associ
ates suspended from SEC practice.

Arthur Andersen 
Arthur Young 
Coopers & Lybrand

(c o n t in u e d )
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Identification of sanction-affected time periods is problematic. The 
process of selecting an auditor, which may involve discussions, inter
views, and negotiations with several firms, is lengthy and variable. As a 
result, there is a time lag between a management decision to avoid a 
sanctioned auditor and its manifestation in the form of change in market 
share. Wilson and Grimlund (1990) focus on this length and uncertainty 
of the auditor selection process when they measure market share at the 
end of the year following the year of the sanction (i.e., 13 to 24 months 
after the sanction).

In an IPO setting many activities in addition to the audit, such as dis
cussions and negotiations with underwriters and investors, are neces
sary. Consequently, the time lag for manifestation of a sanction-related 
auditor change decision in IPO market share is expected to be at least as 
long as that of a non-IPO auditor change decision. In this study monthly 
market shares from 13 to 36 months after the sanction are examined. 
This time period is based on that used by Wilson and Grimlund and the 
expectation that manifestation of a sanction-related change in auditor 
IPO market share is expected to be at least as long as manifestation of 
auditor changes in non-IPO settings. The preceding (base) period that is 
assumed to be unaffected by the sanction and that is used in computing 
the differences in market shares ends 12 months after the sanction (and 
begins 12 months before the sanction).

The following empirical models of two measures of IPO auditor mar
ket share were developed. Model 1 relates to the change in each audit 
firm’s average monthly percent of the total number of Big 6-audited 
IPOs. Model 2 relates to the change in each audit firm’s average 
monthly percentage of total IPO client firm sales volume, because client 
firm size has been shown to be associated with auditor revenues in an 
IPO setting (Beatty 1989).

9
CMSN, = / [  X  AUD.,(SANC*TIM E1),, (SANC*TIME2)„

i = 1
(LIT*TIME 1),, (LIT*TIME2), ] (1)

9
CMSS, = / [  X  AUD( , (SANC*TIME1),, (SANC*TIME2)„

i  =  1

(LIT*TIME1),, (LIT*TIME2),] ( 2 )
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where:

CMSN; and CMSSj = the percentage point change in audit firm 
monthly IPO market share in terms of number of clients and client sales 
volume, respectively, measured for each month from 13 to 36 months 
after the sanction, in comparison to the monthly average of the preced
ing two years (see Note 4),

AUD1 j... AUD9j = a series of indicator variables used to distinguish 
among the ten audit firms included in this study (the original Big 8 and 
the two firms created by mergers),

SANCj = 1 if the audit firm was criticized by the SEC, and 0 other
wise,

LIT) = the difference between the number of litigation cases against 
the audit firm reported in The Wall Street Journal during the 12 months 
leading up to the SEC sanction (standardized by the firm’s relative mar
ket share before the sanction) and the same measure for the preceding 
12 months,5

TIMElj = 1 if the audit firm monthly market share is for the period 
from 13 to 24 months after the sanction, and 0 otherwise, and

TIME2j = 1 if the audit firm monthly market share is for the period 
from 25 to 36 months after the sanction, and 0 otherwise (see Note 4).

Evaluation of Validity of Variables

CMSN and CMSS. Client firm size, which is often measured in sales 
volume, is frequently argued to be associated with auditor revenues (for 
example, Beatty 1989). This suggests that incorporating client sales vol
ume (CMSS) into the calculation may be expected to produce a more 
refined measure of change in auditor market share. Conversely, part of 
the appeal of IPO clients to audit firms is relatively rapid expected client 
growth and audit fee increases. The current level of client sales volume 
may not be a good indicator of this expected expansion and fee increase. 
As a result, it could be argued that the number of IPO clients, or change 
in that number (CMSN), is a better indicator of auditor success in this 
market. Consequently, both measures are examined in this study.

AUD1...AUD9 are used to control for differences in market shares 
and market share changes across audit firms.

SANC is used to distinguish criticized audit firms from those in the 
control group. Hypothesis H] predicts a significant negative coefficient 
on SANC. Audit firms that had avoided SEC enforcement actions for
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the three years before sanction and three years after the sanction were 
considered “unsanctioned” and included in the control group. This time 
period appears to reduce to a very low level the likelihood of incor
rectly including an audit firm in the control group, based on previous 
studies (Wilson and Grimlund 1990; Davis and Simon 1992). The pri
mary risk of measurement error for this variable relates to uncertainty 
surrounding identification of the “sanction period” for the criticized 
audit firms.

LIT measures the difference in the number of references to litigation 
cases against the auditor in The Wall Street Journal during the 12 
months leading up to the sanction and the preceding 12 months. The 
counts are standardized by audit firm market share because, ceteris pari
bus, firms with more clients are expected to face more litigation. This 
variable is a proxy for the change in litigation-based quality assessment 
of the audit firm at the time of the enforcement action. Hypothesis H2 
predicts a negative coefficient on LIT.

References in The Wall Street Journal serve as a proxy for, and clearly 
understate, total litigation against an audit firm, but represent the most 
significant cases (Palmrose 1991b). Uncertainty about the timing (lag) 
of any litigation-based effects on auditor market share is a source of 
potential measurement error for this variable. The assumptions underly
ing the examination of the litigation time periods used in this study are 
that (1) auditor selectors would examine litigation information over a 
period of time, and (2) the time lag for litigation-base quality assess
ments that affect auditor selection is the same as that for sanction-based 
quality assessments.

TIME1 and TIME2 are used to examine varying market share effects 
within the “sanction period.” They are included in the model because of 
uncertainty about, and to further study, the time periods affected by the 
sanction. Nonetheless, there is some ambiguity associated with these 
variables. Because of the chronological proximity of some enforcement 
actions, a monthly market share for a “control” firm could fall in TIME2 
with respect to one sanction and TIME1 with respect to a later sanction. 
These observations have been categorized with respect to the first sanc
tion, that is, in TIME2 in this study. Consequently, distinctions between 
TIME1 sanction effects and TIME2 sanction effects and between 
TIME2 sanction effects and “multiple sanctions effects”6 are con
founded. This limitation should be considered in evaluating the results 
of this study.
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EMPIRICAL RESULTS

Univariate Analysis

Summary statistics for the variables included in the regression models 
are reported in Table 2. On a Univariate basis SANC is significantly 
negatively correlated with CMSS (consistent with Hypothesis Hj), but 
not with CMSN. LIT is significantly negatively correlated with both 
CMSN and CMSS (consistent with Hypothesis H2). The correlations 
among the independent variables do not indicate the presence of multi- 
collinearity. This issue is discussed more completely below. The simi
larity between the two market share measures is apparent in the high 
correlations between CMSN and CMSS.

Regression Results

Table 3 reports the results for the regression models of changes in 
auditor market share of IPOs (CMSN) and auditor market share of sales 
volume of IPO firms (CMSS). The models explain approximately 
11.1% and 7.2% of the variation in CMSN and CMSS, respectively.

Evidence consistent with a sanction-related decline in auditor mar
ket share (Hypothesis H ^ is observed in both models. In the model of 
market share of IPOs (CMSN), the estimate of the sanction-related 
decline in market share is 1.6 percentage points in the first sanction 
period (SANC*TIME1) and 2.6 percentage points in the second sanc
tion period (SANC*TIME2). SANC*TIME2 is statistically signifi
cant (p-value less than .01) and SANC*TIME1 is marginally 
significant (p-value less than .08).

In the model of market share of IPO sales volume (CMSS), the esti
mate of the sanction-related decline in market share is 4.1 percentage 
points in the first sanction period (SANC*TIME1) and 5.6 percentage 
points in the second sanction period (SANC*TIME2). SANC is statis
tically significant in both the first and second periods (p-values less than 
.02 and .002, respectively).

In both models the absolute value and significance of the coefficient 
on (SANC*TIME2) are greater than they are for (SANC*TIME1). One 
potential explanation for this result relates to uncertainty surrounding 
the timing of the "sanction-affected period.” Wilson and Grimlund
(1990) argue that the affected period begins between 13 and 24 months
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Table 2. Descriptive Statistics and Pearson Correlation Coefficients3
(N = 889 observations)

Mean Std. Dev.

Correlation Coefficientb
CMSN CMSS SANC LIT

CMSN .019 .094

CMSS .009 .165 .587
(.001)

SANC .256 .437 -.015 -.086
(.656) (.011)

LIT -.204 2.100 -.112 -.092 .224
(.001) (.006) (.001)

TIME1 .394 .489 .003 -.018 .096 .022
(.933) (.594) (.004) (.507)

TIME2 .606 .489 -.003 .018 -.096 -.022
(.933) (.594) (.004) (.507)

AUDI .121 .327 -.077 -.032 -.218 .003
(.022) (.335) (.001) (.931)

AUD2 .141 .348 .003 .048 -.060 .088
(.931) (.157) (.075) (.009)

AUD3 .102 .303 .036 .083 .006 -.100
(.287) (.013) (.867) (.003)

AUD4 .102 .303 -.029 -.057 .006 .087
(.388) (.091) (.867) (.009)

AUD5 .143 .350 -.026 .070 -.240 -.016
(.413) (.038) (.001) (.626)

AUD6 .121 .327 -.032 -.087 .160 .118
(.335) (.009) (.001) (.001)

AUD7 .054 .226 -.133 -.079 .407 .202
(.001) (.018) (.001) (.001)

AUD8 .040 .197 .275 .143 .350 .020
(.001) (.001) (.001) (.553)

AUD9 .040 .197 .139 .113 -.121 -.712
(.001) (.001) (.001) (.001)

Notes: See text for definitions of variables.
‘'Correlation coefficients among and between audit firm indicator variables and time periods are 

not presented. Correlations among audit firm indicator variables ranged from -.060 to -.170. 
Correlations between time periods and audit firm indicators were not significantly different from
zero.

l) Parenthetical amount indicates the probability that the correlation is not significantly different 
from 0.000.
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Table 3. Regression Results of Auditor IPO Market Share
Models (1) and (2)

9
CMSN, = f[ X  AUDf , (SANC*TIME1)„ (SANC*TIME2)„

i = 1
(UT*TIME1 )„ (LIT*TIME2),] d)

CMSS, =
9

f[ I  A U D ;,
l = 1

(LIT*TIME1)„

(SANC*TIME1),, (SANC*TIME2)„

•

(LIT*TIME2),] (2)
IPO Sales Volume Market Share

IPO Market Share Model (1) Model (2)

Coefficient Coefficient
Parameter Estimate T-Vaiuê Estimate T-Value■'
Intercept 0.018 2.195** -0.035 -2.362***
AUDI -0.017 -1.440 0.036 1.685
AUD2 0.006 0.520 0.071 3.502****
AUD3 0.018 1.444 0.103 4.530****
AUD4 -0.001 -0.116 0.028 1.246
AUD5 -0.004 -0.370 0.074 3.595****
AUD6 0.002 0.207 0.024 1.127
AUD7 -0.032 -1.881* 0.029 0.949
AUD8 0.150 8.182**** 0.210 6.317****
AUD9 0.079 3.367**** 0.175 4.089****
SANC*TIME1 -0.016 -1.492* -0.041 -2.122**
SANC*TIME2 -0.026 -2.504*** -0.056 -2.286***
LIT*TIME1 0.001 0.129 0.007 1.313
LIT*TIME2 0.003 1.127 0.005 1.043
Adjusted Rz = .111 .072
N = 889
Notes: CMSN and CMSS = changes in market share of IPO firms and sale volume.

AUD1...AUD9 identify the audit firm to which the market share relates.
SANC indicates whether the audit firm was "under sanction" by the SEC.
LIT measures the change in litigation between the year leading up to the sanction and the preced
ing year.
TIME1 and TIME2 indicate the first and second years of the sanction period.

‘’ Significantly different from zero at p-value < .08(*), .05(**), .01 (***), and .001 (****), respec
tively A one-tailed test is used for SANC and LIT related variables (for which hypotheses were 
tested) and two-tailed tests for other variables and the intercept.

after the enforcement action. The observed results are consistent with 
the scenario that the sanction effect is not fully in effect during the first 
year of the “sanction period.” At the same time, the ambiguity in cate
gorizing “control” firm observations (discussed above) may affect the 
observed timing of a sanction effect.
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The coefficient on LIT was positive and statistically insignificant in 
interaction with both time frames (TIME1 and TIME2) in explaining 
both measures of market share. Thus, the null hypothesis (H2) of no 
decline litigation-related decline in market share cannot be rejected. 
This is consistent with the notion that “routine” litigation may not be 
significant enough to produce a detectable market reaction (Palmrose 
1991b). Finally, the volatility of IPO market shares, particularly when 
measured by CMSS, is reflected in statistically significant coefficients 
on several of the audit firm indicator variables.

Discussion and Validation of Results7 

S e n s it iv ity  to  S a n c t io n -A ffe c te d  T im e P e r io d

The regression results are consistent with a decline in market share 
that is present and increasing during the period from one to three years 
after the enforcement action. The actual time period affected is an 
empirical question. The answer likely varies significantly across auditor 
selection decisions. To consider the sensitivity of the reported results to 
the identified time frame, several other one-year periods were evaluated. 
For CMSS, statistically significant market share declines were observed 
in all one-year time frames that began more than one year after the 
enforcement action. For CMSN, statistically significant market share 
declines were not consistently observed in one-year time frames until 18 
months after the sanction. In one-year time frames that began within one 
year of the enforcement action, significant market share declines were 
not observed for either CMSN or CMSS. Thus, the second year (13 to 
24 months) after the sanction represents the earliest observed market 
share decline and this is sensitive to the measure of market share 
employed.

Litigation effects on market share during periods involving a shorter 
time lag also were studied. No litigation effects were observed in these 
periods.

V a lid ity  o f  R eg re ss io n  A n a ly s is  A s su m p tio n s

The effects of multi-collinearity, heteroscedasticity, and correlation of 
residuals on the reported results were considered. The ratio of the larg
est to smallest eigenvalue in the correlation matrix of the independent
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variables (the “condition number”) in each regression model was less 
than 6.0. Thus, significant multi-Collinearity does not appear to be 
present in the models.

Analysis of residuals did not indicate the presence of influential 
outlying observations.8 Also, residual analysis did not indicate that 
residuals (based on their absolute values) are correlated across audit 
firms.

Analysis did indicate that the regression model residuals are not inde
pendent nor homoscedastic across enforcement actions (events). Partic
ularly, residuals related to the first enforcement action are significantly 
greater, and those related to the last enforcement action significantly 
less, than the residuals related to other enforcement actions. Conse
quently, the statistical significance of the reported results (t-values) is 
potentially overstated because the standard error of the estimate is 
understated9 (Bernard 1987).

To evaluate the validity of the reported results two additional tests 
were performed. First, to consider whether the reported results were due 
to the influence of market shares around any one sanction, models (1) 
and (2) were re-developed excluding, one sanction at a time, the market 
share observations related to each sanction. This was necessary 
because: (1) the study spanned a long time period, (2) there is great vari
ation in the number of IPOs over this time period, (3) market shares 
associated with the earlier sanctions were calculated based on a small 
number of IPOs, (4) the residuals are correlated and heteroscedastic, 
and (5) confounding factors such as the mergers creating the Big 6 dur
ing the late 1980s were present at certain times.

The coefficients on SANC*TIME2 and (generally) on SANC*TIME1 
continued to be negative and significant in each of the additional models 
of CMSS.i0 In each of the additional models of CMSN, the coefficients 
on SANC*TIME2 continued to be negative and significant. The coeffi
cients on SANC*TIME1 in the CMSN models generally were not sig
nificant; this coefficient was marginally significant in the original 
model.

Second, to address the potential overstatement of statistical signifi
cance of the coefficients related to SANC due to heteroscedasticity 
and correlated residuals, the following test was performed. Reduced 
regression models of CMSN and CMSS [(3) and (4) below] that 
exclude the variables in Models (1) and (2) related to SANC were 
developed.
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CMSN, = / [  £  AUD;. , (LIT*TIME1),, (LIT*TIME2),] (3)
i = 1 

9
CMSS, = / [  X  AUD( , (LIT*TIME1)(, (LIT*TIME2),] (4)

i = 1

Non-parametric Wilcoxon Rank Sum tests, which do not depend on 
the distributional assumptions that underlie regression analysis, were 
performed on the residuals of these reduced models (which were not 
cross-sectionally correlated across sanctions) (Hollander 1973). Under 
the alternative Hypothesis Hj, the rank sum of reduced-model residuals 
for observations where SANC = 1 will be less than expected. Table 4 
presents the results of the rank sum tests. Results are reported for resid
uals from the reduced models of CMSN and CMSS for TIME1, TIME2, 
and for the two time periods combined.

These tests indicate that for both CMSN and CMSS, SANC is statis
tically significant in distinguishing among residuals from the reduce 
model in TIME2 and when the two time periods are combined. SANC is 
also statistically significant in TIME1 with respect to CMSS. Thus, the 
non-parametric tests are consistent with the regression results that 
SANC is significant in TIME2 and the significance of SANC in TIME1 
is sensitive to the market share metric.11

O m itte d  V ariab les

Incumbency and the strength of the audit firm in the audit markets of 
the client’s industry and geographic area are variables that are likely to 
contribute to explanatory power of models of IPO auditor market share. 
Ad hoc observations suggest that these factors impact auditor selection 
decisions. This study is limited by the omission of data pertaining to 
these variables. Prior research suggests that sanctions vary as to severity 
(Moreland 1995). Tests of the effect of sanction severity were per
formed (results not reported). Severity was categorized dichotomously 
based on descriptions of the reported audit problems and the enforce
ment action reported in the AAER or ASR. Severity was classified as 
“low” if the audit firm received only public criticism and a censure from 
the SEC. The Andersen-1981, Touche-1983, and Coopers-1984 actions 
fell into this category. Severity was classified as “high” if additional 
penalties were imposed (see Table 1). The results of this test did not

9
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Table 4. Non-parametric Analysis of Residuals from Reduced
Models (3) and (4)

9
CMSN, = f[ X  AUD(., (LIT*TIME1)„ (UT*TIME2)l]a (3)

i = 1 

9
CMSS, = f| X  AUD-, (LIT*TIME1 )„ (UT*TIME2)(]a (4)

i = 1

IPO Market Share (Model 3)
IPO Sales Volume Market Share

(Model 4)

SANC = 0 SANC = 7 SANC = 0 SANC = 7
TIME1:

Observations 242 108 242 108
Rank Sum 43,111 18,315 44,224 17,201
Expected (H0 ) 
Z-Valueb

42,471 18,954
-0.730

42,471 18,954
-2.004*

TIME2:
Observations 419 120 419 120
Rank Sum 115,886 29,644 117,084 28,446
Expected (H0 ) 
Z-Valueb

113,130 32,400 
-1.832*

113,130 32,400
-2.628**

COMBINED TIME1 
and TIME2:

Observations 661 228 661 228
Rank Sum 300,491 95,114 305,315 90,290
Expected (H0 ) 
Z-Valueb

294,145 101,460 
-1.898*

294,145 101,460
-3.341***

Notes: aSee text for descriptions of variables.
^Significantly less than zero atp-value < .05(*), .01(**), and .001 (***), respectively.

indicate that increased sanction severity is associated with greater 
declines in market share.12

CONCLUSIONS AND DISCUSSION
As noted by Blair and Kaserman (1980), the inability of users to fully 
evaluate quality creates a need for external regulation. In the market for 
IPO audit services, the results of this study suggest that managers of 
IPO firms use enforcement action reports by the SEC in formulating 
auditor quality assessments. This, in turn, affects auditor selection deci
sions. The observed impact of an approximate 2 to 5% percentage point 
decline in market share is statistically significant and fairly consistent 
over the enforcement actions from 1978 to 1991. It was also observed



94 KEITH A. MORELAND

that there is a time lag of at least one year before the effects of the sanc
tion are manifested in market share. This is consistent with the relatively 
long auditor-selection time frames observed in prior research. Evidence 
of the presence of a market share effect for up to three years was 
observed. Although a univariate association (correlation) between liti
gation and auditor market share was observed, litigation did not impact 
auditor market share in the regression models.

These results were observed in empirical models of changes in auditor 
IPO market share regressed against the sanction effect, changes in the 
level of litigation against the audit firm, and audit firm indicator vari
ables. The regression results were supplemented and supported by non- 
parametric tests. These non-parametric tests were necessary because 
analysis indicated that the homoscedasticity and uncorrelated-residual 
assumptions that underlie inferences drawn from least squares regres
sion were not entirely appropriate.

One limitation of this study was identification of the period where 
market share was expected to be affected by the SEC criticism. The lag 
of one to two years between enforcement action and observed market 
share effect generally supports the time frame suggested by prior 
research (Wilson and Grimlund 1990 and Davis and Simon 1992). 
However, it must be noted that auditor selection time periods are vari
able and as a result subject to measurement error. Further, because some 
control firm market share observations related to two or more sanctions, 
there is ambiguity in the observed time lag of sanction effects. Finally, 
the significance of the market share decline early in the sanction period 
is sensitive to the measure of market share employed.

Difficulty in distinguishing between observed sanction effects and lit
igation effects should be considered when drawing conclusions from 
this study. Generally, the observed sanction effects are consistent with 
the scenario that enforcement actions are a stronger auditor quality sig
nal than litigation occurrences. Nonetheless, the existence of a misiden- 
tified litigation effect cannot be completely ruled out, especially given 
the correlation between LIT and both CMSN and CMSS.

The explanatory power of the empirical models is limited by the omis
sion of variables measuring incumbency of the auditor, and auditor 
strength in the client’s industry and location. Future research on auditor 
selection and market share could incorporate these variables.

The observed decline in IPO market share of sanctioned auditors is 
consistent with the assertion that reports of enforcement actions against
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auditors impact assessments of auditor quality (Burton 1975). The 
results suggest that market participants (managers and underwriters) 
use information generated by the regulatory process to assess the quality 
of audit service providers. These results may be useful to regulators and 
auditors who are concerned with the impact that disciplinary actions 
have in the market for audit services.

APPENDIX:

Summary of 1991 Enforcement Release Against Ernst & Young
(AAER 301, June 13, 1991)

Summary: The Release announced that the SEC sought a permanent 
injunction in United States District Court for the District of Columbia 
against Ernst & Young (EY)and charged that EY and a predecessor firm, 
Arthur Young & Co., were not independent with respect to two audit cli
ents. The alleged lack of independence relates to membership by over 
50 of the firm’s partners in a real estate partnership that received loans 
from an audit client in the banking industry and leased space to another 
audit client, and because the audit firm maintained non-interest bearing 
accounts with the banking client. This matter had been referred to the 
SEC by the Federal Deposit Insurance Corporation.

Note: This AAER differed from most other AAERs in that it 
announced an alleged violation of SEC rules and regulations, the Amer
ican Institute of Certified Public Accountants Code of Professional Con
duct, and generally accepted auditing standards for which the SEC had 
not completed its investigations. Typically, an AAER announces SEC 
findings after completion of its investigation (Moreland 1995). This 
matter was concluded in 1995 (AAER 655 issued on March 15) when 
EY consented to the entry of a “Final Order” by the Court where EY 
agreed to undertake to comply with the standards of the SEC and audit
ing profession regarding the independence of auditors.
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NOTES

1. The term “Big 6” is used in this study. Mergers among the eight largest audit 
firms (the Big 8) during the late 1980s, near the end of the time period studied, reduced 
this group to the Big 6.

2. Feroz et al. (1991) and Campbell and Parker (1992) provide thorough summa
ries of the SEC enforcement process. Moreland (1995) summarizes the reported audit 
weaknesses for the enforcement actions from 1978 to 1990 listed in Table 1 that are 
included in this study.

3. Another possibility is that the SEC criticism may be viewed as an aberration and 
discounted.

4. There are two exceptions to these time frames. First, auditor market share data 
prior to June 1977 was not available. Consequently, the “preceding period” for the 1978 
Price Waterhouse, Haskins & Sells, and Ernst & Ernst sanctions begin, 6, 7, and 11 
months prior to the sanction, respectively. This caused the number of IPOs and months 
from which the average “base” (preceding) market shares were calculated for these 
sanctions to be reduced. Second, the 1990 and 1991 enforcement actions against Ernst 
& Young were combined because of their chronological proximity. As a result, the “pre
ceding period” began 12 months before and ended 12 months after the 1990 action. The 
“sanction effect” was investigated in the period that began 13 months after the 1990 
sanction and ended 36 months after the 1991 sanction (48 months after the 1990 sanc
tion). This caused the number of IPOs and months from which market share changed 
were calculated to be increased.

5. Data regarding litigation (LIT) are available from the author upon request.
6. This “multiple sanction” efffect refers to the scenario where audit report users 

focus to a greater extent on SEC criticisms of auditors because several enforcement 
actions, rather than only one, occurred in a relatively short time period. Examination of 
this issue is beyond the scope of this study.

7. The results referred to in the Dicussion and Validation of Results section are 
available from the author upon request.

8. A priori, no monthly change observation was considered to be an outlier. The 
largest “Cook’s D” statistic, which represents a composite measure of influence on the 
vector of coefficients for a given observation, was less than .20. This is not significant by 
traditional benchmarks (Belsley 1980).

9. The coefficient estimates are unbiased (Maddala 1977, 259-283).
10. The coefficient on (SANC*TIME1) was always negative and significant in all 

but one case.
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11. As expected, the significance levels for the non-parametric tests generally are 
lower.

12. In assessing sanction severity the objectivity of the report in the AAER or ASR 
should be considered. The descriptions are relatively detailed and generally were not 
disputed by the criticized auditor. However, Palmrose (1991b) cites an unpublished 
working paper by Loebbecke and Willinghan (1988) that describes the reports in 
AAERs and ASRs as biased against the criticized auditor.
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THE EFFECTS OF FINANCIAL 
REPORTING DISPUTES WITH THE SEC 
ON THE INFORMATIVENESS OF 
EARNINGS

Obeua S. Persons

ABSTRACT

This study provides evidence concerning the impact of regulatory 
enforcement actions on the return/eamings relationship. In particular, it 
examines the effect of financial reporting disputes with the SEC on the 
perceived informativeness of earnings. Financial-reporting-dispute firms 
are defined as those that were investigated by the SEC for possible viola
tions related to accounting practices and these investigations were 
reported in the Wall S t r e e t  J o u r n a l .  Because reporting disputes are likely 
to increase the perceived uncertainty or noise in present and future earn
ings, this study hypothesizes that market and analyst reactions to earn
ings following dispute disclosures will be less pronounced than those
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before the disclosures. An earnings response coefficient model (a return 
model) and an analyst earnings revision model are used to test this 
hypothesis. This study controls for information environment, manage
ment change, growth/persistence, systematic risk and risk-free interest 
rate. Results, which are robust against several diagnostic tests including 
the use of matched nondispute firms, strongly support the hypothesis. 
The evidence here suggests that a regulatory enforcement action, such as 
the SEC’s financial reporting investigation, is an important mechanism in 
maintaining public confidence in the reported earnings numbers.

INTRODUCTION
An important role of the earnings number is to communicate to inves
tors a firm’s future prospects. Findings of many studies since Ball and 
Brown (1968) about the positive association between stock returns and 
unexpected earnings support the contention that accounting earnings 
reflect value-relevant information. Recently, retum/eamings research 
has progressed into a new research arena, the earnings response coeffi
cient (ERC). The ERC is defined as the effect of a dollar of unexpected 
earnings on stock returns, and is typically measured as a slope coeffi
cient in a regression of abnormal returns on unexpected earnings.

Recent ERC studies have focused on the ERC determinants. Kor- 
mendi and Lipe (1987) document a positive relation between the ERC 
and earnings persistence (defined as the magnitude of revision in future 
earnings resulting from unexpected earnings). Easton and Zmijewski 
(1989), and Collins and Kothari (1989) found that, in addition to earn
ings persistence, the ERC varies inversely with systematic risk of a firm. 
Collins and Kothari (1989) also found that the ERC is increasing in 
growth opportunities and decreasing in risk-free interest rates. Several 
researchers (e.g., Lang and McNichols (1990), Imhoff and Lobo (1992), 
Teoh and Wong (1993)) have also begun to examine factors which affect 
the informativeness (quality) of the reported earnings number. None of 
these studies, however, investigate the impact of accounting regulatory 
actions on earnings informativeness.

This study responds to the public’s concerns over increasing numbers 
of fraudulent financial reporting cases by examining the effect of finan
cial reporting disputes with the Securities and Exchange Commission 
(SEC) on the informativeness of earnings.1 The study defines financial- 
reporting-dispute firms as those that were investigated by the SEC for 
possible violations related to accounting practices, and the investiga
tions were reported in the Wall Street Journal. This study has two major
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contributions. First, the study adds to our understanding about a return/ 
earnings relationship by identifying another specific factor affecting the 
relationship. Second, from a regulatory perspective, this study provides 
additional evidence on the influence of enforcement actions by a regu- 
latory body, the SEC, in the financial reporting environment.'"

Prior studies (Ohlson 1983; Collins and DeAngelo 1990) provide 
supporting evidence that the perceived informativeness of earnings may 
be measured in two ways: an earnings response coefficient (ERC) and 
an analyst revision coefficient. The ERC is estimated by the return 
model (regressing unexpected returns on unexpected earnings). The 
ERC is assumed to be positively related to the extent to which the cur
rent period's unexpected earnings lead to market revisions in future 
periods’ dividends and earnings (Garman and Ohlson 1980; Ohlson 
1983). The analyst revision coefficient is estimated by regressing ana
lysts’ earnings forecast revisions on unexpected earnings. The revision 
coefficient is assumed to be positively related to the extent to which the 
current unexpected earnings lead analysts to revise their forecasts of 
future earnings (Collins and DeAngelo 1990).

Holthausen and Verrecchia (1988) and Choi and Salamon (1989) 
demonstrate that the ERC is inversely related to the market’s expecta
tion about the amount of uncertainty or noise in a firm’s present and 
future earnings numbers. A disclosure of a financial reporting dispute 
with the SEC has the potential to negatively affect the market’s and the 
analysts’ expectations of future earnings because the dispute disclosure 
serves as a negative signal concerning the integrity and credibility of the 
firm’s management. Consequently, the market and the analysts are 
likely to perceive the earnings number generated by the firm as having 
more noise or uncertainty than expected, and is less informative in pre
dicting future earnings than previously assumed.

This study, therefore, hypothesizes a decrease in the informativeness 
of dispute firms’ earnings following the first disclosure of reporting dis
putes, that is, a smaller earnings response coefficient and a smaller revi
sion coefficient subsequent to the first dispute disclosure. Regression 
results, which control for information environment, management 
change, growth/persistence, systematic risk, and risk-free interest rate, 
strongly support the hypothesis. Several diagnostic tests including the 
use of matched nondispute firms further support the hypothesis.

The rest of this paper is organized as follows. The next section 
describes selection of the sample and data collection. Test methods 
which describe the models for testing the impact of reporting disputes
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on the ERC and the analyst revision coefficient are presented in the third 
section. Results of hypothesis testing and diagnostic tests are in the 
fourth section. Conclusions are stated in the fifth section.

SAMPLE SELECTION

A sample of firms that experienced reporting disputes is obtained from 
the Index to the Wall Street Journal (WSJ) under the topics of “Securi
ties and Exchange Commission” from 1973 through 1993. This study 
uses the WSJ to identify reporting dispute firms because an examination 
of the SEC’s annual reports reveals that not every reporting dispute is 
included in the Accounting and Auditing Enforcement Releases 
(AAER).4 Several reporting disputes are disclosed in the Litigation 
Releases (LR) and not in the AAER.5 Therefore, using the AAER to 
locate reporting disputes can understate the size of the population. 
Another reason for using the WSJ is that investors and analysts are first 
aware of a reporting dispute through the news release which precedes 
the LR and the AAER.6 Although not all disputes are disclosed in the 
WSJ, those that are not covered are less likely to receive investors’ 
attention.7 In order to test the effects of reporting disputes on the infor
mativeness of earnings, it is crucial to focus on those disputes that 
receive significant attention from investors.

Pincus, Holder, and Mock (1988) report that the SEC’s accounting 
enforcement actions are triggered from several sources including: (1) 
reviews of financial reports; (2) financial press, public complaints and 
referrals from other law enforcement agencies; and (3) the market sur
veillance programs of the New York and the American Stock Exchanges 
and the National Association of Securities Dealers. These enforcement 
actions may involve an informal investigation or a formal investigation. 
During an informal investigation, the SEC invites individuals with rele
vant information to cooperate by providing testimony and documents. 
The SEC does not need to notify its target in such an investigation. If an 
outcome of the informal investigation warrants further scrutiny, the SEC 
will issue a formal order for a private investigation which grants sub
poena power to compel testimony and the production of documents. The 
agency is required to formally notify a firm that it has been a target of 
the SEC investigation. This private investigation can become public 
knowledge because the formal investigation is considered as material 
information and the securities laws require the target firm to publicly 
disclose the investigation.
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According to the WSJ Index, there are 205 firms which experienced 
reporting disputes with the SEC. The WSJ articles for these 205 firms 
are read to ensure that only firms that experienced financial reporting 
(accounting) disputes are included in the sample. This procedure 
excludes nine firms which made misleading nonaccounting statements 
related to their securities offering.8 For the remaining 196 firms, the cor
porate index to the WSJ is searched for the first disclosure of the dispute 
subject matter. The subject matter of a dispute may first appear in the 
SEC investigation announcement, a firm’s internal investigation 
announcement, a stockholder lawsuit, an auditor qualification, etc. This 
first disclosure is used to determine a pre-reporting dispute period and a 
post-reporting dispute period. The pre-reporting dispute period spans up 
to five years before the first disclosure. The post-reporting dispute 
period covers one year after the first disclosure.

Sample size and selection criteria for testing the earnings response 
coefficient (ERC) are presented in tabular format below.

Firms experiencing accounting disputes 196
Less: Firms with missing CRSP stock return data (86)

Firms with insufficient number of “clean” unexpected 
earnings during the pre- and post-dispute periods (27) 

Final sample for the ERC test 83

“Clean” unexpected earnings are those without potential confounding 
events during three days before and three days after the announcement. 
The confounding events include dividends increase/decrease, stock 
splits, takeover announcements and other events with possible pricing 
implications. To maximize the sample size, insufficient number is 
defined as less than six clean unexpected earnings during the pre-dis
pute period and less than two clean unexpected earnings during the post
dispute period.

Sample size and selection criteria for testing the analyst revision 
coefficient are presented in tabular format below.

Firms experiencing accounting disputes 196
Less: Firms with insufficient number of Value Line (VL)

forecast errors and VL forecast revisions during the 
pre- and post-dispute periods (142)

Final sample for the analyst revision test 54
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To maximize the sample size, insufficient number is defined as less 
than six VL forecast errors and forecast revisions during the pre-dispute 
period and less than two during the post-dispute period. Except for two 
firms, all analyst-revision-test firms are part of the 83 ERC-test firms. 
As a result, the final sample is comprised of 85 firms. Thirty-two out of 
85 firms do not have related AAERs. Among these 32 no-AAER firms, 
16 were charged by the SEC for violations of generally accepted 
accounting principles.9 The other 16 firms were investigated by the SEC 
but were not charged.10 These later 16 firms are included in the sample 
to prevent any hindsight bias because, at the time of the first reporting 
dispute disclosure, investors and analysts do not know which firms will 
later be charged by the SEC.

Among these 85 firms, 62 are exchange-listed firms and 23 are OTC 
firms. Firm size (market value of common stock) ranges from $1.72 mil
lion to $844.37 million, with the median value of $140.26 million. The 
sample includes 25 industries based on two digit SIC code, with the 
largest clusters of 17 firms in financial services industries (SIC 60-67) 
and 16 firms in electronics industries (SIC 35 and 36). The sample spans 
22 years from 1971-1992, 35 out of 85 firms are from 1982-1985. The 
average number of unexpected earnings and analyst forecast errors/revi- 
sions for the sample is 14 for the pre-dispute period and four for the 
post-dispute period. There are a total of 1,494 unexpected earnings for 
the ERC test and 979 analyst forecast errors/revisions for the analyst 
revision test.

Among the first dispute disclosures of these 85 firms, the leading 
source of the disclosures is an announcement of the SEC investigation 
(60 firms or 70.6%).’1 The other sources of the first dispute disclosures 
are firm’s internal investigations (8 firms or 9.4%), shareholder lawsuits 
(7 firms or 8.2%), auditor qualification/resignation (5 firms or 5.9%), 
other government agencies’ investigations (4 firms or 4.7%), and WSJ 
rumor (1 firm or 1.2%).

Data in Table 1 shows that 49% of sample firms overstated revenues 
due mostly to premature revenue recognition. Another 51% of the sam
ple understated expenses due mostly to failure to writedown inventory or 
insufficient reserve for uncollectible receivables. Table 1 also shows that 
most cases of the alleged reporting violations (46 cases or 45%) involve 
overstatement of receivables. Another 20 disputes or 20% involve over
statement of inventory. These results parallel those in Feroz et al. (1991). 
Two accounts with the highest average amount of misstatements are
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Table 7. Accounts Misstated Among Final Sample Firms Experiencing 
Accounting Disputes and the Average Misstated Amount in Millions

Accounts Misstated Number % of N (= 85) Amount ($)

Revenues 44 49% 23.16
Expenses 45 51% 78.57

Total 99a 100%

Receivables 46 45% 57.74
Inventories 20 20% 29.27
Liabilities 10 10% 53.57
Investments 9 9% 37.62
Long-term assets 6 6% 12.62
Marketable securities 2 2% 24.20
Miscellaneous assets 8 8% 39.33

Total i o r 1 100%
Note: aThe total number of accounts misstated exceeds the number of firms because some reporting dis

putes affect more than one income statement and balance sheet account.

expense account (an average of $78.57 million understatement) and 
receivable account (an average of $57.74 million overstatement).

TEST METHODS
This study measures the perceived informativeness of earnings by two 
proxies: (a) the earnings response coefficient (ERC test based on the 
return model), and (b) the analyst revision coefficient (analyst revision 
test).

Estimation of the ERC requires the use of unexpected earnings (earn
ings forecast error, FE) and cumulative abnormal returns (CAR). FE is 
computed as actual earnings per share before extraordinary items (EPS) 
minus expected earnings per share. FE is scaled by the stock price two 
days before the quarterly earnings announcement date.12 This study 
measures expected earnings based on the seasonal random walk model 
for quarterly earnings because the evidence in Bernard and Thomas 
(1990) supports the use of this model.13 An abnormal return is defined 
as the difference between the daily return for each stock and the return 
on a portfolio comprised of similar beta risk stocks. Beta values are com
puted using the techniques described in Scholes and Williams (1977). 
The abnormal returns are cumulated over two days, CAR(-1,0), the day 
before and the day of the quarterly earnings announcements.

Estimation of the analyst revision coefficient requires the use of earn
ings forecast errors (FE) and quarter-to-quarter revisions (REV) in ana
lysts’ earnings forecasts. FE for this estimation is computed as actual
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EPS minus the Value Line (VL) earnings forecast. FE is scaled by the 
stock price two days before the quarterly earnings announcement date. 
REV for quarter q is computed as the VL earnings forecast for quarter 
q+1, made after quarter-^ earnings announcement, minus the VL earn
ings forecast for quarter q+1, made before quarter-q earnings announce
ment. REV is also scaled by stock price two days before the earnings 
announcement for quarter q.14

In order to test the hypothesis that dispute firms’ earnings informa
tiveness is decreased following the first disclosure of reporting disputes, 
six variables suggested by earlier studies as ERC determinants are con
trolled. These variables are included as independent variables in the 
return model and the analyst revision model. These six variables are sys
tematic risk, risk-free interest rate, growth, earnings persistence, man
agement change, and information environment (firm size).

Systematic Risk and Risk-Free Interest Rate. In the capital asset 
pricing model framework, stock price is assumed to be the present value 
of expected future dividends. The higher the systematic risk and risk
free interest rate, the smaller the present value of a given increase in 
expected future dividends caused by unexpected earnings. Therefore, a 
negative association is expected between ERC and the systematic risk 
and the risk-free interest rate. This negative association is supported by 
Collins and Kothari (1989). This study uses beta (market model slope 
coefficient) as a proxy for the systematic risk and uses yields of long
term U.S. Government bonds reported in Coleman et al. (1993) as a 
proxy for the risk-free interest rate.

Growth and Earnings Persistence. Collins and Kothari (1989) also 
argue that: (1) the future earnings and dividend streams will be larger in 
the presence of higher growth opportunities, and (2) higher earnings 
persistence (i.e., current period’s unexpected earnings persist in the 
future and affect future earnings expectations) will lead to a greater revi
sion in dividend expectations. The ERC is, therefore, expected to be a 
positive function of growth and earnings persistence. Collins and 
Kothari’s results support their arguments. Similar to Collins and 
Kothari, this study uses the ratio of market to book value of equity to 
proxy for growth and earnings persistence.15

Management Change. Prior studies (Moore 1973; DeAngelo 1988) 
find that new management has a tendency to take an earnings “bath,” 
that is, using discretionary accounting decisions to reduce earnings in 
the first year and blame it all on old management. As a result, much
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higher earnings is reported in a later year when the new management 
takes credit. Sample firms of this study have relatively high incidents of 
management changes, that is, 36 out of 85 sample firms changed man
agement during the study period, 23 of which occurred during one year 
after the first reporting-dispute disclosure.16 The earnings bath has a 
potential dampening effect on the informativeness of earnings because 
it is a transitory element of earnings. Hence, a negative relation is 
expected between ERC and management change.

Information Environment (Firm Size). Atiase (1985) argues that 
the amount of predisclosure information production and dissemination 
is an increasing function of firm size. This difference in information 
environment between large versus small firms could contribute to differ
ential market and analyst reactions, that is, larger firms are likely to have 
less market and analyst reactions than smaller firms. A negative relation 
is, therefore, expected between ERC and the information environment 
proxied by firm size (the natural log of market value of common stock).

Model Estimation

Both return model and analyst revision model are estimated as pooled 
cross-sectional regressions using the ordinary least-squares method. 
Both models and the definition of their variables are presented in Table 2.

Return Model

CAR(-1,0);<? = a x + b  \ ( F E  icJ  P  it_ 2) + b 2( D U M \ * F E u/ P it_2 )

+ b f L N S I Z E f  F E iq/ P it_ 2) + b 4( M G T * F E ~ / P lt_2 )
+ b 5( M B * F E iq/ P il_2) + b 6( B E T A *  F E iq/ P it_2)

+ b 2( R F l N T *  F E iq/P  „_2) + u iq

Analyst Revision Model

R E V  (q + \ )  iq! P  ,,_2 = a ,+  b  X( F E  lcj  P  u_2) + b 2( D V M l * F E iq/ P it_2)

+ b3(LN S I Z E f  F E iq/ P it_ 2 ) + b 4( M G T * F E iq/ P it_ 2)
+ i>5 (M B * F E iq/ P jt_ 2) + b 6( B E T A * F E iq/ P it_ 2)

+ b - j iR F lN T *  F E iq/ P it_ 2) + u iq

In the return model, coefficient b\ is the “normal” earnings response 
coefficient (market reaction to earnings in the absence of reporting dis
pute) whereas in the analyst revision model, b\ is the “normal” forecast 
revision coefficient (analyst reaction to earnings in the absence of
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Table 2. Retu rn  M o d e l and  A n a ly st R ev is ion  M o d e l

Return Model

CAR(-1,0)/q = a ,+  b-\{FEiq/Pit_2) + b2(DUM1 *FF/q/P,(_2) + b3(LNSIZE,*FF/q/P,t_2)
+ b4(MCT*FF,q/P,f_2) + b5(MB*FF,q/P/f_2) + b6(BETA*FF/q/P/t_2)
+ b7(RFINT*FF,q/P,(_2) + uiq

Analyst Revision Model

REV(g + 1 );q/P/(_2 -  a ,+  b,(FEiq/Plt_2) + b2(DUM1 *FF,q/P,f_2) + b3(LNSIZE,*FF,q/P,(_2)
+ b4(MGT*FF/q/P,f_2) + b5(MB*FF/q/P/f_2) + b6(BETA*FF,q/P,f_2)
+ b7(RFINT*FF,q/P/f_2) + u(q

where:

CAR(-1,0);q 

REV(g + 1 ),q

FEiq
Pit-2
DUM1

LNSIZE,
MGT

MB
BETA
RFINT

Cumulative abnormal returns over the two days around earnings announce
ment of firm / for quarter q, where day 0 is an earning announcement date. 
Revision in the Value Line earnings forecast of firm / for quarter q + 1 following 
the earnings announcement of quarter q.
Earnings forecast error of firm / for quarter q.
Stock price two days before an earning announcement of firm /.
1 if an earnings announcement occurs during one year after a reporting-dis
pute disclosure, and 0 if the announcement occurs before the dispute disclo
sure.
Natural log of the market value of common stock of firm /.
A dummy variable that takes on the value of 1 if an earnings announcement 
occurs during one year after management change, and 0 otherwise.
Market to book value of common equity (growth and persistence).
Market model systematic risk.
Long-term U.S. Government bond yield (risk-free interest rate).
An error term.

reporting dispute). This coefficient is expected to be positive. Coeffi
cient b2 in the return model represents differential market reaction to 
earnings announcements during one year after a reporting-dispute dis
closure. This same coefficient in the analyst revision model measures 
differential analyst reaction to earnings announcements during the same 
period. The hypothesis of decreased earnings informativeness following 
reporting dispute will be supported if b2 is significantly negative. The 
coefficients, b3 (the information environment/size effect), b4 (the man
agement change effect), b6 (the systematic-risk effect), and &7 (the risk
free interest rate effect), are expected to be negative. The coefficient b$ 
(the growth/persistence effect) is expected to be positive. This study 
uses interaction terms between the control variables and earnings fore
cast error to avoid the assumption that ERCs are cross-sectionally con
stant. As discussed earlier, these control variables determine ERC and 
they vary across firms. Collins and Kothari (1989) also use interaction 
terms to circumvent this problem.
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The return model and the analyst revision model are estimated over 
the full sample and over a reduced sample excluding extreme outliers 
(FE and REV) that are attributable to special, nonrecurring items such
as asset write-offs and losses/gains from discontinued operations or cor-1 *1
porate restructuring. An exclusion of these extreme outliers is consis
tent with the evidence in Elliott and Shaw (1988), and Hoskin, Hughes, 
and Ricks (1986) that the market will discount these transitory shocks to 
earnings which are known to investors prior to or at the time of the earn
ings announcement. Including such observations may bias our estimate 
of the “normal” earnings response coefficient downward. Large special 
adjustments can also distort the “normal” relation between revisions in 
analysts’ earnings forecasts and the current quarter’s earnings surprise. 
Distortions in estimated analyst revision coefficients can result if previ
ously announced special adjustments are incorporated in analyst fore
cast revisions (REV) but not in the previous quarter’s actual EPS (hence, 
the FE). Similarly, bias can be introduced in the estimated revision coef
ficients if the current FEs reflect transitory special adjustments that are 
not expected to influence future earnings.

This study identifies extreme FEs based on these two criteria: (a) 
IFEsI > 1, and (b) the WSJ earnings announcement mentions special 
adjustments or non-recurring items of unknown magnitude. If the WSJ 
indicates the magnitude of special items, FEs are adjusted for these 
items. These adjusted FEs are not considered as extreme. In all, there are 
48 extreme FEs, 42 of which are negative. This relatively large propor
tion of negative extreme FEs implies poor performance of dispute firms 
which, in turn, suggests that these firms may have used unacceptable 
accounting practices to disguise their poor performance.18

Extreme REVs are identified by these two criteria: (a) IREVsl > 1 and 
(b) the VL reports mention impending asset write-offs, corporate 
restructurings and/or discontinued operations as the reason for the fore
cast revision.19 In all, there are 17 extreme REVs. Consistent with 
extreme FEs, the vast majority of extreme REVs are negative (13 out of 
17). This suggests that analysts expect lower future earnings (poor per
formance), therefore they use the special nonrecurring items to revise 
downward their earnings forecasts for the subsequent quarter.

RESULTS
This section is divided into two parts. Part one, Main Results, presents 
summary statistics and the estimated return model and analyst revision
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model. Part two, Additional Tests, describes additional tests for check
ing the robustness of the results.

Main Results

Table 3 shows summary statistics for the full sample of reporting-dis
pute firms. The table includes statistics for both the pre-dispute and the 
post-dispute periods for the following variables: two-day abnormal 
return (CAR(-1,0)), scaled forecast error (FE/P), absolute value of 
scaled forecast error (IFE/PI), scaled forecast revision (REV/P), abso
lute value of scaled forecast revision (IREV/PI), return on equity (ROE), 
end-of-quarter price (PRICE), firm size (LNSIZE), market to book ratio 
(MB), systematic risk (BETA), risk-free interest rate (RFINT), CACL, 
TATL and Z-score.20

A comparison (two-sample Mest) between the pre-dispute and post-
9 1dispute periods suggests the following significant results.

1. Greater variability of forecast errors (IFE/PI) and forecast revi
sions (IREV/PI) in the post-dispute period. These results suggest that 
there is more uncertainty in predicting future earnings after reporting- 
dispute disclosures.

2. Smaller ROE in the post-dispute period. This indicates poorer 
profitability which may be attributable to an earnings bath by new man
agers.

3. Smaller end-of-quarter stock price and firm size in the post-dis
pute period. This may be interpreted as a negative market response to a 
revelation that a firm’s financial condition is poorer than expected. 
Another plausible explanation is that the market may anticipate class- 
action lawsuits which typically follow the dispute disclosure and can
adversely affect a firm’s future cash flows.

4. Smaller market to book ratio in the post-dispute period. This 
implies that reporting-dispute disclosure reduces a firm’s growth oppor
tunities possibly due to its decreasing ability to raise needed capital as
evidenced by a significant decline in stock price.

5. Smaller liquidity (CACL), higher debt level (TLTA) and smaller 
overall financial condition (Z-score) in the post-dispute period. These 
results suggest that firms’ financial conditions are poorer after the 
reporting dispute disclosure.
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Table 4 presents test results for differential market reaction to earn
ings surprises (ERC-retum model) during the pre-reporting dispute 
period relative to the post-reporting dispute period, both before and after 
deletion of extreme forecast errors (FEs). For both sample groups, b j 
(“normal” ERC) is significantly positive at < .005 level and b2 (differ
ential market reaction to earnings announcements during one year after 
the dispute disclosure) is significantly negative at < .01 level. Both b j 
and b2 are larger and more statistically significant after deletion of 
extreme FEs. Adjusted R2 and F-value for the model are also more than 
double after the deletion. These findings support the earlier contention 
that special nonrecurring items are transitory elements which contribute 
to lower ERCs. Since the market is likely to place a higher value on the 
permanent component of earnings (Beaver et al. 1980), the isolation of 
this component from the transitory one results in a significant improve
ment in earnings and return relation. The control variables b2 (the infor
mation environment effect) is significantly negative as expected after 
deletion of extreme FEs. This confirms the finding of Atiase (1985) that 
larger firms have less market/analyst reactions to their earning 
announcements than smaller firms. Another significantly negative con
trol variable is b4 (the management change effect). This confirms the 
earnings bath among new managers. All other control variables: the 
growth/persistence effect, the systematic-risk effect and the risk-free 
interest rate effect, are not statistically significant.

Table 5 presents test results for differential analyst reaction to earn
ings surprises during the pre-reporting dispute period relative to the 
post-reporting dispute period, both before and after deletion of extreme 
REVs and FEs. For both sample groups, b j (“normal” revision coeffi
cient) is significantly positive at < 0.0001 level, and b2 (differential ana
lyst reaction to earnings announcements during one year after the 
dispute disclosure) is significantly negative at < 0.0001 level. These 
results suggest that analysts make less extensive revisions in their fore
casts of future earnings during one year after the dispute disclosure.

9Similar to ERC results, b\, b2, adjusted R~ and F-value are larger and 
more significant after deletion of extreme REVs and FEs. All control 
variables are statistically significant in the expected directions for both 
sample groups.

In sum, the ERC and the analyst revision coefficient results strongly 
support the hypothesis, that is, the market and the analysts perceive 
earnings after the reporting dispute to be less informative than before
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Table 4. Regression Results for Differential Earnings Response 
Coefficients (Return Model) for Pre-Reporting Dispute

versus Post-Reporting Dispute Periods

CAR(-1,0))q = a, + bi(FEiq/Pit.2) + b2(DUM1 *FEiq/Pit_2)
+ b3(LNSIZE, *FE(q/P,(_2) + b4(MGT*FEiq/Plt_2)
+ b5(MB*FEiq/Plt_2) + b6(BETA*FEiq/Plt_2)
+ b7(RF\NT*FEiq/Plt_2) + uiqa

C o e f f i c ie n t s P r e d ic t e d  Sign

B e fo r e  D e le t io n  o f  
E x t re m e  FEsb 
(N  =  1 4 9 4 )

A f t e r  D e le t io n  o f  E x t re m e

FEs

(N  = 1 4 4 6 )

ai ?
• 0.0010 0.0011

(t-value) (0.577) (0.665)

b ^ + 0.9121 1.3341
(t-value) (2.772)*** (5.280)****

b 2 — -0.0836 -0.0954
(t-value) (-2.462)** (-2.709)***

b 3 — -0.0080 -0.0628
(t-value) (-1.564) (-5.784)****

b 4 — 0.0108 -0.1163
(t-value) (0.5234) (-3.223)***

b 5 + 0.0313 0.0178
(t-value) (2.607) (1.119)

b 6 — 0.0303 0.0358
(t-value) (1.515) (1.544)

b 7 — -0.0060 -0.0170
(t-value) (-1.377) (-1.588)

R 2 0.0294 0.0665
Adjusted R2 0.0248 0.0619

f-value 6.4972**** 14.6342****
Notes: aCAR = two-day cumulative abnormal return around an earnings announcement.

FE = earnings forecast error.
P = stock price two days before an earnings announcement.
DUM1 = 1 for earnings announcements during one year after a dispute disclosure and 0

otherwise.
LNSIZE = natural log of the market value of a firm's common stock.
MCT = 1 for earnings announcements during one year after a management change and 0

otherwise.
MB = Market to book value of common equity.
BETA = Market model systematic risk.
RFINT = Long-term government bond yield.

bExtreme FEs = | FEs | > $1.00 and the earnings announcement mentions special adjustments 
or one-time occurrences of unknown magnitude.

"  Significant at < 0.01 level, one-tailed test.
" ’ Significant at < 0.005 level, one-tailed test.

""S ig n ifican t at < 0.0001 level, one-tailed test.
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Table 5. Regression Results for Differential Revision Coeffcients 
for Pre-Reporting Dispute versus Post-Reporting Dispute Periods

REV(q + 1 )iq/Pjt_2 = a ,+  b^FE,q/Plt_}) + b2(DUM1 *FEiq/Pit_2)
+ b3(LNS\Zt*FEiq/P,t_2) + b4(MGT*F£,q/P,(.2)
+ b5(MB*FEiq/P,t_2) + b6(BETA*FF,q/P,,.2)
+ b7m N T * F E iq/Plt_2) + uiqa

C o e f f ic ie n t s P r e d ic t e d  Sign

B e fo r e  D e le t io n  o f  
E x t r e m e  REVs a n d  F£sb,c 

(N  = 9 79)

A f t e r  D e le t io n  o f  
E x t r e m e  REVs a n d  FEs 

(N  = 9 2 9 )

ai ? -0.0065 -0.0047
((-value) (-4.347)**** (-4.994)****

b i + 1.3814 1.7294
((-value) (7.603)**** (7.919)****

b 2 — -0.1386 -0.3195
((-value) (-4.293)**** (-6.633)****

b i — -0.0664 -0.0556
((-value) (-7.269)**** (-3.927)****

b4 — -0.2679 -0.2640
((-value) (-12.044)**** (-4.059)****

b s
+ 0.0595 0.1036

((-value) (4.316)**** (6.092)****

b c — -0.1166 -0.0953
((-value) (-4.434)**** (-1.789)*

b 7 — -0.0292 -0.0700
((-value) (-5.162)**** (-6.145)****

R 2 0.2488 0.3181
Adjusted R l 0.2434 0.3129

F-value 45.952**** 61.371****
Notes: ‘‘REV = the Value Line forecast revision.

P = stock price two days before an earnings announcement.
FE = earnings forecast error.
DUM1 = 1 for earnings announcements during one year after dispute disclosure and 0 oth

erwise.
LNSIZE = natural log of the market value of a firm's common stock.
MGT = 1 for earnings announcements during one year after a management change and 0

otherwise.
MB = Market to book value of common equity.
BETA = Market model systematic risk.
RFINT = Long-term government bond yield.

bExtreme FEs = | FEs | > SI .00 and the earnings announcement mentions special adjustments 
or one-time occurrences of unknown magnitude. 

c Extreme REVs = | REVs | > $1.00 and the Value Line report mentions impending special 
adjustments or one-time occurrences.

’ Significant at < 0.05 level, one-tailed test.
**** Significant at < 0.0001 level, one-tailed test.
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the dispute. Two diagnostic tests important for a study that uses pooling 
of time-series and cross-section data are also performed. The first test, 
based on White (1980), is a test for the possibility of heteroscedastic dis
turbances. The second test, Durbin-Watson d statistic, is a test for a pos
sible autocorrelation in the disturbance term. These two tests do not 
indicate the problems of heteroscedasticity or autocorrelation.""

Additional Tests

Six additional tests for checking the robustness of the results are con
ducted.

1. The smaller ERC and analyst revision coefficient in the post-dis
pute period may be explained by alternative hypotheses such as the mar
ket and analysts become desensitized to earnings surprises in this period 
or earnings temporarily become more difficult to predict after the dis
pute disclosure. To eliminate these alternative hypotheses, each of the 
85 dispute firms is matched with a firm not in dispute with the SEC. This 
matched pair is required to be in the same industry (four digit SIC code) 
and has similar size (market value of common stock). Similar data col
lection criteria in the second section are applied to these nondispute 
firms. The same return model and analyst revision model are reesti
mated for these 85 matched nondispute firms. Results of this model esti
mation are similar to those for dispute firms except that b2 is not 
statistical significant, that is, there is no difference in market/analyst 
reactions to nondispute firms’ earnings announcements before versus 
after the dispute disclosure of their matched dispute firms. This insignif
icant b2 for nondispute firms serves to eliminate alternative hypotheses, 
and renders support for the earlier inference that accounting disputes 
with the SEC negatively affect the perceived informativeness of dispute 
firms’ earnings.

2. The models are estimated with an intercept dummy that takes on 
the value of 0 if an earnings announcement occurs before the dispute 
disclosure and the value of 1 if an earnings announcement occurs after 
the dispute disclosure. This intercept dummy measures the shift in the 
intercept for post-dispute period from that for pre-dispute period. With
out this intercept dummy, the slope dummy coefficient will pick up 
intercept difference. The estimated intercept dummy is not statistically 
significant and the results remain virtually the same.
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3. Prior studies (Freeman and Tse 1992; Cheng et al. 1992) suggest 
nonlinear retum/eamings relation. Because of the possibility of nonlin
earity, this study uses two alternative measures for all nondummy vari
ables (earnings forecast error, firm size, beta, market to book ratio and 
risk-free interest rate). The first alternative is a binary measure, that is, 
a variable takes the value of 1 when it is above the median and 0 other
wise. The binary measure reduces noise from mismeasurement of a 
variable, and so, reduces the possibility of undue influence by large vari
able values. Freeman and Tse (1992) use this binary measure. The sec
ond measure is the standardized rank, that is , rank of each variable is

*

divided by the number of observations plus 1 (N + 1). The standardized 
rank is relatively insensitive to outliers and provides more efficient sig
nificance tests than the binary measure. The standardized rank was first 
suggested by Beaver et al. (1979), and used by Freeman and Tse (1992), 
and Cheng et al. (1992). These two alternative measures yield similar 
inferences as those reported earlier.

4. Because the sample spans over 22 years, it is possible that a 
group of firms clustering in a certain time period may have undue influ
ence on the results. To examine this possibility, sample firms are parti
tioned into four equal-size groups based on the year in which their first 
dispute disclosures were made. Group 1 covers 1971-78 (21 firms), 
group 2 covers 1979-83 (22 firms), group 3 covers 1983-85 (21 firms), 
and group 4 covers 1986-92 (21 firms). The three models were esti
mated for each of these four groups. Consistent results, similar to those 
reported earlier, are found for all groups.

5. This study also examines whether different sources of first dis
pute disclosures (SEC investigation announcements, 60 firms, versus 
the other sources such as shareholders’ lawsuits and firms’ internal 
investigation announcements, 25 firms), have differential effects on 
market and analyst reactions. In particular, another variable, 
SEC*DUM1*FE/P, is included in the models. SEC is equal to 1 if SEC 
investigation announcement is the source of the first dispute disclosure 
and 0 otherwise. DUM1 is equal to 1 for earnings announcements dur
ing one year after a dispute disclosure and 0 otherwise. An estimated 
coefficient of this variable is expected to be negative if SEC investiga
tion announcement is perceived as a more negative signal than the 
other announcement sources. Results indicate an insignificant coeffi
cient for this variable. This suggests that investors and analysts do not 
perceive sources of first dispute disclosures as important factors in
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assessing the dispute effects. It is the reporting dispute disclosure per 
se that matters.

6. In order to assess the effect of using the AAERs versus the WSJ 
index as data sources, the models are reestimated after excluding 32 no- 
AAER firms. The inferences with respect to the analyst revision model 
remain the same but the inferences based on the return model have 
changed. The coefficient b2 (differential market reaction to earnings 
announcements during the post-dispute period) in the return model is no 
longer significant. This finding suggests that using the AAERs vs. the 
WSJ to identify reporting dispute firms can lead to different inferences 
especially for the ERC-retum model. This finding provides a caution 
against using the AAERs as the only sources of reporting dispute iden
tification, especially in a retum/eamings study.

CONCLUSIONS

This study investigates the effects of regulatory enforcement actions 
on perceived earnings informativeness. In particular, the study exam
ines market and analyst reactions to earnings announcements of sam
ple firms involved in financial reporting disputes with the SEC. These 
reactions are measured by an earnings response coefficient (ERC) 
from the return model and by an analyst-revision coefficient from 
regressing analyst forecast revisions on analyst forecast errors. The 
coefficient which measures differential market/analyst reactions to 
earnings in the post-dispute period is tested in order to assess poten
tial effects of reporting dispute disclosures on the informativeness of 
earnings.

A disclosure of reporting disputes is hypothesized to have a negative 
impact on the ERC and the analyst-revision coefficient because the dis
pute disclosure serves as a signal that the earnings number has more 
noise or uncertainty than previously assumed. Regression analysis, 
which controls for information environment, management change, 
growth and/or persistence of earnings, systematic risk and risk-free 
interest rate, yields supporting results for the hypothesis. The results 
show a smaller ERC and a smaller analyst-revision coefficient after 
reporting-dispute disclosures, suggesting a negative effect of regulatory 
enforcement actions on the perceived informativeness of earnings. 
These results are robust against several diagnostic tests including the 
use of matched nondispute firms. Evidence provided here strongly sug
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gests that regulatory enforcement actions, such as the SEC’s financial 
reporting investigations, are viable sanctions in maintaining public con
fidence in financial reporting.

In addition, this study documents that there are several reporting-dis
pute WSJ firms that are not included in the AAERs. This understatement 
in sample size of reporting dispute firms when using the AAERs as the 
data sources can lead to different inferences especially for the ERC- 
retum model. Therefore, future studies may want to use not only the 
AAERs but also the WSJ to identify reporting dispute firms.
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NOTES

1. This public concern is supported by the 1994 fraud survey of KPMG Peat Mar
wick. The survey states that “The increase in the number of organizations reporting 
large false financial reporting frauds appears to bear out the conclusion of the Treadway 
Commission indicating that false financial reporting was one of the fastest growing 
financial crimes.”

2. Prior studies concerning the SEC enforcement actions are Pincus, Holder, and 
Mock (1988) which describe the SEC investigation procedures; Feroz, Park and Pastena 
(1991) which document negative market reaction to the reporting dispute disclosures; 
and Dechow, Sloan, and Sweeney (1994) which examine causes and consequence of 
financial reporting disputes. None of these studies investigate the impact of SEC 
enforcement actions on the informativeness of earnings.

3. Following the suggestion of Kothari and Zimmerman (1992). the ERC is also 
estimated by the price model (regressing stock prices on the level of earnings). Because 
results of both return and price models are virtually the same, only the return model is 
presented.

4. See Feroz et al. (1991) for a detailed description of the AAER which is a pub
lication of the SEC.

5. The Litigation Release is another publication of the SEC. This study examines 
these reporting disputes to identify any common situations where disputes are not 
included in the AAERs. The examination does not reveal any common charactistic or 
any apparent ieason.

6. Thompson, Olsen, and Dietrich (1987) indicate that firm-specific news reported 
in the WSJ was disclosed in the Dow Jones new sw ire releases one day earlier. This one- 
day-earlier disclosure of reporting disputes does not affect this study's hypothesis test
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ing since this study tests the market/analyst reactions to unexpected earnings on the 
earnings announcement dates before versus after the dispute disclosure. No earnings 
announcement dates of sample firms are within one week of the first reporting dispute 
disclosure in the WSJ.

7. This argument is supported by Nourayi's (1994) findings that investors do not 
react significantly to announcements of the SEC enforcement actions in the LRs but 
investors react significantly to the announcements made in the WSJ.

8. In particular, these misleading statements include overstating potential return 
on investments, using investors’ funds for purposes other than those communicated to 
investors, understating risk associated with investments, failing to inform investors 
about disciplinary history of promoters and misleading investors with respect to the plan 
of distribution of securities.

9. These 16 firms were reported in the Litigation Releases.
10. These 16 firms did not appear in any SEC publications.
11. Fifty-seven of these 60 firms experience formal investigations and three firms 

experience informal investigations.
12. Several studies use stock price to scale FE, for example, Collins and DeAngelo 

(1990), Ahmed (1994). The purpose of this scaling is to minimize heteroscedasticity 
problems in subsequent regression analyses and to enhance cross-sectional comparabil
ity. Results based on the use of FE scaled by expected earnings are virtually the same as 
those reported here.

13. According to the seasonal random walk model, expected earnings are earnings 
for the same quarter a year earlier. Bernard and Thomas (1990) find that stock prices on 
announcement of quarterly earnings behave as if quarterly earnings follow a seasonal 
random walk model.

14. The purpose of this scaling is stated in note 12. Again, results based on the use 
of FE and REV scaled by expected earnings are virtually the same as those reported 
here.

15. Using market to book ratio as a proxy for earnings persistence also avoids a sig
nificant reduction in sample size as compared to using time series of earnings. When 
book value of equity is negative, MB is set equal to zero because negative MB values do 
not have an economic interpretation in this context. When MB is greater than 5, MB is 
set equal to 5 to avoid undue influence of very large MB values. These truncating criteria 
follow Collins and Kothari (1989).

16. Management change is defined as a change in at least one of the positions of 
president, chief executive officer, or chairman of the board.

17. This study does not screen for extreme CAR because the study has already 
excluded any earnings announcements with potential confounding events as a part of 
sample selection.

18. The poor performance of reporting-dispute firms is supported by significantly 
negative cumulative abnormal returns (-15.92%, /-value = -4.117) during approxi
mately one year before the first disclosure of disputed reporting.

19. These criteria for identifying outliers are similar to Collins and DeAngelo’s cri
teria except that REV threshold here is IREVsl > 1. Using Collins and DeAngelo’s 
threshold of 0.50 does not change any inferences.

20. CACL = Current assets/Current liabilities. TLTA = Total liabilities/Total assets. 
Z-score is computed according to Altman and McGough (1974).
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21. Inferences based on the Wilcoxon signed rank tests are virtually the same.
22. The heteroscedasticity is a condition where regression error terms have 

unequal variance. The autocorrelation is a condition where the error terms are serially 
correlated.
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COMMENT LETTERS AS INDICATORS 
OF OVERALL CORPORATE MANAGER 
PREFERENCES:
EMPLOYERS' ACCOUNTING FOR PENSIONS
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ABSTRACT
The underlying objective of this study was to determine if comment let
ters filed in the FASETs due process are indicative of overall corporate 
opinions or just a select interest group, and to offer explanations for the 
relationship between filing choice and accounting preferences. The study 
examines models of corporate positions (support or oppose) on seven 
controversial requirements of S F A S  8 7  with four explanatory variables 
including filing choice, firm size, and pension plan size and status. The 
analyses are unique in that prior studies of the lobbying process have 
examined differences between filers and nonfilers (using filing choice as 
a proxy for accounting preference), or have investigated the positions 
stated by a relatively homogenous group— comment filers. The results
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confirm prior researchers’ assumptions that filing choice relates inversely 
to positions taken on certain issues and, more importantly, the findings 
suggest that filers and nonfilers have differing accounting concerns. 
Large companies, who tend to be more active filers than their smaller 
peers, were more likely to oppose and comment on measurement issues 
that led to increases in reported income level and volatility.

INTRODUCTION

The Financial Accounting Standards Board (FASB) is committed to 
developing neutral standards that are useful to those who rely on finan
cial statements. The FASB’s mission statement, however, constrains the 
Board to “promulgate standards only when the expected benefits exceed 
the perceived costs.” To assess the views of its constituents and to iden
tify the benefits and costs of mandated accounting changes, the FASB 
solicits comment letters through open due process procedures. Account
ing researchers also use comment letters to study corporate accounting 
preferences. For example, Watts and Zimmerman (1978), Dhaliwal 
(1982), and McKee, Bell, and Boatsman (1984) read comment letters to 
determine the positions corporate managers took on general price level 
and oil and gas accounting proposals. Other researchers used corporate 
willingness to file comment letters with the Board as a surrogate for 
accounting preferences (e.g., Griffin 1982, 1983; Kelly 1982, 1985; 
Francis 1987; Deakin 1989) under the assumption that companies are 
more likely to incur costs of filing as the perceived costs associated with 
an accounting change increase.

Using comment letters to assess corporate accounting preferences 
presents several methodological difficulties. First, and most obviously, 
the views apply solely to those who file the comment letters; the views 
of nonfilers can only be assumed. Second, comment filers seldom 
address all issues in an accounting proposal. Therefore, even the views 
of filers apply only to a limited number of issues within a proposed stan
dard. Although Schalow (1995) shows that companies tend to file on 
standards they oppose, other unrelated factors may also apply. As an 
example, the decision to not file a comment letter on a specific issue 
may merely reflect the perception that the FASB’s position on that issue 
is unshakable. Similarly, some companies may not have the necessary 
resources, including manpower, to develop informed arguments for 
their accounting preferences.
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One approach to overcoming these difficulties and the one used here 
is to survey both filers and nonfilers of comment letters about their posi
tions on major accounting issues. This allows a direct investigation of 
positions taken by a more heterogeneous sample than one that includes 
only comment filers. It also provides empirical evidence about the rela
tionship between position and filing choices.

This study investigates corporate reaction of filers and nonfilers, to 
each of seven controversial requirements of the Exposure Draft: 
Employers’ Accounting for Pensions (ED: FASB 1985). Pension 
accounting remains an important standard to investigate not only 
because of its impact on the primary' financial statements and related 
note disclosures but also because of the widespread attention it received 
in the financial press. This widespread attention increased the likelihood 
that corporations were aware of the proposed changes and able to take 
informed positions on the various issues, whether or not they filed com
ment letters. The diverse impact of the proposed standard also increased 
the likelihood that existing differences between filers and nonfilers in 
the types of accounting changes they opposed would emerge.

This study addresses the following questions which are relevant to the 
standard-setting process.

1. Do comment filers and nonfilers have similar concerns over 
accounting standards?

2. Do comment letters focus on issues of most widespread concern 
to the corporate population as a whole?

3. How are firm size, financial statement effects from an accounting 
change, and filing choice related to corporate positions on 
accounting issues?

The study’s underlying objective is to determine if comment letters filed 
in the FASB’s due process are indicative of overall corporate opinions or 
just a select interest group, and to offer explanations for the relationship 
between filing choice and accounting preferences. The evidence is rele
vant to public policy issues related to the effectiveness of the FASB's 
due process procedures.

THE MODEL

This study examines models of the relationship between corporate pref
erences (1 = support. 0 = oppose) on proposed accounting changes and
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four explanatory variables: filing choice, firm size, and pension plan 
size and status. Separate analyses are performed on each of seven pro
posed accounting changes, using survey data to measure corporate pref
erences. A discussion of the changes and the hypothesized relationships 
between accounting preference and the explanatory variables follows.

The Proposed Accounting Changes

The seven accounting changes come from the ED, which identified 
key requirements in an introductory synopsis. The changes address lia
bility recognition for underfunded (1) vested and (2) unvested accumu
lated benefit obligations, (3) standardization of pension cost 
measurements, (4) discount rates used to determine present values of 
the pension obligation, and disclosures for (5) the effect of a one-per
cent change in compensation or discount rate, (6) the components of 
periodic pension cost, and (7) a reconciliation of the plan as funded with 
balance sheet amounts.

The first two questions relate to balance sheet recognition of a liability 
for vested and unvested benefits in an underfunded pension plan. The 
ED required companies to record a liability for the amount by which 
accumulated pension obligations, including both vested and unvested 
benefits, exceeded the fair market value of plan assets. Note that, 
because this requirement did not include booking the liability based on 
the projected benefit obligation, the financial statement effect was sig
nificantly mitigated. Nevertheless, Norton (1989) reports that a sizable 
number of companies faced recognizing a minimum pension liability 
for the first time under the ED requirements.

The second two questions address measurement issues regarding pen
sion cost standardization and a settlement-based discount rate. The ED 
required all companies to apply the projected unit credit method to cal
culate pension expense using a discount rate based on rates implicit in 
current prices of annuity contracts or rates of return on high-quality 
fixed-income investments. Subsequent adoption studies on SFAS 87 
(e.g., Norton 1989; Sami and Welsh 1992; Senteney and Strawser 1990; 
Stone and Ingram 1988) confirmed projections that these changes 
would reduce reported pension expense for most companies. In terms of 
standardization, the reduction derived from the fact that only a small 
number of companies used the projected unit credit method in 1985. 
One survey of 924 pension plans found that only 18% used this method; 
the remainder of the plans used methods that resulted in greater pension
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expense (Arthur Young 1985, 2). An increase in the discount rates fur
ther reduced pension expense because most companies used rates 
between 8 and 9% compared to newly required rates based on current 
long-term yields at a time when the yield on U.S. Treasury Securities 
was about 11.75%.

The last three questions address footnote disclosures, including the 
effect of a 1% change in the discount or compensation rates used to cal
culate pension expense, components of net periodic pension cost, and 
reconciliation of the plan’s funded status with amounts reported in the 
balance sheet. These disclosures substantially extended the already 
expanded requirements of SEAS 36, and opposers generally viewed 
them as excessive.

F il in g  C h o ic e

The FASB maintains listings of comment filers in its due process for 
the public record. Companies included in the study were matched to 
these listings to determine their filing activity (1 = filer, 0 = nonfiler) on 
the ED. The FASB also provided copies of these letters for comparative 
analysis with survey responses.

As discussed earlier, filing choice studies basically assume that a 
company’s decision to file on a proposed accounting standard proxies 
for an opposing position on that standard. Hussein (1981) further 
asserts that companies are more likely to file on a proposed standard 
that materially impacts reported income than on one that affects finan
cial statement form, because contracting and monitoring costs are 
most closely associated with changes in reported income and 
recorded assets and liabilities. In support of this assertion, Hussein 
found that corporations filed comment letters significantly more often 
on accounting standards that affected financial statement content 
(SFAS 2, 5, 8, 12, 13) than on those that affected form (SFAS 1, 4, 6, 
14). Although the present study recognizes that filers and nonfilers on 
the ED are most likely to differ in the positions they take on the liabil
ity recognition and cost measurement requirements, it hypothesizes 
that filers are more likely than nonfilers to oppose each of the seven 
ED requirements:

H-j. Filing choice relates inversely to corporate positions on the 
seven ED requirements.
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Empirical support for this hypothesis would endorse the use of filing 
choice as a proxy for corporate accounting preferences wherein oppos- 
ers equal filers. A significant relationship between filing choice and cor
porate positions on the disclosure requirements would suggest that 
opposition to some disclosures is enough to motivate companies to file 
comment letters.

Firm Size

Accounting changes have a potential effect on corporate cash flows 
because accounting numbers are used in monitoring corporate perfor
mance. For example, management compensation and debt covenant 
agreements (private monitoring) provide incentives for managers to 
adopt income- or asset-maximizing accounting principles. Alterna
tively, “excessive profits” provide politicians and regulators with a jus
tification to penalize corporations (political monitoring), most 
frequently in the tax code or in fee regulation. Concern over the costs of 
reporting “excessive profits” increases with firm size, offsetting the ben
efits of higher reported profits or assets associated with contracts related 
to management compensation and debt financing (Watts and Zimmer
man 1978). This leads to the firm size hypothesis which states that a 
company’s tendency to oppose income-increasing accounting standards 
increases with firm size.

Existing support for the firm size hypothesis remains uneven. Studies 
of positions taken in comment letters have provided very weak evi
dence, and studies of lobbying choice are inconclusive because alterna
tive explanations for large versus small firm filing choices reduce the 
validity of such tests. Studies of adoption timing decisions also provide 
inconclusive results. Ayres (1986) reports a tendency for smaller com
panies to have early-adopted SFAS 52, increasing reported income, but 
Sami and Welsh (1992) report that larger companies early-adopted 
SFAS 87, which also increased reported income. In explaining these 
contradictory findings, Sami and Welsh suggest that the cost of early 
adopting SFAS 87 precluded small companies from taking early advan
tage of the change in accounting. The issue, however, remains that large 
companies did early-adopt an income-increasing accounting standard.

For this study, net sales provides a proxy to measure potential mana
gerial concern with private versus political monitoring costs. Net sales 
is preferable to total assets because the measure is in current rather than
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historical dollars. Thus between-firm comparisons are more reliable for 
current monitoring costs. Net sales is also less variable over time and 
less subject to differences in reporting than income before taxes or net 
income.1

This study hypothesizes that the likelihood of corporate opposition to 
standardization and new discount rates increases with firm size given 
that most companies faced reductions in reported pension expense from 
these changes:

H2. Firm size relates inversely to corporate positions on income- 
increasing changes—cost standardization and discount rates.

Although no hypotheses are offered for the relationships between firm 
size and requirements affecting the balance sheet or footnote disclo
sures, these models include firm size to avoid a problem from omitting 
potentially explanatory variables.

Pension Plan Size

If contracting and monitoring costs drive corporate filing activity in 
the standard-setting process, that activity should be directly related to 
the potential magnitude of a proposed accounting change’s financial 
statement effects. Francis (1987) provided such evidence for filing 
choice on SFAS 87 using reported pension expense to proxy for financial 
statement effect. He showed that, as potential financial statement effect 
increased, companies were more likely to file comment letters on Pre
liminary Views: Employers’ Accounting for Pensions. The potential 
benefits from influencing the requirements of a proposed standard, in 
other words, became large enough to offset the cost and effort of filing 
a comment letter with the FASB.

This study asserts that there is a relationship between corporate posi
tions on a proposed accounting standard and its expected financial state
ment effect independent of filing choice; the greater the impact on the 
financial statements, the more likely companies are to oppose, rather 
than support, a proposed accounting change. This assertion is based on 
two premises. First, any mandated accounting change that reduces the 
number of acceptable reporting alternatives or requires increased dis
closures is likely to affect corporations adversely. This is because man
agement has already chosen what they perceive as the most favorable
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method of accounting, including the nature and extent of disclosures. 
Second, the greater the financial statement effect, the more likely the 
company will face private and/or public contracting and monitoring 
costs as described earlier.

To measure the magnitude of financial statement effect, this study 
uses the accumulated benefit pension plan obligation, as defined in the 
ED and SFAS 87, relative to the company’s total assets (accumulated 
benefit obligations/total balance sheet assets). The study hypothesizes 
an inverse relationship between pension plan size and position choices 
on all ED requirements on the premise that only materially affected 
companies must comply:

H3. Relative pension plan size relates inversely to corporate posi
tions on all seven ED requirements.

Once a plan meets a materiality threshold, companies are likely to fur
ther consider the magnitude of the ED's effect on reported income and 
liabilities. For footnote disclosures, this relationship is not expected to 
be as strong since pension plan size is likely to only marginally affect 
the complexity, length, or cost of disclosures once the compliance 
threshhold is met.

Pension Plan Status

A second variable used to proxy for the ED's financial statement 
effect addresses pension plan status, which is measured by the ratio of 
accumulated benefit obligations to pension assets. Francis (1987) 
asserted and found that companies with more significantly underfunded 
pension plans were more likely to lobby against the liability recognition 
requirements proposed in the FASB’s Preliminary Views on pension 
accounting. Similarly, this study hypothesizes that a lower level of fund
ing motivates companies to oppose liability recognition:

H4. Pension plan status relates inversely to corporate positions on 
liability recognition.

Although no hypotheses are offered for the relationships between pen
sion plan status and income statement and footnote disclosure require
ments, these models include plan status to avoid a problem from 
omitting potentially explanatory variables.
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RESEARCH METHODOLOGY

The Sample

This research is based on a survey of a random sample of all compa
nies whose stock was listed on the New York Stock Exchange (NYSE) 
in 1985. The single sample approach attempts to draw a representative 
sample of the NYSE population that provides overall generalizability of 
results that is not possible with the more commonly used two sample 
approach (from separate populations of filers and nonfilers).

The final sample includes 107 companies from a survey of 269 ran
domly selected NYSE companies, reflecting an overall 40% survey 
response rate and representing almost 8% of the NYSE population in 
1985 when the ED was issued." Table 1 reports evidence of response 
bias in that 100% of the filers responded to the survey as compared to 
32% of the nonfilers.

From a research perspective, the nonresponse bias reduces generaliz
ability of the results and may reduce power. Excluded companies may 
follow decision models that differ from those in the sample, introducing 
bias, or analyses may not reveal existing relationships because the sam
ple is more homogenous than the population from which it was drawn. 
Most likely, the population excluded from this study was less interested 
and less informed about the proposed changes in pension accountinga
making their preferences less defined, reliable, and important.'

From a standard-setting perspective, the 32% response rate among ED 
nonfilers suggests that the Board could obtain a wider range of constit
uent views on proposed standards. Unclear, however, is how valuable this 
information would be. The standard-setting process is not intended to 
culminate in a simple voting tally; the Board is clearly looking for sound 
arguments for and against proposed accounting changes (FASB 1995). 
The primary advantage of survey results from this study is that political 
motivations should have little impact on corporate responses, especially 
given that the survey was distributed near the end of the ED comment 
period, suggesting a very low likelihood that any results could be used 
to influence the FASB’s decision on the pension accounting standard.

The Survey Instrument

Data for this study on pension accounting preferences come from a 
two-part survey which addressed corporate views of the standard-set-
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Table 1. Comparisons Between Survey Respondents
and Nonrespondents

i

Respondents Nonrespondents Test of Differencesa
Number of companies 10 7 162

Filing Activity on ED 
Number of filers 
Number of nonfilers

32 (100%) 
75 ( 32%)

0 (0%)
162 (68%) 11.63***

Median Sales (000's) $743 $479 1.44

Median Pension Size 
(Obligation/Total Assets)

.05 .04 .34

Median Plan Status
(Obligation/Pension Assets)

.73 .68 .80

Notes: *** Significant at .01
‘’Mann Whitney U for sales and pension size; chi square for pension plan status

ting process and specific positions on the pension ED.4 The financial 
managers of two companies, one filer and one nonfiler provided input 
on the form and content of the survey instrument, which was mailed in 
September 1985, near the end of the ED 's comment period. This mail
ing date enhanced the likelihood that respondents would be aware of the 
nature of the proposed changes, which were described by many CPA 
firms in widely distributed informational brochures. The survey also 
addressed relatively straightforward, nontechnical aspects of the ED 
that had received considerable attention.

The cover letter for the survey was addressed to a senior financial 
officer, either the CFO or the controller, of each company in the sam
ple, by name, to ensure that the most reliable respondent would be 
contacted. The letter assured managers that survey results would be 
presented only in the aggregate and that their individual responses 
would be kept confidential. Each survey returned was identified by 
number, and second requests were mailed to nonrespondents. No sig
nificant differences were found between first and second request 
respondents in filing choice, firm size, pension plan size, or status. 
Almost half of the respondents requested a summary of the survey 
results, identifying themselves in most cases as the financial officers 
to whom the surveys had been addressed. Although filer survey 
respondents tended not to be the same individuals who signed com
ment letters, they stated congruent positions in 44 of 55 possible com
parisons between the two instruments.5 Eight of the differences in
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position were on footnotes disclosures where companies stated sup
port in the survey but opposition in their comment letters to the 
FASB. Of three differences on pension cost standardization, two com
panies stated opposition in the survey and support in their comment 
letters.

RESULTS

To test the relationships between positions taken on the seven ED 
requirements and the proposed explanatory variables, this study uses 
multivariate logistic regression analyses.6 Logistic regression provides 
a more appropriate analytical tool than multiple linear regression when 
the dependent variable is binary and the underlying data are not nor
mally distributed, as in these models.

Filing Choice

As hypothesized (Hj), results from the analyses of positions taken 
on cost standardization and discount rates reveal significant inverse 
relationships with filing choice (Table 2) which suggest that filers 
were more likely than nonfilers to oppose these issues. No relation
ship, however, is evident between filing choice and positions taken 
on the liability recognition or footnote disclosure issues which sug
gest that filers and nonfilers took similar positions on these issues. 
Importantly, Table 2 shows that cost standardization received the 
highest number of comments from filing survey respondents, infer
ring that this was the most strongly opposed ED requirement. While 
this is probably true for the 14 filers who addressed the issue, the sur
vey data indicate that a majority of companies actually supported 
standardization. In fact, this is the only issue which received majority 
support.

Notably, the proportion of respondents stating support for ED require
ments indicates that corporate managers do not blanketly oppose all 
accounting changes; they are just more likely to comment when they 
oppose certain issues. Further, while heavy filing activity in itself indi
cates a high level of opposition to some issues, the evidence shows that 
comment letters may not indicate the specific requirements that are 
most widely opposed.
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Firm Size

The regression analyses reported in Table 2 support the hypothesized 
(H2) inverse relationships between firm size and position choice on cost 
standardization and discount rates. The analyses also provide evidence 
of a similar, unhypothesized relationship between firm size and the rec
onciliation disclosure. One explanation for the latter finding is that com
panies’ positions on cost standardization and the reconciliation 
disclosure were related; there would, after all, have been no need to rec
oncile fund status with balance sheet amounts without cost standardiza
tion. Results from chi-square comparisons between positions taken on 
the seven individual issues reveal some congruence between cost stan
dardization and the reconciliation disclosure (p < . 10) that is not evident 
with other disclosure requirements.

Overall, the findings on firm size are consistent with Watts and Zim
merman’s (1978) hypothesis that larger firms resist accounting changes 
that increase reported income and volatility. This evidence is unique in 
that it comes from a study of position choice, not filing or adoption tim
ing choices. The evidence also differentiates income statement effects 
from liability recognition and footnote disclosure issues and shows that 
larger companies are not simply more likely to oppose any issue. Given 
that smaller companies participate less readily in the accounting stan
dard-setting process, this introduces a real danger that their views are 
not heard and potentially reduces the effectiveness of the due process.

Relative Pension Plan Size

Relative pension plan size is a significant factor in three of the seven 
models of position choice (Table 2), providing some support for the 
hypothesis (H3) that more affected companies are more likely to oppose 
accounting changes. Companies with larger pension plans relative to 
total assets showed a greater tendency to oppose recognition of a liabil
ity for vested benefits, cost standardization, and the disclosure of pen
sion cost components. The insignificance of plan size in four models 
may reflect a weak proxy for the projected costs from these specific 
requirements. For example, if companies are primarily concerned with 
the length of disclosures, and not the disclosed information, pension
plan size would have little impact on position. Of course, an alternative

*

explanation is that financial statement effect and associated costs did not 
significantly impact corporate positions on these issues.
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Previous studies report a relationship between financial statement 
effects and corporate decisions to lobby in the standard-setting process, 
arguing that companies weigh the cost of lobbying against the potential 
adverse consequences of complying with a newly adopted standard. The 
present study provides direct evidence of a relationship between finan
cial statement effect and position choice which helps explain why the 
FASB can gain corporate support for an accounting change by mitigat
ing its effect with extended adoption windows and other implementa
tion compromises.

Pension Plan Status

Results from the logistic regression analyses, as reported in Table 2, 
do not support the hypothesis (H4) that funding status is related to posi
tions on liability recognition. This, however, may reflect the homogene
ity of funding status for companies in the study. Most companies were 
overfunded or only marginally underfunded.

OBSERVATIONS AND CONCLUSIONS

This study used data from a survey of comment filers and nonfilers to 
investigate corporate reactions to seven controversial requirements of 
the Exposure Draft: Employers’ Accounting for Pensions, with a pri
mary objective of assessing the extent to which comment letters repre
sent overall corporate views. The results confirm prior researchers’ 
assumptions that filing choice relates inversely to positions taken, but 
not on all issues. Filers and nonfilers have differing accounting concerns 
and comment letters do not necessarily focus on the most widely 
opposed issues. This is, at least in part, because larger companies, who 
tend to be more active filers, have different accounting preferences than 
small companies.

The findings from this study on firm size and potential financial state
ment effects indicate that both factors relate to corporate accounting 
preferences, not just filing choice as shown in prior studies. Large com
panies were more likely than their smaller peers to oppose measurement 
issues that led to increases in reported income level and volatility, a find
ing which is consistent with Watts and Zimmerman’s theory of political 
visibility. The magnitude of a proposal’s effect, even when potentially 
positive also motivated corporate opposition. Moreover, companies
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appeared less inclined to comment on opposed standards that had little 
financial statement effect as is evident in the small number of companies 
that commented on cost standardization versus liability recognition of 
unvested benefits.

Some researchers and standard-setters may argue that they are most 
concerned with the views of companies that deem an accounting change 
sufficiently important to lobby in the due process. From a purely politi
cal perspective, comment letters indicate the strength of individual com
panies’ preferences and the likelihood that the FASB will face 
subsequent lobbying in another, more threatening form. However, from 
an ethical perspective, the FASB’s mission, and a goal of the due pro
cess procedure it follows, is to adopt standards that give consideration to 
views of all affected parties, not just those with the resources to lobby. 
Further, the availability of a broader-based set of corporate positions 
may help the FASB more efficiently identify changes that will and will 
not cause implementation problems or lead to misinterpretation.

Survey research on accounting standards not yet promulgated, offer 
academics an opportunity to better understand financial statement pre
parers’ views and. based on an objective analysis, provide the FASB a 
broader information-base. While the results from this and prior studies 
indicate that financial statement effect and related consequences influ
ence corporate preferences and lobbying behavior, the evidence is not so 
strong that it precludes the importance of other factors. Identification of 
arguments unique to requirements that incite the greatest opposition may 
help the FASB anticipate and respond to opposition more effectively 
and, in the process, gain acceptance for sound accounting standards.

APPENDIX A

The Survey

The following questions relate to the position of your company on sev
eral aspects of the pension accounting issue.

Yes No
Should a liability for unfunded accumulated 
benefits be recognized on the balance sheet?

1. For vested benefits ____ ____
2. For nonvested benefits
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Should pension cost measurement be 
standardized as to the allocation of costs?

Should the discount rate used to calculate 
the present value of pension liabilities 
be based on current prices for settling 
the employer’s obligation?

Should the following disclosure be required?

1. The effect of the projected benefit 
obligation and net periodic pension 
cost of a one percentage point change 
in the discount rate or rate of 
compensation

2. The components of net periodic 
pension cost

3. Reconciliation of the funded status 
of the plan with amounts reported in 
financial statements
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NOTES

1. The log of net sales is used in the multivariate analyses to provide a better fit for 
the model.

2. Thirty companies were dropped from a sample of 300 companies because of 
missing financial statement data and one survey respondent was omitted because of its 
outlier position.

3. The 100% response rate from comment filers provides reasonable assurance that 
this group is representative of the filing population.

4. A copy of the total survey is available from the author upon request.
5. Before survey responses were received, three coders determined positions taken 

on the seven issues (32 x 7 = 224) in comment letters filed with the FASB. Agreement 
among the three coders:
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2 of 3 3 of 3 Total
indeterminable 5 164 169
oppose 3 44 47
support 0 8 8

6. Univariate comparisons provided substantially the same results as the multivari
ate analyses and are, therefore, not reported separately.
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THE SEC'S AUDIT REQUIREMENTS 
FOR COMPANIES ACQUIRED 
AND EQUITY INVESTEES
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ABSTRACT
In some circumstances the Securities and Exchange Commission (SEC) 
requires acquiring businesses to file audited financial statements of busi
nesses or portions of businesses acquired. This article addresses the 
nature and content of the applicable SEC rules, difficulties in compliance 
and recommendations for entities, auditors and policy-setters. The article 
initially discusses the underlying framework and content of the SEC’s 
Regulation S-X, the accounting regulation. It then examines the nature of 
significant acquisitions under Regulation S-X and focuses on the specific 
requirements for audited financial statements. Those requirements apply 
at both the time of acquisition and on a continuing basis for entities 
accounted for under the equity method. Difficulties in compliance with 
such rules are discussed as are recommendations to overcome such prob
lems as well as implications for standard-setters and regulators.
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INTRODUCTION

Practitioners providing services to companies that may “go public” in 
the near future are generally well aware of the requirements of the Secu
rities and Exchange Commission (SEC) for audited financial statements 
of such enterprises. Generally, three years of audited financial state
ments are necessary for a company to initiate a public offering subject to 
the filing requirements of the Commission. Much less appreciated, how
ever, is the need for companies going public or already public to obtain 
audited financial statements of companies or portions of companies that 
are acquired in corporate mergers and acquisitions. This article 
describes the issues that can arise in such circumstances, emphasizes the 
need for vigilance in advising clients of the possible need for audited 
financial statements, and provides additional guidance to help avoid 
such potential “deal killing” problems. In addition we identify issues to 
consider for auditing standard setters and regulators.

The following examples illustrate common scenarios that practitio
ners encounter and should anticipate in assisting clients in proper plan
ning. Assume, for example, that a growing private company is interested 
in being acquired by a public company. Perhaps, a division of a major 
corporation is being considered for acquisition by another public com
pany. As a third example, consider a company planning to go public that 
is contemplating the acquisition of another private company. In each 
case, the parties agree on terms of the purchase and face no apparent 
obstacles. Many times, however, a hidden factor can be a deal breaker: 
the SEC requires audited financial statements for all “significant acqui
sitions.” Many private companies do not have audited financial state
ments and divisions of public companies seldom do. This “sleeper” can 
prove to be a nightmare. Consider the dilemma a potential acquirer may 
face: The company can do the deal or raise public capital, but not both. 
The Commission’s regulatory requirements need to be factored into the 
acquisition decision just as do the price, form of payment, compensa
tion of management and other economic variables.

THE SEC AND REGULATION S-X

The Securities Exchange Act of 1934 (Exchange Act) established and 
empowered the SEC to set accounting and auditing requirements for 
public companies. The Commission has chosen to look to the private 
sector, e.g., FASB, to establish accounting standards regarding recogni
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tion and measurement of assets, income, liabilities and expenses. The 
Commission has not, however, limited its rulemaking to questions of 
recognition and measurement. It has determined conditions and situa
tions in which audited financial statements must be filed in order for the 
entity to comply with the Federal securities laws. One difficult rule with 
which to comply is that requiring audited financial statements for busi
nesses acquired or to be acquired. The specific requirements applicable 
to such situations are included in the accounting regulation adopted by 
the Commission, Regulation S-X.

Regulation S-X applies to filings with the Commission and governs 
the form and content of financial statements. The regulation is divided 
into twelve articles identified in Exhibit I.

Each article relates to specific aspects of accounting requirements for 
filings with the Commission. Article 1 indicates that the regulation 
applies to filings of financial statements under the various applicable 
securities laws, most notably the Securities Act of 1933 (Securities Act) 
and the Exchange Act. Rule 1-02 provides definitions of terms relevant 
to Regulation S-X. An important definition in the context of this paper is 
that of a “significant subsidiary,” included in Rule l-02(w). Article 2 
enumerates the qualifications necessary for an outside accountant to 
practice before the Commission. The rules under this article also specify 
the nature and types of auditor reports which are acceptable in filings 
with the Commission. Article 3 is quite substantive, enumerating the 
audited financial statements that must be filed with the Commission, 
including two balance sheets and three income statements and state
ments of cash flow. Article 3 houses the specific rules which require sub
mission to the Commission of audited financial statements of other 
entities, the focus of this paper. Article 4 is most relevant for its inclu
sion of footnotes that must be contained in Commission filings. Article 
5 focuses on financial statements of Commercial and Industrial compa
nies. The Article 5 rules provide in effect a suggested “chart of 
accounts” for inclusion in the audited balance sheets and income state
ments of such entities. The article also specifies the supplementary 
schedules, which must be audited, to be included in Form 10-K filings 
and in registration statements under the Securities Act. Articles 6 
through 9 perform the same functions for the specific industries indi
cated in the title of the Article. Article 10 addresses the requirements for 
interim financial statements included in Commission filings. The rules 
under Article 10 are most applicable to quarterly filings on Form 10-Q 
and to interim financial statements included in registration statements
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Article 1 
Article 2 
Article 3

Application of Regulation S-X
Qualifications and Reports of Accountants
General Instructions as to Financial statements
Consolidated and Combined Financial Statements
Rules of General Application
Commercial and Industrial Companies
Registered Investment Companies
Employee Stock Purchase, Savings and Similar Plans
Insurance Companies
Rescinded
Bank Holding Companies 
Interim Financial Statements 
Pro Forma Financial Information 
Form and Content of Schedules

Article 3A
Article 4 
Article 5 
Article 6
Article 6A
Article 7 
Article 8 
Article 9
Article 10 
Article 7 7 
Article 12

Exhibit I. A rtic le s  o f Regu lation  S-X

under the Securities Act. Article 11 states the requirements for pro 
forma financial statements. Such requirements often apply to business 
acquisitions. The resulting pro forma financial statements are most often 
found in filings related to current events, on Form 8-K and in registra
tion statements filed under the Securities Act, Because they do not 
involve audited data, the pro formas are not likely to threaten the con
summation of the acquisition. Article 12 contains the requirements for 
schedules, filed in compliance with rules under Articles 5 through 9.

The major thrust of this article relates to the audited financial statements 
of acquired entities that may be required to be filed by an SEC regis
trant. The most typical such situation under the Exchange Act involves 
filing of the financial statements under cover of Form 8-K. The same 
discussion applies to inclusion of the financial statements in registration 
statements under the Securities Act. The requirements for Item 2 of 
Form 8-K requires filing of the form within 15 calendar days of the 
acquisition (or disposition) of assets meeting specified materiality crite
ria. That item states that an acquisition shall:

be deemed to involve a significant amount of assets (i) if the registrant’s and its 
other subsidiaries equity in the net book value of such assets or the amount 
paid... there for upon the acquisition exceeded 10% of the total assets of the reg
istrant and its consolidated subsidiaries, or (ii) if it involved a business which is 
significant (see Rule 11-01(b)).1

SIGNIFICANT ACQUISITIONS
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Item 2 of Form 8-K references Rule 11-01(b) of Regulation S-X. Rule 
11-01(b) states:

A business combination.. .shall be considered significant if:

A comparison of the most recent annual financial statements of the business 
acquired or to be acquired and the registrant's most recent annual consoli
dated financial statements filed at or prior to the date of acquisition indicates 
that the business would be a significant subsidiary pursuant to the conditions 
specified in (Regulation S-X) Rule l-02(w), substituting 20% for 10% each 
place it appears therein.2

According to Rule l-02(w) of Regulation S-X, a subsidiary is consid
ered significant if it meets any of the following tests:

1. The registrant’s and its other subsidiaries’ investments in and 
advances to the subsidiary exceed 10% of the total assets of the 
registrants and subsidiaries consolidated as of the end of the most 
recently completed fiscal year (for a proposed business combina
tion to be accounted for as a pooling of interests, this condition is 
also met when the number of common shares exchanged by the 
registrant exceeds 10% of its total common shares outstanding at 
the date the combination is initiated); or

2. The registrant’s and its other subsidiaries’ share of the total 
assets (after intercompany elimination’s) of the subsidiary 
exceeds 10% of the total assets of the registrant and its subsidiar
ies consolidated as of the end of the most recently completed fis
cal year; or

3. The registrant’s and its other subsidiaries’ equity in the income 
from continuing operations before income taxes, extraordinary 
items and cumulative effect of a change in accounting principle of 
the subsidiary exceeds 10% of such income of the registrant and 
its subsidiaries consolidated for the most recently completed fis-a
cal year.'

The rule then provides computational guidance in relation to the income 
test (test(3)). Among the approaches endorsed by the Commission are

A
averaging over a period of five years and use of absolute values. 
Exhibit. II provides a summary of the key variables in determining 
whether a particular business acquisition should be considered signifi
cant under Regulation S-X.
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Conditions 
detemimng 
whether an 
acquisition is 
significant

Notes: 1 The "Business" may be the stock of another company or its assets, or a division or other portion
of another company.

2 See text for pooling of interest test.

Exhibit II. S EC  A u d itin g  R e q u ire m e n ts  For A cq u is it io n s

FINANCIAL STATEMENTS OF BUSINESSES ACQUIRED5

Item 2 of Form 8-K directs the preparer’s attention to Item 7 of the form. 
That item indicates that audited financial statements must be filed for 
any acquisitions meeting a significant subsidiary test in Regulation S-X 
Rule l-02(w). The periods required are specified in Rule 3-05 of Regu
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lation S-X. This rule is perhaps the most difficult to comply with under 
the Regulation. Under Rule 3-05, the number of periods required range 
from zero, for acquisitions significant at less than 20% under Rule 1- 
02(w), to three years, for acquisitions significant at greater than 50%. 
Rule 3-05(b) states:

(i) If none of the conditions exceed 20%, financial statements are 
not required. However, if the aggregate impact of the individ
ually insignificant businesses acquired since the date of the 
most recent audited balance sheet filed for the registrant 
exceeds 50%, financial statements covering at least the sub
stantial majority of the businesses acquired shall be furnished. 
Such financial statements must be for at least the most recent 
fiscal year and any interim periods specified in (Regulation S- 
X) 3-01 and 3-02.

(ii) If any of the conditions exceeds 20%, but none exceed 40%, 
financial statements shall be furnished for at least the most 
recent fiscal year;

(iii) If any of the conditions exceeds 40%, but none exceed 50%, 
financial statements shall be furnished for at least the two most 
recent fiscal years;

(iv) If any of the conditions exceeds 50%, the full financial state
ments shall be furnished (2 years balance sheets, 3 years 
income statements and cash flow statements).6

An extra 60-day period is provided under Item 7 for filing the required 
financial statements. Thus, the maximum period from acquisition of the 
entity to the filing of audited financial statements is 75 days. Further, the 
required financial statements must be included in any registration state
ment under the Securities Act prior to it being declared effective. 
Exhibit III provides a summary of these provisions which can be used 
determining the number of years’ financial statements to be provided for 
the acquired business.

THE AUDIT PROBLEM

In a typical scenario the auditor of the acquiring entity is asked by the 
parties to. audit the financial statements of the acquired entity. The audi
tor is incented both from a revenue generation and client service per
spective to attempt to accommodate the request. Difficulties arise in that
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Exhibit III. N u m b e r o f R eq u ired  F in a n c ia l S ta tem ents to be A u d ited

often, even typically, the financial statements of the acquired entity are 
not auditable for the full three-year period. Even in the situation in 
which the unaudited company generates substantial evidentiary materi
als, the auditor is unlikely to be able to obtain satisfaction with respect 
to the beginning inventory of the earliest year. In this situation or any 
other in which the full complement of financial statements required by 
Rule 3-05 cannot be audited, the parties will seek relief or a waiver from 
the Commission for the unaudited portion. The Commission has a stan
dard response to the question of “will you grant relief?” The answer is 
typically “yes” and “no,” with each applying to different circumstances. 
The “yes” relates to filings under the Exchange Act. The “no” applies to 
filings under the Securities Act.
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To understand Commission responses to requests for relief, it is nec
essary to consider the roles and responsibilities of the agency. Docu
ments filed under the Exchange Act are designed to keep the market 
informed. The Commission selectively reviews such filings for compli
ance with the various rules and regulations. No affirmative action on the 
part of the Commission is necessary. Commission reviews under the 
Securities Act are different. Prior to sales of the securities being regis
tered, the Commission must take the affirmative action of declaring the 
registration statement effective. Thus, the Commission has determined 
that it cannot provide the same level of flexibility in regard to deviations 
from the letter of certain rules, such as Rule 3-05.

The parties to the proposed transaction must factor the audit require
ments into the equation and determine how best to proceed. The most 
difficult decision is apt to lie with the acquirer. Assume that the transac
tion would be significant at the 55% level, based on one of the tests in 
Rule l-02(w). Further assume that the two most recent years of the 
acquired company’s financial statements can be audited with an unqual
ified opinion. The potential buyer must decide whether the consumma
tion of the transaction warrants preclusion from the capital markets until 
the earliest year financials become stale—a period exceeding one year. 
In many cases the proposed “deal” is not deemed to be worth the “lock
out.”

In some cases the problem that arises relates not to the absence of 
audited statements, but to the fact that the auditor of the acquired entity 
does not maintain an SEC practice. While that auditor generally cannot 
prevent the inclusion of its audit report in any filings under the 
Exchange Act, it can exercise that prerogative with regard to Securities 
Act filings. Under the Securities Act, an expert (such as the independent 
accountant) must furnish written approval in the form of a consent to the 
inclusion in any registration statement of its audit report. This require
ment exists because the threshold for liability is substantially lower 
under Securities Act filings than for those filed under the Exchange Act. 
Briefly, gross negligence must be demonstrated for the auditor to be cul
pable under the Exchange Act, while ordinary negligence can trigger 
liability under the Securities Act. Because of this exposure, the auditor 
must explicitly permit its name to be associated with financial state
ments in registered offerings. A dilemma arises for the parties involved 
in that the auditor of the acquirer may well be unwilling to assume 
responsibility for -the audit performed by the former accountant and
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unable to replicate the audit. The former auditor may well conclude that 
it is economically impractical to consent to the inclusion of its report in 
a registration statement, with the attachment of the corresponding liabil
ity. A solution often involves the joint efforts of the two auditing firms. 
The auditor of the acquirer assists the former auditor in bringing the 
audit into conformity with SEC practice, while the latter remains the 
signatory to the report.

The responsibilities of the auditors with respect to subsequent events 
also differs in certain public filings. Under Section 11 of the Securities 
Act the auditor is required to perform a “reasonable investigation” up to 
the effective date of the registration statement. This requirement is more 
extensive than the subsequent events procedures required by generally 
accepted auditing standards (GAAS). Specifically AU Section 560, 
“Subsequent Events” describes the procedures the auditor should apply 
between the date of the financial statements and the date that field work 
ends. The additional requirements to apply subsequent events proce
dures in a Securities Act filing are described in AU Section 711, “Filings 
Under the Federal Securities Statutes.” In such filings, the auditor 
should extend the application of subsequent events procedures not only 
through the date of the audit report but also “...up to the effective date 
or as close thereto as is reasonable and practicable in the circumstances” 
(AU Section 711.10). Because field work may have ended significantly 
before the effective date of the registration statement, the auditing liter
ature recognizes that the likelihood of the auditor discovering new infor
mation diminishes. Notwithstanding this circumstance, however, the 
auditor should make arrangements with management to be kept advised 
of the progress of the registration process in order to extend certain pro
cedures up to the effective date of the registration statement. In addition 
to performing the subsequent events procedures described in AU Sec
tion 560, the auditor should also perform two other types of procedures 
described in AU Section 711 and reproduced below:

• Read the entire prospectus and other pertinent portions of the reg
istration statement.

• Inquire of and obtain written representations from officers and 
other executives responsible for financial and accounting matters 
(limited where appropriate to major locations) about whether any 
events have occurred, other than those reflected or disclosed in the 
registration statement, that, in the officers’ or other executives’
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opinion, have a material effect on the financial statements 
included therein or that should be disclosed in order to keep those 
statements from being misleading.

If an auditor audited the financial statements of a prior period but not 
the most recent period, the inquiries of management described above 
need not be performed. The predecessor auditor, however, should obtain 
and read the prospectus and obtain a representation letter from the suc
cessor auditor. The letter from the successor auditor should discuss 
whether the successor has identified “.. .any matters that.. .might have a 
material effect on the financial statements reported on by the predeces- 
sor auditor or would require disclosures in the notes thereto.” Comply
ing with these provisions can also pose difficulties of the types 
discussed in this article and auditors should identify and plan for con
ducting extended subsequent procedures as necessary.

A CONTINUING PROBLEM

The above discussion has addressed transaction-related issues created 
by the Commission’s audit requirements. The relevance and impact of 
Regulation S-X does not end when the Rule 3-05 issue is settled. Under 
Rule 3-09, the acquirer may well need to obtain and furnish audited 
financial statements every year. That rule requires registrants to include 
in part IV of Form 10-K, and in any applicable registration statements 
under the Securities Act, the financial statements of any non-consoli- 
dated equity investees which meet certain materiality tests. Rule 1- 
02(w) again establishes the benchmark against which the significance of 
the investment is measured. The key portions of Rule 3-09 state:

a. If either the first or third condition set forth in Regulation S-X 
Rule l-02(w), substituting 20% for 10%, is met by a 50% or less 
owned person accounted for by the equity method by the regis
trant or a subsidiary of the registrant, separate financial state
ments of such 50% or less owned person shall be filed.

b. In so far as practicable, the separate financial statements required 
by this section shall be as of the same dates and for the same peri
ods as the audited consolidated financial statements required by 
Regulation S-X Rule 3-01(two years’ balance sheets) and Rule 
3-02 (three years’ income statements and statements of cash 
flows). However, these separate financial statements are required



156 JERRY L. ARNOLD and WILLIAM W. HOLDER

to be audited only for those fiscal years in which either the first or 
third condition set forth in Regulation S-X Rule l-02(w), substi
tuting 20% for 10%, is met.7

Note that the investment and income tests (criteria one and three, 
respectively) apply. The implications of Rule 3-09 can be at least as 
onerous as those of Rule 3-05. Under this rule, the investor in a less than 
50% owned entity faces the possibility of having to secure audited 
financial statements for that entity every year for inclusion in the inves
tor’s Commission filings. The difficulties enumerated above in regard to 
Rule 3-05 are relevant to this situation, but are compounded by the 
ongoing need for audited financial statements.

The income test can be especially troublesome in regard to applica
tion of Rule 3-09. As discussed above, one criterion for measuring sig
nificance is a comparison based on income from continuing operations. 
If the investor has an off year, with low earnings or a loss, seemingly 
inconsequential investments can suddenly become significant in terms 
of the financial statement requirements under Regulation S-X.

RECOMMENDATIONS—AUDITORS,
AUDITING STANDARD SETTERS, AND REGULATORS

Auditors generally do not have professional obligations to provide 
advice to clients beyond the boundaries of the engagements they have 
agreed to perform. Nevertheless, auditors may choose to provide insights 
on a variety of matters, including those related to the subject matter of this 
article. It is in that spirit that the following recommendations are made.

Auditors can add much value to the services they render by taking 
steps to assist clients avoid the pitfalls in complying with the Commis
sion’s rules regarding submission of audited financial statements of 
other entities. If the client is contemplating an acquisition, the auditor 
should advise the client of the need for audited financial statements 
under Regulation S-X Rule 3-05. If the proposed acquiree’s financial 
statements have been audited, the firm performing that audit should be 
contacted regarding its willingness to be associated with the financial 
statements in Commission filings, especially those under the Securities 
Act. If the proposed acquiree’s financial statements are unaudited, or if 
the firm that performed the audit is unwilling to consent to the use of its 
opinion in Securities Act filings, the client should be advised to engage
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its auditor to assess the auditability of the financial statements. If possi
ble, the requisite set of financial statements should then be audited. If 
the auditor determines the financial statements for the relevant number 
of periods cannot be audited, with an unqualified opinion, the client 
should be advised prior to the consummation of the acquisition.

The auditor should assure that the client is aware of the continuing 
requirements to furnish audited financial statements under Regulation 
S-X Rule 3-09. The client should be advised to secure the agreement of 
the equity investee to the performance of annual audits. The issues and 
above discussion relating to attaining the consent of the auditor of such 
statements also apply in this context.

Finally, the auditor should advise privately-held clients that either plan 
to go public or to be acquired by a public company of the audit require
ments discussed in this paper. Such clients should recognize that proper 
planning is essential to attaining the required audited financial statements 
and that inability to comply with the requirements can delay their offer
ing or be a “deal breaker” in a possible acquisition by a public company.

Auditing standard setters and regulators could also consider the need 
for additional guidance in providing auditing services to prior periods. 
The need to conduct financial statement audits of previously unaudited 
past reporting periods is not confined to the circumstances described in 
this article. Little guidance exists, however, for practitioners confront
ing such needs or requests. While GAAS does address the ability of the 
auditor to audit financial statements for relatively distant financial 
reporting periods a fresh look at the issues and opportunities may be 
desirable. This recommendation seems particularly appropriate given 
the increase in mergers and acquisitions coupled with the availability of 
electronic information.

NOTES
1. SEC’s Form 8-K, Item 2.
2. Regulation S-X, Article 11, Rule 11-01(b).
3. Regulation S-X, Article 1, Rule l-02(w).
4. The averaging rules are contained in Rule l-02(w). The use of absolute values 

applies if either the registrant and its other subsidiaries or the subsidiary experienced a 
loss in the most recent year.

5. The requirement also extends to “probable” acquisitions. Application of the 
probability criterion is beyond the scope of this paper.

6. Regulation S-X, Article 3, Rule 3-05(b).
7. Regulation S-X, Article 3, Rule 3-09.
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INTRODUCTION

Like any profession that deals with the public—and is susceptible to 
government regulation—the accounting profession has long been con
cerned about its public image. In the last 15-20 years, however, the legal 
woes of accounting’s largest and most respected firms have only height
ened this concern. Although auditors cannot be allowed to perform sub
standard audit procedures without penalty, are they are being held to 
unrealistically high standards?

The so-called audit “expectation gap”—the gap between what the 
public expects to receive from an audit and what auditors feel obligated 
to deliver—was heavily documented in the 1970’s and 1980’s in reports 
such as those by the Opinion Research Corporation (1974), the Cohen 
Commission (1978), and Louis Harris & Associates (1986). Following 
many of the 1987 recommendations of the National Commission on 
Fraudulent Financial Reporting,1 a private-sector initiative funded by 
the AICPA, the AAA, and other organizations, in 1988 the AICPA’s 
Auditing Standards Board issued nine new auditing standards known as 
the “expectation gap” standards (Guy and Sullivan 1988).

One standard, No. 58, was intended to reduce the public’s expecta
tions of the audit function by more clearly distinguishing between audi
tors’ and clients’ responsibilities, and by further defining the limitations 
of the audit. The other standards, Nos. 53, 54, 55, 56, 57, 59, 60, and 
61—as well as those issued subsequently—have served to close the gap 
by raising auditor expectations (and performance) via improved and 
clarified procedures.

Since the issuance of the expectation gap standards, however, little 
research has been performed to ascertain whether any reduction in the 
expectation gap has been achieved. Two notable exceptions have been 
studies by Anderson et al. (1993) and Epstein and Geiger (1994), which 
reported that judges and investors, respectively, still appear to exhibit 
unrealistic expectations for auditors.

This research reports the test of whether an expectation gap exists 
between auditors and another important sector of the public— their own 
clients. Although prior comprehensive surveys have identified business 
executives as a “key” public, the executives’ expectations for auditors 
have not been directly compared to those held by the auditors them
selves. Also, because the auditor and executive subjects in this research 
were selected from populations that actually interacted on the same 
audits, their relative opinions may be more directly comparable.
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In addition, because the public’s judgment of the auditors’ actual per
formance is an important factor in any evaluation—as it ultimately 
becomes in the negligence cases—an evaluation of the auditors’ perfor
mance by their own clients is also reported herein, and is compared to 
the auditors’ self-judgment of that performance.

PREVIOUS LITERATURE

Studies Conducted Prior to the Expectation Gap Standards

Over the last 45 years, many surveys have been conducted to assess 
public opinion of the accounting profession. These studies have gener
ally indicated an increasing awareness and acceptance of the profession 
over time, as well as of the auditors' performance. However, criticisms 
of the audit function remained-in the surveys leading up to the issuance 
of the “expectation gap’’ standards. (For a detailed review of these stud
ies, please see Thompson and Jones 1990.)

The three most comprehensive surveys were conducted by the Opinion 
Research Corporation (ORC) for Arthur Andersen and Company in 1975, 
by the ORC for Peat Marwick in 1983, and by Louis Harris and Associates 
for the AICPA in 1986. All surveyed several hundred members of “key 
publics,” including corporate executives, securities analysts, accounting 
professors, and governmental officials to assess their impressions of the 
professionalism, personal qualities, and independence of CPA’s. In addi
tion, each study collected similar responses from a comparable number 
of individuals considered to be from the “general public,” including 
shareowners and the news media. None of the studies, however, inter
viewed actual auditors to provide a self-assessment of the auditors’ indi
vidual perceived responsibilities, personal qualities, or performances.

Problems highlighted by all studies led to recommendations that the 
accounting profession address several areas of concern, including: 
maintaining auditor independence, accepting more responsibility for 
legitimate oversight in the detection of fraud during audits, and promot
ing the understanding of auditor responsibilities. The studies generally 
concluded that the public felt that CPA’s are ethical and competent, but 
may lack creativity and give in too easily to client pressure (Louis Harris 
1986).

*

In the Louis Harris (1986) study, the public’s rating of the CPA’s’ hon
esty, competence, reliability, and objectivity was substantially lower 
than similar ratings for other professional groups, although the “key”
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publics did rate the auditors higher than the general public on most of the 
pivotal auditor attributes. Particularly germane to the current study, the 
expectations held by corporate executives for CPA’s were generally 
higher than those held by the academic accountants, whereas the evalu
ations of the CPA’s’ performance by the executives were generally lower.

In the academic literature, Wilcox and Smith (1977) surveyed 186 
audit clients to determine whether they perceived the CPA’s role as sig
nificantly different from that prescribed by professional standards. No 
significant discrepancies were found, either for traditional attest or man
agement advisory services. As no auditors were actually surveyed, how
ever, there was no direct way of determining whether or not a perception 
gap existed between the two groups, nor were the clients asked to rate 
their auditors’ actual performances.

Studies Conducted After the Expectation Gap Standards

Two recent studies indicate the existence of a continuing gap between 
what the U.S. public expects from auditors and what the auditors per
ceive themselves as delivering or intending to deliver. Anderson et al. 
(1993), using an experimental task with 65 judges and 58 auditors as 
subjects, found that judges provided significantly lower evaluations of 
the hypothetical performance of an auditor in an audit scenario than 
those provided by the auditor subjects.

In a recent survey of 246 stockholders, Epstein and Geiger (1994) 
found that almost half expected complete or absolute assurance that 
material misstatements in financial statements due to unintentional error 
would be detected by auditors. Over 70% expected absolute assurance 
that material misstatement due to fraud would be detected. Current 
auditing standards, of course, require that auditors provide only reason
able assurance that these misstatements will be found.

Therefore, available research tends to indicate that significant expec
tation gaps still exist after the issuance of the eight new auditing stan
dards in 1988 for some “key” publics. However, prior to this study, the 
state of the perception gap relating to the auditors’ clients, has not been 
assessed subsequent to the issuance of the above-mentioned standards.

METHODOLOGY
Questionnaire Design

An examination of the “expectation” and “performance” gaps 
requires an assessment of the perceptions of both auditors and client
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management. Accordingly, it was decided that identical questionnaires 
would be prepared for each subject group." Because questions used in 
past surveys had been carefully formulated to be readily understandable 
by the many “key” publics, we decided to retain essentially the same 
wording.

The 18 non-demographic items on our questionnaire were designed to 
collect the following information: (1) Questions 1 and 2 were used to 
gather expectations for the audit and management advisory (MA) ser
vices functions; (2) Questions 4, 5, 7, 8, 9, 10, 11, 16, and 17 were used 
to evaluate the audit and MA services being provided, and (3) Questions 
3, 6, .12, 13, 14, and 18 were used to gather feedback on miscellaneous 
policy matters relating to these services. Question 15 was used to gather 
perceptions of the auditors’ personal qualities.4

All questions required the respondent to choose between anchors, 
which in most cases were strongly agree/strongly disagree, on a 7-point 
Likert scale. To improve the validity and relevancy of the questions 
selected, partners from two of the Big 6 accounting firms agreed to eval
uate the questionnaires. Following these reviews, only minor modifica
tions were made to the questionnaires to clarify wording and question 
structure.

Selection of Respondents

The questionnaires were administered to auditors from four of the Big 
6 accounting firms—Arthur Andersen & Co., Deloitte & Touche, 
KPMG Peat Marwick, and Price Waterhouse—and "key” management 
personnel of their respective clients from a single Rocky Mountain met
ropolitan area. Auditor questionnaires were hand delivered to the 
accounting firms, which then distributed them internally among all pro
fessional staff levels. The firms assumed responsibility for collecting the 
completed questionnaires, after which they were picked up. All auditors 
remained anonymous.

The four Big 6 firms also agreed to create a list of ten to 12 audit cli
ents of varying sizes and industries, and to supply a contact at each cli
ent.4 After receiving the client lists, the researchers explained to the 
client contacts via telephone that the study was an independent research 
project intended to ascertain the expectations clients held for their audi
tors and to gather the clients’ evaluations of their auditors’ actual per
formance. Because the survey was intended for “key” management
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Table 1. Client Responses by Respondent's Title
President/CEO 4 Assistant Treasurer 1
Senior Vice President 2 Controller 17
Vice President Finance/CFO 13 Assistant Controller 2
Vice President/OtFier 6 General Accounting Manager 3
Assistant Vice President 1 Cost Accounting Manager 2
Director of Finance 2 Manager of Financial Reporting 1
Director of Accounting 1 Office Manager 1
Treasurer 3 OtFier _6

TOTAL 65

personnel associated with the audit—particularly Chief Executive 
Officers, Vice-Presidents, Treasurers, and Controllers—the client con
tact was left to determine the appropriate number of questionnaires to be 
sent to his or her office.

Client questionnaires were then both hand delivered and mailed to the 
auditors’ clients.5 A cover letter was sent to each client on University 
letterhead assuring the respondent of anonymity and conveying our 
gratitude for participating. The surveys completed by client manage
ment were returned to the researchers via mail in the postage paid enve
lope provided. Neither management personnel nor the auditors were 
asked to sign the questionnaires. However, the questionnaires were 
identified by audit firm and client prior to respondent solicitation.

Overall, 56 usable questionnaires were returned from the 93 given to 
the auditors, and 65 of the 124 sent to their clients were received, for 
response rates of 60% and 52%, respectively. Those returned from the

Table 2. Auditor Responses by Firm and Level
Number Number Response Rate

Firm Issued Returned (%>

By audit firm: A 25 17 68
B 30 18 60
C 18 11 67
D 20 10 50

Totals 93 56 60

By level within the firms: Partner 3
Senior Manager 5
Manager 9
Supervising Senior 7
Senior 19
Staff Accountant 13
Totals 56
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clients represented 26 different firms from various industries including 
manufacturing, banking, retail, and broadcasting. Table 1 analyzes 
responses for audit clients by position of the respondents, while Table 2 
presents an analysis of the responses by audit firm and by level in the 
firm. Size distinctions could not be readily identified from public data
bases for all client firms, and are therefore not included.

RESULTS

Primary Results

The primary results of this study are summarized in Table 3, and are 
discussed below.

The E xp e c ta tio n  G a p s

Our first objective was to determine whether “expectation gaps” 
existed for the client management and auditors surveyed for this study, 
in each of the areas of traditional audit and management advisory ser
vices.

An audit Watchdog Expectation Index was formed by combining the 
results of questions 1(a), (e), and (d), which looked at the auditors’ 
responsibility to detect fraud, material errors, and act as the public’s 
“watchdog,” respectively. The mean response per item for the auditor 
group was 4.01, while the mean for the client management group was 
only slightly greater at 4.22.6 Not only was this difference insignificant 
at conventional levels (F = 1.20; p = .28), but because both responses 
were close to the midpoint of the scale, the results indicated that both 
parties carried fairly weak expectations for the auditor as public watch
dog.7 Therefore, for this sample of auditors and their clients, there did 
not appear to be a serious “expectation gap” concerning the auditors’ 
general role as public watchdog.

To measure any difference in expectations for the advisory function of 
an audit, questionnaire items 1(c) and 2 were combined to form an audit 
Advisory Expectations Index. This index measured whether the audi
tors’ primary function was to add value to the clients’ operations 
through representations to management and whether a good auditor acts 
as a “business advisor” to his or her clients. Surprisingly, the mean audi
tor response of 5.2 per item was significantly ip = .003) higher than that



166 STEVEN L. HARRIS and DALE E. MARXEN

Table 3. Summary of Performance Indices
2-Tail

Croup Per Item Mean F-Value Probability

The Expectation Gaps
Watchdog Expectation Index (expectations for auditor as watchdog) 
Auditors 4.01
Client Management 4.22 1.20 .28

Advisory Expectations Index (expected value of audit advisory services) 
Auditors 5.22
Client Management 4.39 9.43 .003

The Performance Gaps
Auditor General Performance Index
Auditors 4.78
Client Management 4.58 2.11 .15

Audit Function Index (value of audit function)
Auditors 5.98
Client Management 5.67 4.94 .03

Auditor Attribute Index
Auditors 5.88
Client Management 5.04 41.46 .0000

MAS Performance Index (actual value of advisory services)
Auditors 4.71
Client Management 4.58 0.69 .41

120

120

120

120

120

115

of their clients (4.4), indicating that the auditors expected more from 
their advisory function than their clients did.

Therefore, in the area of advisory services associated with an audit, as 
in that of the attest function itself, clients did not appear to hold unrea
sonable expectations for auditors.

Th e  P e rfo rm a n ce  G a p s

Examining the extent of the “performance gaps” for audit as well as 
management advisory services will proceed in a similar manner to the 
discussion of expectations for these services. As above, responses to 
appropriate questions were combined to form overall indices of perfor
mance in each of the areas. However, because questions in a particular 
index were not necessarily designed to measure facets of a specific con
struct, analyses of the individual items making up each index will be 
provided when necessary to make interpretation of the results more 
meaningful.
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To measure the auditors’ general performance, questionnaire items 4, 
5, 7, 9, 10, and 17 were combined to form the Auditor General Perfor
mance Index. Questions incorporated into this index assessed (1) the 
use of independent and objective judgment by the auditor, (2) the per
formance of the profession in comparison to the past, (3) the effect com
petition has had on overall service, (4) the detection of fraud and illegal 
acts by the auditor, (5) the effect management services has had on 
audits, and (6) whether or not the auditors are spending enough time on 
audits to provide quality service. Although the overall mean rating of 
the auditors by their clients (4.58) was lower than the auditors’ mean 
rating for themselves (4.78), the difference was not significant at con
ventional levels (F = 2.1; p = ,15).8 As both groups’ responses were 
moderately higher than the mean, we can conclude that both groups held 
a modestly positive evaluation of the auditors’ performance.

Second, an Audit Function Index was calculated to assess the audit 
function based exclusively on the semantic differential scales found in 
question 3. This question solicited perceptions of the value, benefit, use
fulness, desirability, justification, and necessity of an audit. The mean 
response per item on this index for auditors of 5.98 was significantly 
greater (p = .03) than the mean response given by their clients of 5.67.

Although management was seen to hold the audit function in lower 
esteem than did the auditors, both were fairly positive. Also, as manage
ment’s feedback on the audit may be as much a reaction to the SEC pol
icy of requiring an audit as it is to the auditors’ performance on that 
audit, this result does not appear to highlight a significant area of con
cern.

Third, an Auditor Attribute Index was created by combining the 
responses from question 15 which measured perceptions of the audi
tors’ pivotal attributes of honesty, reliability, communication skills, 
objectivity, problem solving, competence, creativity, and concern for 
public interest. The per item mean result for auditors of 5.88 was signif
icantly higher (p = .0000) than the mean result for their clients (5.04)— 
a result which was not unexpected because previous research has shown 
that subjects tend to overrate their own good qualities (Meyers and 
Lamm 1976).

From these results we do not know whether the auditors had inflated 
perceptions of themselves, or whether their clients were being overly 
critical. However, because the clients’ responses were above the scale’s 
mean—for the index overall and for each of the individual attributes—



1 6 8 STEVEN L. HARRIS and DALE E. MARXEN

they do not appear alarmingly negative. They do, however, leave room 
for improvement.

An additional index to evaluate the performance of accountants on 
management advisory services, the MAS Performance Index, was cre
ated by combining the responses to items 8, 11, and 16 from the ques
tionnaire. These items solicited perceptions of whether or not the 
number of advisory services offered by CPA firms was appropriate, the 
effect increased competition in the marketplace has had on these ser
vices, and how the services provided in this area by CPA firms compares 
to that offered by other consulting agencies. The mean auditor response 
of 4.71 did not differ significantly ip = .41) from the mean response of 
4.58 provided by their clients.9 Neither response, although positive, 
appeared to be a ringing endorsement of the MAS provided by the CPA 
firms.

To summarize the above performance ratings, on two of the above 
indices there were no significant differences between the performance 
ratings of the auditors and their clients. On one of the indices, the Audit 
Function Index, auditors provided marginally higher evaluations than 
their clients. However, as mentioned above, this index may measure the 
clients’ feelings toward an audit, rather than to the performance of the 
auditors. It is only on the Auditor Attribute Index that a substantial dif
ference existed, and this may be artifactual due to the auditors overrat
ing their own good qualities, as mentioned above.

Combining all of the evidence, we conclude that auditors do not 
appear to be suffering from their clients’ unrealistic expectations, nor 
are their clients tending to be overly critical of the auditors’ perfor
mance in either the audit or the advisory services functions.

Other Results

We will now turn to the responses to other items contained on the 
questionnaire which may be classified as recommendations to the 
accounting profession or as policy items.10

Questions 12,14, and 18 were used to gather perceptions of the effects 
of management advisory services on the audit function. In all cases, the 
management personnel were more critical of this relationship than were 
the auditors. They felt that: (1) expansion beyond traditional services is 
bad for the accounting profession ip = .01), (2) it is not appropriate for 
an auditing firm to be engaged in management advisory services (p =
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.001), and (3) management advisory services compromise audits {p = 

.001) .

Question 6 asked whether year-to-year changes in audit personnel 
lowered audit quality. Although client management tended to believe 
this more than the auditors did, the difference in mean response was not 
significant at conventional levels (p = .11).

Question 13 was used to determine the perceptions of whether or not 
increased competition for audits has resulted in decreased audit fees. 
Auditors tended to much more strongly believe this was true (p = .0001).

CONCLUSIONS, LIMITATIONS, AND IMPLICATIONS

Conclusions

Faced with the consequences of litigation, government investigation 
and intervention, and other problems, the accounting profession moved 
to narrow the gap between what the public expects and what they 
believe they are getting from the audit function by issuing a passel of 
new auditing standards beginning in 1988. This gap can perhaps be bet
ter understood by investigating not only the disparity between what the 
public and auditors expect (the expectation gap), but also the disparity 
between what the public and the auditors feel is actually being delivered 
(the performance gap). This study examined one important aspect of the 
expectation gap by surveying auditors from four large international 
firms and a selection of their client management.

Results indicated that, relative to the auditors’ expectations for them
selves, client management did not hold unrealistic expectations for 
auditors in either the traditional audit function or for its ancillary ser
vices. In the area of advisory services, auditors actually expected more 
from themselves than their clients expected of them. Client manage
ment also appeared satisfied with the auditors’ actual performances.

Auditors and their clients did differ markedly, however, to the extent 
they perceived a conflict of interest when accounting firms provide both 
audit and management advisory services. Clients felt that auditors 
should be less involved in these activities—an apparently incongruous 
position given the overall increase in their utilization (see Armstrong 
and Vincent 1988, 95).11 A better understanding of how audit clients can 
simultaneously promote and criticize use of these services will require 
further examination.
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Limitations and Implications for Further Research

This study was not meant to supplant—or even update—prior com
prehensive surveys designed to assess the general state of the auditor 
expectation gap. Rather, by focusing on a relatively small group of audi
tors and a selection of their clients in one geographical location, it pre
sented a unique, micro comparison of the perceptions of auditors and 
one of their “key” publics. As such, its results cannot be applied to gen
eral populations, nor can it be used to extrapolate positions taken by a 
“disinterested” public.

Recently, an advisory panel of the Public Oversight Board (POB) of 
the SEC practice section of the AICPA division for CPA firms published 
a report recommending ways to enhance the integrity and objectivity of 
independent auditors (POB 1994). Among the most important recom
mendations of this panel (also known as the Kirk panel after chairman 
Donald J. Kirk), was that auditors should see the client’s board of direc
tor’s—rather than its management—as its true client. Auditors are also 
asked to increase their interaction with the board and its audit commit
tee, and provide oral feedback to the audit committee regarding the 
quality—not just the acceptability—of management’s decisions relating 
to financial reporting. In short, auditors should work toward combining 
with the board and the audit committee to form a triumvirate watchdog 
group monitoring the activities of corporate management on behalf of 
stockholders. However, how corporate management—themselves often 
significant stockholders and members of corporate boards—will react 
to the possible weakening of their relative position is an intriguing ques
tion. In addition, investigating the perceptions held by corporate board 
and audit committee members for the audit expectation gap would also 
be an interesting extension to this work. At the present time, however, 
the opinions of corporate management remain, and will likely continue 
to remain, an important ingredient in the continuing evolution of the 
auditing function.

APPENDIX:
CLIENT QUESTIONNAIRE

For the following questions, please circle the number which corresponds to 
your best overall answer. Please note that the scale anchors (e.g., Strongly 
agree/Strongly disagree) are altered from question to question.
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1. Based upon my observations, the independent auditor’s primary function 
is to:

a. detect significant financial fraud and illegal acts by management.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree

b. express an opinion about the financial position of the client.

Strongly disagree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly agree

c. “add value” to the client’s operations through recommendations to 
management.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree

d. act as the public’s “watchdog”.

Strongly disagree 1 : 2 : 3 : 4 : 5 : 6 : 7 Strongly agree

e. Detect material errors affecting the financial statements.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7 Strongly disagree

One of the services a good auditor renders is to be a “business advisor
clients.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7 Strongly disagree

In my perception, the audit function is:

Valuable 1 : 2 : 3 : 4 : 5 : 6 : 7 Worthless

Harmful 1 : 2 : 3 : 4 : 5 : 6 : 7 Beneficial

Useful 1 : 2 : 3 : 4 : 5 : 6 : 7 Useless

Desirable 1 : 2 : 3 : 4 : 5 : 6 : 7 Undesirable

Justified 1 : 2 : 3 : 4 : 5 : 6 : 7 Unjustified

Unnecessary 1 : 2 : 3 : 4 : 5 : 6 : 7 Necessary

4. CPA firms exercise independent and objective judgment in performing 
audits of company financial statements.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree

5. The accounting profession is performing better today than it has in the 
past.

Strongly disagree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly agree

6. Year-to- year changes of audit-team personnel lower audit quality.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree
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7. As a client, competition for business by CPA firms has resulted in better 
overall service.

Strongly disagree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly agree

8. The number of “business advisory services” being offered to my firm is ...

Inappropriate 1 : 2 : 3 : 4 : 5 : 6 : 7  Appropriate

9. The independent auditor generally detects significant financial fraud and 
illegal acts by management.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree

10. The “business advisory and consulting services” provided by the audit 
firm have resulted in...

Less effective audits 1 : 2 : 3 : 4 : 5 : 6 : 7  More effective audits

11. How has competition among CPA firms affected the availability of “advi
sory and consulting services”?

Increased availability 1 : 2 : 3 : 4 : 5 : 6 : 7  Decreased availability

12. Expansion beyond traditional audit and tax practice is bad for the account
ing profession in the long run.

Strongly disagree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly agree

13. Competition between CPA firms has resulted in decreased audit fees.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree

14. It is not appropriate for an auditing firm to be engaged in general manage 
ment consulting.

Strongly disagree 1 ; 2 : 3 : 4 : 5 : 6 : 7  Strongly agree

15. How would you rate the auditors on..

a. H o n e s ty ?

Dishonest 

b. R e lia b i l i ty ? 

Reliable

c. C o m m u n ic a tio n  s k i l l s ? 

Excellent

d. O b je c t iv i ty ? 

Objective

1 : 2 : 3 : 4 : 5 : 6 : 7 Honest

1 : 2 : 3 : 4 : 5 : 6 : 7 Unreliable

1 : 2 : 3 : 4 : 5 : 6 : 7 Poor

1 : 2 : 3 : 4 : 5 : 6 : 7 Subjective
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e. P ro b le m  s o lv in g ?

Poor 1 : 2 : 3 : 4 : 5 : 6 : 7 Excellent

f. C o m p e te n c e ?

Incompetent 1 : 2 : 3 : 4 : 5 : 6 : 7 Competent

g- C r e a tiv i ty ?

Uncreative 1 : 2 : 3 : 4 : 5 : 6 : 7 Creative

h. C o n c e rn  f o r  th e  p u b l ic  in te re s t in th e ir  w o r k ?

Concerned 1 : 2 : 3 : 4 : 5 : 6 : 7 Unconcerned

16. As management consultants for corporations, how do independent audi
tors compare to consultants within management consulting firms?

Less able 1 : 2 : 3 : 4 : 5 : 6 : 7  More able

17. On our audit, the auditors spend enough time to achieve...

Highest quality 1 : 2 : 3 : 4 : 5 : 6 : 7  Minimal quality

18. When audit firms serve as advisors to an audit client on tax matters, man
agement systems, or financial matters, their ability to be objective when 
auditing a client’s financial statements is compromised.

Strongly agree 1 : 2 : 3 : 4 : 5 : 6 : 7  Strongly disagree

In the following section, you will be asked to rank various responses to a 
number of questions. In ranking the responses, you should give a 1 to the best 
response, a 2 to the next best response and so on. If you feel that one or more 
of the responses do not apply, give them a 0. If you feel that two or more of the 
responses are equal, give them the same ranking.

The independent auditor is responsible to: (rank using the scale given
above)

a. the public at large d. the creditors

b. top management e. the company

c. the stockholders f. me

The audit is useful to: (rank) 

a. the public at large d. the creditors

b. top management e. the company

c. the stockholders f. me
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21. Independent auditors are most like: (rank)

a. teachers d. lawyers

b. advisors e. policemen

c. consultants f. judges

For the following questions, please check or fill in the blanks where appro
priate.

Job title: ____________________  Big 8(6) experience __ Yes __ No

Degrees you currently possess:

TYPE MAJOR YEAR SCHOOL

Male ____  Female ____  Age ______

T H A N K  Y O U  F O R  Y O U R  T IM E  A N D  C O O P E R A T IO N
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NOTES

1. Commonly referred to as the Treadway Commission after its chairman, James 
Treadway.

2. The client questionnaire is reproduced in the Appendix. The auditor question
naire was identical except for minor modifications for the auditor subjects.

3. Questions 1(b) and 19-21, although found on previous expectation gap ques
tionnaires, were not analyzed or included in this report for the following reasons: (1) 
Question 1(b) was considered to be an essentially neutral question of fact which was not 
related to a subjective expectation held for audit or advisory service quality; and (2) 
Questions 19-21 were considered to be peripheral to the main intent of this research. In
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addition, questions 19-21 were not in Likert-type format, making their responses less 
comparable to others in the study.

4. The firms were left free to choose the clients, and the contact for each.
5. Except for one accounting firm which took full responsibility for contacting and 

mailing the questionnaires to its clients.
6. The midpoint of each scale was 4.0; therefore, such a response would be com

pletely neutral. Items that were negatively worded were reverse scored so that those 
compiling a scale would be additive.

7. Of the three items that made up the index, only the difference in perceptions 
relating to fraud detection was statistically significant (4.1 vs. 3.4, A = 0.7; p = .02). 
Management was more apt to believe that auditors should detect fraud. Interestingly, 
however, both the auditors' and their clients' ratings of the auditors’ performance in 
detecting fraud exceeded the expectations held by both parties for the auditors in this 
area. Therefore, these audit clients appeared to exhibit no perception gap related to the 
actual detection of fraud.

8. The only items that did differ significantly were items 1 (p = .005) and 5 (p = 
.05). Both dealt with auditor independence issues, and in both instances the clients' 
lower ratings indicated an area of concern.

9. None of the individual items making up the index showed any significant dif
ferences either.

10. These results are not tabled herein.
11. As a response to the demands of a competitive marketplace, at least one Big 6 

firm has even begun to incorporate such services into its standard audit process.
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study of securities disclosure lawsuits commenced from April 20, 1992 
through April 19, 1995. The results of the study indicate that Central 
Bank is associated with a significant short-term reduction of auditor liti
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intermediate-term auditor litigation risk. Indeed, Central Bank is associ
ated, albeit insignificantly, with an increase in intermediate-term auditor 
litigation risk.
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INTRODUCTION

The United States Supreme Court held in the Central Bank decision1 
that there is no private remedy for aiding and abetting a violation of Sec
tion 10(b) of the Securities Exchange Act of 19342 (hereafter “Section 
10(b)”). Aiding and abetting had often been used by plaintiffs against 
auditors in private securities disclosure litigation. Thus, auditor litiga
tion risk may have been reduced by the Court’s April 19, 1994 decision.

On the other hand, the abrogation of the aiding and abetting liability 
theory may have had little practical impact upon auditor litigation risk. 
Cases can be cited where the complaint against the auditor was com
pletely dismissed due to the dismissal of a claim based on an aiding and 
abetting liability theory. However, others can be cited where the dis
missal of an aiding and abetting claim did not constitute a dismissal of 
the entire case against the auditor. Alternative legal liability theories 
may be invoked to impose liability on auditors in securities disclosure 
lawsuits. These alternative theories include primary liability,4 claims 
based on other federal or state statutes, or claims based on common law.

After Central Bank, critics of the decision advocated legislative rein
statement of aiding and abetting. Aiding and abetting was reinstated as 
part of the Private Securities Litigation Reform Act of 19955 (hereafter 
“the Act”). However, it was only reinstated for certain Securities and 
Exchange Commission enforcement actions, and not for private securi
ties lawsuits. Both advocates and opponents of legislative reinstatement 
of aiding and abetting for private securities lawsuits defend their respec
tive positions on normative economic grounds. Advocates of legislative 
reinstatement insist that legislative reinstatement would restore investor 
protection, which would increase investor confidence and facilitate cap
ital formation. Opponents of legislative reinstatement assert that Cen
tral Bank helped decrease frivolous, costly litigation, and that the 
decision therefore facilitated capital formation.6

This study takes a positive economic approach. Before addressing the 
normative question of whether legislative reinstatement of private aid
ing and abetting is in the public interest, policy makers may find it use
ful to examine the actual impact of the case. This study provides the first 
empirical evidence of the effect of Central Bank on auditor litigation 
risk.

Segal (1995) surmised that since the decision narrowed the options 
under which lawsuits against auditors could be filed, certain actions that 
(before Central Bank) would have been asserted against auditors as aid
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ing and abetting claims will likely not be filed at all. Conversely, no
analogous narrowing of legal options affected the fifing of actions
against companies and their management. Section lOfbj private actions
against the latter genre of defendants had always been based on primary
liabilitv. even before Central bank. Thus, if Central Bank low ered audi- *
tor litigation risk, after Central Bank the proportion of lawsuits that had 
auditor defendants should have declined.

DEVELOPMENT OF THE HYPOTHESES

An adaptation of the Cooter and Rubinfeld 11989.) economic model of 
litigation provides the theoretical framework for this studs. First, finan
cial statements are issued. Then, investors incur losses. Believing that 
there is a reasonable likelihood of a material misrepresentation, the 
plaintiff then evaluates the likelihood of auditor culpability. If the plain
tiff believes that there is no reasonable likelihood of auditor culpability, 
no lawsuit is brought against the auditor. If the plaintiff believes that 
there is a reasonable likelihood of auditor culpability, the plaintiff eval
uates whether the likely benefits of a law suit against the auditor exceed 
the likelv costs of a lawsuit against the auditor.

The plaintiff's evaluation of whether the likely benefits of a lawsuit 
against the auditor exceed the likely costs of a law suit against the audi
tor can be decomposed into five factors. The first factor is the likelihood 
of a victors against the auditor (i.e.. ability to prove auditor culpability). 
The second factor is the likelihood of a victors' against some defen- 
dant(s). not necessarily the auditor (i.e.. the strength of the case). The 
third factor, assuming a plaintiff victors, is the likely amount of the 
judgment or settlement. The fourth factor is the ability of each potential 
defendant to pay a judgment or settlement. The fifth factor is the likely 
increased cost of the litigation if the auditor is named a defendant.

A plaintiff has greater incentive to include the auditor as a defendant 
if there exists a viable legal liabilitv theors. The Central Bank decision 
eliminated the aider and abettor Section 10(b i legal liabilitv theorv.

w  *  *

Since 1967. aiding and abetting had been heavilv used against auditors 
in securities disclosure lass suits. It had seldom been used against defen
dant companies or their officers and directors. The latter defendants 
were sued instead under a primary liability theors.

The Central Bank decision ssas announced on April 19. 1994. There 
were fewer legal theories available to use against auditors after that date. 
Thus, the proportion of lawsuits commenced in the four months imrne-
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diately after Central Bank with auditor defendants should be smaller 
than in the lawsuits commenced at other times during the study. This 
four month window empirically measures the short-term impact of Cen
tral Bank.

Resourceful plaintiffs’ counsel needed only a few months to draft new 
complaints based on alternative legal theories. Thus, the proportion of 
lawsuits commenced in the year immediately after Central Bank with 
auditor defendants should not be smaller than in the lawsuits com
menced at other times during the study. This one year window empiri
cally measures the intermediate-term impact of Central Bank. These 
hypotheses are stated below (in the alternative form).

Hypothesis 1. The proportion of lawsuits that include auditors as 
defendants, commenced during the four months after April 19, 
1994, will be significantly smaller than in the lawsuits com
menced at other times.

Hypothesis 2. The proportion of lawsuits that include auditors as 
defendants, commenced during the year after April 19, 1994, 
will not be significantly smaller than in the lawsuits com
menced at other times.

RESEARCH APPROACH

Sample Selection

The initial sample consisted of 429 securities disclosure lawsuits 
reported in Securities Class Action Alert from the May 1992 issue 
through the February 1996 issue.8 All of these lawsuits primarily con
cerned securities disclosure. They were commenced April 20, 1992, 
through April 19, 1995. In addition, they were filed in the United States 
District Courts.9 Lawsuits against mutual funds or governmental enti
ties were excluded from the study. Six lawsuits were deleted from the
study because no audit of a financial statement was performed, there

J - 1 0  was no private plaintiff, or data was incomplete.

Classification of Lawsuits

Sometimes the auditor was named a defendant in the initial complaint 
of a lawsuit. Alternatively, there sometimes was a delay of weeks or 
months until the auditor was named a defendant. Since this study’s
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Table 7. Time Period of Commencement of Litigation 
(Period used to operationalize short-term impact

of Central Bank is bold-faced)
Panel A

N u m b e r  (P e rc e n ta g e ) o f  O b se rv a t io n s

Tota l S a m p le  
(n = 4 2 3 )

N o  A u d ito r

D e fe n d a n t  A u d ito r  D e fe n d a n t  
(n = 3 8 b )  (n = 3 5 )

4/20/92-8/19/92 62 (15%) 50 (15%) 0 (17%)
8/20/92-12/19/92 55 (13%) 51 (13%) 4 (11%)
1 2/20/92-4/19/93 37 (9%) 30 (9%) 1 (3%)
4/20793-8/19/93 44 (10%) 42 (11%) 2 (0%)
8/20/93-12/19/93 40 (9%) 35 (9%) 5 (14.3%)
12/20/93-4/19/94 45 (11%) 39 (10%) 0 (17%)
4/20/94-8/19/94 58 (14%) 57 (15%) 1 (3%)
8/20/94-12/19/94 48 (11%) 4 1 (11%) 5 (14.3%)
12/20/94-4/19/95 34 (8%) 29 (7%) 5 (14.3%)

423 (100%) 388 (100%) 35 (100%)

Panel B

N u m b e r  (P e rce n ta g e ) o f  O b se rv a t io n s W h e re

A u d ito r  is a D e fe n d a n t

4/20/92-8/19/92 0 out of 02 (9.7%)
8/20/92-12/19/92 4 out of 55 (7.1%)
12/20/92-4/19/93 lo u t of 87 (2.7%)
4/20/93-8/19/93 2 out of 44 (4.5%)
8/20/93-12/19/93 8 out of 40 (12.5%)
1 2/20/93-4/1 9/94 (i out of 45 (I i. 8%)
4/20/94-8/19/94 lout of 58 (1.7%)
8/20/94-12/19/94 5 out of 48 (10.4%)
12/20/94-4/19/95 5 out of 34 (14.7%)
Total 85 out of 424 (8.8%)

experimental explanatory variable is longitudinal, this delay factor had 
to be addressed. Otherwise, for example, the interpretation of a lawsuit 
commenced before Central Bank with the auditor named a defendant 
after Central Bank would be problematic.

Thus, the time period of the study was divided into nine equal four- 
month periods (see Table 1) to investigate the short-term impact of Cen
tral Bank and three equal one-year periods (see Table 2) to investigate 
the intermediate-term impact of Central Bank. First, the period in which 
each lawsuit commenced was determined. Then, a lawsuit was classi
fied as having an auditor defendant if the auditor was named a defen
dant, in that same period.11
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Table 2. Time Period of Commencement of Litigation 
(Period used to operationalize intermediate-term impact

of Central Bank is bold-faced)
Panel A

N u m b e r  (P e rce n ta g e )  o f  O b s e rv a t io n s

Tota l S a m p le  
(n = 4 2 3 )

No A u d ito r  
D e fe n d a n t  
(n =  3 7 1 )

A u d ito r  D e fe n d a n t  
(n = 5 2 )

4/20/92-4/1 9/9 3 154 (16%) 139 (38%) 15 (29%)
4/20/93-4/19/94 129 (31%) 112 (30%) 17 (33%)
4/20/94-4/19/95 140 (33%) 120 (32%) 20 (38%)

423 (100%) .371 (100%) 52 (100%)

Panel B
N u m b e r  (P e rce n ta g e ) o f  O b s e rv a t io n s  W h e re

A u d ito r  is a D e fe n d a n t

4/20/92-4/1 9/93 15 out of 154 (9.7%)
4/20/93-4/19/94 17 out of 129 (13.2%)
4/20/94-4/19/95 20 out of 140 (14.3%)
Total 52 out of 423 (12.3%)

Table 3 presents, based on the four-month window, summary descrip
tive information about the incidence of lawsuits with auditor defen
dants. The bottom and top rows denote whether the lawsuit commenced 
during the four months immediately after the Central Bank decision 
versus at another time during the study, respectively. The right and left 
columns denote whether the lawsuit had an auditor defendant or did not 
have one, respectively. The observed proportion of lawsuits having 
auditor defendants during the four months immediately after the Cen
tral Bank decision was 1.72%. This compared to 9.32% at other times 
during the study. Fisher’s exact test (Fisher 1934) was used to determine 
whether the proportion of lawsuits with auditor defendants was signifi
cantly smaller in the immediate post-Central Bank period. The observed 
decrease is statistically significant (p = .032, left-tailed) and in the 
hypothesized direction.

In contrast to the results in Tables 1 and 3 (based on a four month win
dow), the proportion of lawsuits having auditor defendants in the year 
after Central Bank (see Table 2) was not significantly smaller. Indeed, 
the proportion of lawsuits having auditor defendants in the year after 
Central Bank was larger, obviating the need for Fisher’s exact test. The 
proportion of lawsuits having auditor defendants increased from 13.2% 
in the year before Central Bank to 14.3% in the year after Central Bank.
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Table 3. Summary of Short-term Association Between
Auditor Defendant and Period: Lawsuits

P e r io d

S ta tu s  o f  A u d ito r

No A u d ito r  
D e fe n d a n t

A u d ito r  D e fe n d a n t  
(SUED) Tota l

Not after C e n tra l B a n k 331 34 365
(90.7%l (9.3%)

After C e n tra l B a n k  (AFTERCB) 57 1 58
(98.3%) (1.7%)

Total 368 35 423

► Fisher's Exact Test p-■value = .032

Also, the proportion of lawsuits having auditor defendants increased 
from 11.3% in the two years before Central Bank to 14.3% in the year 
after Central Bank.

In studying the effect of the explanatory variable (Central Bank) on 
the response variable (auditor named a defendant versus not named a 
defendant) one should attempt to control covariates that can influence 
that relationship. In this study, the first step taken to control covari
ates was to only use recent litigation data from a short time period: 
lawsuits commenced April 20, 1992 through April 19, 1995. This pre
vents structural changes that have occurred in recent decades in the 
auditing and litigation environment from influencing the results. Sec
ond, three control variables shown in prior research to influence the 
plaintiff’s decision to include an auditor defendant were taken into 
account, using logistic regression: culpable restatement of audited 
annual financial statements (Fuerman 1997), bankruptcy of the defen
dant company (Gilbertson 1996), and class period length (Fuerman 
1997).12

Analysis of the logistic regression results provides further support for 
both hypotheses. The results (based on a four-month window) suggest 
that after controlling for the culpable restatement of audited annual 
financial statements, bankruptcy of the defendant company, and class 
period length, lawsuits were significantly less likely to have an auditor 
defendant if they were commenced in the four months immediately after 
Central Bank. Conversely, the results (based on a one-year window) 
suggest lawsuits were not significantly less likely to have an auditor 
defendant if they were commenced in the year immediately after Cen
tral Bank.
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DISCUSSION AND CONCLUSION

A significant decrease in the proportion of lawsuits having auditor 
defendants (based on a four-month window) during the four months 
immediately after Central Bank period has been documented in this 
study. Conversely, there was not a significant decrease in the proportion 
of lawsuits having auditor defendants (based on a one-year window) 
during the year immediately after Central Bank. Thus, as hypothesized, 
empirical evidence suggests that Central Bank is associated with a sig
nificant, short-term reduction in auditor litigation risk. Also, as hypoth
esized, Central Bank is not associated with an intermediate-term 
significant reduction in auditor litigation risk. Indeed, Central Bank is 
associated with an intermediate, though insignificant, increase in audi
tor litigation risk. A limitation of this study is that the long-term associ
ation of Central Bank with auditor litigation risk could not be studied 
due to the recency of the case.

IMPLICATIONS FOR PUBLIC POLICY

This study is the first to provide empirical evidence on whether auditor 
litigation risk was reduced by the Central Bank decision. Central Bank, 
in the short-term, but not the intermediate-term, is associated with a sig
nificant reduction of the proportion of securities disclosure lawsuits that 
included auditor defendants. Opposition to legislative reinstatement of 
aiding and abetting on the basis that Central Bank had no practical 
impact on auditor litigation risk, is a tenable position.

The 104th Congress did not legislatively reinstate aiding and abetting 
liability under Section 10(b) of the Exchange Act. It may be irrelevant 
whether the 105th Congress takes up the reinstatement issue. The evi
dence from this study suggests that it may not matter. Central Bank did 
not have an intermediate-term impact on auditor litigation risk. Logic 
suggests that it may not have a long-term impact on auditor litigation 
risk, either.

APPENDIX A

Appendix A presents details of the logistic regression analysis used to 
test the hypotheses of the study. As was discussed above, the ability to
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draw inferences regarding the impact of the Central Bank decision is 
strengthened by using recent litigation data over a short time period, and 
by controlling for culpable restatement of audited annual financial state
ments, bankruptcy of the defendant company, and class period length.

There have been two recent empirical studies, both employing multi
ple logistic regression, differentiating between lawsuits with auditor 
defendants and lawsuits without auditor defendants (Gilbertson 1996; 
Fuerman 1997). Gilbertson (1996) was a settlements-only study. Fuer- 
man (1997) was a comprehensive study of both settled and pending 
securities litigation.

Fuerman (1997) found the culpable13 restatement of previously 
issued audited annual financial statements positively associated with 
naming the auditor a defendant. A culpable restatement of previously 
released audited annual financial statements is a tacit admission of 
material financial statement misrepresentation. Similarly, in this study it 
is expected that a culpable restatement will be positively associated with 
naming the auditor a defendant. In this study, a culpable restatement is 
observed as occurring if the restated period(s) overlap the class period 
of the lawsuit.

Fuerman (1997) also found the length of the class period positively 
associated with naming the auditor a defendant. The length of the class 
period is the time during which the defendants allegedly violated the 
legal rights of the plaintiff.14 Similarly, in this study it is expected that 
class period length will be positively associated with naming the auditor 
a defendant.

Both Gilbertson (1996) and Fuerman (1997) found defendant com
pany bankruptcy positively associated with naming the auditor a defen
dant. Similarly, in this study it is expected that bankruptcy is observed as 
occurring if the defendant company filed for bankruptcy within one year 
before, or one year after, the commencement of litigation.

Culpable restatement, class period length, and bankruptcy were used 
as control variables in the following logistic regression model:

SUED = pQ + (3, * AFTERCB + p2 * RESTATE + p3 * BANKRUPT
+ (34 * CLASS + e

where all variables are defined in Table A1.
Logistic regression is an appropriate statistical technique where, as in 

this study, there is a single response variable and it is binary. Two-way 
tables (not shown) show a strong lack of independence between explan-
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Table A 1.
V ariab le D e s c r ip t io n  o f  V a riab le

SUED Coded 1 if auditor named a defendant in same four month period (one 
year period) in which lawsuit commenced, 0 otherwise

AFTERCB Coded 1 if lawsuit commenced during four month period (one year 
period) immediately after C e n tra l b a n k , 0 otherwise

RESTATE Coded 1 if culpable restatement of previously issued audited annual 
financial statements, 0 otherwise

BANKRUPT Coded 1 if defendant company filed for bankruptcy within one year 
before, or one year after, commencement of lawsuit, 0 otherwise

CLASS Coded 1 if class period (period of alleged wrongdoing) equals or exceeds 
its median (ten months), 0 otherwise

atory variables RESTATE and BANKRUPT, between RESTATE and 
CLASS, and between CLASS and BANKRUPT However, most impor
tant for the purposes of this study, AFTERCB is independent (p = .33 or 
greater in each of the two-way tables) of each of the other three explan
atory variables.

Exact logistic regression using LogXact-Turbo, Version 1.3 (CYTEL 
Software Corporation 1993) was used for the four-month window anal
ysis. Asymptotic logistic regression, due to the extreme cell sparseness, 
yields unreliable statistical inference results (see Agresti 1996; Mehta 
and Patel 1995; or Stokes, Davis, and Koch 1995 for discussions of this 
issue). The results, including exact conditional scores mid-p values 
(Lancaster 1961) are shown in Table A2.

As hypothesized, and consistent with the evidence presented in Tables 
1 and 3, the coefficient on the AFTERCB variable (using a four-month 
window) is -1.9413 and is significant at p < .05. The coefficient indi
cates that after controlling for culpable restatement of audited annual 
financial statements, class period length, and defendant company bank-

Table A2. Exact Logistic Regression Results (Four-month
(N -  423)

window)

Exa ct C o n d it io n a l Exact C o n d it io n a l

P a ra m e te r S c o re s S c o re s

V a riab les E s t im a te Test S ta t is t ic M id -p -v a lu e O d d s  R a tio

Intercept -3.6969
AFTERCB -1.9413 4.3408 .0381 .1435
RESTATE 1.7453 20.0787 .0000 5.7279
BANKRUPT 1.2807 6.2551 .0160 3.5993
CLASS 1.2698 6.6876 .0126 3.5602
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Table A3. Asymptotic Logistic Regression Results (One-year window)
(N = 423)

E x p la n a to ry  V a riab le

P a ra m e te r

E s t im a te

S ta n d a rd

E rro r

W a ld  C h i-  
S q u a re

P ro b a b ility

V a lue O d d s  R a tio

Intercept -3.6383 .4164 76.3600 .0001
AFTERCB 0.2299 .3552 0.4188 .5175 1.258
RESTATE 2.2802 .3710 37.7791 .0001 9.779
BANKRUPT 1.1145 .5169 4.649.3 .0311 3.048
CLASS 1.3865 .4432 9.7864 .0018 4.001

Classification accuracy at .123 (relative frequency of the auditor defendant su 
87.2%; Pseudo R 2 = .1665; Pseudo Adjusted R - = .3169.

bscample) =

ruptcy, auditors were less likely to be named defendants in lawsuits 
commencing in the four months immediately after Central Bank than at 
other times. Expressed in terms of an odds ratio, the estimated odds for 
auditors to be named defendants in lawsuits not commenced during the 
four month period after Central Bank were e 1 4413 or 6.97 times the esti
mated odds for auditors to be named defendants in lawsuits commenced 
during the four month period after Central Bank. Thus, the test of |3j 
supports the first hypothesis of the study, that a short-term reduction in 
auditor litigation risk is associated with Central Bank.

Asymptotic logistic regression using SAS' PROC LOGISTIC was 
used for the one-year window analysis. The results are shown in Table 
A3. As hypothesized, and consistent with the evidence presented in 
Table 2, the coefficient on the AFTERCB variable (using a one-year 
window) is .2299 and is insignificant. Thus, the test of (3| supports the 
second hypothesis of the study, that an intermediate-term reduction in 
auditor litigation risk is not associated with Central Bank. Indeed, an 
intermediate-term increase in auditor litigation risk is associated (albeit 
insignificantly) with Central Bank.
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NOTES

i. Central Bank of Denver v. First Interstate Bank of Denver. 1 14 S. Ct. 1439 
(1994).
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2. Section 10(b) provides: “It shall be unlawful for any person, directly or indi
rectly, by the use of any means or instrumentality of interstate commerce or of the mails, 
or of any facility of any national securities exchange.. .(b) To use or employ, in connec
tion with the purchase or sale of any security registered on a national securities 
exchange or any security not so registered, any manipulative or deceptive device or con
trivance in contravention of such rules and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest or for the protection of investors” 15
U.S.C. 78j(b) (1988).

3. See Goldwasser and Arnold (1996) for examples of both scenarios.
4. Primary liability, in this context, means actual violation of the statute, as con

trasted with helping (“aiding and abetting”) another defendant to violate Section 10(b).
5. Public Law 104-67.
6. Baum (1995), criticizing the Central Bank decision, and Blackman (1995), 

praising the Central Bank decision, provide extensive historical, legal, and public policy 
analyses of the decision and its aftermath.

7. Fischer v. Kletz, 266 F. Supp. 180 (S.D.N.Y. 1967).
8. Most lawsuits are disclosed by the newsletter within a few weeks of commence

ment. However, some are not disclosed for months or even years.
9. The United States District Courts have exclusive jurisdiction over lawsuits that 

include Section 10(b) claims. 15 U.S.C. 78aa (1949). Thus, they cannot be maintained 
in a state court. If they are filed nonetheless in a state court, they are generally speedily 
transferred (“removed") to a United States District Court.

10. All 423 observations had complete data for all variables.
11. A lawsuit is a distinct body of litigation, regardless how many complaints are 

filed by various plaintiffs. Normally, if multiple complaints are filed, they are consoli
dated into one proceeding. The commencement date of a lawsuit is the date that the first 
complaint was filed. This information, as well as the determination of when and if the 
auditor was named a defendant, was determined via PACER (Public Access to Court 
Electronic Records). PACER, maintained by the federal courts, allows users to access 
via modem any United States District Court host computer database and retrieve official 
electronic case information and court dockets (see Miro 1995 for a description of 
PACER and how it is used). The last major United States District Court to officially 
come on-line was the California Northern District in September, 1995.

12. For a detailed discussion of the logistic regression analysis, please see Appen
dix A.

13. In Fuerman (1997), the following restatements were regarded as not culpable: 
(1) A timely restatement to give retroactive effect to its adoption of a new accounting 
standard, e.g., SFAS 96 or 109 (accounting for income taxes; (2) A timely restatement to 
give retroactive effect to a segment becoming a “discontinued operation;” or to the split- 
up of one company into two'companies; (3) A timely restatement to give retroactive 
effect to a stock split or a reverse stock split; (4) A timely restatement to give retroactive 
effect to a pooling of interests merger; (5) A timely restatement to give retroactive effect 
to owning a greater than (equity method) or less than (cost method) 20% minority stake 
in another corporation; (6) A timely restatement to give retroactive effect to increasing 
an ownership stake from a minority interest (equity method) to a 100% ownership stake 
(consolidated basis); (7) A timely restatement to retroactively create a reserve for a liti
gation settlement fund; (8) A timely restatement to make prior periods consistent, after
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a change to an unclassified balance sheet format from a classified balance sheet format; 
(9) A timely restatement by an oil and gas producer to give retroactive effect to be con
sistent after switching from the full cost method to the successful efforts method; (10) A 
timely restatement to give retroactive effect to the switch to a new fiscal year end; (11) 
A timely restatement by a foreign company to give retroactive effect to the switch to an 
accounting policy more in conformance with international and US GAAP; (12) A 
restatement to retroactively reflect the change in par value of the common stock; (13) A 
timelv restatement bv a utilitv to give retroactive effect to be consistent after changing 
its accounting policy with respect to spent nuclear fuel.

14. A typical securities class action complaint states as follows: ‘This complaint is 
filed on behalf of all purchasers of stock of ABC Company from April 4. 1993 through 
November 5. 1994.”
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DECEPTIVE TRADE PRACTICES 
LEGISLATION:
MORE LITIGATION AHEAD FOR 
ACCOUNTING FIRMS?
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ABSTRACT
This article addresses the potential for Deceptive Trade Practices Acts 
(DTPAs) to add to the already substantial litigation burden caused prima
rily by relaxed privity standards, class action lawsuits, and joint and sev
eral liability. Although accounting firms in many states may be able to 
argue that the provisions of DTPAs do not apply to accounting services, 
the risk of additional liability exposure looms.

Accounting firms and their lawyers should become familiar with the 
DTPA in the state in which they practice in order to develop sound 
defenses against any lawsuits which might develop under the provisions 
of the legislation. The provisions for treble damages, attorneys’ fees, and 
court costs make DTPA lawsuits appealing for potential claimants and 
quite costly for those unfortunate accounting firms that unsuccessfully 
defend such lawsuits.
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INTRODUCTION

Over the past two decades, accounting firms have been faced with an 
alarming number of lawsuits filed and settlements paid out. Fortunately 
for the accounting profession at least, the U.S. Congress voted in 
December of 1995 to override a presidential veto and passed the Private 
Security Litigation Reform Act of 1995. This act affects dramatically 
the ability of accounting firms to successfully defend themselves 
against class action suits brought under the federal securities laws. In 
particular, the act provides reform in areas of joint and several liability, 
damage limits, and class action proceedings, all of which have contrib
uted greatly to firms’ exposure to loss.

Although continuing efforts are needed to solidify the federal 
reforms, perhaps some of the reform efforts need to be directed to the 
state level. To complete the reform victory at the federal level, similar 
successes will be necessary in state legislatures and courts. One such 
potential for liability at the state level falls under the category of con
sumer protection laws and is commonly called a Deceptive Trade Prac
tices Act.

These Acts were essentially passed in response to the consumer pro
tection movement of the 1960s. While these statutes are now somewhat 
dormant with respect to professional liability, they do represent a poten
tial source of liability for the accounting profession especially given the 
present litigation trend. This article discusses how the accounting pro
fession may be affected by DTP legislation and suggests how account
ing firms might defend against lawsuits brought under these acts.

A DESCRIPTION OF DTPA LEGISLATION

Most DTPAs contain a provision similar to the Federal Trade Commis
sion Act of 1938 which prohibits “unfair methods of competition in 
commerce, and unfair or deceptive acts or practices in commerce” (Ari
zona, Connecticut, Delaware, Florida, Kentucky, Louisiana, Massachu
setts, Minnesota, Missouri, Montana, New Jersey, New York, North 
Carolina, North Dakota, South Carolina, Vermont, and Washington). 
Some states couple such a general prohibition with a list of specific vio
lations, many of which represent practices which, under the common 
law, were considered to be unfair methods of competition, such as trade
mark infringement, disparagement and false advertising. The Uniform 
Deceptive Trade Practices Act is one such list which is codified in some
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states in addition to the general prohibition against all unfair or decep
tive acts or practices (Georgia, Hawaii, Illinois, Maine, Nebraska, and 
Ohio). Other states have enacted lists of specific unfair and deceptive 
practices, which are more expansive than that of the Uniform Act, in 
addition to their general prohibition (Alaska, Idaho, Kansas, New 
Hampshire, New Mexico, Pennsylvania, Rhode Island, South Dakota, 
Tennessee, Texas, Utah, West Virginia, and Wisconsin). Still others have 
enacted only a list of specific violations without a corresponding gen
eral prohibition (Alabama, Arkansas, California, Colorado, Indiana, 
Maryland, Michigan, Mississippi, Nevada, Oklahoma, Oregon, Vir
ginia, and Wyoming).

Unlike the Federal Trade Commission Act, however, which is purely 
regulatory, these state laws allow a private cause of action in addition to 
the regulatory function, performed by the attorney general in most 
states. Several states allow class action suits to be brought as well (Con
necticut, Massachusetts, New Hampshire, New Mexico, and Hawaii). 
Only Iowa did not establish a private, civil cause of action. The creation 
of this private cause of action for aggrieved consumers by DTP legisla
tion is particularly threatening for three reasons. First, it is usually easier 
to establish a violation of DTPAs than it is to prove a common law cause 
of action based upon negligence or fraud, because common law 
defenses are not available against DTP claims, and because deceptive 
practices need not rise to the level of beingfraudulent to be actionable. 
Second, the DTP legislation of many states allows for the recovery of 
treble damages, either automatically, or in the court’s discretion, or 
when the violation is willful (Alabama, Alaska, California, Colorado, 
Delaware, Louisiana, Massachusetts, Montana, Nevada, New Hamp
shire, New Jersey, New York, North Carolina, Pennsylvania, South 
Carolina, Tennessee, Texas, Vermont, Washington, and West Virginia). 
Third, the overwhelming majority of these acts allow for the recovery of 
reasonable attorneys’ fees and often times court costs. Only a few states 
do not at least make a provision for fees in appropriate circumstances 
(Arizona, Arkansas, North Dakota, Rhode Island, and South Dakota). 
Naturally, if a statute provides for attorneys fees more cases may be lit
igated than if a suit was simply to be taken upon a contingency fee basis.

Depending upon the state, DTP legislation can embrace a wide variety 
of commercial activities. In many states the act is applied to the insur
ance, banking, real estate, and sometimes, securities industries. In some 
states DTP legislation has been applied to the activities of professionals 
as well (Texas, Illinois, Massachusetts, Washington, and Minnesota).
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However, some states either exempt or fail to include the professional 
services performed by certain practitioners (New Jersey, Arkansas, 
North Carolina, Maryland, and Ohio). In the absence of a clear legisla
tive directive, courts typically must decide this issue guided only by the 
often vague definitions of key words in the statute, such as commerce, 
consumer, merchandise, or goods and services.

ARE ACCOUNTANTS EXEMPT?

Only two states, Maryland and Ohio, expressly exclude the professional 
services rendered by accountants from their DTP legislation. The Mary
land Act of 1990 exempts the professional services of a certified public 
accountant, architect, clergyman, professional engineer, lawyer, veteri
narian, insurance company authorized to do business in the State, insur
ance agent or broker licensed by the State, Christian Science 
practitioner, land surveyor, property line surveyor, chiropractor, optom
etrist, physical therapist, podiatrist, real estate broker, associate real 
estate broker, or real estate salesperson, or medical or dental practitio
ner. The Ohio Act of 1991 prohibits unfair or deceptive practices in con
sumer transactions. As originally enacted the law exempted from that 
definition transactions between attorneys or physicians and their clients 
or patients. The act was amended to exclude the accountant-client rela
tionship from the definition as well.

In an effort to avoid conflicting regulatory schemes, the DTP legisla
tion of most other states only expressly exempts activities which are reg
ulated under other laws. Therefore, since the accounting profession is 
regulated by state boards, might accountants be exempt under such a 
provision? The answer is, “It depends.” Such provisions are subject to 
interpretation by courts. For example, the New Hampshire Supreme 
Court in Rousseau v. Eshleman (1986), interpreted this provision of its 
DTP legislation as intending to exempt attorneys because they were reg
ulated by the state bar association. On the other hand, the Connecticut 
Supreme Court, in Heslin v. Trantolo (1983), interpreted its act as not 
precluding dual regulation of attorneys. Even if a court interpreted the 
exemption as excluding attorneys as already sufficiently regulated pro
fessionals, such a precedent may not be applicable to accountants since 
attorneys, unlike accountants, are subject to regulation by both a licens
ing board and the state judiciary.

In a different context, some states either expressly or impliedly 
exempt securities transactions from the application of their DTPAs



Deceptive Trade Practices Legislation 195

because of the pervasive regulation of the securities industry under both 
state and federal law (Louisiana, Michigan, Arkansas, North Carolina, 
South Carolina, and Washington). Thus, unfair or deceptive practices 
committed by accountants, which are intricately associated with a secu
rities transaction, might be exempt. However, not all state acts expressly 
exempt securities transactions. In those states which do not, it is a ques
tion for the courts to determine whether or not the legislature impliedly 
exempted such transactions, given the existence of other regulatory bod
ies for that industry.

There is one more argument which could be made in favor of recog
nizing an exemption for accountants. For the most part, state DTP leg
islation is patterned after the Federal Trade Commission Act, an 
antitrust law. Historically, antitrust laws were interpreted by courts as 
impliedly exempting the professional activities of members of the 
learned professions from their scope, since antitrust laws [see FTC v. 
Raladam (1931)] were designed to regulate competition in the market
place, not the relationship of professionals with their clients. The classic 
learned professions are law, medicine, and theology, although recent 
decisions have expanded the list to include professionals such as archi
tects, engineers, and members of other professions which are character
ized by specialized education, confidential relationships, and the 
adherence to ethical standards. Only North Carolina in 1988, however, 
has codified such an exception by expressly exempting “professional 
services rendered by a member of a learned profession.” Professional 
services are those noncommercial activities which distinguish the prac
titioner as being a professional. Thus, even if a state expressly or 
impliedly carves such an exception for learned professionals, and 
includes accountants within that definition, the commercial or entrepre
neurial aspects of a practice, such as the procedures employed for bill
ing clients, would still be covered by the act.

ARE ACCOUNTANTS INCLUDED?

Like the issue of whether or not accountants are exempt, whether or not 
accountants are covered by DTP legislation typically is one of statutory 
construction. If courts broadly construe these remedial acts, the purpose 
of which.is to protect the consuming public, then at a minimum the com
mercial activities of accountants would fall within the act. Some juris
dictions might refrain from including the professional aspects of a
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practice for the same reason other courts might consider them exempt. 
For example, in an Arkansas case, Robertson v. White (1986), plaintiffs 
alleged that the defendant accountants had inflated the value of the 
assets owned, and as a result, included misleading information in an 
audit. A federal court held that the Arkansas act was not applicable to 
such a situation because it was not designed to regulate either the attor
ney-client relationship or the accountant-client relationship.

However, other jurisdictions are not so shy about applying their DTP 
legislation to the accounting profession. In an Illinois case, Lyne v. 
Arthur Andersen & Company (1991), another federal court held that the 
Illinois act did in fact apply to services rendered by an accounting firm 
with respect to a securities offering. Even though the court recognized 
that Illinois state courts had refused to apply the act to attorneys, it jus
tified extending it to accountants because “unlike other commercial ser
vices, medical and legal services are regulated by governmental 
bodies.” Even though the accounting profession is regulated, the court 
determined that it was still not subject to the same type of policing as 
that of the legal profession. In a subsequent case, Endo v. Albertine 
(1993), the district court again held that the state DTPA did apply to 
accountants who allegedly misstated in a prospectus the potential tax 
obligation of the corporation and failed to disclose the corporation’s 
contingent environmental liabilities.

Texas is another state where DPTA legislation has been applied to pro
fessionals (see Forshey 1978). For example, in Dominquez v. Brackey 
Enterprises, Inc. (1988), a Texas Appeals Court held that accountants, 
who sold accounting services to their clients, consumers of financial 
advice, could be held liable under the act for breach of a fiduciary duty. 
A recent amendment to the DTPA, the result of concerted lobbying 
efforts, now prohibits claims involving professional advice except for 
those involving misrepresentation or unconscionable conduct. The 
extent of this new caveat is yet to be tested in Texas courts, however.

Certainly, if accountants perform services not strictly related to their 
profession, then the potential for liability increases. In a Minnesota 
case, Professional Financial Management, Ltd. (1989), a federal court 
in Minnesota held that an accounting firm could be held liable under the 
state’s DTP legislation for negligent misrepresentations or omissions in 
promoting an investment program to its clients.

While there are few cases which specifically address the issue of 
whether or not accountants are subject to, or exempt from, the act, it is
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clear that DTP legislation represents yet another source of potential lia
bility for the profession. Rather than leaving the issue to be determined 
through the process of judicial interpretation, professional associations 
should lobby state legislatures for an express exemption for professional 
services, like the legislation of Maryland and Ohio. Unfortunately, if 
such efforts are unsuccessful, courts might perceive that result as an 
affirmative choice to include professionals and their services.

Another tactic might be to remove any case brought in state court 
under DTP legislation to federal court, circumstances permitting. Gen
erally speaking, federal courts would be more apt to narrowly interpret 
such legislation as not being applicable to professional services because 
federal courts usually are reluctant to interpret state law broadly in the 
absence of a guiding precedent from state courts. However, the legisla
tures of many states have directed courts to liberally construe these 
remedial measures in order to effectuate their purpose: protecting con
sumers from unfair or deceptive trade practices. Thus, for example, the 
federal court in Illinois in Lyne v. Arthur Andersen & Company (1991) 
was willing to extend the act to accountants even when state court deci
sions had inteipreted the act as not being applicable to the legal profes
sion.

ACCOUNTING FIRM EXPOSURE TO DTPA LIABILITY

To date, the few cases which have been brought against accountants 
under DTP legislation have primarily involved summary judgment 
questions concerning only whether or not accountants were subject to 
liability. The next logical question then, is if they are subject to liability, 
what acts or practices committed by accountants might be considered 
either unfair or deceptive?

While accounting firms do not guarantee that the financial statements 
with which they are associated are error free, or that the audited entity is 
in good health, or that fraud was not committed by management in col
lusion with the audited corporation’s board of directors, auditors do pro
vide reasonable assurance that the financial statements are free of 
material misstatements, that they are fairly presented in accordance 
with generally accepted accounting principles (GAAP), and that the 
audit was conducted in accordance with general accepted auditing stan
dards (GAAS). If such is not the case, then a misrepresentation under 
DTP legislation may exist. For example, if the audit was not conducted
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with due diligence, then representing that it was could constitute a vio
lation of the DTPA. Further, if a jurisdiction recognizes an implied con
tractual warranty in the performance of professional services, then the 
failure of an auditor to perform in accordance with GAAP could be a 
breach of that warranty, and as such could be actionable under the 
DTPA.

Consider too, some of the prohibitions of the Uniform Deceptive 
Trade Practices Act, which provides that “a person engages in a decep
tive trade practice when, in the course of his business, vocation, or occu
pation, he: ...causes confusion or misunderstanding as to the source, 
sponsorship, approval or certification of goods or services.. .causes like
lihood of confusion or misunderstanding as to affiliation, connections, 
or association with, or certification by, another...represents that goods 
or services have sponsorship, approval, characteristics, ingredients, 
uses, benefits, or quantities that they do not have, or that a person has 
approval, status, affiliation or connection that he does not have.. .repre
sents that goods or services are of a particular standard, quality, or 
grade, or that goods are of a particular style or model if they are of 
another.. .engages in any other conduct which similarly creates a likeli
hood of confusion or misunderstanding.” Some of these provisions 
could be directly applicable to situations in which auditors have not per
formed in accordance with GAAP.

Even in states where the Uniform Act has not been specifically 
enacted, most statutes contain a similar list, or interpret their general 
prohibition statute as including at a minimum, the Uniform Act’s prohi
bitions, which represent the common law’s collection of legal wrongs 
known as unfair trade practices. Most of the general provision statutes 
allow even greater leeway in interpretation. Such statutes, which follow 
the federal act, typically require that there be a material misrepresenta
tion, omission or practice that is likely to mislead consumers acting rea
sonably under the circumstances. This definition of deception does not 
require a finding of fraud or an intent to deceive.

If a practice is not deceptive, it, nevertheless, may be unfair. In deter
mining unfairness [see FTC v. Sperry Hutchinson (1972)] courts usually 
will consider (1) whether the practice, without necessarily having been 
previously considered unlawful, offends public policy as it has been 
established by statutes, common law, or otherwise; (2) whether the prac
tice is immoral, unethical, oppressive, or unscrupulous; and (3) whether 
the practice causes substantial injury to consumers or competitors.
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Therefore, under DTPAs deception may not embrace highly culpable 
conduct, and unfairness could amount to a deviation from professional 
standards. Again, the only question would be whether or not profes
sional services are to be included as a trade, or in the alternative, 
excluded from within the purview of the act. While such actionable mis
representations might also constitute negligent conduct, the threat to 
auditors could be greater under DTP legislation because of the potential 
for the recovery of treble damages, attorneys’ fees, and costs.

SUMMARY AND CONCLUSIONS

Recently, much press has been given to the spiraling litigation exposure 
for accounting firms. Certainly the recent Litigation Reform Act of 1995 
provides much relief at the federal level. However, this article addresses 
the potential for Deceptive Trade Practices Acts at the state level to 
expose accounting firms to litigation. Although accounting firms in 
many states may be able to argue that the provisions of DTPAs do not 
apply to accounting services, the risk of additional liability exposure 
looms.

For more than thirty years, states have enacted DTPAs to prohibit 
unfair or deceptive acts or practices by business. Several provisions of 
the acts could be applied to accounting firms especially in the perfor
mance of the audit function. DTPAs in several states have been applied 
to situations in which financial reports are found to be misstated or that 
the audit was not performed with due diligence. Disturbingly, like sim
ilar cases brought under common law, many cases may be decided 
against accounting firms in situations where the accounting profession’s 
definition of misstatements or due diligence may differ from the court’s 
interpretation. Accordingly, just as the judge in Ultramares Corp. v. 
Touche-Ross predicted back in 1931, the accounting profession faces 
yet another potential source of legal liability that “exposes accountants 
to a liability in an indeterminate amount for an indeterminate time to an 
indeterminate class.”

This article has sounded the warning alarm. Accounting firms and 
their lawyers should become familiar with the DTPAs in the state in 
which the)' practice in order to develop sound defenses against any law
suits which might develop under the provisions of the legislation and 
focus part of its litigation reform efforts on these acts. The provisions 
for treble damages, attorneys’ fees, and court costs make DTPA lawsuits
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appealing for potential claimants and quite costly for those unfortunate 
accounting firms that unsuccessfully defend such lawsuits.
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ADDRESS TO THE DECEMBER 1996 
AICPA CONFERENCE ON SEC 
REGULATIONS

Dennis R. Beresford

As I’ve said many times, this conference is always a highlight of my 
year. It’s an opportunity to address a large and well-informed audience. 
And it’s also a great learning experience for me to hear the many other 
distinguished speakers.

This is my final appearance and by that I mean as FASB Chairman 
because my term ends next June. I hope, however, to attend many future 
meetings as an enthusiastic learner like all of you.

While I certainly don’t think of myself as having a short-timer’s atti
tude, it is interesting to start seeing the light at the end of the tunnel and 
not view it as still another train about to run us over. In fact, I’m begin
ning to get a few of the obligatory requests for interviews inquiring 
about what the FASB has accomplished during my tenure. The first such 
inquiry came in a few months ago before I’d thought much about it. 
When the reporter asked, “What have you accomplished,” I said that she 
should have asked instead, “what have we accomplished,” because the
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FASB is very much a group effort. But I then went on to say that the 
greatest accomplishment is that we have survived and, in particular, that 
I have survived! That may not sound like much, but given the impor
tance of our activity and, in particular, the great controversy that sur
rounds it, I’m very proud that we continue to be an extremely viable and 
relevant organization. In fact, with recent progress on most major tech
nical projects, some excellent trustees added to our governing Board, 
and a strategic plan for the next 5 years now in place, I am very optimis
tic about the FASB’s future.

Having said all that, I decided to start with the following quote:

The FASB appears to feel that the business community has too strong a role in 
the rule-making process and has a disproportionate influence on standard-set
ting. There seems to be a basic distrust of the business community’s motives for 
taking certain positions on accounting issues...

Now that quote probably sounds like it came from a recent letter on 
one of our technical projects from a corporation or a similar source. But 
it actually was part of an October 1987 letter to me from John Reed of 
Citicorp, then chairman of the Accounting Principles Task Force of the 
Business Roundtable. The reason for mentioning it again today is not to 
reopen any old wounds, but simply to point out that I quoted that letter 
in my first speech to this conference 10 years ago. “The more things 
change, the more they stay the same.”

My point in that first talk was not to criticize the business community. 
In fact, I emphasized the critical importance of substantial involvement 
by the business community in our process. But I also cited the need for 
greater involvement by other interested parties, particularly users of 
financial statements. Ten years later we’ve made a little progress in get
ting users more involved, but it’s still a real challenge for us.

That first talk also described significant political involvement in one 
of our technical projects. No, it wasn’t the stock compensation project, 
although that project was active even back then. Rather, it was the 
accounting for income taxes project where property and casualty insur
ance companies tried to convince Congress to overrule our process. 
Interestingly, their chief ally in Congress on that issue was a Senator 
from Kansas by the name of Dole. Bankers jumped into the lobbying 
effort back then as well. In fact, the New York Clearing House banks 
sent a letter that included one of my all time favorite sentences. They 
said, “Some compromise, to spare the affected companies extreme dis
comfort, should be possible.” Somehow I always associated those 
“extreme discomfort” words with products like Exlax.
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Interestingly, the FEI, IMA, AICPA, AIMR and many others came to 
our defense back then and wrote to the SEC and Congress to discourage 
political intervention. That, of course, did not prevent similar initiatives 
in connection with OPEB, marketable securities, and especially stock 
compensation in later years. “The more things change, the more they
stay the same."

✓

The following year, 1989, my remarks to you referred to the requests 
by some to speed up our process, countered by efforts by others to slow 
things down. I mentioned that it was never clear whether I was supposed 
to step on the accelerator or on the brakes. The mixed signals we 
received on so many of our projects was highlighted by a few companies 
even opposing the deferral of the effective date of Statement 96, our first 
standard on income taxes. This included one company that said our 
action was a betrayal of efforts to support our pronouncements. Not
withstanding those mixed signals, in that year we did receive some use
ful suggestions for improving our process such as more research before 
adding topics to our agenda and more field testing of proposals. What 
we do will never please all of our constituents, however. In fact, you will 
recall some strong letters from the FEI early this year that urged massive 
changes to our structure and process. They said we have to be more effi
cient and not take so long to issue standards and they also had several 
suggestions that would have the opposite effect. “The more things 
change, the more they stay the same!'

In the next year, 1990, I mentioned that I had recently spoken at a 
major conference on the topic of “What’s right with the FASB.” I also 
said that when I mentioned the title, “What’s right with the FASB,” to 
one of my corporate friends, he said, “Oh, I guess you gave a very short 
speech!” That year also was when our trustees were considering a 
change in the FASB’s voting requirements from a simple majority of 4 
of 7 votes to a super majority of at least 5. In my speech to this confer
ence, I made a number of eloquent arguments for retaining the existing 
requirements. Those arguments were, of course, rejected by our trustees 
a few weeks later when they made the change in the voting requirements.

While this is one of the few issues that hasn’t recycled during my ten
ure, as I mentioned already there are many who feel we take too long to 
issue standards. The voting requirement change in 1990 certainly 
seemed to be designed to slow our activity down, so perhaps this will be 
still another revisited area before long.

That same year was the first time I talked about international matters. 
I set the stage for that topic by repeating a story I’d heard recently.
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Story: Man wants a divorce, being interviewed by his lawyer.
Q: Do you have grounds?
A: Oh, about an acre and a half.
Q: Well, do you have a grudge?
A: No, we just have a carport.
Q: Well does she beat you up in the morning?
A: No, we usually get up at the same time.
Q: What then is the problem; why do you want a divorce?
A: I don’t know, my wife just says we can’t communicate!

That story was intended to highlight my belief that there indeed had 
become a “failure to communicate” in the financial reporting being pro
duced in different parts of the world—and the FASB must be prepared 
to play a role in addressing that problem. In the following years at this 
conference, the internationalization of accounting became a frequent 
topic in my remarks and also was covered by many other speakers. “The 
more things change, the more they stay the same''

By the way, please don’t panic and think this whole presentation is 
going to be a plodding walk down memory lane. Let me just quickly 
mention the general thrust of my subsequent talks including:

• The relationship between AcSEC and the FASB in setting stan
dards.

• Cost-benefit considerations in FASB deliberations.
• Continuing improvements in our process coming from more 

active oversight by the Trustees of the Financial Accounting 
Foundation.

• Suggested changes in the so-called accounting model through the 
Jenkins Committee and similar efforts.

Of course, we were deeply involved in the stock compensation con
troversy for quite a while, and I devoted all of my time to that project the 
last two years.

Well, all of that brings me to today. It seems appropriate to spend the 
rest of my time doing a little crystal ball gazing and giving you some 
best guesses of where I see financial reporting and the FASB heading 
in the next several years. I won’t talk about the remaining 6V2 months 
of my term as Jim Leisenring will do his usual excellent job of summa
rizing our technical projects later today. And I promise not to keep 
repeating the quotation that I’ve used four or five times already,
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although I will assure you that many of these issues will continue to 
recycle.

Most of what I’ll say now is based on the FASB’s initial strategic plan, 
adopted a little over six months ago. Some of you probably are aware of 
it as we’ve described it in our Status Report publication and elsewhere. 
To very briefly summarize, our four strategic directions are:

1. To build broader acceptance of our process and its results among 
our constituents.

2. To make standard setting more timely and efficient.
3. To enhance the financial reporting model as a tool for decision 

making in a rapidly changing economic and technological envi
ronment.

4. To promote the development and acceptance of superior interna
tional accounting standards.

Of course, there are lots of more detailed tactics behind those main 
points. And I must stress that this is a continuous improvement plan that 
will be updated on a regular basis. I have strategically scheduled the first 
update for the fall of 1997, just after I complete my term as chairman! 
These strategic directions deserve much more discussion than is possi
ble today as they represent a sort of road map for the future of account
ing standards. In particular, internationalization of accounting will 
continue to be a major influence on the topics we address and the con
clusions we reach. I’ll say more about that in a minute.

The other three strategic directions can be summarized into the fol
lowing statement: “Make sure that we are working on the most impor
tant problems and make sure that we resolve them more quickly.” With 
the former point in mind, earlier this year we asked for comments on a 
paper covering recommendations of the Jenkins Committee and the 
AIMR. Only a few more than 50 letters were received—a disappointing 
response given the potential importance of the topic. We had a round
table discussion in our offices with a number of interested parties in 
April. And in October the AICPA sponsored a 2 day conference for 
about 75 individuals, including all 7 of our Board members.

Whde it’s dangerous to generalize about such letters and meetings, 
my feeling is that most of our constituents aren’t interested in wholesale 
changes to our current financial reporting system. Many people do not 
believe that non-financial statement information can be very useful to
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investors, analysts, creditors, and other users. But most of those people 
would strongly oppose our requiring those disclosures or making them 
subject to standardized formats—at least at this time. Even the major 
public accounting firms who directly participated in developing the Jen
kins Committee recommendations generally advised us to go slow. So 
my prediction is that the FASB is going to be quite cautious about 
expanding its role beyond traditional financial statement matters. We 
certainly should try to be sure we’re working on the items where finan
cial information can be improved the most, but we also should concen
trate on areas where our experience and processes give us a true 
comparative advantage.

As I mentioned a few minutes ago, internationalization of accounting 
is one of our primary strategic initiatives. In the past six or seven years, 
this topic has moved way up on our list of opportunities and challenges. 
As Jim Leisenring will elaborate on later, two of our major projects are 
joint ventures with our counterparts from other areas of the world. And 
several of our staff members have had significant assignments overseas 
in the past few years. In short, international matters have been perva
sively integrated into our day-to-day activities by now. But where do we 
go from here?

• Will the IASC become the de facto global standard setter when 
the SEC considers its standards in the next couple of years?

• Will the U.S. and the FASB claim victory through an increasing 
flood of foreign companies that are willing to pay the price of 
admission to our capital markets through reconciliation to U.S. 
GAAP?

• Or will we continue pretty much as is, with increasing interna
tional cooperation but domestic standards that differ to one degree 
or another?

The honest answer is that I don’t know, but I do believe the FASB 
must continue to be a leader by example through our emphasis on high- 
quality financial reporting. In this regard, I take great pride in the fol
lowing words from a recent Op Ed piece by Professor Louis Lowenstein 
in the New York Times.

A major reason that America’s financial markets are the fairest and most effi
cient in the world is that our financial disclosure system is the most comprehen
sive and reliable in the world.
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In an earlier article, Professor Lowenstein also included an important 
warning to all of us that is worth reading to you.

Now that harmonization is on all our lips, however, there is the palpable risk that 
we will, under pressure from a chorus of investment bankers, issuers, not-quite- 
disinterested commentators and others, regard internationalization as a conve
nient excuse for accepting the significantly lesser standards of others who in fact 
have quite different histories and interests.

Their histories matter, but our own is a source of remarkable strength, and it 
matters too.

.1 strongly agree with Professor Lowenstein and believe that it is 
imperative that the FASB continues its leadership role. In addition to the 
FASB’s strategic planning that I’ve just mentioned, the Financial 
Accounting Foundation, our parent organization, has been developing 
its own plan. Related to that is a change to the FAF’s membership that 
was accomplished this past summer. This came out of extensive discus
sions between the SEC and FAF. While those discussions were some
what heated and difficult, they were all in the interests of maintaining 
and solidifying the FASB’s important role. In effect, I believe this 
became a win, win, win situation because the FAF, SEC, and FASB all 
were pleased with the outcome. Four new trustees have been named 
including John Biggs, the CEO of a major pension fund, David Ruder, 
a former SEC chairman, Manny Johnson, a former Federal Reserve Vice 
Chairman, and Chuck Bowsher, who just completed his 15-year term as 
Comptroller General.

In my opinion, these appointments greatly strengthen the private-sec
tor accounting standard-setting process. For one-thing, there will be 
more balance on the FAF between trustees who directly represent orga
nizations with a vested interest in our activities—such as the FEI, IMA, 
and AICPA-—and trustees at large who may be perceived as more gen
erally representing the public interest. Also, this outcome does not result 
in more control of the FASB by the SEC—we clearly continue to be an 
independent, private-sector body. And, most important, the fact that 
these outstanding individuals of great reputation have agreed to join the 
FAF is a sign that the business community believes that maintaining the 
FASB is extremely important to our economy.

There is one other topic I want to mention briefly. It isn’t as important 
as many of the matters I’ve discussed so far. But it’s a pet topic of mine 
and one where I’ve been disappointed we haven’t made more progress. 
It’s the issue of what we call disclosure effectiveness, which is our spin
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on what most of you call disclosure overload. Last year we issued a pro
spectus and we got about 75 responses. None of these included the pro
verbial “silver bullet” that would clearly address and resolve the issue. 
In fact, we continue to receive considerably mixed messages about what 
the issue really is. In spite of the somewhat disappointing responses to 
our prospectus, we’ve spent considerable Board and staff time on this 
subject in the past year. One extremely modest step was our decision to 
exempt certain smaller entities from the fair value disclosures under 
Statement 107.

On the other hand, in an action that may benefit a wide range of com
panies, we recently added an agenda project to reconsider the disclosure 
requirements under Statement 87 (pensions) and Statement 106 
(OPEB). A proposal was developed by a small group of our Advisory 
Council members including a preparer, a user, and auditor, and an aca
demic. That group’s proposal would actually add a couple of key pieces 
of information, but it also would eliminate some boilerplate require
ments and suggest a standardized format. The result would be an argu
ably more effective footnote—that is, one that is easier to understand in 
perhaps 1/3 or 1/2 of the space that companies presently devote. We 
hope to issue a proposal early next year after we refine the details.

If this proves successful we may be able to use the same “model” to 
rechallenge other lengthy disclosure requirements, such as those for 
leases and taxes. I realize that this is a tough challenge, and we certainly 
don’t want to significantly dilute the high-quality financial information 
that our capital markets thrive on. But I’m convinced that we can do bet
ter—it’s a little like the “failure to communicate” story I told earlier. 
This is a topic that I expect to continue to push hard on in my remaining 
months, and I hope you’ll see this as another change for the better in the 
years ahead for the FASB.

Thank you for indulging me a little in this commentary. And I also 
want to sincerely thank all of you here today and the thousands of others 
who have supported the FASB’s process in spite of our ups and owns on 
specific topics over the past decade. You may recall the saying that 
Harry Truman made famous: “If you want a friend in Washington, DC, 
buy a dog.” Well, that notion is true for the FASB as well, only our work 
must be even harder that the government in some respects. For in my 
time at the Board I’ve gone through five of man’s best friends, including 
Debbie, Bob, Mike, and the present incumbents Millie and Murphy. 
They’ve all been great at helping me deal with job stress—they always
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greeted me warmly no matter how crummy others had treated me earlier 
in the day. So the first advice I’ll give my successor is “buy a dog.” But 
with or without a canine friend, my successor will inherit an organiza
tion that is the envy of accountants around the world. All of you should 
take pride in that. But you also must recognize that you have a respon
sibility to help my successor preserve it.

Thank you, one final time.
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THE MISAPPROPRIATION THEORY:
AN EMBLEM OF CHANCE

Mark A. Segal

INTRODUCTION

Over the past three years substantial change has occurred in the legisla
tion and approach taken by courts concerning accounting related secu
rities litigation. Supreme Court decisions in 1994 indicated that strict 
statutory construction should govern the application of securities law 
(.Reves and Central Bank). In December 1995 the Private Securities Lit
igation Reform Act was enacted into law in an express effort to deter and 
sanction abusive and frivolous securities class action lawsuits. Still 
questions remained as to the extent to which these developments would 
affect certain private actions and SEC enforcement and rule making 
authority, particularly those grounded upon judicial doctrines.

Utilization of a strict statutory approach would remove the courts 
from the ability to create a form of judicial legislation, and would instill 
stability, predictability and greater uniformity into the application of the
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securities law. Implicit in this is the belief that these objectives are 
favored over the desirability and inherent risk of giving the judiciary 
flexibility to apply doctrines and implement expansive statutory inter
pretation further to the stated objectives of the securities law. Insight 
into how courts have put these recent developments into practice is evi
dent in recent cases handed down by the Eighth and Fourth Circuits con
cerning what has come to be known as the misappropriation theory. The 
theory had been a commonly accepted basis for applying Rule 10(b)(5) 
liability to non-insiders. In this paper the misappropriation is explained, 
and these recent cases and their significance examined.

THEORIES OF 10(B)(5) LIABILITY

Under what has been labeled the “classical theory” (SEC v. Chiarella 
(1980), SEC v. Clark (1990), and SEC v. Cher if (1991)) Rule 10(b)(5) 
will be considered violated where one buys or sells securities based 
upon material, nonpublic information at the same time one is an insider 
of the corporation whose securities are traded. According to the theory, 
insiders possess a fiduciary duty to the shareholders of the corporation 
whose securities are being traded. Application of the classical theory to 
appropriate facts is deemed to comport with the statutory language of 
Section 10(b)(5). A concern has arisen over the application of Section 
10(b)(5) to non-insiders who are able to trade and benefit from material, 
nonpublic information. For example, where an accountant rendering tax 
services for the CEO gains insight into an upcoming reorganization, or 
where a bank auditor through examination of canceled checks in a client 
account is able to determine corporate actions, trade based upon this 
information for gain. In general the accountants in these instances 
would not be considered fiduciaries of the parties with whom they trade. 
Thus, a challenge is posed in applying the statutory language of Section 
10(b)(5) as the apparent wrongful act appears more related to the com
pany rather than the third party with whom they traded. Rule 10(b) and 
10(b)(5) have been applied to those facts by certain courts under what 
has been labeled the “misappropriation theory.”

The misappropriation theory is said to have its genesis in Justice 
Burger’s dissenting opinion in Chiarella (1980). The theory was 
expanded and gained prominence after the Second Circuit decision in 
Newman (1981), wherein the court maintained that the misappropria
tion of information from an employer constitutes fraud for Rule
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10(b)(5) purposes such that it taints any subsequent transactions entered 
into for personal gain.

The misappropriation theory emphasizes the breach of a fiduciary 
duty to the company whose securities are traded, and considers the 
breach to create a general fiduciary duty applicable to subsequent deal
ing based upon the information. In this regard the theory provides that 
there is a duty to abstain from dealing in the securities or disclose such 
information to other parties with whom one deals. As expressed in Clark
(1991) the elements of the theory are:

1. Misappropriation of material nonpublic information
2. By breaching a duty arising out of a relationship of trust and con

fidence and
3. uses that information in a securities transaction,
4. Regardless of whether duties are owed to the shareholders of the 

traded stock.

The theory has been accepted in District Courts [Willis (1990), Peters
(1990) , Eliot (1989)], and recognized in the Second [Libera (1993), 
Materia (1984), and Newman (1981)], Seventh [Maio (1995) and Cherif
(1991) ], Ninth [Clark (1991], and arguably the Third Circuit [Rothberg 
(1985)]. The Supreme Court has not however explicitly accepted nor 
rejected the theory. In Carpenter {1987) the Supreme Court was evenly 
divided regarding the misappropriation theory in affirming a securities 
law conviction. The two most recent Circuit Court decisions regarding 
the misappropriation theory however raise questions about its continued 
viability and that of related SEC enforcement tools.

O'HAGAN

The Eighth Circuit case of United States o f America v. O ’Hagan (1996), 
concerned an appeal of District Court convictions for securities law vio
lations under Rule 10(b), 10(b)(5) and Rule 14(e) and 14(e)(3). The 
facts involved use of material nonpublic information by a partner 
(O’Hagan) in a law firm to purchase call options in a company (Pills- 
bury) which he knew was a takeover target of a client corporation 
(GrandMet, LLC). The takeover eventually took place at which time the 
value of the target company stock underwent substantial increase. 
O’Hagan then exercised his options and sold his entire interest in Pills- 
bury. The sale resulted in a profit of more than 4 million dollars.
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The District Court found O’Hagan guilty under the misappropriation 
theory. The government did not allege violation of Rule 10(b)(5) under 
the classical theory due to O’Hagan not being an insider of the corpora
tion in whose stock he traded. The 8th Circuit rejected the misappropri
ation theory.

According to the court, Rule 10(b) requires material misrepresenta
tion or nondisclosure where there exists a duty to disclose. In this 
instance there was no misrepresentation (deception). In addition, there 
was no duty to disclose. In order for there to be a duty to disclose the 
court noted there must be a fiduciary type relationship. No such rela
tionship was considered held between the defendant and party with 
whom the business was transacted. While a fiduciary obligation was 
violated to the client company and possibly the law firm it did not 
exist with the third party to the transaction. The court found the mere 
touching of the transaction indirectly by this type breach was inade
quate to support a Rule 10(b)(5) violation under the circumstances. 
The possession of nonpublic information does not create by itself a 
duty to disclose. Imposing this type of broad requirement would 
inhibit market analysis and negatively impact the health of the market. 
It would also be inconsistent with the narrow reading given the statute 
by the Supreme Court (see Central Bank). In addition, the misappro
priation theory was found wanting in that it did not require a showing 
of deception and did not entail manipulation as prescribed by Section 
10(b).

The Court also addressed whether fraud convictions under Section 
14 (e) and Rule 14(e)-3 should be vacated due to the SEC improperly 
defining fraud without requiring there to be a breach of a fiduciary 
duty. Section 14(e) of the Securities Exchange act and Rule 14e-3 
were established as part of the Williams act and intended to protect 
investors from fraud and having to deal without adequate information 
where confronted by a cash tender offer for their stock. According to 
14(e):

It shall be unlawful for any person to make any untrue statement of a material 
fact or omit to state any material fact necessary in order to make the statements 
made, in the light of the circumstances under which they are made, not mislead
ing, or to engage in any fraudulent, deceptive, or manipulative acts or practices, 
in connection with any tender offer...The [SEC] shall, for purposes of this sub
section, by rules and regulations define, and prescribe means reasonably 
designed to prevent, such acts and practices as are fraudulent, deceptive, or 
manipulative.
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(a) If any person has taken a substantial step or steps to commence, or has com
menced, a tender offer (the “offering person”), it shall constitute a fraudulent, 
deceptive, or manipulative act or practice within the meaning of Section 14(e) of 
the Securities Exchange] Act for any other person who is in possession of mate
rial information relating to such tender offer which information he knows or has 
reason to know is nonpublic and which he knows or has reason to know has 
been acquired directly or indirectly from:

1. the offering person,
2. the issuer of the securities sought or to be sought by such tender offer, or
3. Any officer, director, partner, or employee or any other person acting on 

behalf of the offering person or such issuer,

to purchase or sell or cause to be purchased or sold any of such securities or any 
securities convertible into or exchangeable for any such securities or any option 
or right to obtain or dispose of any of the foregoing securities, unless within a 
reasonable time prior to any purchase or sale such information and its sources 
are publicly disclosed by press release or otherwise.

The Court ruled Rule 14e-3 to be invalid due to exceeding the SEC’s 
statutory authority. In so ruling the Court took focused on what it con
sidered to be an attempt by the Commission to redefine the term 
“fraudulent” in a manner at odds with that presented in the underlying 
statute. In this regard the definition lacks the requirement that there be 
a breach of a fiduciary duty. This was determined by looking at the 
legislative history and following court precedent of strict statutory 
interpretation.

The decision and reasoning of O'Hagan is consistent with that of the 
Fourth Circuit in U.S v. Bryan (1995). In Bryan the misappropriation 
theory was rejected and a fraud conviction overturned. The case con
cerned an officer of the West Virginia Lottery who through his position 
became aware of nonpublic information regarding a lucrative contract 
that would be given by the lottery to a company. Based upon this infor
mation, and in alleged breach of his duty to the lottery, the officer 
engaged in trading resulting in substantial gain. As in O ’Hagan the 
court found the language of Rule 10(b) not to support the conviction. 
The court based its decision in large part upon the Supreme Court 
acceptance of a strict statutory construction approach to securities law, 
and the absence of a duty to disclose between the officer and the parties 
with whom trading was done.
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CONCLUSION

The O ’Hagan and Bryan decisions reflect the attempt of courts to 
implement strict statutory construction and establish a pattern of reli
ability and predictability in the securities laws. The rejection of Rule 
14e-3 in O ’Hagan raises questions concerning other SEC interpreta
tions and implied causes of action. The case itself may reflect courts not 
only rejecting traditional expansive doctrines but rejecting established 
theories that may arguably be supported by a reasonable interpretation 
of the language of the statute. This may suggest an even stronger turn
ing away from novel arguments raised in civil and criminal actions to 
the detriment of those parties the securities laws were enacted to pro
tect. The recent shift of the pendulum appears to have been desirable 
both for the capital markets and professionals like accountants who ren
der services related to it. In the future however the predominant ques
tions may be whether the pendulum has shifted so far in the other 
direction that the rights of injured third parties and the integrity of the 
markets are not adequately protected. Recently, at the request of the 
SEC, the Supreme Court of the United States has agreed to review 
O 'Hagan and the matter of the defendant who traded stock but was held 
by the Eight Circuit as not having acted “in connection with” the pur
chase or sale of a security for Section 10(b)(5) purposes. At present, in 
light of strict statutory construction, the onus for appropriate action 
appears to have been placed in the hands of Congress—and perhaps for 
the sake of predictability, consistency and fairness to all parties, that is 
where it should be.
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A PERPLEXED ACCOUNTING 
STUDENT'S GUIDE THROUGH 
THE SEC MAZE

Barbara Clemenson

INTRODUCTION

When you are first introduced to the Securities and Exchange Commis
sion (SEC) and its publications, it is easy to become perplexed and lost 
as you attempt to conduct research. I know. I have been thrown into the 
deep end and expected to swim. I managed, but it was not easy. These 
are the things I wish I had known before I was sent off to research. I 
hope they will help you better understand the SEC maze and lessen your 
perplexity.

After obtaining a basic understanding of the SEC, its purpose, and its 
requirements for public companies through secondary sources, it is 
helpful before conducting research to learn about the SEC’s publica
tions. Paul B. W. Miller and Jack Robertson’s “A Guide to SEC Regu-
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lations and Publications: Mastering the Maze”1 will provide you with 
the basic structure you need. But how do you find the these publications, 
and how can you most effectively use them?

The Commission’s official code (regulations) is published in the Code 
of Federal Regulations. This is an extensive, multivolume work, includ
ing an index volume, published annually by the government. It can be 
found in any law library. All of the SEC’s codes are in “Title 17,” which 
you will see on the spine of several of the Code’s volumes. You may look 
in these volumes for SEC information. Fortunately, each volume has a 
table of contents which will help you locate what you need. The “Titles” 
are divided into sections known as “Parts,” which are numbered. When 
you are researching the SEC in other sources, you will find references 
such as 17 CFR Part 210. This refers to the specific portion of the SEC 
official code found in Title 17, Part 210 of the Code of Federal Regula
tions. The Parts are further divided into Subparts.

You are probably, though, using one or more SEC handbooks. The 
organization of these books differs from company to publisher, and it is 
perhaps most helpful when conducting SEC research to use two or more 
together. What you cannot readily find in one book’s index, you might 
be able to locate in another. However, all of the books contain the same 
basic information.

SEC Forms

These are the basic forms required by the SEC. For myself, as I have 
learned the purpose of each form, I have written that next to the form’s 
designation in the handbook’s table of contents. This way I have a quick 
reference to determine which form I need.

SEC Regulations

Regulation S-X concerns the SEC’s accounting rules for financial 
statements required by the Commission. You will see that these regula
tions are part of 17 CFR Part 210; that is, they can be found in Title 
17, Part 210 of the Code o f Federal Regulations. The Regulation is 
broken down into “Regs.” Notice that each “Reg.” in Regulation S-X 
begins with “210.” That is because this entire Regulation can be found 
in Part 210 of CFR Title 17. After the “210” there is a period and then 
another set of numbers. This last set of numbers is often referred to in 
the literature and by professors as “Rules.” Therefore, when you read
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that something refers to Rule 2-01 of Regulation S-X, look for Reg. 
§ 210.2-01.

Regulation S-K concerns non-financial information required by the 
SEC; Regulation S-B, disclosures for small business issuers; and Regu
lation S-T, rules and regulations for electronic filings. Notice that these 
Regulations contain “Items.” Sometimes books or professors will refer 
to these Items as “Rules.” Do not let that confuse you. When they refer 
to Rule 101 of Regulation S-K, they are referring to “Item 101: Descrip
tion of Business.” Fortunately each Regulation is preceded by a Table of 
Content which assists in finding information. Therefore, if you know 
you are looking for financial reporting requirements, you can look in the 
table of content for Regulation S-X and hopefully determine where to 
find what you need. Regulation S-K is found in Part 229 of Title 17 of 
the Code of Federal Regulations; Regulation S-B in Part 228; and Reg
ulation S-T in Part 232. The numbering is the same as that described 
above for Regulation S-X.

These forms and regulations are the SEC’s minimal disclosures and 
rules which must be followed in complying with the Securities Acts. A 
quick guide to help you locate the various forms, rules and regulations 
within the Code of Federal Regulations can be found in Title 17, Part 
200, Subpart N, Section 800 (17 CFR 200.800). Although this deals 
specifically with control numbers and expiration dates assigned to infor
mation collection requirements pursuant to the Paperwork Reduction 
Act of 1980, this several-page table also lists where each form, rule and 
regulation is located in 17 CRF and is extremely helpful in quickly 
locating information.

The SEC publishes other official communications. Until 1982 it 
issued Accounting Series Releases (ASR) to communicate to the 
accounting profession its official position on SEC financial reporting 
matters and its enforcement actions concerning SEC registrants and 
their auditors. The Commission issued a total of 307 of these Releases. 
These can be found listed in any SEC Handbook.

The Releases, along with all official federal government documents, 
are published a few days after they are filed in the Federal Register, 
which is published every business day and can be located in any law 
library. Documents in the Federal Register are referenced by the vol
ume in which they are published (one volume per year) and the page 
number on which they begin (with each volume having continuous pag
ination throughout the volume). Thus, the reference 47 FR 21030 indi
cates that this document is published in Volume 47 of the Federal
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Register beginning on page 21030. Volume 47 happens to be the Volume 
for 1982. When you look up ASRs in the Federal Register, the heading 
will tell you they affect Title 17, Part 211: “Interpretive Releases Relat
ing to Accounting Matters (Accounting Series Releases).” You will then 
see in the text a number such as 211.81. The number after 211 is the 
ASR Number, in this case ASR Number 81.

If you know the year of a document but do not know its location in the 
Register, you may look it up by subject in the Index to the Federal Reg
ister. In earlier years you will need to use the single small volume index 
published by the government; however for more recent years, detailed, 
commercially published semi-annual volumes have been produced in 
both hard copy and on CD-ROM which makes searching much easier.

The Code of Federal Regulations is actually a special annual edition 
of the Federal Register which codifies each Federal Regulation of gen
eral applicability and legal effect first published in the Federal Register. 
Therefore information in the Code is referenced back to the Register 
where original documents might be found; while information published 
in the Register indicates the Title and Parts of the Code which are 
affected by the release.

The Commission realized in 1982 that it was difficult for accountants 
to constantly refer to their numerous Releases, especially since of the 
307 total Releases, 79 were no longer relevant and 57 had been 
rescinded. It was even more difficult since the Releases dealt with both 
financial reporting and enforcement actions. So on April 15, 1982 the 
SEC decided to codify into a single document the financial reporting 
information in the still-relevant ASRs and provide an index to the ASRs 
which dealt with enforcement actions.2 This document can be found at 
47 FR 21030: Volume 47 of the Federal Register, beginning on page 
21030, which happens to be the issue of the Register published on May 
17, 1982.

The Commission also decided that in the future it would no longer 
publish ASRs, but rather publish two types of releases: Financial 
Reporting Releases (FRRs, sometimes referred to simply as FRs), deal
ing with financial reporting matters; and Accounting and Auditing 
Enforcement Releases (AAERs). The SEC also publishes Staff Account
ing Bulletins. These Bulletins do not reflect the official position of the 
Commission, but do provide guidance as to how the staff of the SEC is 
dealing with various matters. These are all published in the Federal 
Register. You can obtain a “table of contents” indicating their location in 
the Register from 17 CFR Part 211: “Interpretations Relating to Finan-
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cial Reporting Matters,” in Title 17 of the Code of Federal Regulations. 
Photocopy these pages and keep them with you. Knowing the precise 
location of these documents will save you from having to cull through 
the Federal Register indexes.

As you research in the Regulations, you will find notes at the end 
many of the sections such as: As last amended in Release No. FR-21, 
June 6,1985,50 F.R. 25214 That means that the last refinement of this 
particular regulation can be found in Financial Reporting Release No. 
21, located on page 25214 in Volume 50 of the Federal Register.

47 FR 21030 comprises both Financial Reporting Release No. 1 and 
Accounting and Auditing Enforcement Release No. 1. FR-1, remember, 
is the Codification of the SEC’s financial reporting policies. The SEC 
itself states the purpose of this codification:

The purpose of the codification is to provide one document which is organized 
in a logical manner and which can be used as a reference for the Commission’s 
current published positions on accounting and auditing.

This codification will be found in your SEC handbooks preceded by a 
Table of Contents which helps you locate information topically. Each 
section indicates the ASR or FR from which the information is garnered. 
If you are asked questions about specific ASRs, a list of these is typi
cally found at the end of this codification and will reference the section 
within the code where information about that specific ASR may be 
found, provided it has not been rescinded or omitted because its material 
was obsolete or unnecessary. If such is the case, the list will give you 
that information.

47 FR 21030 also comprises Accounting and Auditing Enforcement 
Release No. 1. This release is a topical index, including short summaries 
of ASRs relating to SEC enforcement actions. The topics listed are:

Accounting Principles Deferred Assets Partner's Review
Advances Disciplinary Actions Payables
Advertising Disclosure Percentage of Completion

Alteration of Accounting 
Records

Due Process
Method

Planning & Supervision

Analytical Review and
Procedures

*

Errors & Irregularities Pooling

Appraisal Surplus Expert Witnesses Post Audit Review
(continued)
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Appraisals Experts
Audit Exploration Costs Proxy Statement
Audit Fee Extraordinary Income Quality Control
Audit Program Generally Accepted Account

ing Principles
Receivables

Audit Report Inputted Interest Regulation S-X
Audit Scope Independence Related Party Transactions
Bookkeeping Insurance Reliance on Another Auditor
Broker-Dealer Intangible Assets Repairs & Maintenance
Capitalization Intercompany Trans

actions
Representations Made to Com 

mission's Staff
Cash Basis Accounting Internal Control Reserves
Change in Accounting 

Principles
Inventory Revenue

Claims Leases Rules of Practice Before the 
Commission

Collateral Legal Opinion Sales
Collectability Management (Accountants 

as Members of)
Securities Act of 1933

Combined Financial Management Representation Securities and Exchange Act of
Statements Letter 1934

Comfort Letter Management Representa
tions

Security Agreements

Commercial Paper Manipulation (Market) Statements on Auditing Proce
dures (SAP)

Computer Matching Concept Statements on Auditing Stan
dards (SAS)

Concurring Partner 
Review

Mergers (of Accounting 
Firms)

Subsequent Discovery of Facts

Confirmations Nonmonetary Trans
actions

Window Dressing Transactions

Consultations Notification Working Papers
Contingent Liability 
Correspondent Auditor

Prior Period Adjustments 
Offering Circular

Write Downs

If you are questioned about SEC enforcement actions, consult this 
AAER to determine ASRs relevant to your research.

The Releases published in the Federal Register provide much more 
information than will be found in SEC handbooks, including the Com
mission’s reasons for the Releases and the manner in which they 
decided upon their opinions. Looking them up in the Register will give 
you a deeper understanding and appreciation of the Commission’s Reg
ulations. As an example, let’s look at ASR No. 81 dealing with auditor 
independence.
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ASR No. 81, “Independence of Certifying Accountants—Compila
tion of Representative Administrative Rulings in Cases Involving the 
Independence of Accountants,” was released on December 11, 1958 and 
published in 23 FR 9777 (Volume 23, No. 247, December 19, 1958 of 
the Federal Register). This ASR summarizes cases in the Commission’s 
experience under the independence rule (Rule 2-01 of Regulation S-X) 
since the publication of ASR No. 47 on January 25, 1944.3

ASR No. 81 was deemed necessary to summarize previously unpub
lished rulings because of the growth of the accounting profession and 
the number of inquiries the SEC received from accountants. It 
“ ...reflects the development of policy regarding the practice of accoun
tants before the Commission over a period of some twenty-five years.” 
The ASR states briefly relationships in which accountants’ indepen
dence is compromised and therefore they do not have the right to certify 
financial statements filed with the SEC, as well as relationships in which 
their independence is not compromised.

The ASR begins by stating that:

The concept of independence was well developed and the value of a review by 
independent accountants who are in no way connected with the business was 
established before the passage of the first Act now administered by the Commis
sion__

However, it continues, the original draft of the Securities Act did not 
require such certification. Col. A. H. Carter, President of the New York 
Society of CPAs, appeared before the Committee on Banking and Cur
rency suggesting the bill be revised to include financial statement certi
fication by independent auditors. If independent auditors did not 
certified the filed financial statements, then government auditors would 
have to do so.

ASR No. 81 further states:

The Committee considered at length the value to investors and to the public of 
an audit of accountants not connected with the company or management and 
whether the additional expense to industry of an audit by independent accoun
tants was justified by the expected benefits to the public. The Committee also 
considered the advisability and feasibility of requiring the audit to be made by 
accountants on the staff of the agency administering the Act.

...[I]t was deemed essential to refrain from placing upon any Federal Agency 
the duty of passing judgment upon the soundness of any security.

Therefore the final Securities Act required that qualified independent 
auditors must ascertain the fairness of presented financial statements.
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The history elucidated in this ASR highlights both an important mile
stone in the development of government policy towards the capital mar
ket and the affect it had on the accounting profession, as well as how the 
profession works with and influences the government. In 1933 the gov
ernment might well have taken upon itself the duty of certifying regis
trants’ financial statements. Had this happened, the future of the 
profession would not have been in public accounting, but in government 
accounting. Auditors would have been employed by the federal govern
ment to certify financial statements. The government, also, would have 
developed much more direct control not only over the accounting pro
fession, but also over the country’s capital market as it would have deter
mined which securities it deemed were sound enough to be listed on the 
exchanges instead of letting investors make their own decisions. But the 
profession appealed to the Committee drafting the law and convinced it 
of the importance of allowing non-government auditors to certify state
ments. In return for this franchise, though, the government insisted upon 
auditor independence: “...in no way connected with the business.”

Looking at this actual ASR itself not only teaches us about auditor 
independence but also reveals an historic decision for both the SEC and 
the accounting profession as to who would certify financial statements 
filed with the government. It also illustrates the interaction between the 
government and the profession.

The SEC will only come to life for you as you leant and research for 
yourself. Hopefully this guide will alleviate some of your confusion as 
to how to find SEC information and encourage you to go beyond simply 
finding “quick” answers and instead look at original documents pub
lished in the Federal Register to understand how and why the SEC has 
acted as it has.

NOTES

1. Miller, P.B.W., and J. Robertson. 1989. A guide to SEC regulations and publica
tions: Mastering the maze. In Research in Accounting Regulation, Vol. 3. 239-249. ed. 
by G.J. Previts. Greenwich, CT: JAI Press.

2. This publication is part of the Commission’s continuing efforts to review the 
rules, regulations and releases, and to delete requirements that are no longer necessary 
and to simplify the remainder.

3. ASR No. 47 was an interpretive release holding that the question of independence 
was one of fact, to be determined in the light of all pertinent circumstances in each par
ticular case. It also stated that it was not feasible to present in summarize form the cir
cumstances which were determined not to compromise an accountant’s independence.
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Review: The Accounting Profession:
Major Issues: Progress and Concerns
(Report to the Ranking Minority Member,
Committee on Commerce, House of Representatives)

by United States General Accounting Office

(Washington, DC: U.S. Government Printing Office, September 
1996, 2 vols.; Vol.l, 139 pp.; Vol. II, 174 pp.)

Reviewed by E. James Burton

On September 24, 1996, near the completion of his term as Comptroller 
General of the United States, Charles A. Bowsher presented a two-vol
ume study to The Honorable John D. Dingell, Ranking Minority Mem
ber, Committee on Commerce, United States House of Representatives. 
The work was conducted over approximately 16 months from February, 
1995, to May, 1996, (I, 36). In his letter of transmittal, Mr. Bowsher 
said:

This two-volume report responds to your request concerning the status of rec
ommendations made to the accounting profession over the past two decades by 
major study groups. Our objectives were to identify (1) recommendations made 
from 1972 through 1995 to improve accounting and auditing standards and the 
performance of independent audits under the federal securities laws and the 
actions taken on those recommendations and (2) any unresolved issues to deter
mine their impact on the performance of independent audits, effective account
ing and auditing standards setting, and efforts to expand the scope of business 
reporting and auditing services. (LI)

Research in Accounting Regulation, Volume 11, pages 233-239. 
Copyright © 1997 by JAI Press Inc.
All rights of reproduction in any form reserved.
ISBN: 0-7623-0168-6
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OVERVIEW

Volume I is a 139 page treatise beginning with a 25 page Executive 
Summary and an 11 page Introduction. Included in the Introduction is 
a Timeline of Major Issues Debated Over the Past Two Decades
(1,33). This timeline divides the period from 1972-1995 into 5 segments 
(1972-76, 1977-81, 1982-86, 1987-91, and 1992-95) and charts five (5) 
major issues and the various study groups that addressed these issues. 
These five (5) issues are:

Auditor independence
Audit quality (includes auditor’s role, responsibilities, and perfor

mance)
Setting accounting standards
Setting auditing standards
Expanded reporting and auditing services

Chapters 2-6 of Volume I address these issues though not in exact cor
respondence. The chapters are:

Chapter 2 Auditor Independence 23 pages
Chapter 3 Auditor’s Responsibilities for Fraud

and Internal Control 21 pages
Chapter 4 Initiatives to Improve Audit Quality 13 pages
Chapter 5 Accounting and Auditing Standard Setting

and the Financial Reporting Model 31 pages
Chapter 6 Impact of Growing Business Complexity

on the Traditional Audit Function 15 pages

Each of these chapters is similarly organized with a discussion of the 
issue followed by Observations and Comments and Our Evaluation.

Volume II is 174 pages of Appendixes to Major Issues: Progress 
and Concerns. It contains:

Letter of Transmittal
Appendix I Major Studies of the Accounting Profession From

1972 Through 1995
Appendix II Recommendations From 1972 Through 1995 and

Actions Taken to Improve Auditing and Financial 
Reporting
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Appendix III

Appendix IV

Appendix V

Appendix VI 
Appendix VII

Appendix VIII

Appendix IX

Statements, Opinions, and Releases Referenced in 
Appendix II
Experts Consulted in Our Review of the Accounting 
Profession
Comments From the American Institute of Certified 
Public Accountants
Comments From the Public Oversight Board 
Comments From the Financial Accounting Stan
dards Board
Comments From the Securities and Exchange 
Commission
Major Contributors to This Report

In particular, Appendix I and Appendix II provide comprehensive his
torical overviews. Appendix I contains a listing of 37 studies, identify
ing the Study/Date/Members and the Background of each study. 
Appendix II is organized around the five (5) content chapters of Volume 
I. For each of these the Appendix contains Recommendations, Action 
Taken, Recommendation made by/date, and Recommendation 
directed to. For Auditor Independence, 100 separate recommendations 
are listed. For Audit Quality, 189 recommendations are detailed. For 
Setting Accounting Standards, 130 recommendations are shown. For 
Setting Auditing Standards, 30 recommendations are given. For 
Expanded Reporting and Auditor Services, 125 recommendations are 
provided.

ANALYSIS

This two-volume work is a significant addition to the literature, provid
ing what is, arguably, the most comprehensive conjoint analysis of the 
major initiatives in accounting over the study period. In this respect, Mr. 
Bowsher and the other major contributors to the report, listed in Appen
dix IX, have done a splendid job. While one senses the influence of Rep
resentative John Dingell in the Observations, the analysis is thorough 
and mostly dispassionate. One criticism to be offered relates to that
which might have been done which would have added further value.

*

That is, a thorough, two-way, cross-referencing of Appendix II and 
Appendix III would provide considerable value in following through 
from Recommendation to Action Taken and to tracing the precipitat
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ing causes for various Statements, Opinions and Releases. These two 
Appendixes do not articulate as well as one might have expected from 
such a comprehensive work.

The “sound bites” contained in the Executive Summary provide 
insight into what the full study may mean to our ability to explain and to 
anticipate relationships between the federal government and the profes
sion. In short summary, the analysis is dispassionate but the Observa
tions are not. They suggest that government agencies, in particular the 
SEC, have but have not exercised sufficient authority to cause resolution 
to these major issues over the study period and these government agen
cies should exert more authority in the future.

The study indicates that the profession has, through many and various 
means, attempted to respond to issues. Progress is evident in improving 
financial reporting and in the auditing process for public companies. 
Firms auditing SEC registered companies have developed and imple
mented effective quality assurance programs. Yet, the issues remain and 
are not yet fully resolved. (I, 4)

Changes in the nature, scope, and complexity of business transactions 
are not well handled by traditional models. Auditors are being forced to 
adapt to more timely, relevant data than historically. The report suggests 
that the auditor’s ability to accomplish this difficult task is directly 
linked to the ability to review and report on internal control structure. 
Yet, there is an ongoing concern about the coupling of such assurances 
with the increasing volume of other consulting services and the issue of 
independence. Changes in the auditor/client relationship are indi
cated—reporting directly to a board of directors or to an independent 
audit committee are suggested. (I, 5-6).

The study also suggests that the current financial reporting model is 
passe and that some change is necessary to adapt it to future needs. 
Information technology makes data access readily available to investors 
on a timely basis and the profession must be responsive. Since it is not 
feasible to review data on a continuous basis as investors access it, some 
form of assurance on the generation of the data is warranted. (1,6)

Bowsher praises the SEC for increasing public representation in the 
FASB process and suggests that this “leadership” should be extended in 
a cooperative venture with the profession to address the other issues of 
the study. (1,6) The GAO seems to advocate that pressures be brought to 
bear on the SEC to move resolution of the issues as quickly as possible.

In the section of the Executive Summary labeled Recommenda
tions, the report says:
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Although GAO is not making recommendations in this report. GAO believes the 
SEC. given its responsibilities under federal securities laws, is in a pivotal posi
tion to assume a leadership role in working with not only the accounting profes
sion. but also the stock exchanges, public companies, and users of financial 
reporting to resolve these issues. (I. 18)

The section entitled Principal Findings contains a number of state
ments which seem to contradict the idea that “GAO is not making rec
ommendations.” Consider the following:

GAO believes measures that would limit auditor services or mandate changing 
auditors at set intervals are outweighed by the value of continuity in conducting 
audits and the value of traditional consulting services. However, GAO also 
believes that questions of auditor independence will continue as long as the 
existing auditor/client relationship continues, (emphasis added) (I, 8)

GAO supports a recent proposal by the AICPA’s Public Oversight Board to 
bring the independent auditor into a more direct working relationship with the 
board of directors. (I. 8)

As an alternative to voluntary action, the SEC, which has the responsibility 
and authority under federal security laws to ensure that accountants who audit 
companies registered with the SEC are independent, could more clearly define 
the roles of boards of directors and audit committees as they relate to the inde
pendent auditor. (I, 9)

The GAO also suggests that the SEC, working with stock exchanges, 
could make the changes without legislation using listing requirements 
as the vehicle. It seems apparent that the GAO is recommending major 
changes in the auditor/client relationship and attempting to show the 
SEC that it has the authority and responsibility to make those changes 
happen and that “GAO does not believe that many businesses will likely 
voluntarily change the auditor/client relationship.” (I, 11)

The report also links the auditor’s ability to assess internal controls 
with the responsibility for preventing and detecting fraud. It suggests 
that, “The scope of audit work required by existing standards is too lim
ited to address...” the expectations of the public concerning fraud and 
risk management controls. (I, 10)

GAO believes that auditor reporting on the effectiveness of internal controls is 
fundamental in successfully addressing the public expectation gap for fraud. 
GAO s work on internal controls and compliance with laws and regulations as a 
part of its financial statement audits of federal entities shows that auditors have 
the capacity to examine the adequacy of controls to prevent and detect fraud in 
financial reporting and in the acquisition, use, and disposition of assets. (I, 10)
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The report applies subtle pressure with the statement:

GAO has expressed concern that weak controls, given the large volume of deriv
atives activity among major brokers and dealers, pose a systemic risk to the sta
bility of the entire financial system, (emphasis added) (I, 11)

It is interesting to note that GAO uses itself as the standard to indicate 
the ability to prevent and detect fraud. Virtual daily reports of fraud in 
Medicare, Medicaid, student loans, defense contracts, etc. do not seem 
to validate GAO’s assertions. Additionally, the relationship between 
GAO and its “clients” is not the same as the relationship its seeks to 
change. Nonetheless, “GAO expects that audits will be expanded to 
include internal control reporting, either because of market demand or 
some systemic crisis.” (I, 12)

GAO indicates that it analyzed 724 peer review reports during 1992- 
1994. While only a small portion (10%) were modified, GAO expresses 
concern about the frequency with which certain weaknesses in reports 
were found. The report advocates closer audit supervision and suggests 
that the AICPA enhanced requirements are, at least, a partial remedy for 
this. (I, 13)

The report suggests that the standard-setting process is flawed 
because of the limited involvement of users, the timeliness of issuing 
standards, and the pressures brought by certain interest groups. While 
they agree that the AICPA and FASB have attempted to deal with these 
problems, it is clear that the result is not considered satisfactory. The 
report praises the SEC for the authority it has exerted to strengthen the 
process, reinforces the idea that the SEC has “ultimate authority” for the 
process, and says that, “.. .it is important that the SEC monitor the oper
ation of the standard-setting process to ensure FASB’s ability to objec
tively set standards.” (I, 14-15) GAO does suggest that changes to the 
manner of operation of the FASB must be balanced with a concern that 
standard setting continue to be independent since independence is 
viewed as essential to ultimate acceptance of the process.

GAO recognizes there are realistic difficulties in implementing 
changes in the financial reporting model—“...cost of preparing and 
auditing expanded disclosures, disclosure overload, and litigation risk.” 
(I, 16). In a conciliatory statement, the report says:

GAO believes it will take a concerted effort by the AICPA, FASB, the SEC, and 
other interested parties to achieve a comprehensive reporting model that meets 
the needs of today’s financial statement users. (I, 18)



Review: The Accounting Profession: Major Issues 239

This is immediately followed by a statement which appears to be any
thing but conciliatory:

How the accounting profession handles this issue will affect the nature and 
extent of its future role in providing business information to users. Absent strong 
leadership from the SEC, obstacles to implementing a comprehensive model will 
be even more difficult to overcome, (emphasis added) (I, 18)

CONCLUSION

This two-volume study is a significant addition to the literature. It pulls 
much needed information together in a comprehensive, readable format 
and should stimulate productive conversation about substantive issues. 
It is not, however, without bias.

One can expect Representative Dingell to use this report as continuing 
leverage to press the SEC to take a more aggressive role in the standard 
setting process, to change the current financial reporting model, to make 
auditors more responsible for assessing and reporting on internal con
trols and for detecting and preventing fraud, and to change the auditor/ 
client relationship.

Although the Private Securities Litigation Reform Act of 1995 might 
be viewed as providing some protection from “unknowingly” commit
ted acts, the suggestions contained in this report bode ill for the account
ing profession. It appears that the GAO is suggesting more government 
involvement based at least partially on a model (the GAO) that is not 
congruent to the situation and, even if it were, does not show promise of 
better results than have been attained.
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Performance Results in Value Added Reporting
by Ahmed Riahi-Belkaoui

(Westport, CT: Quorum Books, 1996, 171 pp.) 

Reviewed by Ronald L. Campbell

Globalization has caused accounting standards-setters to give more con
sideration to accounting issues, policies and procedures affecting dis
closure. Currently one major concern is whether there should be 
common accounting practices among U.S. firms and all multi-national 
firms. More importantly, a concern of accounting standards-setters con
tinues to be the kinds of accounting information to disclose and the 
placement and format of these disclosures. Ahmed Riahi-Belkaoui’s 
book entitled Performance Results in Value Added Reporting presents 
very pertinent theories and research methodologies that directly address 
these present day accounting disclosure issues.

Belkaoui epitomizes the role of accounting research in this book by 
reporting on his identification and investigation of accounting informa
tion that is useful and should be reported to a firm’s stakeholders. 
Research methodologies that have been applied in his research are 
timely and appropriately used to investigate (1) the information content 
of accounting numbers derived from alternative accounting systems, 
and (2) the relationships of these accounting numbers to profitability, 
performance, and the price of the firm. All accounting data and sample 
firms are derived from the Compustat files and all security returns 
retrieved from the CRSP files. Regression analysis is the primary 
method of statistical testing, along with other statistical methods such as

Research in Accounting Regulation, Volume 11, pages 241-252. 
Copyright © 1997 by JAI Press Inc.
All rights of reproduction in any form reserved.
ISBN: 0-7623-0168-6
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correlation analysis, analysis of variance, and analysis of covariance. 
Belkaoui adequately tests for heteroskedasticity, unwanted correlation 
among regression variables, and provides for precision in estimation by 
including methods to reduce estimation error.

Belkaoui’s 171 page book is an eight chapter discussion that advo
cates the need for an increase in Value Added (VA) reporting by U.S. 
firms. Specifically, he reports on his research methodologies that inves
tigate and his research findings that provide evidence supporting VA 
Reporting. The overall research question is whether U.S. firms should 
be required to disclose accounting information that makes possible the 
computation of VA measures. VA is defined as a firm’s total return to be 
ultimately distributed to providers of capital, employees, government 
and stockholders. Generally each chapter forms a strong link in the 
chain supporting VA reporting. Belkaoui’s overall conclusion is that 
VA-based accounting measures provide information beyond that pro
vided by conventional accounting-based measures. The overall implica
tion for accounting policy-makers is that U.S. firms should be required 
to join many other multinational firms in disclosing accounting numbers 
that facilitate the computation of VA measures.

The discussion that follows is a chapter-by-chapter recapitulation of 
the book’s contents, statistical methodologies, and findings. A conclu
sion ends this review.

Chapter 1. Value Added Reporting Under Price Change Models
Belkaoui defines VA reporting as the disclosure of a firm’s wealth 

increase resulting from the productive use of the firm’s resources prior 
to the allocation of that wealth to shareholders, bondholders, employ
ees, and government. The underlying argument in chapter one is that an 
accounting-based profit measure is limited as a measure of a firm’s 
change in wealth. Improved reporting, especially for U.S. firms, calls 
for the integration of VA reporting with the accounting for price level 
changes.

Six price level change models are tested to compare the VA statement 
against the conventional income statement. These models include: (1) 
historical cost, (2) replacement cost, (3) net realizable value, (4) histor
ical cost with price level adjustment (PLA); (5) replacement cost with 
PLA, and (6) net realizable value with PLA.

A fictional example it used to test the performance of each model 
under the VA format and the conventional income statement format. The 
final analysis shows that under both formats the net realizable value
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model did not include any timing error or measurement error. The PLA 
did eliminate the measurement error from all models, while timing error 
remains in certain models. Belkaoui does not include the detail compu
tations for either the timing or measurement errors. The model compar
ison shows the integration of VA disclosure with price level change 
models as a more accurate measure of change in wealth. Students and 
users of financial data should be aware of these models, their strengths, 
and limitations.

Chapter 2. Information Content of Value Added Data
Chapter two poses further argument that U.S. firms be required to dis

close VA data. The research question is whether net value added (NVA), 
NVA/Preg, is appropriate for analyzing the association between VA and 
returns. Moreover, does the disclosure of noneamings VA data provide 
any incremental information content when released concurrently with 
earnings? The relationship between NVA and returns is modeled as 
either

where model A models price as a reflection of the past time-series 
changes in NVA and model B assumes that price is a reflection of the 
past time-series levels of NVA.

The results of regression models for pooled cross-sectional and time- 
series samples over a 10-year period are presented and supported by a 
test for heteroskedasticity. The models’ R s are interpreted to indicate 
that levels of NVA and changes in NVA play a role in security pricing, 
even though levels model (B) performed better than the change model 
(A). The reader should note that one-half of the coefficients are not sig
nificant for the time-series levels model and the changes model’s results 
were only slightly better while the coefficients for the pooled sample 
models are all significant at .01 level.

Corroborative finding are reported in the second section of the chap
ter. The information content of noneamings measures of NVA is indi
cated when a statistically significant relationship is found between

[A]

or

Rjt -  atQ +  at\(NVAjt) /  P'jt_\ +  . . .  +  a^iNVAtj!^) /  Py,_] +  E , [B]
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disclosed earnings and noneamings measures of NVA and annual stock 
returns. This relationship is modeled as

where P is the security market price, D is the dividend, ECW is the earn
ings component of wealth, and NECW is the noneamings component of 
wealth.

The F-statistic is used to report significant results which support the 
information content of noneamings NVA measures. The coefficients for 
all years are significant at the .05 level. Consistent with past research, 
the analyses are extended to include inflationary and growth effects. 
Grouping the firms into three portfolios based on inflation rate and GNP 
growth did not alter the signs of the earnings and noneamings compo
nents of NVA. Overall, the market appears to view the returns to equity 
holders positively and the returns to other stakeholders negatively, as 
hypothesized. Additional evidence is provided that supports the rele
vance of VA data. Belkaoui calls for further research in this area.

Chapter 3. Explaining Market Returns: Value Added versus 
Earnings and Cash Flow

Further evidence on the superiority of VA data to accounting earnings 
and cash flow measures is presented in chapter three; essentially a con
tinuation of chapter two. One research question is whether information 
“beyond the bottom line” (i.e., VA information), is relevant in explain
ing the behavior of security prices. A second question is whether the 
quality of the VA-based measure is determinable by the ability of that 
measure to aid in the prediction of securities’ behaviors.

The traditional earnings valuation linear model tested is

where P is the security price, D is the dividend, and A is the accounting 
earnings theorized to be most associated with security returns. The 
superiority (information content) of VA is tested using the linear model

(A P Jt + Dj t ) /  Pj t_, = a0 + a,ECWjt -  a2NECWjt + e]t, [C]

[D]

(APjt + Djt) / Pp_ j  =  piANVA/NVApp) + Wjt , [E]

where NVA is net value added. Pooled cross-sectional and time-series 
regressions show that security price changes are associated with both 
changes in earnings and with VA data. Models based on VA measure
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ment, however, revealed more explanatory power than earning-based 
models. A model combining earnings and VA is specified as

The results are consistent with those for the individual models, but 
reveal more explanatory power.

Part two of chapter three is an investigation of the information content 
of VA versus earnings versus cash flow-based numbers. The return val
uation model tested is

The potential impact of earlier years is included in this one-lag model 
where P is security price, D is dividend, and AR represents two mea
sures of accounting returns derived from cash flow accounting and/or 
accrual accounting, and/or VA. Results show that while all three vari
ables are significant in explaining security returns, VA shows greater 
relative information content than accrual accounting returns or cash 
flowing accounting returns.

The third segment of chapter three addresses the usefulness of cash 
flow accounting, accrual accounting, and VA reporting. The usefulness 
of indicators derived from each of these reporting systems is evaluated 
by observing their variability and persistency (i.e., median rank correla
tion between the indicator in the year of formation and the same number 
in the subsequent years). The indicators are rate of return measured as: 
(1) cash flow per share divided by stock price, (2) earnings per share 
divided by stock price, and (3) NVA per share divided by stock price, 
alternative measures of rate of return.

Computation of the statistical properties of these three indicators first 
reveals that the variability of the VA indicator, measured by the coeffi
cient of variation, is extremely lower than that of the two remaining 
indicators. The author provides a theoretical discussion to explain the 
results. Briefly, the VA return is not plagued by intervening variables 
(e.g., classification decisions) that are variable in nature.

The median rank correlation for each indicator revealed a long-term 
persistency in the VA return while the persistency for the accrual and 
cash flow indicators are low. The theoretical explanation given for the 
variability difference is the same given for the persistency difference.

Rji — u[Q +  ctt]RNVA a- ci^RE +  e - ^ . IF]
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The final segment of chapter three is an investigation of the nonlinear 
specification relating unexpected earnings to market-adjusted returns. 
Belkaoui’s research extends the literature by incorporating raw returns 
(rather than expected returns) and including NVA-based variables. His 
primary objective is to test whether more comprehensive disclosure ofVA 
variables provides information relevant to security pricing. A secondary 
objective is to investigate nonlinearities previously detected by Beneish 
et al. (1993) and Freeman et al. (1982). The two linear models tested are

(P j, + dp)  /  Pp. |

(P'p + dp) /  P'pp -  aXp + a2p{NVAjtINVApp) +  ci2jtSIZEp + a4jtLEV]t +

a 5jtM B j, + e 3p ,  [ I ]

where A represents the accounting returns, NVA is net value added- 
based returns, SIZE is the natural log of assess, LEV is the long-term 
debt over total assets, and MB is the ratio of market to book value. The 
nonlinear models are

{Pjt +  dp) /  Pjt.\ -  b\jt + b2jt(Aj/AJtp) + b^pDiAjJApp) +  b4j,SIZEp
+ b ^p E E V p  + b ^ p M B p  + e4j t,

and

(Pjt + dp) / Pp. i

Cross-sectional and pooled cross-sectional regression results show that 
in the linear model the NVA to returns relationship is slightly stronger 
than the eamings-retum relationship. Generally, the nonlinear models 
including the NVA-based earnings variable, rather than accounting 
earnings, have greater explanatory power. Overall, the nonlinear models 
have more explanatory power than the linear models (based on the 
adjusted R2).

Chapter 4. Productivity, Profit, and Firm Value
The first three chapters provide strong evidence supporting the rele

vance of VA data in understanding security price changes. Moreover,
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NVA data is shown to have more information content than traditional 
accounting-based or cash flow-based numbers. Belkaoui turns the focus 
in chapter four to productivity (a nonearnings variable) and its relevance 
in the prediction of future profitability and firm value. He uses Ohlson’s 
valuation models to show the association between productivity and firm 
value. Productivity is the ratio NVA divided by total assets or sales. 

Regression models to evaluate the prediction of future profitability are

ROEil+l = B() +B\ROEn + cu, [ L ]

and

ROE„+, = B() + B | ROElt + B/NVA/TA,,) + eir |M]

where ROE is net income divided by book value of common equity and 
NVA/TA is the measure of productivity. Regression models to evaluate 
the relationship of productivity to firm value are

(1) MV;, = Y(] + YXBV„ + e„, |N |

(2) MV,t = Y{) + ( k, + Y2ROE„) BV„ + c„, [()]

and

(3) MVit = Y() + ( Fj + Y2ROE„ + Y2\NVAit/TA\) BV„ + c„, |P |

where BV is book value, ROE is net income divided by book value of 
common equity, and NVA/TA is defined to be productivity.

Models L and M show that productivity does not provide incremental 
information about future ROE above that provided current ROE infor
mation. The Pearson and Spearman Correlation Coefficient shows a 
positive correlation between current and future ROE. Models N, O, and 
P show that information about market value is provided by book value, 
ROE, and productivity, where the explanatory power is greatest for pro
ductivity (as included in model P). Thus, productivity is useful in under
standing the role of accounting variables in predicting profitability and 
determining firm value.

Chapter 5. Performance Plan Adoption and Performance
Belkaoui introduces research on performance plans, determinants of 

plan adoption, and stock market reaction to plan adoptions in chapter
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five. The research contributions are: (1) the focus on ex post determi
nants of plan adoption, rather than ex ante determinants reported in prior 
research, (2) examination of profit performance rather than market per
formance, and (3) distinguishing between owner-controlled and man
ager controlled firms following plan adoption. The hypothesis 
supported by Belkaoui’s longitudinal study is that following the adop
tion of performance plans, profit performance will increase in owner- 
controlled firms and decrease in manager-controlled firms. No hypoth
eses about VA data is noted in this chapter.

The framework for the research includes the Contingency Theory of 
Ownership Structure. Belkaoui borrows this theory whereby the affect 
of ownership structure on profit performance following performance 
plan adoption is dependent on whether the firm is owner controlled or 
manager controlled. The convergence-of-interest hypothesis and the 
entrenchment hypothesis are offered as two competing hypotheses 
depicting the relationship between a firm’s performance and manage
ment’s stock holdings.

Analysis of Covariance is performed to test for relationships and 
interactions. Other tests focus on the variable means and standard devi
ations by ownership structure before and after plan adoption. The over
all results are a verification of the contention that performance plans are 
effective in aligning the interests of owners and managers The names of 
the firms included in the sample are listed in the chapter appendix.

Chapter 6. The Systematic Risk and Value Added Variables
Chapter six continues from chapter four’s discussion on the useful

ness of VA data. Belkaoui’s objective is to test the incremental ability of 
VA measures to explain cross-sectional variations in firm risk (market 
betas) beyond the ability of earning-based and cash flow-based account
ing numbers. The research question is whether market risk is captured in 
the value added measure beyond the component of risk captured by 
earnings or cash flow.

The research results show that generally VA does have incremental 
power. The regression analyses performed include three alternative 
measures of accounting beta (accounting-based, cash flow-based, and 
VA-based) as the independent variables and market risk as the depen
dent variable. The equation to compute market beta is the conventional 
market model:

R i , = Clj + mt +  U it'
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where Rit is the security i rate of return in period t, (3 is market beta, Rm 
is the market portfolio of return. Monthly returns over a 20-year period 
were used. For the same 20-year period, the estimates of accounting 
betas were based on the following regression:

r i t  =  a i  +  h , r m t  +  e i n  [ R ]

where rit is an accounting return variable, bj is the accounting beta, and 
rmt is the market index for accounting returns (i.e., an average of the 
sample accounting returns rit). Beklaoui addresses Beta estimation error 
by implementing two approaches: (1) Vasicek’s Bayesian technique, 
and (2) four-security portfolio analysis. Accounting return variables 
used were based on earnings, cash flow, and VA measures.

Results from seven regression models were tested where the depen
dent variable is the market risk and the independent variable(s) is (are) 
one, two or all three of the accounting beta measures. VA market betas 
showed the highest explanatory power; even models where VA betas 
were included with other betas showed an increase in overall explana
tory power. A portfolio analysis, however, had greater explanatory 
power for earnings beta than VA. The VA variable still had significant 
explanatory power and added power in models with cash flow beta.

Correlation results based on Pearson’s product movement correlation 
are consistent with the regression analysis. Belkaoui indicates that pos
sible research limitations may be related to (1) sample size, and (2) the 
stability of findings over time.

Chapter 7. Takeover and Value Added Variables
VA-based data is characterized in chapter seven as a firm’s ability to 

efficiently generate wealth. This ability and efficiency is measured by 
VA divided by total assets. The first research hypothesis is that the VA to 
total assets ratio is below the industry average for firms that experience 
takeover or merger. This hypothesis is tested by comparing the mean 
and median ratios of targeted firms with their industry ratios prior to the 
takeover.

Next, Belkaoui evaluates the relationship between a firm’s wealth dis
tribution potential and its cumulative abnormal returns. This measure of 
wealth distribution potential is defined as the difference between (1) the 
market ratio of VA to total assets, and (2) the firm’s actual VA to total 
assets ratio (DVA). The second research hypothesis is that DVA is pos



250 R O N A LD  L. C A M PBELL

itively related to the cumulative abnormal returns of merged or takeover 
firms during the period from takeover announcement to actual takeover.

The full regression model to test the relationship between DVA and 
cumulative abnormal returns and including control variables is

C A R  = b 0 + b , D  VA +  b 2C A S H  + b ^H F  + b 4B ID S  +  b 5A F T 8 0  + b 6S IZ E , [S]

where CAR is the cumulative abnormal return of the target firm; CASH 
is an indicator variable where 1 is a primarily cash takeover and 0 oth
erwise; HF is an indicator variable where management reaction to the 
takeover equals 1 if management’s reaction is hostile and 0 otherwise; 
BIDS is an indicator of the number of bidders equal to 1 if more than one 
bidder and 0 otherwise; AFT80 is an indicator variable equal to 1 if the 
merger was before 1980 and equal to 0 if the merger was during or after 
1980; and SIZE is the natural log of the firm’s total assets at the begin
ning of the year prior to the year of the takeover announcement.

Two-tailed sign tests are performed to evaluate the first hypothesis. 
The comparison shows that the target firms have VA ratios significantly 
lower than non-target firms in their industries in the year prior to the 
year when the takeover is completed. Additionally, the signs of the DVA 
are (1) more positive than negative three years prior to the takeover 
completion (using the 4-digit SIC code), (2) more negative two years 
prior to the takeover completion, and (3) even more negative one year 
prior to takeover completion. The results are virtually the same using the 
3-digit and 2-digit SIC code. Significant DVA are only reported under 
the 2-digit SIC for two years prior and one year prior to takeover com
pletion.

Regression analysis is performed to test the relationship between 
cumulative abnormal returns and DVA ( including the control vari
ables). The cumulative abnormal returns are predicted by the market 
model and are the model’s prediction errors for each day in the cumula
tion period cumulated to form CAR. The analysis excluding the control 
variables indicates no relationship between CAR and DVA. The coeffi
cient for DVA is significant and positive when the control variables are 
included in the model. Coefficients for (1) CASH and BIDS are signif
icantly and positive, (2) AFT80 are negative and significant at .10, and 
(3) not significant for HF and SIZE.

The research findings contribute to existing evidence that merger 
firms (target firms) are undervalued and substandard performers as indi
cated by other accounting and market-based variables. In addition, VA
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is useful as a measure of a firm’s wealth distribution potential (i.e., 
DVA) whereby the greater the DVA the abnormal return of the firm 
increases (i.e., more wealth to distribute). Abnormal returns are even 
higher when there are multiple bidders for the target firm and the take
over is for cash.

Chapter 8. The Effects of Ownership Structure on Earning 
and Value added Performance

Ownership structure is revisited in chapter eight. Belkaoui’s overall 
premise is that ownership structure has significant implications for a 

.firm’s efficiency and strategic development. The conceptual framework 
in this chapter is taken from the research of Morck, Schleifer, and 
Vishny and includes two measures of ownership structure and variables 
for diversification. Ownership structure is measured as either (1) man
agement stockholding or (2) stock concentration. Related diversifica
tion and unrelated diversification are measured by the number of 4-digit 
SIC industries within a firm’s 2-digit SIC and the number of two-digit 
SIC industries outside the primary 2-digit industry, respectively. Three 
research hypothesis are: (1) there is a positive (negative) association 
between a firm’s performance and management stockholding held at a 
lower (higher) range; (2) there is a negative (positive) relationship 
between firm’s performance and stock concentration at a lower (higher) 
range; and (3) there is a positive association between performance and 
diversification (where the relationship will be lower for unrelated diver
sification than for related diversification).

Piecewise regression analysis is performed where the dependent vari
able is either the log of net profit (a normalized measure) or market cap
italization (number of common shares times year-end common share 
price). Independent variables are one of the two alternative ownership 
structure measures, the diversification measures, and total assets (a con
trol variable). Turning points to determine low and higher range are 0- 
5% (low range) and 5-25% (higher range). The results show a nonmono
tonic relationship between performance and ownership structure and a 
positive relationship between performance and diversification. The con- 
vergence-of-interest and the entrenchment hypotheses are supported.

Belkaoui’s research premise in the second section of chapter eight is 
that VA measures of performance (i.e., total return) provide a better 
indicator of ownership structure effects on performance than accounting 
return-based performance measures. Three research hypotheses are: (1)
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there is a negative (positive) association between a firm’s NVA-based 
performance and management stockholding held at a lower (higher) 
range; (2) there is a negative (positive) relationship between firm’s 
NVA-based performance and stock concentration at a lower (higher) 
range; and (3) there is a positive (negative) association between NVA- 
based performance and the sum of stock concentration and management 
stockholding at higher (lower).

The piecewise linear regression models utilize a turning point of 10% 
and the dependent variable is NVA divided by total assets. The results 
do not contradict other research supporting the entrenchment hypothe
sis. The 10% turning point used is in conformance with the results based 
on the 25% turning point. Fundamentally, NVA is negatively (posi
tively) related to the three measures of ownership structure at lower 
(higher) levels. Belkaoui asserts the need, as implied by this study, to 
focus on VA-based performance rather than profit-based performance to 
better understand the diverse interests of shareholders and managers.

CONCLUSION

This text by Ahmed Riahi-Belkaoui is recommended for use in a doc
toral research methods seminar and/or financial accounting seminar. 
The level of reading and research rigor is appropriate for doctoral stu
dents and would be an appropriate inclusion on the reading list in other 
related seminars. It is a very valuable source of information for individ
uals interested in and currently researching in the area of accounting 
disclosure and performance plans. The references at the end of each 
chapter are quite comprehensive and could prove most valuable to 
researchers. The book might also be used as supplemental reading in a 
masters level course (e.g., special topics) on financial accounting and 
disclosure. There is sufficient narrative such that master’s level students 
could obtain a clear introduction to financial accounting reporting and 
disclosure without being bombarded by statistical models and analyses, 
and theorization.



WILLIAM VICKREY:
ECONOMIC TRANSACTIONS 
AND THE REAL WORLD

Thomas R. Robinson

William Vickrey was awarded the Nobel Prize in Economics on Octo
ber 8, 1996 and passed away several days later at the age of 82. Given 
his long and productive career, it is perhaps appropriate that he died en 
route to an academic conference (Taxation, Resources, Economics and 
Development). Vickrey was bom in British Columbia in 1914 and 
immigrated to the United States at an early age. He received a Bachelor 
of Science degree from Yale University in 1935, a Master’s degree 
from Columbia University in 1937 and a Doctorate from Columbia 
University in 1947. Vickrey was Professor Emeritus at Columbia Uni
versity and continued to make contributions to both academe and prac
tice up to and even after his death (several essays have been published 
posthumously).
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THE NOBEL PRIZE

These contributions to scholarly thought and their applications to the 
real world were acknowledged by The Royal Swedish Academy of Sci
ences in the awarding of the Bank of Sweden Prize in Economic Sci
ences in Memory of Alfred Nobel, 1996:

William Vickrey has above all contributed to enhancing our knowledge about 
the efficient use of resources in the public sector. Notwithstanding his numerous 
and far-reaching practical applications, it is the depth of his theoretical endeav
ors which gives lasting value to his scientific lifework. Vickrey has a characteris
tic style of writing; almost in passing, he interposes deep insights in seemingly 
routine economic arguments. This has sometimes inferred that his theoretical 
contributions did not become apparent until long after they were written.

The award was presented for Professor Vickrey’s contributions to eco
nomic theories of incentives under asymmetric information. The award 
was shared with Professor James Mirrlees of the University of Cam
bridge. While theoretical and analytical, this research has practical 
implications in a wide variety of settings including lending, insurance 
and even the sale of used cars. The Royal Swedish Academy of Sciences 
highlighted Professor Vickrey’s development of the second-price auc
tion. Vickrey presented this auction in a 1961 paper and it is commonly 
referred to as the Vickrey auction. In a second-price auction, bidders 
enter sealed bids with the winner (highest bidder) paying the second 
highest bid price. This type of auction is expected to result in bidding 
which represents an individuals true willingness to pay. Vickrey has 
made numerous similar contributions in the areas of equitable tax sys
tems and the pricing of public services.

The announcement of The Royal Swedish Academy of Sciences, 
which discusses these other contributions and contains a bibliography 
of some of Professor Vickrey’s notable publications can be found on the 
Internet at “http://www.nobel.se/”.

PARTING SHOTS

“At last I have my bully pulpit,” Vickrey is quoted in The New York 
Times Magazine (December 29, 1996, p. 16). The award gave Vick
rey the opportunity to publicly expound on his somewhat controver
sial ideas on the U.S. economy and a balanced budget. Vickrey’s 
ideas to increase the federal budget deficit to reduce unemployment

http://www.nobel.se/%e2%80%9d
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caused Newt Gingrich to label him a socialist (Reuter Information 
Service, October 11, 1996, 3:01 PM). While he was not around long 
enough to use this “bully pulpit” personally, several of his writings 
have been published and disseminated after his death. Several reports 
which Vickrey submitted prior to his death regarding topics such as 
the U. S. corporate tax system, state and local taxation and unem
ployment have been published in Tax Notes Today (Tax Analysts, 
November 4, 1996).

Another work “Fifteen Fatal Fallacies of Financial Fundamentalism: 
A Disquisition of Demand Side Economics,” is being disseminated 
through the Internet [http://www.columbia.edu/cu/economics] and was 
partially abstracted in The New York Times Magazine (December 29, 
1996, p. 16). This document presents Vickrey’s analysis of the impacts 
of deficits and balanced budgets on unemployment and inflation. 
According to Vickrey, a stable unemployment rate of 5 to 6% is detri
mental in terms of domestic production, poverty, and crime, among 
other issues. Vickrey points out that an overall rate at this level results in 
a much higher unemployment rate among disadvantaged groups. This 
essay will review a few of the more interesting fallacies, the remainder 
of which can be examined on the Internet.

Fallacy 1. Deficits are considered to represent sinful profligate 
spending at the expense of future generations who will be left 
with a smaller endowment of invested capital.

Vickrey asserts that deficit spending increases the disposable income of 
individuals which when expended on goods and services enables pro
ducers to invest in additional capacity. Vickrey makes a good point that 
if corporations were not permitted to borrow we would have “no corpo
rate bonds, no mortgages, no bank loans and many fewer automobiles, 
telephones, and houses.”

Fallacy 6. It is thought necessary to keep unemployment at a “non
inflation-accelerating” level (NIARU) in the range of 4% to 6% 
if inflation is to be kept from increasing unacceptably.

Vickrey considers this level of unemployment “intolerable” since the 
portion of those unemployed is disproportionately those in disadvan
taged groups. Vickrey argues a much lower unemployment rate is attain
able without serious inflation problems.

http://www.columbia.edu/cu/economics
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Fallacy 11. It is claimed that exemption of capital gains from 
income tax will promote investment and growth.

Vickrey argues that differential treatment of different types of income is 
not appropriate and can result in undesirable consequences. His propos
als would instead reduce or eliminate the corporate level tax and assess 
the individual tax on a cumulative basis.

Some of Vikrey’s ideas are controversial and go against conventional 
wisdom. However, in discussing Vickrey’s 1969 analysis of road con
gestion The Royal Swedish Academy of Sciences notes, “As usual, 
Vickrey was ahead of his time. His model was rediscovered by road 
engineers and economists in the early 1980s.”



DOTTING THE 'T 'S  
IN ACCOUNTANCY

Cary John Previts

This volume contains papers and studies which address the state of the 
accountancy profession, litigation, standard setting, and insider trading.

Considering Denny Beresford’s remarks causes one to recognize that 
one of the “I”s of Accountancy is the

“F’ntemational

aspect of setting standards for financial accounting and reporting.
Jim Burton’s review of the special GAO report on the accounting pro

fession refers to the issues and relative significance of auditor

‘T ’ndependence

and in his paper on misappropriation theory Mark Segal touches upon 
the matter of

a nsider ‘T ’nformation....
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These are a few of the “I”s in Accountancy that continue to require 
attention and which seem to defy resolution in any sense of that word.

The “International issue as it relates to Standards is now being 
weighed carefully by the Securities and Exchange Commission. If the 
SEC accepts and endorses the standards of the IASC will US companies 
feel they are no longer obliged to follow US GAAP as set by the FASB? 
What are the views of the financial analyst community with regard to the 
issue of who shall be recognized as the agency to set standards? How 
will enforcement be made effective?

And while it appears that both the preparer and auditor community are 
supportive, the user/analyst community has been less transparent and, as 
has been consistent with the past, difficult to assess with regard to a sin
gle position. Moving forward without clear expressions from the user’s 
of financial information seems inconsistent with the norms espoused in 
contemporary disclosure models. Or could it be that there are sufficient 
other sources of information that the analysts are indifferent? Is silence 
to be taken as consent, or indifference?

“independence

is another “I” and is once again a watchword in profession. A special 
working group of the AICPA, chaired by Vincent O’Reilly, a senior part
ner of Coopers & Lybrand, has worked during the past two years to 
identify principles which can be stated so as to guide auditors in the 
coming expanded scope of service environment. Made even more 
important, if that is possible, by the study of the Public Oversight 
Board’s Kirk panel in 1994 and that group’s identification of the audit 
committee’s role and charter as key factors in audit effectiveness. Inde
pendent auditor services are a declining percent of the total service base 
of the entire profession, not just large firms. The O’Reilly SEC Practice 
Section Task Force on Auditors’ Independence and Non-Audit Services 
has worked to provide guidance on managing dependencies by identify
ing or reaffirming what it terms “underlying principles” which include 
recognizing that, for example, working in the equivalent capacity of 
management is not permissible, and assuming the role of a promoter or 
advocate of investment in a client is not permissible. The groups work is 
not complete as of this writing, and there are, as in any such important 
endeavor, critics who will find fault with what the group may finally 
propose. What is perhaps most important in our system and tradition of 
professional self-responsibility and self-determination, is that the pro
fession has taken action and not limited itself to “reaction.”



Less conspicuous among the “I”s in Accountancy is the issue of

“F’nsider “F’nformation

as it relates to insider trading and the decision of the United States 
Supreme Court to review the Eighth Circuit’s decision of the O’Hagan 
case which involved an attorney from Minnesota who illegally used 
money from two client accounts. O’Hagan purchased large amounts of 
another client’ stock and short term options prior to that client’s acqui
sition.

O’Hagan was conv icted of “theft by temporary control” and was 
imprisoned for a time. He also faced conviction in federal court for trad
ing on the then-secret takeover plans. But this conviction was reversed 
on appeal, and now raises the issue of what manner of acquiring and 
type of non public information is within and without the law. In Decem
ber the SEC asked the Supreme Court to consider the case and now the 
Court has decided to do so. The legal issue is whether or not O’Hagan 
“acted in connection with” the purchase or sale of a security for Section 
10[b] purposes. How the Supreme Court decides to establish the proper 
construction of the “in connection with” clause in the context of misap
propriation of information will likely affect how lower courts apply the 
clause in other Section 10[b] cases.

So we await the “dotting” of these “I”s in the practice of Accoun
tancy...with an awareness that they will not long remain...since each 
generation of accountants finds it necessary in the changing environ
ment of its practice to revisit these and many other matters.
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