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PREFACE

Objecttivess of Finandz/ Statemenss: Selectat! Papers includes many of the
significant research, reference, and resource materials considered by the
Study Group on the Objectives of Financial Statements in forming the con-
clusions expressed in its report, Objecthiless of Finandé/ Statemenits. All of
the papers in this volume, with the exception of the illustrative financial state-
ments and the bibliography, are research and study papers which reflect the
views or opinions of the authors. Many of the papers were prepared by the
staff of the Study Group; some were prepared by consultants.

Many of these papers served as initial drafts for discussion and delibera-
tions by the Study Group. Consequently, they present, in some cases, more
detailed or somewhat more divergent discussions of the issues and conclu-
sions included in the Report. This volume has been compiled to highlight
relevant issues; only a portion of the data accumulated over the past two
years is included,

It is important to emphasize that the Study Group was not limited by any
of the research and other materials available to it in reaching the conclusions
set forth in its Report. The Preface to the Report describes the boundaries
of the inquiry.

An effort was made to compile and edit this volume as a self-contained
unit, complementing the Report. The contents of this volume are grouped
under seven chapter headings. The items included in each chapter are
ordered and grouped to indicate the structure of the Study Group’s. delib-
erations and to develop sequentially the central theme of each chapter.

Chapter 1 includes a discussion of the purpose and need for objectives,
parameters to be considered in setting objectives, and two possible
approaches to specifying objectives. In addition, two models for developing
financial statement objectives are presented. Chapter 2 begins with a treatise
that investigates the extent to which users have a rigffit to receive imformation
concerning the operations and status of the enterprise. The other papers in
Chapter 2 focus on users and their needs for accounting information in
making economic decisions. They contain expositions of complex theoretical
aspects of accounting. The last paper in Chapter 2 reaffirms the importance
of stewardship as a consideration in financial reporting.



Chapter 3 presents three approaches to aceeunting theery, These com-:
ceptual papers are accompanied by empirical studies eonducted by research
consultants who were provided relevant data by a eooperating enterprise.
A compendium of views on the unresolved issue of liablility associated with
the inclusion of forecasts as part of basic financial statements is presented
in Chapter 4.

Chapter 5 deals with the increasing awareness of the need for more
definitive guidelines for disclosing the impact of enterprise activities as they
affect society. The two papers in this chapter consider the application of
existing accounting techniques and economic theory in reporting such events
and conditions.

The illustrative financial statements in Chapter 6 are presented merely
as an indication of some of the ways in which certain matters covered in the
Report may affect financial statements. These financial statements must be
evaluated with careful consideration given to the caveats set forth in the
introductory section of the chapter.

Finally, Chapter 7 is a relatively comprehensive bibliography of the many
works that were reviewed and evaluated during the course of the imquiry.

This volume is intended to provide a basis for further research on many
issues. For additional background, the reader is directed to Volume 3, the
public record of the Study Group’s proceedings. This volume will be made
available for public review at the New York offices of the American Imstitute
of Certified Public Accountants.



1. Background and Organization
of the Study




Purpose and Need for Objectives

Georgre H. Sorttar;, Research Director, in collboatsion with
Mariin S. Gans, Paul Rosentféddd, R. M. Shammom and’ Robett G. Sreit

The Need for Objectives of Financial Statements

The definite need for explicitly stated objectives of financial statements has
been inferred again by the appointment of the Study Group on the Objectives
of Financial Statements by the American Institute of Certified Public Accoun-
tants. By implicatiom, the following question deserves summary amnalysis:
Why should objectives of accounting and accounting’s basic output, financial
statements, be rigorously defined and explicitly communicated in the absence
of similar statements of objectives by many other areas of trade and profes-
sional endeavor? Consider, for example, the cobbler whose services are
limited exclusively to the repair of shoes. It is generally agreed that there
exists a one-to-one relationship between the cobbler and each imdividual
customer in relation to serviees rendered, i.e., ne third parties are imvolved.
The objective of the cebbler is thus a prikaite ene of satisfying a speeifie
customer whe direetly requests, and pays fet, the shee repair serviees.

The relationship described above, which can easily be extended to
professions such as law or medicine, can be compared and contrasted with
the rendering of services by the certified public accountamt. Accounting
services are commissioned by specific customers or clients. However, there
is more involved in this particular relationship. Financial statements of pub-
licly held corporations are produced by client companies but are not imtended
to primarily benefit these companies or its managerment. The primary purpose
of financial statements is to serve the needs of various third parties. These
third parties, such as exlsting or potential stockholdiers, crediters, suppliers,
or employees, have diverse needs and do not direetly employ the preparers
or attestors of finaneial statements. In mest instanees these third parties alse
cannot direetly nor effectively eommunieate their needs, desires, ef feguests
to preparers or attesters of finaneial statements.

Financial statements are responsive, and accountants are mesponsible,
to third parties who rely on information contained in financial statements.
To satisfactorily discharge this responsibility and to establish the responsive-
ness of financial statements to users' needs, it is necessary that there be an
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explicit statement of objectives of the aceeunting Prefessien; a skatement
that is not necessary for other trades o professions iR Whieh respensibility
does not extend beyond the individual direst eustomer oF elient level.

it is most important for objectives of finaneial statements t0 be stated
explicitly to provide for effective evaluation and evelutien ef finaneial aceount-
ing standards, and to respond te ihe ehallenges pesed by publie efiticism
of the financial accounting process. Stated objestives sheuld set ferth the
function of financial statements and provide an overall framewerk for deter-
mining financial accounting principles of standards. The objectives should
also facilitate the determination of implementation technigues and formats.

Objectives and Financial Accounting Standards
Financial accounting principles or standards iindicate

. ... which economic mresources and obligations should be necorded
as assets and liabilities by financial accounting, which changes in
assets and liabilities should be recorded, when these changes should
be recorded, how the assets and liabilites and changes in them
should be measured, what information should be disclosed and how
it should be disclosed, and which financial statements should be
prepared.’

They are guides to be followed in the preparation of financial statements.

Objectives of financial statements, on the other hand, are the functions
that financial statements are designed to serve, the policies to which financial
statements should conform, and the qualities financial statements should have
to serve their functions and conform to established policies.

Financial accounting standards, which represent specific choices for
preparation of financial statements, should be selected to promote the objec-
tives of financial statements. “Financial accounting and reporting . . . must
rest on . . . standards designed to achieve what are perceived to be the
desired objectives of financial accounting and reporting.”* Agreeing on the
objectives and stating them explicitly is indispensable to that process. Ideally,
the objectives should be identified, and then methods of implementing the
objectives should be selected as financial accounting standards.

Stating objectives facilitates the following activities:

1. Evaluation of present financial accounting standards.

2. Adoption of proposed financial accounting standards.

3. Evolution of financial accounting standards to respond to changes in
objectives or in implementation technology.

' APB Statement No. 4, Basiic Conumytds and! Acunuiiting Prindptdes Undeilyiigg Fiirem-
cidl Statemeertts of Busiesss Enteypisses (New York: American Institute of Certified
Public Accoumtamts, 1970), Paragraph 137.

2 Study on Establishment of Accounting Principles, Estaissiming Finamizh/ Aécoami-
ing Stamtiadds (New York: American Institute of Certified Public Accoumtamts, 1972),
p. 19.
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Evaluating Present Financial Accounting Standards

Present financial accounting standards ean be effeetively evaluated only
if the objectives which they are suppesed to fulfill have been specified first.
Without stated objectives, present financial aceounting standards can only
be evaluated against inconclusive criteria, such as the number of enterprises
that follow the standards or whether the standards conform to traditional
ideas. It is, however, impossible to determine whether a given standard is
accomplishing the intended goal if that goal is not known or stated. “Articu-
lation of social goals is important for ascertaining whether they are being
reached and even for reaching them. It is improbable, to say the least, that
any goals can be reached by chance."’

If a financial accounting standard were adiopted, for example, which
specified a single method of depreciation as the only acceptable method,
conformity of accounting practice to that standard could be determined.
Whether the method was accomplishing the implicit objective which led to
the adoption of the standard, however, could not be determined in the
absence of an explicitly stated objective. Furthermore, whether practices
such as changing estimates of depreciable lives have subverted the implied
objective from which the standard was developed also could not be deter-
mined. Whether or not practices subverted the intended objective could only
be determined if the objective has been previously spesified.

Adoption of Proposed Financial Accounting Standards

Specifying objectives is necessary to reach agreement on sound changes
in financial accounting standards or the adoption of new accounting stan-
dards. How can an analysis of proposed changes in standards proceed in
a logical or rational manner unless the objectives to be served by these
standards are explicitly stated and agreed to? If objectives are not explicitly
stated, it is difficult to establish whether disagreement results because of
differences in implied objectives of financial statements or because of differ-
ing conclusions concerning the efficacy of the propesed standards in achiev-
ing agreed-to objectives. The explieit statement of objeetives allows for a
more structured investigation of propesed standatds and sheuld faeilitate
resolution of gonflicting pesitions. Disagreement may remain but weuld be
eonfined to guestions sueh as these eeneerning the effisieney ef propesed
standards in aehieving ebjeetives o the reselutien of esnfliets between
objeetives.

Responding to Changes in User Needs or Technology

Financial accounting standards at any time may be the best available
means to achieve the objectives of financial statements, given existing needs
and the implementation technology available. Both needs and technology
may later change however. Stating the objectives of financial statements

3 Nestor E. Terleckyj, “Measuring Progress Towards Social Goals: Some Possi-
bilities at National and Local Levels,” Maneggorenint Seimee, August 1870, p. B-765.

15



and the available implementation technelegy permits systematie fe-examina:
tion of financial acecounting standards in the light of ehanged eircumstances.
In the absence of stated objectives and without consideration of changes in
implementation technology, financial aecounting standards may become
dogma, appearing as ends in themselves rather than as the pragmatic means
aimed at accompiishing objectives. Enveloped in tradition, the original justi-
fication for the standard is forgotien and the standard becomes impervious
to change.

Conservatism is an example of a financial accounting standard that
originally might have been a sound response to proper objectives. Since
the objectives that the standard of conservatism was intended to accomplish
were never made explicit, however, conservatism has achieved the status of
an end and, as such, defies and hinders re-examination and revision. The
following speculative analysis may be plausible: If the primary audience
for financial statements originally were credit grantors, then conservatism
may have evolved in response to an objective to provide useful imformation
to credit grantors. Credit grantors must make decisions as to whether
to grant loans. In making a loan, the credit grantor receives the benefit
of interest payments but risks the principal ef the lean. Sinee principal
is almost always larger than interest, the lender has more te lese by
making a bad loan (In which he leses the pringipal) than by net making a
good loan (in whieh he foregees the interest he eeuld have earned). He
therefore needs information that will minimize his ehanees ef making a bad
lean, even at the eost of net making leans that esuld and sheuld Rave been
made. Censervative aseeunting infermatien may have resulied beeause of
erediters’ preferenee fer infermatien that weuld miRimize the prebability ef
faking a "bad" lean:

Since the audience for financial statements has shifted to a large degree
from creditors to investors, the standard of conservatism may no longer be
responsive to users’ needs. Investors have as much to lose by not making
a good investment as from making a bad investment. In fact, they have more
to lose from not making a good investment since market appreciation is
unbounded, whereas market loss is limited to the price paid for the security.

It was never stated that conservatism was a standard intended to be
responsive to creditor needs or any other objective. Instead we inherited a
dogma, and no vehicle for modifying this standard is available to respond to
a changed audience of users. Conservatism may, of course, have evolved
in response to different influences. In any event, since the objectives originally
to be served by the standard of conservatism were not identified or are now
lost, no methods are available to determine if the objectives originally justi-
fying the standard are viable or obsolete.

Another example may clarify this point. One of the most vexing prob-
lems confronting the accounting profession in the past decade has been
the problem of leases or, more generally, of executory contracts essentially
unperformed by both parties. Since the early twentieth century, accountants
have accepted with little questioning the dogma that executory contracts
essentially unperformed by both sides shall not be recorded. They have not
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seriously questioned why this praectice was adepted er what ends it was
meant to serve. It is entirely possible that when this praetice was adepted
in the early twentieth century it represented a proper respense io a valid
objective: Information should only be reperted in financial statements if the
benefit of that information exceeds the cost of reporting it.

In the early twentieth century most executory contracts were of short
duration and essentially recurring. A typical example might be a one-year
lease. Obviously any payments demanded by the lease contract were
recorded as they occurred. Similarly, the utilization of lease facilities and
the incurrence of any liability as a result were also recorded. Thus the
question concerning leases at that point of time was not whether they
should be recorded by the accounting process but rather how often. Pay-
ments under the lease were recorded, and utilization of lease facilities was
recorded. The questions of whether the signing of the lease or the entering
into the agreement should also be recorded became appropriate matters
for consideration. Since under the conditions stated all three of these events
were likely to happen within one year, the legitimate question could be
raised whether the costs of recording the lease agreement as well as the
payment and utilization of lease facilities were justified by the imformational
benefits of reporting such agreements. Very likely, a proper response would
have been that there was litile infermational benefit to be gained by reporting
the signing of the lease under sueh eircumsianees. HoOwever, NG FEaSONINg
leading te the adeptien of the standard was given and it was never spesified
what gbjeetive was meant t6 be served By the praetiee ef Aet recording
exeeutory esntraets essentially unperfermed. Thus, as the Rature ef exesuy-=
tory eentraets ehanged frem essentially sheri-ter feeurring €eeniraets to
IBRg-tefm leases oF IBRg-term Empleyment eeniraets, it was impessible 18
gdetermine whether sueR eRanged eireumstanees sheuld F8§.Hli iR ehanged
praetiees. Obvisusly, if the eBjective that led te the adsptien of the fulg
that exeeutery eentracts essentially uAperformed shall ASt Be recerded was
felated t8 infermatisnal B@HEHI% éHH g8ste; then that relatisnship is drastically
QJ’ESFSG When the eBRtraet is & fifty-year 16858 faiher than & SRE-YRaY FEEUF:
FIRg Agreement:

Response to Challenges and Criticism

Stating objectives of financial statements is necessary not only to evalu-
ate and change financial accounting standards but also to preserve those
standards that facilitate the achievement of proper objectives. Without stating
objectives explicitly, proper standards cannot be effectively defended against
challenges. Stating objectives of financial statements weuld strengthen the
accounting profession’'s position for establishing flnaneial aceeunting stan-
dards in the private sector. Demenstrating that the ebjeetives of financial
statements legitimately differ frorm objeetives of fiseal oF tax peliey weuld
provide a sound rationale for finaneial aeeeunting standards that differ o
some extent from rules of tax aceounting, for example. Demenstrating that
financial aceounting standards represent apprepriate and feasible imple-
mentation of staied and desirable ebjeetives of finaneial statements weuld
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reduce opportunities for political interference in finaneial statement eoR=
strustion.

Court decisions have riecently Reld that esnformity with generally
accepted accounting prineipies of standards is net neesssarily a valid
defense to a challenge against finaneial statements: The esurts themselves
have implicitly established ebjestives of finaneial statemenis and have deter-
mined whether given finaneial statements under ehallenge adeguately wmeet
the objectives. If the aceeunting prefession agreed 6 and stated the
objectives of financial statements and demonstrated that finaneial aseeunting
standards serve those objectives, it could more easily justify the positien
that conformity with finaneial accounting standards should be the eriterion to
judge financial statements. In other words, the profession can then legiti-
mately argue that principles and standards are generally accepted because
they are proper and right rather than that they are right and proper because
they are generally accepted.

The public has criticized the accounting profession for not being a
positive force in the public sector. Stating objectives of financial statements
clearly and establishing financial accounting standards that are mesponsive
to objectives seem the best way to meet that criticism. The accounting pro-
fession could then be identified and evaluated in terms of the appropriate-
ness of visible goals and its effectiveness in achieving these.

18



Range of Potential Parameters

George H. Sorter, Research Director, in col@hwastion with Martin S. Gans,
Josihum Ronen, R. M. Sharmnam, and Robert G. Sireit

A statement on objectives must have a defined scope. The question is
whether the scope evolves from the analysis of the problem being considered
or whether it is imposed initially as a given. I it is imposed initially, the
justification for the scope necessarily lies outside the inquiry of the Study
Group on the Objectives of Financial Statements. However, if the scope does
evolve from the deliberations of the Study Group, it must be justified by
the nature of the study.

As an example, four possible parameters that the Study Group might
consider for this project could be discus§ed. One concerns the audience to
which financial statements are directed; for example, the Study Group could
define the objectives of financial statements exclusively for the audience of
credit grantors. A second dimension concerns the format of financial state-
ments; the Study Group could, if it wished, limit the stated objectives of
financial statements to the currently prepared financial reports, or to any
specified set of financial reports. Third, there could be a restriction on the
set of permissible aceounting prineiples that ean be used; e.g., the objectives
of financial statements eould be limited to statements prepared in cenformity
with presently ateepted aceounting prineiples. Fourth, the Study Group
could adept a limit en the time during whieh the ebjeectives ean feasibly be
implemented. Fer example, a pessible eembihation of parameters weuld
reguire the Study Greup t8 investigate the ebjeetives of eurrently &xisting
finaneial statements prepafed iR eBnfermity With prevailing aseeunting pPfin-
eiples aimed at an audienee of eredit granters and eapable ef implementation
Within ene menth.

If limits like these are adopted initially, the objectives of financial state-
ments would to a large degree be defined by initial givens and not through
the inquiry of the Study Group. If a particular set of parameters is useful, it
should evolve from the Study Group’s endeavor instead of being imposed
initially. Any initial exclusion limits the degree of freedom of the Study Group

19



to formulate the objectives of financial statements. The mere that is initially
excluded from the study the smaller will be the set of aeceunting variables
that may be affected by the objectives.

Thus, there is no set of unique objectives of financial statements that can
be formulated. Rather, a set of objectives may be formulated for each set of
parameters or “givens” that the Study Group accepts. This can, perhaps,
best be illustrated by expanding on some selected parameters and how they
may affect the possible conclusions.

The Specified Accounting Principles

If any prespecified set of accounting principles is accepted, only account-
ing methods compatible with these principles can be used. Thus, objectives
that require methods which are incompatible with these principles cannot
be considered. For example, if prevailing principles are assumed as given,
the Study Group can only seek the most appropriate choice of Hhistorical
cost depreciation methods most useful for formulating expectations about a
firm's cash flows. This choice of methods is clearly a narrower objective
than the choice of information useful for formulating such expectations
without the historical cost constraint. This broader objective may necessitate
deviating from prevalling principles; conseguently, to assume these principles
as glven would preclude the formulation of such an objective. In terms of
another example, if prevailing principles are aceepted, human reseurees ean
be reperted enly in limited eireumstanees and then only iR terms ef cest.
if these prineiples are net assumed as given, pre-set liMits de Aot exist as {6
wl‘:e?lﬁéﬂfr ‘Ruman resedrees sheuld be valued and, if se, hew ihey sheuld be
valuea.

Prespecified Standards

The Study Group may not decide to designate prespecified principles.
It may wish to consider accepting some prespecified standards such as
relevance, quantifiability, or attestability. Such prespecified standards are not
unduly restrictive if they are defined to cover a wide range. For example,
anything is quantifiable in a sense through some system of assigning
numerical values to attributes. For instance, a dollar value can be assigned
to each letter of the alphabet so that every word can be gquantified. i quanti-
fiability, however, is deflned in terms of a specific system of assigning values
or if attestablility is similarly defined in terms of & speeific form, then the
setting of these standards becomes restrictive. For example, the appropriate
form of attesting to foreeasts may differ from the appropriate form of attesting
to measures of historieal iransaetiens. If the form of attestation is limited te
histerieal transaetions, the ferfmulation of ebjectives whieh incerperate fore-
easts may be preeluded. This restrietion eeuld impede trade-effs befween
eenflieting standards sueh as relevanee and attestability. It is pessible that
meie felevant data are Jess rigereusly aWesieidee. Speeifieation of thase
standards iR figid 8F Aarrew terms 18s8ens iRe flexibility iR setting objeetives:

20



Existing Financial Statements

The Study Group could assume that presently required financial state-
ments such as a balance sheet, an income statement, etc., are the only ones
that should be prepared. This would mean that only those objectives con-
sistent with preparation of these statements could be considered. Such an
assumption would delimit the possible objectives since it would rule out
other nontraditional sets of reports that may be required to reach hbroader
objectives. It would also preclude eliminating presently required reports
which may not be necessary in view of the proposed objectives or for which
the cost of preparation might exceed anticipated benefits.

The Users

Objectives may be set in light of the need of one or more groups of
users. Conceivably, the sets of objectives could differ depending upon the
user group considered. For example, the objectives could differ if the deci-
sion needs of creditors only are considered, or if the decision needs of both
creditors and existing investors are considered or if all potential users’' meeds
are considered. The smaller the sub-set of user groups that is considered,
the narrower the set of objectives. Consideration of only one group of users
would implicitly and indirectly limit the scope of the study.

General Purpose vs. Special Purpose Statements

The objectives of financial statements could be formulated given the
requirement that the same set of financial statements must be provided for
all users. Alternatively, this requirement could be relaxed to allow for the
provision of diverse statements for specific uses and for diverse users.
Permitting the possibility of both general purpose and special purpose state-
ments facilitates the formulation of wider and more encompassing objectives.
The possibility of special purpose statements permits serving the specific
needs of more than one group of users that cannot be adequately served by
a single set of general purpose statements. This possibility also permits the
accommodation of more than one set of objectives for each user group.

Diversity of Objectives and Circumstances

As indicated, diverse sets of objectives could conceivably exist for any
group of users or for any single user. These objectives will depend not only
on the specific decision needs of the user at a particular point in time but
also on the particular circumstances under which these decisions are made.
The Study Group could consider all such possible circumstances and deci-
sion needs or it could limit itself to a sub-set thereof.

The Reporting Entity

Should the task of formulating objectives be limited to enterprises
organized for profit or should it be extended to all types of enterprises in-
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kiditigg not-for-profit organizations, gevernmental bedies, ete? ©OBbjeetives
that are set in light of all kinds of organizatiens will prebably entail mere than
just profit maximization. Thus, the mere diverse the reperting entities that
are considered, the wider the range of objectives that may be fermulated.

The Private and Social Sectors

The objectives could be limited, for example, to provide imformation
that facilitates the maximization of stockhoiders’ wealth, er the objectives
could be expanded to include the optimization of social welfare or social
wealth. When social values (costs or benefits) do net diverge from private
values as presently measured, the individual firm's goals=i.e., the maxi-
mization of stockholders’ wealth—are consistent with the secial goals, and
no broadening of accounting objectives is needed to accommodate these.
However, when there is a divergence between social values and private
values, the maximization of the individual firm's short-run wealth as an ob-
jective may not be sufficient to bring about a social eptimum. If the broader
objective of optimizing the social welfare (as well as possibly the long-run
private welfare) is accepted, the financial statements must be broadened to
include the provision of infermation about social costs and benefits.

The Descriptive and the Normative

The objectives of financial statements could be considered only in light
of decision models that shoulfty be used (normative models). Alternatively,
the objectives of financial statements could be formulated by considering
only the decision models and the goals that are actually used and imple-
mented by decision makers (descriptive models). Finally, the objectives
could be formulated in light of both the normative and the descriptive.

Implementation Time

Independent of, but applicable to, all of the above is the possible re-
quirement that the objectives to be considered must be capable of being
implemented within a given time period. It might be stipulated that the
formulated objectives must be such that they could be implemented within a
year, within five years, etc. If a short time span is adopted, this could serve
to delimit the objectives to those essentially compatible with existing practice
and beliefs since these require little time to implement. On the other hand,
adopting an unreasonably long span of implementation could serve to limit
the acceptability of the Study Group's conclusiens.

Conclusions

All the above possible parameters are interrelated and many combina-
tions are conceivable. It has been demonstrated that the more “givens”
that are assumed, the narrower and the more limited becomes the possible
range of objectives; the less that is assumed, the broader and more encom-
passing the objectives can be. This interdependence makes the imposition
of restrictions troublesome. If a large number of initial "givens” that are
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unchangeable is specified, the Study Group will have implicitly defined a
portion of the objectives that it was originally charged to formulate without
justifying these through its work and deliberations. The foregoing analysis
suggests that the parameters of the study should evolve from the work of
the Study Group.

Once the initial “givens"” are agreed upon, the objectives may then be
formulated at various levels. The absence of preimposed parameters does
not mean that the objectives could only be formulated at the highest level of
generality. In other words, the absence of givens would not imply that the
Study Group's work is done by issuing a pronouncement that the objective
of financial statements is to provide useful information. While this may be
the desired objective in the most general terms, the task would then be to
formulate more specific subobjectives at various Jevels consistent with and
deriving from the more general objectives. Thus, while none of the parameters
used as examples may be accepted as "givens,” some of all of them may
well evelve as subobjectives as a result of the study:.
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The Descriptive and the Normative

Josthuz Ronen and George H. Sorter

Definitions

Prescriptive models are those which are designed to help people make
“better” decisions, in the sense of aiding them to behave consistently, with
an a priori set of requirements or rules with which they want their choices to
conform. These models are “prescriptive” or “normative” insofar as they
presuiiee how one shoulit! behave; that is, they set ideal norms. Descriptive
models, on the other hand, are designed to describe how people actually
behave. Both types of models allow for the assessment of expectations or
beliefs about the structure of the environment, and about utilities which refer
to personal tastes.

In a treatise on the problem of measurement of values and probabilities
for the purpose of predicting behavior, Churchman’ ties together the pre-
scriptive and the descriptive aspects of choice in decision situations, main-
taining that prescription should emanate from prediction:

The present suggestion is to assert that the "ought” in a mecom-
mendation can be stated as follows: “X ought to do A in this
environment” means “X would do A in the standard emvironment
that defines value measurement.” If a scientist states that an
executive should follow a certain course of action, he says in
effect, “l have measured the values of the executive—or his
organization—for the various outcomes that may result from his
decisions.” These measurements predict what he would do if
he were making his decision under the standard conditions of
value measurements. When 1 say he ought to exhibit such-and-
such behavior, | mean that this is the behavior he would exhibit
if these standard conditions held. Of course, he may not do what
he ought to do; that is, the standard conditions may not hold in
this environment.

! C. W. Churchman, Prediitition and Optimsa/ Deciséan (Englewood Cliffs, New Jersey:
Prentice-Hall, Inc., 1961), pp. 17-18.
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If the prescriptive models were to take into consideration the human
capability to process information and the tendency to “simplify” and elim-
inate part of the stimuli in the environment—then the “prescriptive” model
becomes a descriptive model of actual behavior, as Becker and McClintock?
indicate. They note that “imposing a requirement that a prescriptive model
be realistic in its demands upon the users’ capabilities tends to make the
distinction between prescriptive and descriptive models ambiguous.”3

The descriptive and the normative models of behavior may require a
common set of accounting data. However, they may differ in their input
requirements. If so, accounting objectives based on descriptive behavior
would require sets of data that are different on occasions from those required
for accounting objectives based on normative or prescriptive models of
behavior.

Hlustrations—invesiment Analysis

To illustrate the above, the discussion is restricted to one sub-set of
users—security analysts.

Many aspects of investment analysis are viewed as psychological in
nature and one of these aspects is certainly the appraisal of man's capabilities
for integrating information into a judgment or a decision. The analysts are
called upon to make predictions, forecasts, diagnoses and evaluations on
the basis of fallible information and with respect to parameters such as
expected returns, growth rates, variability and volatility. These tasks are
said to be facilitated by means of the statistics discipline. Very often, how-
ever, individuals bypass formal statistical procedures when making judg-
ments. When they do this, they are acting as “intuitive statisicians.”

The normative aspect of investment analysis relates to decision rules
that should be applied to a variety of investment situations taking advantage
of theoretically derived or empirically determined quantitative relationships
between market factors and security performance. Do security analysts use
these normative models as prescribed?

While research in this area is almost nonexistent, related questions have
been studied extensively within psychology and other disciplines (primarily
medicine). Various techniques from these other disciplimes were employed
to identify and describe the descriptive models of financial decision-making.
Geoffry Clarkson* simulated the portfolio selection processes of a bank’s
trust investment officer. Clarkson studied the officer's verbalized refilections
as he was asked to think aloud while reviewing past and present decisions.
Using these reflections as a guide, the investment process was translated into
a sequential branching computer program. A remarkable correspondence

2 Becker and McClintock, “Behavioral Decision Theory,” Ammwél Reviiew of Msy-
chaiogy (1967).

3 Ibid, p. 241.

* G. P. E. Clarkson, Porffdiio Seleaition: A Simuéition of Trust Investment (Emglewood
Cliffs, New Jersey: Prentice-Haill, 1962).
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was found between the simulated portfolios and the actual future portfelios
selected by the trust officer. Similar research plans were used by Cohen,
Gilmore, and Singer® in simulating the decision processes of bank officers
who granted loans. Other attempts to analyze the judgment process in
medical diagnosis are described by Kleinmuntz® and Rimoldi.”

Techniques that are less complex than Clarkson's simulation but mere
sophisticated than the naive approach of simply asking the decision-maker
how he makes his judgments were developed. These are discussed by
Goldberg? Slovic and Lichtenstein,® Hoffman,’® Hammond, Hursch, and
Todd."* This approach requires making quantitative evaluations of a large
number of cases each of which is described by various cue dimensions.
Thus the financial analysts could be asked to predict price appreciation tor
securities that are defined in terms of P/E ratios, earnings, dividend yields,
etc. Hoffman and Hammond, Hursch, and Todd suggested fitting a regression
equation to analysts’ judgments to capture their personal weighting policy,
within the framework of a linear madel.

Also, information processing sometimes utilizes cues in a variety of
nonlinear ways (e.g., in curvilinear functions). When analysts associate good
investment decisions with complex and interrelated decision rules they prob-
ably are thinking in terms of corffiged/ relationships rather than linear.

Studies of Probabilistic Processing

Some attempts to detect deviations of the descriptive from the normative
centered on the prescriptive models of decision theory which assert that
opinions about the world should be cast in probabilistic terms. For example,
according to the prescriptive model, rather than predicting that a stock will
sell at a specific price, we should estimate a probability distribution across
a set of possible prices. These probabilities can be used together with the

5 K. J. Cohen, T. C. Gllmore, and F. A. Singer, “Bank Procedures for Analyzing Busi-
ness Loan Applications,” Anmalyitisia/ Methods in Bamkigg (Homewoed, lllinois: R. D.
Irwin, 1966), pp. 218-251.

¢ B. Kleinmuntz, “The Processing of Clinical information by Man and Machine,"
Formeai/ Represeartation of Human Judigment (New York: Wiley, 1968), pp. 149-186.

7 H. J. A. Rimoldi, “Teaching and Analysis of Diagnostic Skills,” The Diaggostic
Bromass (Ann Arbor: Malloy Lithographing, 1964), pp. 315-346.

8 L. R. Goldberg, “Simple Models or Simple Processes? Some Research on Climical
Judgments,” Ameriaan Psycthiggist (1968), Vol. 23, pp. 483-496.

?P. Slovic and S. Lichtenstein, “Comparison of Bayesian and Regression Ap-
proaches to the Study of Information Processing in Judgment," Organizadictal Be-
havior and! Human Perftormaacee (in press) and Humean Judigmeent and' Sodé/ /nietcaation
(New York: Holt, Rinehart, & Winston, in press).

2B, J. Hoffman, “The Paramorphic Representation of Clinical Judgment,” Peppho-
logiéaal Builtsitin (1960), Vol. 57, pp. 116-131.

K. R. Hammond, C. J. Hursch, and F. J. TRd®. ‘Hmailyaing the JCompsarrentsmdfF. J. Todd, "
Clinical Inference,” Psyalonigigical Revilmw (1964), Vol. 71, pp. 438-456.
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information about the payoffs associated with the various decisions and states
of the world to satisfy an objective criterion such as the maximization of ex-
pected value or expected utility.

When new information is gained the probabilities are revised. The
nonmethxee model that prescribes how such revision is to be made is Bayes'
theorem. However, psychologists, led by Ward Edwards and others*? found
experimentally that men are conservative processors of information. While
upon receipt of new data, subjects revised their posterior probability esti-
mates in the same direction as prescribed by Bayes' theorem, the revision
was typlically too small; subjects responded as though the data were less
diagnostie than they truly were. Edwards suggested that while they perceive
each datum aceurately, men are unable to combine its meaning properly
with the prier probabilities when revising their opinions.'3

Assessments of Probability, Variability
And Co-variability

The prescriptive portfolio models require that analysts estimate the
variances and co-variances of expected returns which are then combined to
optimize the investors’ utility.** For such a model to be actually used, there-
fore, estimates of probabilities and variances must be provided. But if it is
found that the estimation of such parameters is affected by factors that are
not specified by the normative models or if they are distorted systematically
as a result of intervening psychological varlables, then the prescribed port-
folio model in which such estimates are to be used may no longer be the
optimal model. In this case, modification of the prescriptive medel will be
required to aceommodiate the human tendeneies. IR sueh a ease the imferma-
tion reguirements implied by the first nefmative medel may differ frem these
implied by the medified deseriptive medel.

Such distortions were indeed found. For example, Tversky and Kahne-
man*® identified an “availability bias” in that judgments of an event's prob-
ability were found to be determined by the number of instances of that event
that are remembered and the ease with which they come into mind. The

12 . Edwards, “Comservatism in Human Information Processing,” Formu/ RRppes@m-
tation of Humean Judipmeent (New York: Wiley, 1968), pp. 17-52. W. Edwards, H. Limd-
man, and L. D. Phillips, "Emerging Technologies for Making Decisions,"” New [biec-
tiores in Psydfudggy: Il (New York: Holt, Rinehart, & Winstom, 1965), pp. 261-325.
W. Edwards and L. D. Phillips, “"Man as a Transducer for Probabilities in Bayesian
Command and Control Systems,"” Humean Jutigmeersis and! Optimadifity (New York: Wiley,
1964), pp. 360-401. W, Edwards, L. D. Phillips, W. L. Hays and B. C. Goodman,
"Probalilistic Information Processing Systems: Design and Evaluation,” IEEE TFems-
actiiows on Systenss Sciarnee and! Cybwredtcs (1968), Vol. SSC-4, pp. 248-265.

¥3 Edwards, "Comsenvatism in Human Information Processing,” pp. 17-52.

*'Saa, for example, William F. Sharpe, Portfiiio Theasy and/ Capiita/ Matkats (New
York: McGraw-Hill Book Companmy, 1970).

%A. Tversky and D. Kahneman, “The Judgment of Probability by Retrieval and Con-
struction of Instances,” Oregon Reseacoh Institite Reseobh Bullégitin (1971).
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availkthiitity of instances is affected by such factors as recency, salience, and
imaginability—all of which may not be related to the correct probability.

In addition to this distortion, numerous other systematic biases in assess-
ments of probability were found such as misperceiving the probabilities of
compound events (Cohen and Chesnick'® and Slovic'?). Assessments of
variability were found to be affected by the mean of the sequence and its
regularity (Lathrop*®). Thus people somehow judge absolute variability in
terms of variability relative to the mean. Also, greater irregularity gives an
illusion of greater variability.

In addition to all the above, a great deal of experimental research on
risk-taking behavior exists. This research may be relevant for imvestment
decision-making and the information requirements for such decision-making.
In this set of research (which is not discussed in this paper), subjects are
asked to indicate their preferences and opinions among various gambles.
Gambles are studied because they represent in an abstract form iimportant
aspects of real-life decisions. They contain elements such as probabilities,
incentives and risks which are also the elements of real-life decisions. By
using gambles, basic dimensions of risk situations can be manipulated, and
hypotheses can be rigorously tested. Whether one can generalize that the
results of such experiments simulate real-life decisions under umcertainty
must be established by further research.

To illustrate, Slovic'® found that perceived risk was not a function of the
variance of a gamble. Instead riskiness was more likely to be determined
by the probability of loss and the amount of loss. This result is congruent
with Lorie's?® complaint that it was absurd to call a stock risky because it
went up much faster than the market in some years and only as fast in other
years, while a security that never varies in price is not risky at all—if the
variance is used to define risk. If indeed descriptive models imply that either
the amount of loss or the probability of loss is the main determinant of risk,
would it not be concluded that at least from the standpoint of descriptive
behavior, accounting information should concentrate on providing estimates
for those two parameters?

Summary and Conclusions

In the above analysis, an attempt has been made to illustrate, with a few
examples, some of the implications of the vast literature which describes

5%1. Cohen and E. I. Chesnick, “The Doctrine of Psychological Chances,” Baitish
Joutrnal of Psyciotiggy (1970), Vol. 61, pp. 323-334.

'7 . Slovic, “Manipulkating the Attractiveness of a Gamble Without Changing Its
Expected Value,” Jowma/ of Expanimenia/ Psydhtiggy (1969), Vol. 79, pp. 139-145.

8 R. G. Lathrop, "Perceived Variability,” Jouraal of Expenimental Psychwiggy (1967),
Vol. 73, pp. 498-502.

% p. Slovic, “The Relative Influence of Probabilities and Payoffs Upon Perceived
Risk of a Gamble,” Psydfonminic Sciiermee (1967), Vol. 9, pp. 223-224.

20 J, H. Lorie, “Some Comments on Recent Quantitative and Formal Research on the
Stock Market,"” Jowma/ of Busiress (1966), Vol. 39, Part Il, pp. 107-110.
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human behavior in relation to decision models that are actually used. If
accounting information is to provide inputs to what people actually use, there
is no doubt that a significant amount of research still remains to be conducted.

Normative or prescriptive models are those which should be used,
whereas descriptive models are those that are actually used.- Given the cir-
cumstances underlying the task of the Study Group on the Objectives of
Financial Statements, it is believed that an investigation of normative models
utilizing accounting information deserves priority.

First, the literature that is relevant to the investigatiom of descriptive
models is both fragmented and indirect. Thus, to gather sufficient evidence
that allows the formulation of a unified framework for descriptive models
would be both difficult and overly time-comsumming, thus placing severe limi-
tations on this approach.

Second, the choice of models that are actually used may also be affected
by the set of available information. Thus, to determine what information is
required for a specified goal would require identifying the decision model
employed; but, at the same time, the information provided to a decision-
maker may affect the decision model that is used. The circularity is particu-
larly crucial inasmuch as the Study Group is considering the possibility of
enlarging or at least changing the available accounting information. There-
fore, the new information may change the deseriptive models.

These complexities make the exploration of descriptive models par-
ticularly difficult and lengthy. While such an investigation is potentially very
useful, it is nevertheless suggested that primary emphasis be devoted to
normative models at this stage.
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A Framework for Developing
The Objectives of Financial Statements

Richhant! M. Cyert and Yuji Ajiri

Introduction

This paper is intended to provide a framework for developing the objectives
of financial statements. It does not deal with what the objectives should be
since this is to be discussed and decided by the Study Group on the Objec-
tives of Financial Statements. However, in explaining the framework for
developing such objectives, some examples of objectives that the Study
Group may consider adopting are stated. It should be emphasized that these
examples are used to clarify the nature of the framework and are not meces-
sarily objectives which the authors think the Study Group should adopt.

In discussing the objectives of financial statements, it is important to
understand the level of objectives at issue. There are many objectives that
may be arranged in a hierarchy of means-ends relationships. Unless the level
of objectives at issue is known, arguments can be confusing.

One way to focus attention on the level of objectives is to label a few
important layers, using convenient names. Therefore the following hierarchy
of levels of objectives is used for discussion purposes:

1. Fundamental objectives

2. Constitutional objectives

3. Operational objectives

4. Prescriptive objectives

Fundamental Objectives

Fundamental objectives are at the top of the hierarchy and are essen-
tially non-operational. Everyone agrees that they are the ultimate objectives
of financial statements, but they are so remote from questions on accounting
principles and procedures that they do not necessarily provide any criteria
or guidelines to the questions. Accountability is an example of a fundamental
objective.

The American economy is based on a network of accountafiitity relation-
ships. The separation of ownership and management of economic resources
has created the basic need for accountability. But in our modern economy,
accountability is not limited to the relationship between management and
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owners. Within the management hierarchy, a subordinate is considered to be
accountable to his supervisor for the management of resources entrusted to
him. Externally, the firm is accountable not only to its shareholders but also
to its creditors and governments at all levels. The recent emphasis on the
quality of the environment (clean air, water) has added the public to the list
of parties to whom a firm is accountable.

Accountability normally refers to the past activities of an entity. However,
in some cases an entity is accountable for its plans of future activities as
observed in governmental budgets. In either case, accountability requires the
recording and reporting of the entity's activities and their consequences.
Acceptance of such a report by the party to whom the entity is accountable
normally constitutes a discharge of the accountability for activities covered
by the report.

Accounting records and financial statements have been developed pri-
marily to satisfy such an objective. Although accounting records and financial
statements are used for other purposes, the objective of providing the means
for establishing accountability may be considered as a fundamental objective
of financial statements.

Implicit in this objective is the need to derive performance measures
since the objectives of accountability include the entity’s performance with
respect to its goals. In the free enterprise system, one of the central goails
of an entity is achieving a certain level of profits. Therefore, it follows that an
important objective of financial statements is to report on this achievement.

The concept of profit is not an easy one to define and quantify. In fact,
it is almost as difficult to quantify as are many goals of society such as free-
dom, security, or economic prosperity. Economists have proposed various
concepts of profit at an abstract level. Accountants, however, have had to
devise operational ways of measuring profit and, furthermore, accountants
have had to do it with a reasonable degree of objectivity because subjective
measures cannot stand the legal and organizational pressure involved in
accountability. Considering the magnitude of difficulty involved in developing
a suitable profit measure, accountants have been guite successful in develop-
ing and maintalning & system of profit measurement, although the need for
improvement has always existed and will always exist.

Now accountants are under attack because some groups have suddenly
discovered that elements of arbitrariness exist in the measurement of profit.
To some extent this is true of any performance measure. For example, there
is no reason why a touchdown in football counts six points while a field goal
counts only three points. A team with a good kicker may argue for more
points for field goals. But what makes such arbitrary factors legitimate is the
agreement among the interested parties. In the case of profit measurement,
there is an explicit or implicit agreement ameng the interested parties to
delegate the function of profit measurement to accountants. Therefere, the
mere existence of arbitrariness should net be cause for disearding a system
that has been developed and maintained ever many desades.

However, it is also true that innovations in management and technology
may call for new methods of profit measurement. In addition, new infor-
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mation such as the reporting of management plans or management’s profit
forecasts may be desirable to include in financial statements.

In summary, at least one of the fundamental objectives of financial state-
ments may be stated as the need to communicate information on the dis-
charge of accountability of an entity to parties to whom the entity is account-
able. Although the contents of financial statements may change over time,
this fundamental objective of financial statements seems to be invariant.

Constitutional Objectives

The next level of objectives is referred to as constitutional objectives in
this discussiom. Constitutional objectives are of a more operational nature
than fundamental objectives. The determination of whether major questions
are in line with the overall policy of the accounting profession (whether they
are “"constitutional” or "unmcomstitutional™) can be made by comparing such
questions with the constitutional objectives. For instance, the judgment that
“financial statements shoeuld net centain infermation that might unduly impair
the competitive advantage ef the firm” might be a constitutional objective.
Thus, partieular pieees of infermation in finaneial statements may be included
or excluded aceerding to their effeets 8A the eempetitive advantage of the
firm. OR the basis ef these judgments, precedents will be established. How-
ever, eonstitutional ebjeetives are themselves net eperatienal; they sheuld be
viewed as efiteria for evaluating the peliey deeisiens ef the profession. The
€enstitutional ebjeetives may be siruetured iR varieus ways.

One such way is this. The fundamental objectives of financial statements
are stated first. Then, the constitutional objectives are developed logically
from the fundamental objectives in order to provide guidelines on important
issues.

1. What are the bases for accountability?

2. To what extent does each of the interested parties (shareholders,
creditors, public in general) have the right to know about the activities of
an entity and the consequences of such activities?

3. To what extent does an entity have the right to withhold iimformation
concerning its activities and their consequences?

4. At what level of detail should information be disclosed?

5. At what level of reliability should information be disclosed?

6. When should particular pieces of information be disclosed?

7. What should the responsibility of auditors be?

8. What organizational units should be authorized to define and main-
tain the operational objectives of financial statements?

Thus constitutional statements covering questions 2 through 8 would
need to be developed on the basis of the need for accounting to satisfy the
fundamental objective of accountability.

Operational Objectives

Operational objectives deal directly with the criteria or guidelines for
selecting alternatives in financial accounting. They are operational in the
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sense that many practical problems in selecting alternatives can be solved
by referring to the objectives.

The problems in selecting alternatives in financial accounting and re-
porting may be classified according to the following four categories:

1. Information content

2. Information processing

3. Information control

4. Information dissemination

Information content deals with the kinds of information that ought to be
provided in financial statements. Currently there are many such questions.
Should budgets for the next few years be included? Should information on
outstanding orders be shown? Should commitments be described, and if so,
in how much detail? Should current values of assets be disclosed? Should
information on human resources—age, experience, dollar value—be in-
cluded? Among the seven qualitative objectives discussed in APB Statement
Noe. 4, "Basic Concepts and Accounting Principles Underlying Financial
Statements of Business Emterprises,” relevance and completeness may be
gonsidered as dealing with the information content of financial statements.

The second category, information processing, is concerned with the way
a given set of information should be generated. One possibility is to mequire
all transactions to be recorded accurately in accounting ledgers based on the
accepted bookkeeping principles. Another approach is to allow the use of
statistical sampling to generate desired information without a 100 per cent
transaction record. Still another possibility is to generate information on past
events based on retrospective estimates using various source documents and
other evidence instead of recording transactions as they occur. Perhaps the
most liberal approach in information processing is to allow information to be
generated on the basis of a purely subjective estimate of a single person.
Ameng the seven objectives in APB Statement No. 4, perhaps neutrality and
eomparability may be regarded as dealing with infermation processing:

The third category, information control, deals with the reliability of in-
formation. The firm may disclose any information it desires in its annual
report. But information in financial statements is considered to be more
reliable than other forms because a firm of CPAs has verified sources of the
information and expressed its opinion as to fairness. To what extent should
reliability be emphasized? Do CPAs have the required capability to test the
reliability of information? Costwise, is it reasonable to expect a high degree
of reliability? To what extent should reliability be traded for relevance and
timeliness? These are the questions that can arise in information control.
Obviously, verifiability, whieh is ene of the seven objectives in APB Statement
No. 4, is related to this categery:

There is another aspect that ought to be discussed in this category. In
addition to controlling information and its quality, financial accounting has
the objective of controlling resources. An accounting for all actual resource
flows must be made because, under cutrent accounting practices, all re-
source flows must be recorded. If there is any question on a particular
resource flow, accounting records provide a basis for further checking. Thus,
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a question may be raised as to whether the objectives of financial accounting
include contributing to such resource control or whether the objectives
should be limited to the purely reporting aspect of financial accounting.

The last category, information dissemination, deals with the question of
how financial information should be disseminated among interested parties.
Understandability and timeliness, among the seven objectives of the State-
ment, are related to the method of dissemination. However, there seems to
be a wide variety of questions that need to be answered with respect to the
method of dissemination to be used in future financial accounting. For ex-
ample, if particular information to be disseminated is likely to change the
investors’ evaluation of the firm significantly, CPAs must develop a method
of dissemination that is not unfair to some groups. The notion of equitable
dissemination must be established. Understandability raises an issue of
whether CPAs should limit their role to reporting facts with the mimimum
amount of interpretation, as newspaper reporters do, or whether they should
provide their interpretation of the financial statements of the firm to the
maximum extent possible.

In summary, content, processing, control, and dissemination are the four
essential problems that arise in defining the future states of financial state-
ments. Therefore, the operational objectives of financial statements must be
capable of providing criteria or guidelines to answer these questions.

Prescriptive Objectives

Prescriptive objectives are not criteria for selecting alternatives in finan-
cial accounting. They are dicta used to indicate which alternatives should be
selected. The establishment of such a set of objectives is the most direct
way of solving the accounting objectives problem. “Assets should be valued
on the basis of current replacement cost.” “"Budgets for the forthcoming
period should be disclosed,” are examples of prescriptive objectives. They
are the policies adopted by the profession. Prescriptive objectives are more
or less like opinions of an Accounting Principles Board or a [Fimancial
Accounting Standards Board designed to settle specific issues on policles
and procedures.

Conclusions

Although there are many layers of objectives that may be considered,
the above four layers should be sufficient for discussion purposes. It may be
noted that the layers are formed in terms of goal-subgoal or meams-ends
relationships (e.g., constitutional objectives are the means to achieve the
fundamental objectives), but their time horizons are quite different. Fumda-
mental objectives may be applicable for a few centuries, constitutional objec-
tives for a few decades, operational objectives for ten or 20 years and
prescriptive objectives for several years.

It is significant that the accounting profession in the United States has
realized the need to reevaluate the objectives of accounting and has decided
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to make an extensive study to improve their contribution to the economy.
Despite its conservative nature, there have been many changes in the
accounting profession, and there will be many more in the near future. It is
important, therefore, in guiding such changes to firmly understand the direc-
tions in which the profession should move. The attempt to identify and
establish objectives of financial statements is aimed precisely at the goal of
providing directions for the profession to develop itself in the future.
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The Need for Accounting Objectives
In an Efficient Market

Jostfuzm Ranen

In light of the American Institute of Certified Public Accountants’ recent
appointment of the Accounting Objectives Study Group to formulate the
objectives of financial statements, some questions were raised regarding the
propriety of regulating accounting information through specifying the objec-
tives of financial statements. Arguments were put forth stating that, in view
of the generally demonstrated efficiency of the marketplace, Adam Smith's
invisible hand will cause the appropriate kind and quantity of accounting
information to be communicated; and that therefore the regulation of account-
ing information by a group of interested preparers and users will be wasteful.
The purpose of this paper is to examine whether—in view of the theory of,
and the empirical findings related to, efficient markets—there is a justification
for the specification of accounting objectives.

The first part of this paper discusses the implications of the efficient
market hypothesis and its related research with respect to the choice of a
“best” accounting system. The second part is addressed to the question of
whether there exist market incentives for firms to produce an optimal amount
of accounting information which would eliminate the need for regulation. The
issue is examined first by assuming that no disclosure laws exist, and then
the existing disclosure laws are explicitly taken into consideration.

The Implications of Efficient Market Research
On the Choice Among Accounting Alternatives

Recent research effort in accounting® centers on the implications of the
efficient market hypothesis and the empirical capital market research for

' Ray Ball and Philip Brown, “An Empirical Evaluation of Accounting Imncome Numm-
bers,” Jowrm&l of Acooutiiing Ressacbh (Autumn 1968), pp. 159-178. W. Beaver, P.
Kettler, and M. Scholes, “The Association Between Accounting Information and
Market Valuation of Securities,” Acaoutiiing Review (October 1970), pp. 654-682.
William H. Beaver, "“The Behavior of Security Prices and Its Implications for Accounting
Research (Methods),” Supplement to the Acmoutiing Revilew (1972), pp. 407-437.
R. E. Dukes, “"Market Evaluation of Alternative Accounting Information Systems"”
(Unpublished dissertation, Stanford University). Nicholas J. Gonedes, “Efficient Capital
Markets and External Accounting,” Acwwoutiigng Revisw (January 1972), pp. 11-21,
L. L. Lookabill, “A Study of the Relationship Between Accounting Information and
Market Valuation of Securities” (Unpublished dissertation, Stanford University).
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choosing among accounting alternatives. For example, it is stated that
"oirservations of the market reactions of reclpients of accounting outputs
should govern evaluations of the actual informational content of accounting
numbers produced via a given set of procedures and the informational con-
tent of accounting numbers? produced via an alternative set of accounting
procedures.” The underlying contention is that in the context of competitive
and efficient markets, transactors in the aggregate will not react to accounting
information® unless the accounting numbers have informational content.*

Not much harm is caused by the assertion that when accounting mumbers
are used (as manifested in movement of stock prices), they have imformational
content. This is descriptive of a definition of what constitutes imformational
content and of actual phenomena, i.e., movement of stock prices. When it is
asserted, however, that market reactions should govern the evaluation of
accounting alternatives, the underlying implication is that when accounting
numbers are used (i.e., the market reacts to them) they are also useful in the
sense of satisfying the objectives of accounting. The problem with this
approach is that it uses a definition and the manifested resulis of a desecrip-
tive process to Mmake a normative judgment (that market reaections should
govern the evaluation ef aceeunting alternatives).

The assertion that market reactions should govern the evaluation of
accounting alternatives is primarily justified by acknowledging that—assum-
ing that individuals are rational and that markets are efficient (as defined and
shown in the efficient market literature)}—one cannot expect the market to
react unless accounting information is useful. However, the kind of useful-
ness that should be inferred from (a) the proposition that individuals are
rational and from (b) the findings that markets adjust efficiently and un-
biasedly to information, may not necessarily be the kind of usefulness that
we might care to require from aceounting imformation.

Evaluation of Usefulness
In Light of Accounting Objectives

Certainly, the kind of usefulness that is desired can be derived only from
the objectives of accounting. For example, if among the criteria or objectives

2 Gonedes, “Efficient Capital Markets and External Accounting,” p. 12.

3 Reaction to accounting information is generally measured via movements in the
stock price through which the aggregate behavior of market transactors is manifested.

4 Informational content of accounting output is usually implicitly defined as those
attributes of the accounting output that trigger market reaction. For exampie, Ball &
Brown argue, “If, as the evidence indicates, security prices do in fact adjust rapidly
to new information as it becomes available, the changes in security prices will reflect
the flow of information to the market. An observed revision of stock prices associated
with the release of the income report would thus provide evidence that the imfiormation
reflected in income numbers is useful.” (Ball and Brown, “An Empirical Evaluation of
Accounting income Numbers,” pp. 160-161.)

37



of accounting there is listed the efficiency in resource allocation and perhaps
some criteria relative to the distribution of wealth,® it may be discovered that
the kind of usefulness inferred from market reactions does not mecessarily
satisfy these two objectives. In other words, the kind of market equilibrium
consistent with presently available accounting information and the degree of
efficiency of the market's reaction to this kind of information may not meces-
sarily be the desired equilibrium. (Note that equilibrium is a descriptive
phenomenon and not in itself an indication that some normative criterion has
been satisfied.) Thus, the manifestations of a present equilibrium which may
be undesirable cannot be used as a normative criterion for choosing the
accounting alternative which best satisfies an objective. The satisfaction of
the specified objective may well require a different kind of market equilibrium
which—iif extant—would produce entirely different mamifestations.

To put things somewhat differently, imagine that there are two market
equilibrium systems, A and B, and two distinct systems of accounting pro-
cedures resulting in sets of accounting signals X and Y, respectively. Then
assume that X and Y are evaluated on the basis of the market's reactions.
Suppose it turns out that under system A the market reacts to X but not to
(thus indicating that X, and not Y, has informational content) while under
system B, the market reacts to ¥ but not to X (thus implying that Y, and not X,
has informational content). Which is the better accounting system? Clearly,
in this situation the market reaction is not a sufficient criterion. There is still
open the question of which equilibrium system, A or B, better serves the
objectives. This illustration could also be applied over time rather than across
market systems. Presumably, a different market equilibrium system existed
100 years ago and the accounting system undoubtedly was somewhat dif-
ferent from today's practice. How can the two systems be evaluated if the
market reacted to both systems? How can a descriptive phenomenon be
used to make normative judgments?®

Exploration of the descriptive phenomenon is valuable in umderstanding
the market mechanism and in generating hypotheses about the nature of
decision-making in the marketplace. The descriptive phenomenon is also
useful in testing the implications of hypotheses about how decisions are
made in the marketplace. However, it cannot be the sole test of which

8 While the means of achieving allocation of resources in the economy are subject
to debate, probably none would question the desirability of efficient resource allocation
as a goal. As to equity criteria relative to the distribution of wealth, they are clearly
implicit as objectives. For example, Rules 10b-5, 10b-6 and Section 16 of the Securi-
ties Exchange Act of 1934 and the Court rulings in the Texas Gulf case relate to imsider
trading and the disclosure of imformation.

8 Indeed, it may be argued that technological changes modify the nature of the
equilibrium over time. The propositiom of an accounting alternative whose test of

usefulness is not derived from extant equilibrium can be viewed as a techmnological
change in itself.
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accounting alternative better satisfies our goals and should therefore be

preferred. The appropriate test should depend, among other things, on pre-
specified accounting objectives.”

The Argument That Accounting Operates
In a Competitive Context

The contention that accounting alternatives should be evaluated on the
basis of market reactions is partially defended on the grounds that the
accounting process provides information only in a competitive context and
that there are alternative sources of information that investors could use.! The
contention that accounting operates in a competitive context is based on (a)
the assumption that accounting numbers include information that reflects
economy-wide events and industry-wide events that can also be obtained
from other indicators such as industrial production reports and mational
income reports, and (b) the evidence of the existence of anticipatory price
movements that precede the anneuncement of aceounting numbers.® Thus,
it is argued that if there were ne other sourees eempeting with ascounting
information, ene weuld expeet to observe rapid priee mevements when
aecounting data are disseminated. As a result, it is pestulated that ". . .
market transaeters in the aggregate de net blindly aceept and use ac6eunt:
iRg AUMBEFS BAlY" and therefere "the market's reaetien e aceeunting Aum-
bers (8.6, the antieipatery reactions neted abeve) prevides reliable indisation
of aceouRting AUMBErS' iRfermatienal content."'s

There are several problems with these contentions. Alternative sources
of information with respect to economy- and industry-wide events that affect
the value of the firm may well exist, but the likelihood of alternative sources
of information about the existence of a firm's specific events is minimal. It is
indeed possible that the latter does exist since such events usually constitute
transactions involving other entities which, potentially, could provide the in-
formation. However, the cost of reconstructing the firm's specific events from
numerous and possibly scattered sources is probably prohibitive. As a result,
such a reconstruction of events may not be undertaken by investors since

7 A framework for the formulation of accounting objectives is discussed by the aulher
in “A User Oriented Development of Accounting Information Requirements,” pp. 80-
108, this volume.

8 See, e.g., Gonedes, “Efficient Capital Markets and External Aeeounting,” p. 14:
“in particular it appears that the accounting process—qua supplier of infimatiti—
does not possess strict monopoly power over the suppiy of information pertinent to the

evaluation of a firm. Instead, it appears that the accounting process—qua supplier of
information—functions withim a competitive context.”

? For example, Ball and Brown, “An Empirical Evaluation of Aceounting Inceme
Numbers.”

1° Gonedes, "Efficient Capital Markets and External Accounting,” p. 16,
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the cost may exceed the perceived emefits.'"* Thus, if some firm-specific
information is not provided by the firm, even if it is available in the market it
may not be used. This fact is consistent with an efficient market in which
transaction costs are assumed to exist.

Moreover, a market equilibrium in which transactors do not seek infor-
mation because of the high cost of search, even when they know that it exists,
is consistent with the evidence collected about efficient markets. And when
accounting information is provided about firms' specific events for which
alternative sources of information are too costly to seek out, transactors are
justified in relying on the accounting iinformation.

Thus, if it is found that transactors accept and use accounting mumbers
(this phenomenon has occasionally been referred to as functional fixation,'2
although the term has never been rigorously defined), this does not meces-
sarily imply that they do so blindly. Use of the accounting numbers by
transactors may be explained by one or both of the following propositions:

1. In equilibrium, investors rely on accounting information whenever the
cost of seeking alternative sources about the same events exceeds the bene-
fits of searching. This is likely to be the case in particular with respect to
firms’ specific events.*® Thus investors' reliance on accounting information
does not imply that they do so blindly, but rather that they make rational
decisions about when to stop seeking imformation.

2. The accounting system is a vehicle for management to communicate
its expectations about the firm's cash flows, and it is likely that investors view
accounting information as a surrogate for management expectations which
they utilize since there are no alternative sources.

A social organization that requires firms to report probably results from
an implicit decision based on information economics. Delegation of the in-
formation provision function to the firm makes sense if the firm can produce
the information at a lower cost than outsiders. This is consistent with the
evidence that accounting information is anticipated through price move-

Y This is consistent with the phenomenon, for exampile, that in some developing
countries the state enforces the disclosure of minimal accounting information (appar-
ently because individuals find it too costly to produce the information themselves).
Turkey is a case in point. See Var Turgut, “The Turkish Uniform Accounting Plzm,"
(Unpublished manuscript, University of iKansas).

2 Yyji ljiri, Robert K. Jaedicke, and Kenneth E. Knight, “The Effects of Accounting
Alternatives on Management Decisions,"” Resaachh in Aceounting Measwvearaan!, edited
by Robert K. Jaedicke, Yuiji ljiri, and Oswald Nielson (Evanstom, lll.: American Account-
ing Associatiom, 1966).

" The cost to the firm of processing information about its specific events and trans-
actions is probably lower because of scale economies. While no evidence exists on
this hypothesis, it is clearly empirically testable. It is also consistent with the observa-
tion that the SEC and other governmenmtal agencies increasingly require more account-
ing information to be disseminated. To provide evidence against this hypothesis, it
must be shown, for example, that anticipatory market reaction is caused solely tthrough
sources other than the firm and that the anticipatory reaction explains all reaction to
accounting informatiom (which has yet to be shown).
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merits prior to the announcement date. There probably exist cheaper outside
sources for information about economy-wide and industry-wide imformation
that are tapped in advance of the announcement of accounting informa-
tion. Some firm-specific events could also be anticipated as a result of
announcements by the firms’ managements through releases issued by
market newsletter services and through reports by the firm to the SEC, etc.
These “leakages,” however, all come from the firm itself and could well be
viewed as part of its information or accounting system. In fact, it might be
advisable to incorporate such announcements formally into the accounting
system, since they would then be subjeet to audit and verification.

In sum, the existing evidence on efficient markets may well be viewed
as being consistent with the following statement: Market transactors, in the
aggregate, accept and use accounting numbers as well as any additional
information that they can obtain at reasonable search costs. Had accounting
numbers not been provided, market reactions might have been different since
the information contained in accounting numbers might then have been too
costly to obtain elsewhere. Thus, market reactions alone do not provide a
criterion for evaluating information alternatives.

In particular, individuals' reliance on accounting numbers does not iindi-
cate irrationality or psychological conditioning. Rather, it may reflect ration-
ality within the context of a competitive market in which information is costly
and in which expectations about the value of different data are hefierogeneous.
Individual rationality is thus consistent both with the reliance on accounting
data (without testing their informational content through seeking other
sources), and with a competitive equilibrium that assumes costly imformation
and heterogeneous expectations. And while the evidence from the efficient
market research (both the weak and the semi-strong form) is consistent with
that efficlent market hypethesis whieh assumes cestless infermation and
hemegeneous expeectations, it is also consistent with an efficient market
hyp@tﬂe@i& that assumes eostly infermatien and Reteregeneeus expesta-
tions.

The Argument That Stock Prices Eventually
Reflect “Inside Information”

Einally, the argument is usually made that market reaction is a reliable
indicator since it impounds any existing information, even that not made
publicly available. 1t is contended that since there must be at least one
person possessing the information who recognizes the inefficiencies that
result from its nonpublic availability, he would—being rational—exploit this
opportunity either by transacting directly in the market or by selling the iin-
formation. Thus, the knowledgeable person (possessing the imformation)

4 Stigler, for example, argues: “There is no imperfection in a market possessing
incomplete knowledge if it would not be remunerative to acquire (produce) complete
knowledge. Informationm costs are the costs of transportatiom from ignorance to omni-
science, and seldom can a trader afford to take the entire trip.” (George J. Stigler,
“Imperfections in the Capital Markets,” Jownaa/ of Polifites/ Ecomomyy (June 1963), p.
291, as quoted in Gonedes, "Efficient Capital Markets and External Accounting,” p. 20).
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will, through his own action, help to eliminate inefficiency in the market.

However, while it is true that any new existing information is apt to be
impounded eventually through an arbitrage mechanism, this mechanism may
not be the most desirable process through which information should get
impounded in market prices. This is particularly true from the standpoint of
social optimum (considering both allocative and distributive criteria). The
undesirability can result for several reasons:

1. Assuming that inside information exists,'® there is uncertainty about
the length of time needed for the arbitrage process to rectify the allocative
inefficiency (resulting from nonpublic availability of the information). Since
the time lapse is likely to be greater than it would be if such information were
required to be immediately available to the public, the allocative inefficiency
is apt to continue for a longer time period than if such a requirement were
made.

2. Insiders possessing information not available to the public or supe-
rior forecasting ability are likely to cause the information to be impounded
in market prices with less efficiency than if they were to make the iinformation
immediately available to the public. This is likely to be the case for at
least two reasons. First, they may not have the sufficient capital immediately
available to carry out the volume of trading necessary to rectify the ineffi-
ciency. Second, they are not likely to have a comparative advantage in selling
information or in offering portfolio management services. In compatrison,
it sueh information were required to be made immediately avallable through
the aceounting syster, the proeess is likely to be mere efficient, since there
is & greater likelihood that individuals with suffieient eapital and these whe
pessess eormparative advantage iR selling infermation weuld be included
ameng the reeipients ef the infermatien.

3. The likelihood of a single individual or a small kmowledgeable
group being able to interpret inside information properly is less than the
likelihood of the same information being ably interpreted if it were available
to many persons and many groups, i.e., if it were publicly available. In other
words, the greater the number of participating rivals in the marketplace, the
more efficient is the process of competitive equilibrium,

4. Finally, the prospect of insiders becoming wealthier may not be
palatable to those for whom criteria for desirable distribution of wealth are
considered to be iimportant.

Existing Incentives to Communicate
Desirable Information

It is assumed in the efficient market literature,*® that the existence of
super-analysts will eventually insure that actual market prices are, on the

*Some evidence on the existence of inside informatiom is provided by Myron
Scholes in “A Test of the Competitive Market Hypothesis: The Market for New lissues
and Secondary Offerings” (Unpublished Ph.D. thesis, University of Chicago, 1969).

¢ See, for example, Eugene F. Fama, "The Behavior of Stock Market Prices," Joanmal
of Busiiesss (January 1965), pp. 34-105.
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basis of all available information, best estimaies of intrinsic values. But
notice that the identity, on the average, between security prices and the
intrinsic value ultimately depends on the ability to consistently predict the
appearance of new information and the subsequent prediction of its impact
on intrinsic values. Suppose there is new information which is neither made
available to sophisticated traders nor predictable on the basls of presently
known information (possibly because it does not fit into the famliliar pattern
of information dependencies learned by the analyst). It is conceivable that,
had this information been made available, the stock price would have been
changed as a result of impounding the content of the new information. It
could be argued that, since equilibrium is reached in the absence of this
information and the relative wealth of the investors is preserved, it is not
crucial that the new information be reflected in actual prices. However, in
that event, resource allocation is sub-optimal. Thus, from the standpoint of
stating accounting objectives, the relevant questions are:

1. What are the likely sources that possess new information which may
not be made immediately available publicly?

2. Does the existing market system provide incentives for those sources
to make the information available?

A likely source of new information is the firm itself. The new imformation
consists of prospective cash flows that result from the decisions and plans
being made continuously within the firm.*’ These plans and decisions are
first known to the management; they are the endogenous factmrs—peculiar
to the firm—responsible for the firm's unique rate of return. Because man-
agement is the first to know its plans, it is also the first to make a prediction
of the cash flows that result from these decisions. Thus, by systematically
and periodically communiecating expeectations of cash flows, management
can provide valuable information that is not, at the present time, made avail-
able systematically.

The second question can best be examined by considering the system
of incentives offered by the market that may induce the provision of such
information with and without disclosure laws.

Incentives for Producing and Communicating
Information in the Absence of Disclosure Laws

This question was investigated directly by Fama and Laffer® and in-
directly by Hirshleifer.'®* In spite of the different approaches, the two dis-
cussions reach many of the same conclusions. Since Fama and Laffer's

7 While management's expectations of these flows may be communicated publicly,
they are not part of the systematic and periodic accounting reports and they are
generally communicated in an ad hoc and sporadic fashion at the present time.

%Eugene F. Fama and Arthur B. Laffer, “Iinformatiom and Capital Markets,"” Jounmal
of Busiesss (July 1971), pp. 289-298.

St HH redtikifien,, ' Tive Arivate andl Swiall Walue off Infarmeatiom aodi the |hvesribiee
Activity,"” Amenrieaan Ecomonitic Reviaw (September 1971), pp. 561-574.
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discussion is, however, more germane to the role of information produced
by the firm vis-a-vis other sources, it is used as a basis for discussion. Their
main conclusions are briefly stated, and their underlying assumptions are
examined.

The Fama and Laffer Conclusions
And Assumptions

Fama and Laffer conclude that the production of information for trading
purposes only?® is not consistent with Pareto optimality. The production and
communication of this information is costly since it uses resources merely
to redistribute wealth and not to generate it. Thus “imvestors as a whole
would be better off (and the producer would be no worse off) if they could
simply pay the monopolist in order to induce him not to produce iinforma-
tion. ..

Since high transaction costs are associated with such side payments,
the authors predict that, in general, there will be some socially suib-optimal
information output. Other conclusions of interest are as follows:

1. In equilibrium there will be a single producer of a certain type of
information about a firm, and when this producer is an independent outsider
(vis-a-vis the firm) his profits will always be greater if he sells the imformation
rather than use it for his own trading.

2. Under competitive conditions of producing information, a producer
can cover his costs only by selling to investors.

3. As arule, under monopolistic conditions information will be sold.

4. When a firm produces information about itself, it produces less than
an independent outsider, since the firm considers the effects of its imforma-
tion production on the firm's shareholders.

5. In the interests of its shareholders, the firm has strong iincentives
to have all the information produced at its discretion.

20 That is, information that neither reduces risk, thus reducing the supply of a mon-
desirable commadiity, nor improves operating decisions of the firm—thus bringing
about savings in resources through their improved allocatiom. The authors concentrate
on “imfonmatiom, as yet unavailable to the market, about decisions already made™
(“Informatiom and Capital Markets,” p. 291) that affects investor trading profits as a
result of private access to new information. This type of informatiom parallels what
Hirshleifer (“Private and Social Value of Information and the Inventive Activity,” pp.
563-564) describes as prior information about the true states of the world in a simplified
world of pure exchange, in which all productive transformations among entities and
commeadiities are ruled out and in which the endowments of individuals can be modified
only by trading. This is the type of information that can affect only the wealth dis-
tribution and not the resource allocation.

2! Fama and Laffer, “Information and Capital Markets,” p. 294. While Fama and
Laffer discuss the incentives to produce information under both monopoaliistic, com-
petitive and partially competitive environmemts, the thrust of the conclusion is not
significantly affected by the economic environment assumed. In all environmemts, it
is concluded that socially sub-optimal information will tend to be produced, and only
the extent of sub-optimality and the identity of the producer may be affected.
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In summary, Fama and Laffer conclude that, except in the case of
monopoly or partial monopoly, and when the monopolistic producer is an
independent outsider rather than the firm itself,22 the firm will tend to produce
information about itself and prevent others from doing so.

The Fama and Laffer assumptions of primary concern to our discussion
are as follows:

1. Firms are perfectly competitive in their product markets, and the
capital market is perfect in the sense of zero transaction costs (costless
access to publicly available informatiom) and the existence of perfect sub-
stitutes for the firm's securities.

2. Investors can trade in the market without identifying themselves as
possessing new imformation.

3. Investors have “homogeneous expectations” in that they agree on
the implications of any given information set for the equilibrium prices of
securities.

4. A seller of new information insists that the purchaser guarantee
against resale of the imformation.

Moreover, it is assumed that any potential producer of infiormation
about a firm knows the probability distribution of market value changes
associated with different levels of information expenditures, and that—
should these distributions have a zero mean—this fact is costless imformation.
As a result, market prices impound it, and the consequence of going from
zero to some positive level of expenditure is a probability distribution of
market value that has a zero mean.

Implications for Accounting

To examine the implications of the conclusions for the need to specify
accounting alternatives, assume first that the firm is the sole producer of
information. If the firm is a monopolistic producer, it will benefit its share-
holders by enabling them to sell their stock in the case of negative fore-
knowledge information. Positive information would eventually come to light
anyway and will not affect the expected gain to the firm's shareholders. But
in the case of discovery information®® the firm will release positive imformation
and either suppress negative information or give shareholders the oppor-

22 Which is an unlikely situation when the type of information produced is one
that relates to a firm's specific events (see discussion below). Moreover, Fama and
Laffer state that “the firm is not limited to direct competitiom with imdependent
producers for sales to outsiders, since the cost to an outsider of producing imforma-
tion about a firm is likely to be somewhat in the firm's control.” (“Informatiom and
Capital Markets,” p. 298.)

23 The dichotomy between foreknowledge and discovery information was first
made by Hirshleifer (“Private and Social Value of Information and the Imventive
Activity"). Foreknowledge consists of events that will become known whether or mot
information about them is generated. Discovery involves things that would not bbecome
known without information production.
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tunity to sell before the information reaches the market.?*

When information generation is competitive, the firm will prevent entry
by independent producers, give its information output to its shareholders,
and recover its costs entirely from sales to outsiders. In this case, since the
information will be available both to the firm's shareholders and to outsiders,
no investors will have expected trading gains. In the case of partial monopoly,
the firm will act like a monopoly with respect to incremental information that
the flrm produces for which the marginal cost is below that of the next
cheapest producer.

Thus, except for the case of competitive generation of imformation®®
there are likely to be trading gains or losses, i.e., redistribution of wealth,
In the absence of a requirement with respect to immediate dissemination of
information generated or known to the firm, and given all the Fama and Laffer
assumptions,® there are incentives that induce firms and outsiders either
to sell information or to trade on its basis—thus causing redistribution of
wealth. This shift of wealth may violate social distributive criteria of welfare
aside from waste of resources. Thus, a requirement that information known
to the firm must be disseminated ean help in preventing shifts of wealth that
could be socially undesirable even when the infermation produced is
assumed to have no alleeative effests:

It is apparent from the foregoing that production of information which
has allocative effects?” may be consistent with Pareto optimality in the sense
that the benefits resulting from production decisions based on the imformation
generated may well exceed the costs of producing the information. Imdeed,
given the Fama and Laffer assumptions, both the firm and outside inde-
pendent producers would have the-incentive to generate the imformation
and either act upon it or sell it.#

It now becomes important to carefully examine the Fama and Laffer
assumptions to determine whether, indeed, there is enough incentive to
generate socially beneficial information that has allocative effects. Imdeed,
it seems unlikely that any information would have only a distributive effect
and would not improve production decisions or the comsumption-investment
opportunities of individuals. For example, positive information (whether

24 Fama and Laffer, “Information and Capital Markets," p. 204. Notice that in the
case of discovery information, negative information may be suppressed. In a case
where discovery information has allocative effects (in that it leads to improved oper-
ating decisions), on the other hand, it probably would not be disseminated, thus
causing sub-optimality even under the strict assumptions made by Fama and Laffer.

25 As indicated, this is unlikely with respect to the firm-specific information since
the firm has first access to the transactions giving rise to such information.

28 vimformation and Capital Markets."

27 Notice that Fama and Laffer postulated that discovery information may well be
of the type that can improve production, i.e., have allocative effects.

28 Except in the case of negative discovery information which, once generated,
may be suppressed by the firm.
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foreknowledge or discovery) released by the firm will bring about a positive
revision in the prices of securities which in turn would reduce the cost of
capital-raising. This, in itself, is bound to have an effect on resource allloca-
tion decisions within the firm.

The assumption that the capital market is perfect and that producing
firms are perfectly competitive in their product markets is needed so that
information about a specific firm will not affect the comsumption-investment
opportunities of individuals except through its effects on their wealth. This
is analogous to Hirshleifer's assumption of pure exchange® in which only
the endowment vector of individuals, rather than production, is affected by
the information generated. But information about a produet of an industry
is likely to affect consumption-iimvestment oppeortunities through its implica-
tions for changes in relative priees. Thus, in the case of nonperfeetly com-
petitive produet markets er a nenpetfeet eapital market of in the ease where
information is generated abeut an industry rather thaR abeut a single firm,
the information generatien Wwill prebably affeet eonsumption-imvestimemt 6p-
portunities ef investers, and thti§ affest the realleeatien of reseurees and net
merely the distributien ef wealth.%

Another set of assumptions that is not likely to hold is (a) that investors
can trade without indicating that they possess new information and (b) that
the seller of new information insists that the purchaser guarantee against
resale of the information. The first assumption (nonidentifiability of a pos-
sessor of new information) insures that returns from exclusive access to
information can be maximized. Through the second assumption other poten-
tial purchasers can be guaranteed exclusive access to the information sold.
To the extent that elther of these assumptions does not hold, whieh is the
likely case, the incentive to generate and te communicate new infermation is
significantly lessened. ft is usually diffieult to observe the selling of informa-
tion about a firm, espeeially aseounting infermation. Aeeeunting infermatien
is previded at zere priee. TRis is probably se beeause the transaetion 68sts
ef guaranteeing exelusive asceess te the infermation and ef matntammg the
unidentifiability ef the pessesser of Rew infermatien are very I"iigh

Even if information were sold at a positive price, the ability of the
resulting price to provide an appropriate signal and incentive for the genera-

29 “Private and Social Value of Information and the Inventive Activity."

39 These are probably the situations that Hirshleifer considers as “the more realistic
regime in which production and exchange both take place.” (Hirshleifer, “Private
and Social Value of Information and the Inventive Activity,” p. 566.)

3 While information in the nature of “comsuiting advice" is sold by consulting and
management-semvices firms, the costs of policing the right and the exclusive access
of the purchaser to the information are much smaller than those associated with
guaranteeing access to informatiom in the nature of “facts” about a firm. This is
particularly true if we allow for heterogeneous expectations governing at the market
place so that there is disagreement about the implications of facts. The iimterpretive
processing by “advisors™ can be viewed like any other commadiity that commands
a non-zero price in the market.
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tion of information would be very limited. This is so because the ability to
enforce the right to exclusive access to the information purchased determines,
to a significant extent, the value of that information and its price. The ability
of such enforcement is likely to be very limited in the case of imformation
about a firm (including accounting information), and thus the private benefit
for the seller is apt to be significantly below the social benefit.?

The observance of zero prices for information about a firm (primarily
accounting informatiom) and the regulation of the amount and nature of
information to be included in reports issued by the firm about itself are
consistent with the assumption that the costs of policing information are ex-
cessively high. In other words, the reason that accountimg information is
presently regulated is probably because the property policing costs are too
high to allow the market to generate accurate information on the social
benefits of accounting information. In this situatien, the SEC's, or preferably
the profession's, determination of the objeetives and nature of desirable
accounting infermation may be the mest praetieal way of coping with the
nonfeasibility of guaranteeing exelusive aeeess te infermatien abeut the firm,
just as gevernrent AeA-ptiee fafioRing mMay be the most prastieal way ef
€eping with high exehange eests. It SReuld be neted, hewever, that the SEC's
oF the prefessien’s ratiening of infermatien abeut the firm is eestly and only
§666Rd best t8 a market iR WRieh exeRange and enfercement eests were lew.
Regulatien, essentially a pelitieal preeess, weuld result iR Iess effisiensy
than relianee 8R a market with 18w transaetien eests. But, iR the absenee ef
the latier, regulatien may bBe the enly &fficieRt way st aseeraining the seeial
value et iﬁf@FFﬂéEIBH QBB_HE a_lem HH|§§§ the east 8_? fegulatien per 8 6%66§€§
ihe benefits frem Faligning, iR WRIER case regulatien sheuld Be &liminated.™

FFHQH%_EH% assUmptien 6f RemBgenests expeciations makes ;B_8§§iBI$
the prepesitien that there €an Be general agreement R the prebability dis-
triButiens of market value changes asseciated with different information
exPenditures and, if these Rave RBA-Z8rd MEaRS, Market priees will adjust
URBlasedly. BRes we alisw for Retsrogeneays expeciationy, this will st
held and the likeliRgad that iRceRtives fBF generating IRfarmatioh wauld exist
Will A8t Be ssssable:

If the above assumptions do not hold there may not be incentives in
the market for generating information nor for overproducing informatiom. In
this case, and when the information has allocative effects (i.e., when informa-
tion affects resource allocation for productive purposes), the systems of
incentives presently provided in the market may not induce the generation
and communication of socially desirable information.

32 For a lucid discussionm of issues related to the impact of enforceability of rights
to property on prices, see Harold Demsetz, “The Exchange and Enforcement of Prop-
erty Rights,” Jowms/ of Law and! Ecanoniuics, VII (October 1964), pp. 11-26.

3 This “truistic” statement merely indicates the desirability of an extensive cost/
benefit study of accounting informationm regulatiom. Such a study itself is not costless.
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Effects of Disclosure Rules

We now examine the possible effects of disclosure laws and regulation
of information on the incentive for producing information about firms. |f
information that could potentially be produced by a firm has only distributive
effects (e.g., for trading purposes), the present disclosure laws may lead to a
social optimum.** If the firm is a monopolistic producer of information it will
generally lose its incentive to produce the information, since under the dis-
closure regulations it is prohibited from discriminating in favor of its share-
holders or from selling the information. This is also the case when the firm
is able to produce the same information that an outside producer can gen=
erate at a lower cost. But as Fama and Laffer comment,> there may be
situations in which the disclosure laws can lead to inefficiencies in the sense
that an outsider produces information that the firm could produce more
cheaply were it not for the disclosure law that destroys the firm's incentive
to produce. A more detailed analysis of the effect of the particular disclosure
law in existence may help to clarify these points. For this purpose it will be
assumed that the information discussed has potential allocative effeets.

Under the Securities Exchange Act of 1934, profits made within six
months by a firm's officers through trading in the firm's stock inures to the
firm [Section 78p(b) of the 15th U.S. Code], Moreover, Rule 10b-5 (of Title 240
of the Code of Federal Regulations) prohibits the use of manipulative and
deceptive devices, which are broadly construed to include making “any untrue
statement of a material fact or to omit to state a material fact necessary in
order to make the statements made, in the light of the circumstances under
which they were made, not misleading . ... in connection with the purchase
or sale of any security.” Rule 10b-6 of the same regulation prohibits trading
in securities by parties interested in their distribution.

Under these rules a firm's officer, who is either in the possession of
information or of the means to produce information which is either not likely to
be revealed by an alternative source outside the firm within a period of six
months®*® or whose effect on price is expected to persist beyond six months,
would have an economic incentive to maximize his gains from the imnfor-
mation by either trading in the stock himself or by selling the imfermation
to potential traders. (Notice that the law does not affect profits made through
trading within a period that exceeds six months.) This does not mean that
such an attempt to capitalize on information is costless. The attempt may be

34 See Fama and Laffer, “Imformation and Capital Markets,” p. 298,
33 libid.

3% The information could not likely be revealed by an outside source either if the
insider has monopaliistic access to it (as a result of his position or decisiom-making
function within the firm) or because the insider can produce the information more
cheaply, thus enabling him to deter the productiom by outsiders. Notice that mueh of
the relevant informatiom possessed by firm insiders is an already manufactured tyy-
product of decision-makimg within the firm (e.g., cash flow foreeasts necessary to make
Investment or divestment decisions), and the marginal costs of produeing this iimforma-
tion for the firm insider (or decision-medter) is zero.
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strictly illegal under Rules 10b-5 and 10b-6, and the expected consequences
of illegal action must be perceived as part of the cost of trading or of other-
wise selling the information by the insider. In addition to this cost, there is
the risk of the insider being held liable for misleading the firm's stockholders,
thus jeopardizing his position in the firm.

At any rate, the incentive for acting on inside information that is likely
to be profitable within a period exceeding six months is greater than the
incentive to act upon the information whose usefulness is limited to a period
of six months, since in the latter case the profits—by law—would inure to the
firm. To the extent that the insider acts upon it, the information will eventually
be impounded in market prices®’ thus securing allocative efficiency. Such
trading, however, would violate the distributive goals implied in the Securities
Exchange Act,

When the profits from using information are expected to be made if
trading is completed within a period of six months, firm insiders would have
no economic incentive to trade in the firm's stock, since the profit from
trading will inure to the firm. An insider can, of course, sell the imformation
to outsiders (not including the firm's shareholders since a major shareholder
of the firm is also considered as an insider by the law), although the transac-
tion costs of selling such infermation to outsiders are apt to be high both
economically and legally (due te Rules 10b-5 and 10b-6). Te the extent
that inslders would sell sueh infermation in spite of the econemic and legal
costs, the infoermatien will be impeunded in prices, although in the process
some resoeurees Wwill be wasted through higher eests (as well as threugh
inereased risk to the sellers). Te the extent that insiders weuld be deterred
from selling infermatien iR this ease, there may still be an ineentive te gen-
grate the infermatien (if i is net already knewn) and ie make it available.
In the absenee of a diraet sesnemie ineentive for the iRsider eithet te trade
oF sell the infermatien, it weuld be 8 Ris benefit 1o make it available ie the
firm's sharehelders se as to enable them o maximize their wealth and tAus
indireetly reinferes the insider:

But a distinction must be made between positive information (i.e.,
information which if known will push stock prices up) and negative informa-
tion (information which if known will bring prices down). If the information
is positive, it benefits the shareholders if the information is made publicly avail-
able immediately since the market value of their holdings®*® will be increased.
In fact, firms' officers do seem to make positive information available imme-
diately through press releases, analysts’ conferences, and speeches. Such

37 Subject to the inefficiencies that may resuit from communmicating the imformation
through insiders’ actions for profit maximizing purposes versus immediately making
the information available publicly, as discussed earlier.

3 In the case of foreknowledge, the only benefits of immediiately making available
positive information from the point of view of shareholders is temporal, i.e., the price
increase occurs immediately rather than later in time. In the case of discovery infor-
mation, however, the benefits consist of the total increase in wealith as a result of
prices going up, since if informatiom is not generated and commumicated, it will not
be kmown.
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releases tend to be timed shortly before new issues or seeondary issues of
securities are offered even though this practice is illegal. This is understand-
able since the impact on prices of new information tends to reduce the firm's
cost of raising capital. From the point of view of social optimal allocation, the
public may be able to make more informed allocation decisions if specific
information about a firm is periodically and systematically released so that it
can be compared with information about other firms released at about the
same time. The social benefit of such presentation which enables this com-
parison across firms may well exceed the private benefits perceived to inure
to the firm as a result of such periodic reports. Thus, the firm may not have
an incentive to communicate its information in such a manner, although such
periodic and systematic communication—iim addition to facilitating the com-
parison across firms—could enable potential investors to monitor and audit
the information and thus assess its reliability.

In the case of negative information, the firm will have no economic
incentive to make the information public.3® It is again useful to make the
distinction, however, between foreknowledge and discovery information. In
the case of foreknowledge, since the information will become known later
to the public, the firm will have an incentive to generate the information and
make it known to its shareholders so that they can avoid capital losses by
selling their stock. Because of the existence of the disclosure law, however,
such trading will not enable shareholders to avoid losses. Since positive
knowledge will only produce temporal benefits, the incentive to the firm for
generating and communicating foreknowledge would be substantially reduced
in cases where a disclosure law does not exist. Positive knowledge, being
foreknowledge, will become known and inure to the benefit of shareholders
anyway.*® When negative information is already generated as a ty-product
at zero marginal cost (as in the case of forecasts necessary to make deci-
sions which have to be made anyhow), such negative information will neither
be acted upon by shareholders (in view of the law) nor publicly revealed
(assuming that the firm will run the risk associated with Rule 10b-5).

In the case of discovery information, the incentive for the firm to produce
the information will be provided only through the positive information, since
negative information will be suppressed (assuming again that the firm is
willing to run the risk associated with Rule 10b-5). Positive information will
be immediately made available so as to increase shareholders’ wealth as
soon as possible. Thus, the disclosure law is likely to exert only a small
impact on inhibiting the production of discovery imformation.**

3% Except for the risk associated with not disclosing known negative imformation
due to Rule 10b-5 of Title 240, as explained above.

40 But the identity of the benefitting shareholders may change between the point of
time at which the foreknowledge would otherwise have been generated and the point
of time at which it becomes publicly known. In that case, the temporal benefits re-
ferred to above and foregone as a result of late generation of the information would
include wealth transfer from potential to existing shareholders.

41 This slightly inhibiting effect results from whatever impact Rule 10b-5 will have
on the likelihood that the firm will suppress negative iimformation.
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However if, as is likely, most of the insider information is foreknowledge
(being results of decisions and actions already taken by a firm), it is highly
likely that the net effect of the disclosure law will be to inhibit the processing
and communication of insider information. To the extent that inside informa-
tion has potentially beneficial allocative effects, the net effect of the disclosure
aw would be harmful since it will not reveal information that improves the
allocation of resources. Hence, the consideration of requiring, through regu-
lation or through specification of objectives, that inside information be
periodically and systematically processed and communicated may well be
worthwhile.

Conclusions

Considering the existing theory and evidence related to efficient markets,
the choice among accounting alternatives cannot be determined solely
through the examination of market price reactions to accounting imformation.
Explicit formulation of accounting objectives is meeded.

Market incentives, even in the absence of present disclosure laws, may
not be sufficient to insure the production and communication of economically
useful information. The existing disclosure laws aggravate the problem and
seem to reduce the incentive to produce and disseminate useful imformation.
To the extent that information has potential allocative effects outside the
firm, the existence of a disclosure law may be suboptimal because the firm
would lack the incentive to produce information that could make resource
allocation more efficient. Thus, present disclosure laws that prohibit the
firm from selling information or from benefitting its shareholders vis-a-vis
others can destroy the incentive to produece ecenemieally useful infermation.

Presumably, the intent of present disclosure laws is primarily to prevent
undesirable redistribution of wealth that could result from monopolistic access
to information. In the process, however, the overall magnitude of wealth
may be lessened as a result of impeding the production of desirable signals
for resource allocation. If the wealth-distributiom goal implied in the dis-
closure law is taken for granted, regulation of what information is to be pro-
duced and disdasssld by a firm is needed to insure that information useful for
allocation decisions is produced by a firm.

In other words, if present disclosure laws must continue to exist to
satisfy wealth distribution and other goals, addifitorad/ regulation of account-
ing information by the private and/or governmental sectors seems warranted
to nullify the adverse effect that the present laws may have on the production
and communicationm of economically useful accounting information. More-
over, even if present laws are abrogated, market forces still do not seem to
provide sufficient incentives for the production of useful information, thus
implying that regulation appears necessary. The fermulation of acsounting
objectives, preferably by the acecounting profession and ether directly imvelved
parties, is a preliminary and a necessary step for sueh regulation.
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2. The Conceptual Inquiry




The “Right To Know*'*

David' R. Herwiitz

Summary

The question of who has a “right to know"” what about a publicly held cor-
poration has emerged in the discussions of the Study Group on a number of
occasions. At the moment it may be said that the law does not appear to
recognize any general, unqualified right to information about the affairs of a
corporation. There is an obvious trend under stock exchange regulations and
SEC pronouncememts toward requiring full and prompt disclosure of all ma-
terial facts and events relevant to the financia/ position of a corporation; but,
at least in the case of the SEC developments, the focus seems to be as much
on preventing unfair trading advantages for insiders as on validating anyone's
right to know. Developments with regard to information about monfinancial
matters, such as protection of the environment and minority employment prac-
tices, are very much in a state of flux; but there does not appear to be any re-
quirement that corporations disclose such data unless it is financially relxenit:

* This paper was submitted to the Study Group on the Objectives of Accounting
in August 1972. Footnote one was added subsequent to that date.

' The following discussion does mot deal with the question of whether stackholders
by an appropria@te vote can compel managememt to disclose non-financial imforma-
tion. In recent years a number of stockholder propesals for disclosure of imfiormation
about corporate activities in areas of public concern have been made under SEC
Proxy Rule 14(a)-8; and while none of these propaosals have attracted widespread
support, they have dramatized the increased interest of the investing public and
society at large in the matter of corporate societal responsibility. For an excellent
discussion of this subject, together with the related topies of shareholder efforts to
compel broader disclosure through actions to inspect corporate books, and imterroga-
tion of managememt at the annual meeting, see Blumberg, “The Publle’s ‘Right to
Know': Disclosure in the Major Americam Corporation,” The Businesss Lawyesr, Vol. 28
(1973), p. 1025,
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Financial Information

The starting point for any analysis of this topic is SEC Rule 10b-5, which
expressly forbids misrepresentation or other deception in connection with the
purchase or sale of any security, and is viewed as impliedly requiring affirm-
ative disclosure of all relevant information. The entire thrust of federal securi-
ties legislation, as well as the express reference to purchase or sale of a
security in Rule 10b-5 [and in section 10(b) of the Securities Exchange Act
of 1934 under which the Rule was promulgated] indicates that Rule 10b-5 is
primarily directed at financial information which would be relevant to existing
or prospective investors (including, without further delineation herein, many
types of creditors). Section 13(a) of the 1934 Act seems to be to the same
effect, in requiring every issuer of a registered security to file with the Com-
mission such information and reports as the Commission may require “for the
proper protection of investors and to insure fair dealing in the security"
(although perhaps the Commission could find support in this broad language
for compelling disclosure on a broader front if it chose to do so). Accordingly,
in thinking about whether and when there may be a right to know, it seems
useful to look first at financial information, and consider later other types of
data relating to an enterprise. (However, it must be kept in mind that any
dichotomy along this line is far from clear-cut; for example, even if it is
assumed that general information about a firm's impact on the emvironment
is outside the normal bounds of financial data, certainly a clear prospect of
liability under existing antipollution legislation would be relevant financial
information under the most traditional standards.)

To take the polar case under Rule 10b-5 first, there is no doubt that
insiders (including the corporation itself) and their tippees must disclose any
relevant nonpublic financial information they may have to existing share-
holders before purchasing shares from them. But notice that this result may
rest entirely upon the notion of fair play on the part of insiders toward the
stockholders they are supposed to be serving, and does not depend wupon
any general right to know on the part of stockholders. However, in view of
the reference to sale as well as purchase in Rule 10b-5 it was perhaps
inevitable that the Rule would also be applied to sales of stock (despite
the serious technical obstacle that finding a civil remedy for buyers under
Rule 10b-5 seems inconsistent with the express but somewhat qualified
remedies for injured buyers under sections 11 and 12(2) of the Securities
Act of 1933). Finding liability to a buyer, of course, takes Rule 10b-5 heyond
the confines of fair play on the part of insiders to existing stockholders, as
does applying the Rule in the case of a misrepresentation by one who is not
an insider (although that may be rested simply on the traditional legal pro-
hibition against affirmative misstatements).

A more testing question as to the scope of Rule 10b-5 comes when
one who is not an insider (whether he acts as buyer or seller) is guilty of
mere nondisclosure, as distinguished from an affirmative misstatement (or a
half-truth). Under common law principles, there was doubt whether any
obligation to speak arose in an ordinary arm's-length transaction, absent
some special relationship such as that of a fiduciary to his beneficiary. Hence
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the construction of Rule 10b-5 (which, it should be recalled, does not ex-
pressly require disclosure except where necessary to prevent something that
has been said from being misleading) to require disclosure by insiders to
selling stockholders might have been premised on the view that the relation-
ship between insiders and stockholders was ‘“speciall,"—quasi-fiduciary—
leaving intact the common law insistence on some special relationship as a
condition for requiring disclosure; and this indeed was the early view of
Rule 10b-5. But the more recent developments indicate that the courts are
moving in the direction of finding that Rule 10b-5 requires disclosure of any
material, nonpublic information (except perhaps the product of a person's
own effort or imagination) by any buyer to his seller, or vice versa. Even so,
guery hew eonstruetive it is te think of this as a right to knew en the part of
the eomplaining party: it may be as aptly theught ef as a leealized version of
the abelition of “caveat emptor” iR faver of "eaveat vender.”

Much more consistent with a general right to know on the part of in-
vestors is the growing trend toward requiring publicly held corporations “to
make prompt and accurate disclosure of information, both favorable and
unfavorable, to security holders and the investing public.” Sec. Act Release
No. 5092 (October 15, 1970) was expressly reaffirmed by the Commission in
Sec. Act Release No. 5263 (June 22, 1972). Release No. 5092 emphasizes
that this obligation is not satlsfled merely by fulfilling the perlodie reporting
requirements to the SEC (including the required reporting of important events
within ten days after the end of the month in whieh they eeceur); the cempany
"“still has an ebligation to make full and prempt anneuneements of material
faets regarding the eempany's finaneial eendition.” The diselesure pelicies
of the various steek exehanges are iR the same veiR. Fer example, the New
Yerk Stoek Exchange's "Peliey en Timely Diselesure™ siarts with ihe fellow-
ing statement: "A eerperation whese steek is listed B8R the New Yerk Steek
Exehange is expeeted te releass guiekly 8 the publie any Aews eF informa-
tieR whieh might reasenably be &xpeeted te materially affget the market foF
§86UFities."

What is the authority for this requirement by the Commission and the
Exchanges of prompt public disclosure? Of course the Exchanges have the
power to promulgate reasonable rules governing the conduct of the com-
panies whose stock is listed thereon; and the Commission's Release seeks
to draw some support from that, expressly referring to the "“rules and direc-
tives of the major exchanges” embodying a "policy of prompt corporate
disclosure of material business events.” But the real enforcement arm hers,
potential civil liabllity, is more likely to flow from violation of SEC rules and
regulations than these of the steek exehanges (altheugh the pessibility of
suspension from trading of delisting by an Exéhange must be kept iR mind),
so the Commission's posture beeermes the mest impertant ene. IR any event,
nete that this bread, general diselosure requirement gees beyend the seope
of Rule 10b-5 as diseussed thus fa¥, for it is A6t e8nfined te situations where

2 New York Stodk Excftange Compaywy Mamuza/, A-18; accord, Amefiean Stack
Exahange Compagy Guidte, pp. 101-114.
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an insider or anyone else is personally taking advantage of the imformation
not yet released to the public; in addition, it is not aimed principally at
protecting existing stockholders of a company, as distinguished from the
investing public at large. Instead, this insistence on immediate full dis-
closure seems to rest on a kind of “integrity of the marketplace” footing, or,
a right to know on the part of all of the investing eéemmunity. Indeed, the
SEC Release concludes with the observation that prompt disclosure of
material eorperate developrents is neeessary “seo that invester confidence
€aR be maintained in an ereerly and effestive seeufities market.”

On the other hand, there are some intimations in Release No. 5092
which indicate that it may stem largely from Rule 10b-5. Thus the Release
notes that unless the policy of providing adequate information is followed,
a company may not be able to purchase its securities, and the insiders may
not be able to trade its securities without running a serlous risk of violating
Rule 10b-5. The Release does net eontain any suggestion that a failure to
make the prompt disclosures ealled for would subject the company or its
management to liability to market buyers or sellers even if the company and
its insiders were neot trading. Is that beeause Rule 10b-5 weuld not support
ligbility in sueh a ease? Net aceording i6 Professer Bromberd, Who Suggests
in Ris artiele, "Diselosure Pregrams fer Publiey Held Cempanies—A Practice
Guide,"? that there esuld be liability under the Rule iR these eireumstanees.
As he netes, the Texas GuIF Sulpmir ease held expressly that the cempany
eeuld be liable to market buyers and sellers fer publishing misikadingg in-
fermeiittn eveR theugh the eempaRy was net iself dealing iR iig shares.?
Hewever, it must be Aeted that this dess ABt reaeh the guestion of whether a
gempany Ras an affirmative ebligation 8 diselese eurrent dsvelopments,
sUeR as the ore sifike iR Texas Eulk Similady, iR mest of the ether cases
gited By Professer BromBerg there Rad Been seme affifmative staiemenis;
Which beeame mislgading 4psn the failure 18 g8 8A i8 disclese SiRer psr-
finent infarmatien, thus BFiRgiRg the situatisn §8H§F_@|[Y/ Within clause (2) of
Rule 18B-3, prohiBiting 2Ry Bmissien 18 siate & material fact WRIEh is “Reces:
§§E¥ I 8rdet 18 Make the statements magds; iR the fight 8f the &irctmstanees
HRA8F WhIER {Rey were mads; RSt Misleading*

Of course, the line between simple nondisclosure, and a failure to dis-
close something which is needed to prevent what has already been said
from being misleading, can be quite obscure. For example, Heit v. Witzen,?
one of the cases cited by Professor Bromberg, held that the publication of
financial statements which did not disclose that substantial amounts of the
corporation's income resulted from overcharging on government contracts
constituted a violation of Rule 10b-5, for which market purchasers might
recover against the corporation. While in a sense this might be viewed as

3 Dutkee Law Jourrraé/ (1970), pp. 1139, 1144,
4 SEC v. Texas Guitf Suliuur Co., 401 F2d 833, 860 (2d Cir. 1968).
5 402 F2d 909 (2d Cir. 1968).
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“mere” nondisclosure of an independent fact—the overcharges on the gov-
ernment contracts—it is equally appropriate to regard the published financial
statements as affirmatively misleading for lack of an offset to the reported
income figure, and/or a contingent liability on the balance sheet. (Paren-
thetically, it might be noted that in making Rule 10b-5 applicable in this type
of case, no one supposes that it will actually induce public revelations about
overcharges; rather the hope is that the additional risk of liability under Rule
10b-5 will lead to a cessation of overcharging.)

In any event, the court in the Texas Gulf Sulpitwr case expressly dis-
avowed any unqualified obligation to publicize all material corporate develop-
ments immediately. Rather, the court specifically reserved the right of the
corporation to refrain from publicizing information about the possible mineral
strike long enough to allow the corporation to pursue its own interests by
acquiring additional mineral rights in the area. As the court put it, “the
timing of disclosure is a matter for the business judgment of the corporate
officers entrusted with the management of the corporation within the affirma-
tive disclosure requirements premulgated by the exechanges and the SEC."8
Hewever, this was eoupled with the warning that insiders, ineluding the cof-
peratien, must refrain frem dealing persenally in the eempany's steek, oF
fevealing the informatien te euisiders, dufing any sueh peried ef nendis-
elesure. (The aferementiened diselesure regulations ef the Exchanges alse
feeegnize that a esrperation may delay diselosui@ iR OFder {8 sefve seme
lggitimate eorperate interest, But they eall fer iMMmediate diselesure iR aRy
8vent it widespread Fumers HSVGIBB 8F‘¥HBF6 i8 SViHGHE% ot trading By insiders
8r tippees; SEE Release Ne. 5682 is silent 8R this:)

Thus it appears that the fundamental theme of Rule 10b-5 (and of the
Exchange disclosure regulations as well) is the prohibition against unfair
advantage to insiders or their tippees, not the right of the stockholders, or the
investing community at large, to have prompt access to all relevant infor-
mation. (It may also be noted that protection of existing shareholders is not
an absolute. For example, take a case like Texas Gulf, where it is good news
that is not disclosed promptly although this may serve the best interests of
the corporation and hence indirectly the main body of the stockholders, it
will certainly put at a disadvantage any existing stockholders who sell during
the peried of nondiselesuie, while benefiting any outsiders whe buy the stock
during the peried of the market rise when the infermation is finally made
publie. Thus the interests of selling stockholders, enee the prineipal bene-
fieiaties of Rule 10b-5, are suberdinated e these of the eerporation, se leng
88 ne insiders are takihg advantage ef the undiselesed infermation.) Inei-
dentally, Prefesset Bremberg acknewledgrs alse that the basie thrust ef Rule
10b-5 is teward fairness mere thaR infermation as sueh. IR Ris BeBk, SEsuH-
ties Law: Fraud, Re eemments that the primary geal of the Rule is t8 premete
fairAess iR seeurities iransactions By limiting the tradiRg of iRsiders with
seefet infermatien and theR gees OR 18 Efitieize these eemmeniaters whe

¢ 401 F2d at 850, note 12.

59



“have lost this perspective and treated 10b-5 as though it were an absolute
requirement for disclosure."”

Without attempting to make any forecast for the moment, | would not be
surprised to see Rule 10b-5 continue developing more in the direction of this
semi-penal emphasis on barring unfair advantage than toward a broader
recognition of a right to know (although, of course, these two themes are
often quite parallel). To illustrate, suppose an employee of the Federal
Reserve Board, overhearing a decision to change interest rates which will be
announced shortly, goes into the market for his own account before the
public disclosure. | suspect that the employee would be found liable under
Rule 10b-5 to these with whem he dealt (if they could be traced), in order to
discourage this kind ef eenduet, altheugh ne one has a right to know this
infermatien until the preper anneuncement. Cempare this with a ease in
whieh a eempany like Texas Gulf has made a majer diseovery 8R Whieh it is
delaying diselesure for bena fide eorperate Feasens. If the esrmpany were o
diselese this infermatien iR the iRterim 6R a eenfidential basis 18 a lending
institutien with Whieh it was Regetiating fer 8 premptly needed Iean, | deubt
that there weuld Be liability te anyene else uRder Rule 10b-3, despite a
general fight 18 infermatien 8R the part ef the iAVESiRgG EemMmuRity, because
the limited diselesure was iR pUFsHit 8f & preper £8rpoBrate sbieetive (@though
the eempany might Be liable if the 1ending institutisn Breached the &eAfi-
deRee aAd Hsed the sgeret iRfBFMation iR the market). Bf course the sifuation
watld Be different /f the c8mMpany were dealing with several Isnding instiutions
aRd fmade the disclestve 18 s8Mme But RSt all: that wauld Be impraper, just as
ft weld Bg i the EBMBARY Mads the disEIBaLe I8 3 few favered stocknelders
8 prespectve sisckhoiders. That is BEEAUSS IAvEsIBrs MUst B treated fairly
gﬁygﬁ\ggﬁ %g%{ anBther, aRd Aat, it waLld Seem, BEcause 8t 3 Hght 18 kAsw on

Nonfinancial Information

Assuming that a distinction can be drawn between financial and non-
financial informatiom, the case for a right to know about nonfinancial matters
would seem to be even weaker than with regard to financial data, at least
under the regulations of the SEC and the Exchanges, with their heavy
emphasis upon the integrity of the market and protection of investors. And
former Chairman Casey of the SEC is on record in several speeches as
opposing any effort to move the Commission beyond its normal sphere of
financial data and into a kind of indirect policing of social policies like
environmental protection and civil rights. Nevertheless, there have been
some developments on the borderline between social responsibility and
financial information that may be instructive. In Sec. Act Release No. 5170
(July 19, 1971), the Commission called attention to the fact that some of its
requirements governing disclosure of legal proceedings and description of
registrant's business might well “relate to material matters involving the

71971, p. 275.
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environment and civil rights”; in particular, the Release notes that disclosure
is required when compliance with legislation relating to environmental guality
may necessitate significant capital outlays, or materially affect the earning
power of the business, or cause material changes in the business. In addition,
a company must disclose any material legal proceedings arising umder
statutes relating to the protection of the environment, such as the Federal
Water Pollution Control Act and the Clear Air Act. Similarly, disclosure is
required of any legal proceedings arising under civil rights legislation which
might result in the cancellation of a government contract, or termination of
further government business, of sanctions imposed for violation of the mon-
diserimination rules of any federal regulatory agency.

More recently, Sec. Act Release No. 5235 (February 16, 1972) promul-
gated proposed amendments to the Commission’s registration and report
forms designed to specify more precisely the disclosure required in Release
No. 5170 relating to environmental matters. The proposed amendments are
generally consistent with Release No. 5170, but they go somewhat further in
(1) apparently requiring disclosure of any pending governmental proceed-
ings, whether or not material amounts are involved, and (2) calling for dis-
closure of any proceedings "“kmown to be contemplated” by governmental
authorities against the company:

These proposed amendments have been sharply criticized by Mr.
Hornbostel of the Financial Executives Institute, as well as by a spokesman
for an American Bankers Association Securities Subcommittee. One of Mr.
Hornbostel's objections is that requiring disclosure of the effect that environ-
mental compliance “may have™ on capital expenditures, earnings and com-
petitive position would amount to requiring forecasting, at a time when the
legal and accounting issues involved in publishing forecasts are still very
much under study. He also contended that a company should not be re-
quired to "forecast” the actlons of government authorities by attempting to
report on proceedings against the company that were merely “contemplated”
by sueh autherities.

However these current SEC proposals work out, they are obviously well
within the traditional financial framework. As is well known, much of the cur-
rent debate goes well beyond this, pressing strongly for a greatly heightened
corporate recognition of social responsibility, and urging more disclosure in
general and development of accounting techniques in particular to help
dramatize these concerns and measure performance relating to them. Thus
Professor Schwartz of Georgetown Law School, who was very active in
“Campaign G M,” notes in his article, "Corporate Responsibility in the Age
of Aquarius,”® that securities laws are suppesed to be congerned with not
only protection of investors but alse "the publie interest,” and he finds a
public interest “in learning of the seeial perfermanee of publie companies.”
He urges "a study of diselesure rules under the prexy and periedie repering
requirements to devise areas of inguiry abeut the publie seeter ef 8 €om-

8 The Busimass Lawyar, Vol. 26 (1970), p. 513.
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pany's activities,” and adds that “accounting rules could be examined for
means for describing social costs which at present are not absorbed by the
company.”

In a subsequent article,” Professor Schwartz criticizes SEC Release No.
5170 for taking “a needlessly narrow concept of the role of the SEC"; he
contends that instead “"the SEC should search for ways to define clearly what
must be disclosed and to develop understandable requirements that a court
can enforce, rather than look for reasons not to do so.” He describes the
potential advantages of such a broader disclosure requirement in these
terms:

Shareholders need pertinent information about the impact of cor-
porate decisions, and not just for the purpose of being able to
decide whether earnings or stock prices will be affected. Rather,
since the shareholders’ position in management’s election is what
legitimizes management’s power, shareholders should be able to
make decisions on the basis of adequate information before they
make themselves part of the process. Institutions that are con-
cerned with public welfare should be especially mindful of this
relationship.

There is also a great indirect value involved in the disclosure of
this kind of information. Disclosure can work like a market mechan-
ism. The disclosure of unflattering information imposes a cost—
the cost of embarrassment—which might quickly turn into the cost
of consumer retaliation. To avoid paying that cost, companies
would have to change the facts required to be disclosed should they
be embarrassing. Thus, disclosure would lead to the employment
of more blacks, the abatement of pollution, or the production of safe
automobiles so as to avoid recall.

But there is another side to the disclosure coin in the social responsi-
bility area, as Professor Ruder of Northwestern University, who is largely in
philosophical agreement with Schwartz, noted.'® After arguing that public
corporations should use their corporate power and assets to satisfy public
obligations, he adds the following observations (without any express recog-
nition of how disquieting they may be):

Since it is probable that in the short run the earnings and dividends
of a corporation which recognizes public obligations will not be as
great as are those of corporations which do not recognize such obli-
gations, management’s decision to forego short run profits will prob-
ably be material to the average shareholder. Thus, a management
policy determination to pursue public obligations may become a
material fact which must be publicly disclosed. Failure to do so

® Geongedown Law Jowrras/, Vol, 60 (1971), p. 57.
0 Uniikestity @ Pernmsiaaiaia Law Reviaw, Vol. 114, (1965), p. 209.
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may give rise to liabilities for the company and for corporate man-
agement.

Whatever the merits of Professor Schwartz's views, the important point
in the immediate context is that he does not purport to rely upon any basic
legal right to know doctrine; rather he looks principally to a broadened scope
for Rule 10b-5 and other traditional disclosure weapons (sparked perhaps
by allegedly enlightened self-interest on the part of stockholders). Imdeed,
speaking more generally there does not appear to be any authority for a
legally-recognized right to know on the part of society about the affairs of
publicly owned corporations simply because they are large and powerful and
may have a very significant impact on substantial segmenis of the public.
However, one commentator, Schoenbaum, does claim to detect some devel-
opment of a doctrine along this line:

In recent years a new policy basis for corporate disclosure has
emerged. lts scope is not yet clear and it has not yet received
formal recognition in the law, but its significance cannot be umder-
estimated. This is the idea . . . that disclosure has a role in regulat-
ing corporations as major power centers of our society. Acceptance
of this wider role of disclosure to any degree is to say that there is a
direct relationship between cotporate disclosure under the securi-
tles laws and corperate responsibility.

The novelty of this view should be emphasized. It would mean that
disclosure is not merely investor-oriented but society-oriented. The
efficient allocation of capital resources is secondary to the ethical
and moral aspects of disclosure—and ethics and morality emcom-
pass more than merely restraining overreaching by insiders. The
heart of the problem is getting at the impact of corporate behavior
on society, not only as to its financial affalrs, but also in the areas
of c“’ﬂ liberties, the environment, health, safety and consumer
rights.

It is to be noted that even Professor Schoenbaum looks ultimately to the
SEC to develop this as a viable, working doctrine. He decries the barrier
imposed by the current SEC emphasis on disclosure as relating merely to
investors and the investing community. He observes that it is already “com-
monplace for corporations to recognize that disclosure should relate to the
social influences of the business and its responsibility to society”" in their
annual reports, and urges the Commission to fashien rules requlring and
governing the inclusion of sueh infermatien in the annual reperts. These
additional comments may alse be of interest:

. ... the addition of society-oriented disclosure rules to present
Securities and Exchange Commission regulation need not involve a

'* “The Relationship Between Corporate Disclosure and Corporate Responsibility,”
Eorttham Law Reviaw, Vol. 40 (1972), pp. 565, 578.
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departure from the principle of profit maximization or require the
acceptance of a totally new concept of corporate duty. It weuld
merely be a recognition of the fact that the large corporation is not
a private and autonomous institution, but is a community asset
which is public in its conduct, its mores and its impacts. The basis
of increased disclosure is simply that although a corporation exists
to maximize profits, society has a right to be informed of the un-
deniable public impact of its actions.

Greater corporate disclosure requirements would have two impor-
tant effects. First, corporate decisions which have a societal impact
would be more open to public view. There would be increased de-
bate among the public and among the corporation’s shareholders
concerning many decisions. Shareholder and public opinion would
act as a check on management and stimulate executives to higher
ethical standards regarding public interest matters. . . .

A second result of increased disclosure would be to expose those
areas of corporate behavier whieh eannet be refermed internally,
but whieh must be dealt with through gevernment aetien and legis-
lation. The theery here is that diselesure is the least restrietive form
of regulatioh in that it prevides an ineentive fer self-referm. But
there will be matiers whieh eah be eerreeted Bnly threugh direet
86tieR by gevernment. Diselesure weuld previde a basis fer knew-
iRg WRBR Aew laws are nResded and, just as imperiant, wher they
are et nesded. 2

It remains to be seen whether these views will ultimately prevail.

Just for the sake of completeness, let me add that Leonard Savoie's
article with the inviting title of “The Public’s Right to Know,"*? does not reach
these newer developments, but rather is addressed principally to traditional
financial information and the importance to the accounting profession of
satisfying the public's desires and needs in this area. And in an interesting
reverse twist on the right to know, the Court of Appeals for the Second Circuit
has just decided, in Frankea/ v. SEC, that the Freedom of Information Act does
not require the Commission to allow a private plaintiff to Inspect and copy the
Commission’s investigatory files en Occidental Petroleum, whieh had been
the subjeet of a suit by the SEC fer violations of Rule 10b-5, terminating in
& eonsent decree.

Whose Statements Are They?

This question has arisen in a variety of contexts in the Study Group's
discussioms. In one sense, it is not really a live issue at all at the moment;
for it is almost universally stated or assumed that a company’s financial state-

12 “The Relationship Between Corporate Disclosure and Corporate Responsibility,”
Eortfham Law Reviiaw, Vol. 40 (1972), pp. 565, 578.

W Finantial Exeautiee, Vol. 36 (1968), p. 20.
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ments are both representations of the management and the ultimate respon-
sibility of management. True, there may be seme inconsistency between this
view and the acknowledged power of the aceounting profession to dictate
the rules under which management must prepare “its" statements, but this
role of the profession has long been viewed as fully justified because of the
need to control the inherent self-interest of management in the results shown
by the financial statements.

Nevertheless, the question of whose statemenis they are may have
special relevance in connectiom with the right to know issue, especially in
relation to nonfinancial informationm. For even if corporate managements have
become somewhat inured to the control exercised by the profession over
how to report financial results in the traditional accounting statements, there
might be a good deal more resistance to any effort by the profession to
determine whatt information is to be reported. After all, if there is any sig-
nificance in the notion that the financial statements are management's, it
might at least be taken to mean that the question of what the financial state-
ments are to report upon is a matter for management to decide. So there
might be some force in an objection to pressure from the accounting pro-
fession for the addition of a whole new dimension to management reporting,
sueh as soeietal data; and this would be espeeially true if the profession was
net prepared e take a signifieant share of respensibility in esAneetion Witk
the new reperting. (Ineidentally, sifmilar ebservations might be made abeut
pressure 8A Managerment te publish its fereeasts.)

Before concludimg, it is worth mentioning that research to date has
turned up only one searching examination of the “whose statement” question
on the merits, not surprisingly by Mr. Herbert Miller.** Mr. Miller observes that
although the statements are usually said to be management's, the constraints
of generally accepted accounting principles and the rules of the SEC leave
management with only limited control over "its” statements. Thus the state-
ments end up as “the product of mixed responsibility, of compromises, of
successful and unsuceessful persuasion by the CPA, and of chaim-reaction
imitation of what has been done in some other set of finaneial statements.”
He coneludes with the following ebservation: "It seems reasenable to expest
that all interested parties, including management, weuld gaif if the CPA
more aggressively seught and assumed greatet respensibility iR cORABEEIA
with the finaneial statements with whieh he is identified.”

4 “Audited Statements—Are They Really Management's?"” Jowmé/ of Adcoowiancy
(October 1964), p. 43. An article by Frese and Mautz in the March-April 1972 Héaward
Bustiress Review accepts the traditional view and urges that management should
accordingly become more deeply involved in accounting policy issues.
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Economic Decision-Making and the Role
Of Accounting Information

George H. Sorter, Research Director, in collkthwsagation with
Martim S. Gans, Paul Rosenfiiglty, R. M. Shanman and Robent G. Sireit

Individuals and private organizations that control or use economic resources’
make decisions concerning them. Economic decisions involve production,
distribution, exchange, consumptiom, saving, and investment of economic
resources.

Private and Public Goals

Economic decisions are made to- serve the goals of individuals and
private organizations (private goals) and society as a whole (public goals).
Private goals seek to increase present or prospective control and use of
economic resources and to reduce uncertainty concerning the control and
use of them. Public goals include protecting the economic welfare of indi-
viduals and increasing the economic welfare of society as a whole so as to
effect an efficient allocation of resources.

In a society such as the United States that emphasizes private enterprise,
decisions made to serve private goals are encouraged by laws that define
property rights, promote competition, and establish efficient markets. These
laws are enacted in the belief that many decisions designed to serve private
goals will result in an efficient allocation of resources. However, both private
and public goals may change over time. Consequently, laws are modified
when economic decisions that are designed to serve private goals conflict
with public goals. Resulting changes in laws may either modify or control
the ability of individuals and organizations to make economic decisions by
transferring such decisions to governmental units. Laws are enacted, for
example, to redistribute wealth or income, regulate monopolies, and improve
social welfare and the quality of life. The economic decisions of persons

' “Economic resources are the scarce means (limited in supply relative to desired
uses) available for carrying on economic activities.” APB Statement No. 4, para-
graph 57.
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and organizations are thus made continuously to serve not only private goals
but also societal goals to achieve an efficient allocation of resources.

Those who make economic decisions need information to achieve
desired goals. Decisions made without adequate information result in the
achievement of desired goals only by chance. The need to make informed
economic decisions to serve private and public goals and to  achieve an
efficient allocation of resources identifies the basic goal of financial state-
ments, expressed as follows:

Finandi&/ statemsmés shoullty proviide informmegicon useful! in meking
econamidc decisdorss that resullt in an efficitant alloeatéon of ressuuices.

Achieving the Basic Goal

In developing the objectives of financial statements for achieving the
basic goal, the economic decisions made in an attempt to achieve private
and public goals must be considered. Investigations must be undertaken to
determine the information required for the decisions, and characteristics that
make information useful for the decisions must be identified. Finally, the
portion of the required information that can be best communicated in financial
statements must be determined.

Economic decisions are made by individuals and private organizations
(private economic decisions) to serve private goals and also to serve public
goals. Similar decisions are made by governmental units (public economic
decisions) to serve public goals. Information provided by financial statements
is required for both private and public economic decisions. Therefore, the
objectives of financial statements must be responsive to the needs of decision-
makers in both the private and public sectors.

Economic Decisions

Economic decisions are made for the purpose of achieving a variety of
goals. In spite of their diversity, all economic decisions have a feature in
common: each decision involves benefits and sacrifices. Decision-makers
are interested in determining how much they must surrender or give up
(sacrifice) in order to receive something else which is presumed to be better
(benefit). A benefit is defined as anything received that is considered to be
advantageous or for the good of a person or thing; a sacrifice is defined as
anything given up or the using up of something that is prized or desirable.
Sacrifices and benefits are therefore considered to be anything given or
received, respectively, including in each case foregone opportunities. Three
dimensions of sacrifices and benefits are considered important for every
economic decision, that is, the amount (how much?), the timing (when?), and
the uncertainty relating to amount and timing (the risk). Economic decisions
continually relate to transformations and trade-offs concerning these dimen-
sions of sacrifices and benefits. When borrowing money, for example, amount
is sacrificed in exchange for timing. When lending money, timing and risk
are sacrificed in exchange for a greater amount. The insured, in obtaining
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casualty insurance, sacrifices amount and timing in exchange for reduced
risk. By paying premiums before casualties occur, a sacrifice is imeurred
earlier than by not insuring. Premiums received by the insurance cempany
are anticipated to be larger than the expected amount of the casualty losses
by an amount sufficient to cover expenses and contribute toward profit;
amount is also sacrificed in this case. The insured, however, receives cef-
tainty in exchange.

Estimating Benefits and Sacrifices

An economic decision-maker must explicitly or implicitly estimate the
amount, timing, and related uncertainty of benefits and sacrifices affected by
decisions. Since part or all of the benefits or sacrifices lles in the future,
these variables cannot be known with certainty.

A potential buyer of a security, for example, may know the saerifice
which would be incurred in buying the security, that is, how much money
would have to be paid. The potential buyer, however, does not know the
amounts, timing, or uncertainty associated with future receipts. A potential
seller of a security, on the other hand, may know the benefits that would be
received from selling the security, that is, how much money would be received,
The potential seller, however, does not know the sacrifice which would be
incurred. The sacrifice in selling the security is the benefits which would
have been received had the security not been sold. Since the foregone
benefits would have been received in the future, the potential seller does not
know the amounts, timing, or uncertainty of the foregone benefits. Therefore,
information in financial statements should help decision-makers to estimate
the economic benefits and sacrifices which result from decisions.

Comparing Benefits and Sacrifices of
Alternative Courses of Action

Some economic decisions consist of choosing between only two courses
of action. Although only one alternative course of action may have been
explicitly selected for evaluation, maintaining the status quo is treated as an
alternative in all instances. Most economic decisions, however, involve
choosing from among several competing alternative courses of action. Even
the explicit consideration of multiple alternatives may result in selection of
the status quo as being more desirable. Economic decisions therefore
require a comparison of estimated benefits and sacrifices of competing
courses of action. Information in financial statements should help decision-
makers to compare the estimated benefits and sacrifices associated with
alternative courses of action.

Controlling Benefits and Sacrifices

Since some or all of the benefits or sacrifices of a decision may lie in
the future, the decision-maker would like to control the outcome of the
decision to the extent possible. This is the reason that a creditor, for
example, may insist on certain indenture provisions, and why an owner may
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be concerned with the conformity of enterprise activities with established
goals as well as the safeguarding of assets. Various economic decisions
provide different opportunities for control. Information in financial statements
should help decision-makers to control the sacrifices and benefits that result
from their decisions.

Evaluating Past Events

Past results are all that is known with certainty. Since all economic
decisions concern the future, conjecture about what may happen is meces-
sarily based in part on information concerning what has happened. That is,
knowledge about past events is not sufficient for predicting the future. Also
required is an evaluation of past events in terms of the variables relevant for
decisions under review. Thus, to facilitate the estimation, comparison, and
control of future sacrifice-benefit relationships, information in financial state-
ments should help decision-makers evaluate past sacrifice-benefit relation-
ships.

In summary, the foregoing analysis indicates four general criteria which
characterize information considered useful for private economic decisions.
Useful information helps a decision-maker to evaluale past benefits and
sacrifices and to estints, compmes, and comtw/ the amount, timing, and
related uncertainty of future benefits and sacrifices which result from decisions.
The following important questions remain: (1) What types of information are
needed to help the decision-maker to evaluate past benefits and sacrifices
and to estimate, compare, and control future benefits and sacrifices? (2)
What portion of such information should financial statements provide?

Information Needed to Evaluate, Estimate, Compare,
and Control Benefits and Sacrifices

The decision-maker is of course interested in evaluating, estimating,
comparing, and controlling benefits and sacrifices. For example, imvestors
and creditors are interested in the amount, timing, and related wmcertainty
of cash inflows and outflows. However, benefits and sacrifices, as they relate
to the achievement of the decision-maker’s personal goals, are influenced
by activities of the enterprise in which investors (present and potential) have
an iinterest.

Goals of each enterprise are either explicitly stated or implicitly held.
They define the purpose and nature of the organization. All mamnagerial
decision-making and, in fact, all enterprise actions are directed toward the
attainment of its goals. Information that enables users to evaluate enterprise
goal attainment and to estimate, compare, and control the prospects for
future goal attainment is the essence of all decisions concerning an enter-
prise. This is true whether these decisions are made internally by manage-
ment or externally by investors, creditors, donors, or governmental agencies.

it might be argued that external decision-makers are merely concerned
with information which relates to their own goals as opposed to iimformation
about enterprise goals. Investors might be interested only in the dividends
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they receive and the market value of the stock they own, evaluated in terms
of their own risk and return preferences regardless of the success of the
enterprise in terms of its risk and return goals. Similarly, contributors to a
university who are primarily interested in educational opportunities for a
maximum number of students might look only to the number of students
granted or expected to be granted degrees. These contributors may not be
interested in the success of the university in terms of its teaching and
research goals.

However, the personal goals of external decision-makers are accom-
plished through enterprise activities aimed at accomplishing enterprise goals.
While an enterprise may occasionally, through its actions, succeed in satis-
fying a decision-maker with divergent goals, this situation is not likely to
persist. The external decision-maker must determine whether the achieve-
ment or prospective achievement of his goals is causally or accidentally
related to enterprise goals. Each decision-rmaker is interested in the goals
of the enterprise and how they relate to his personal goals. Information about
past and prospective success of the enterprise in achieving its goals has an
important impact on the decision-maker’s perception of his personal goal
accomplishimemt.

In summary, information in financial statements should enable users to
evaluate, estimate, compare, and control the goal attainment of an enterprise.

Sacrifices and Benefits in Relation
to Goal Attainment

The goals of a specific organization define what is considered advan-
tageous or good, prized, or desirable and therefore define the nature of
sacrifices and benefits for the organization. What represents a primary
benefit or sacrifice for one organization may be a secondary benefit or
sacrifice for another. For instance, a hospital which has profit as one of
its goals may consider patient receipts as a primary benefit and thus
take action aimed at maximizing such receipts. A not-for-profit hospital,
for instance, is more willing to perform services for patients who cannot
afford to pay. This is not to suggest that a not-for-profit organization is not
interested in monetary matters but to indicate that its goals define primary
benefits in a different manner,

Given the definition of sacrifices and benefits, goal attainment for any
enterprise involves an attempt to maximize benefits and minimize sacrifices.
The maximization of benefits—in a broad sense—means increasing the
quantity of benefits, accelerating the timing of the benefits, and decreasing
the related uncertainty associated with amount and timing. Similarly, the
minimization of sacrifices—in a broad sense—means decreasing the quantity
of sacrifices, postponing the timing, and decreasing the related umcertainty
associated with amount and timing.

Therefore, the assessment of enterprise goal attainment requires infor-
mation which will facilitate analysis of sacrifice-bemefit relationships. All
purposeful events of an enterprise, since their primary purpose is to accom-
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plish enterprise goals, have certain sacrifice-benefit objectives. Events having
a common sacrifice-benefit objective may be said to constitute an events
cycle. For example, both the purchase and sale of inventory are distingt
events that generally do not occur simultaneously, but they are ¢learly related
in terms of purpose and consequently constitute part of the same evenis
cycle. Cycles may be classified in terms of the three different stages of
sacrifice-benefit relationships: events that are part of a completed sacrifice-
benefit relationship, events that are part of an incomplete sacrifice-benefit
relationship, and events that are part of a contemplated sacrifice-benefit
relationship.

Compliatet! cydkss of events. These are cycles of events where all related
events have occurred. They represent a completed sacrifice-bemefit relation-
ship such as the purchase and subsequent sale of inventory. The sacrifice
of having purchased the inventory will yield no future benefits and the henefits
realized from the sale of inventory will require no future sacrifices.

Incomyiéede cyckas of events. An incomplete cycle of events mepresents
a chain of events which are all part of an incomplete sacrifice-benefit rela-
tionship. A sacrifice may have been incurred, but a related benefit has not
yet been realized; a benefit may have been realized, but subsequent sacri-
fices are required. For example, inventory that is purchased and awaiting
sale represents an event which is part of an incomplete cycle.

Contempiéateld cydkes of events. This classification represents sacrifice-
benefit relationships which are planned although none of the events, that is,
none of the sacrifices or benefits, have occurred.

For purposes of evaluation, estimation, and control, these three cycle
classifications must be distinguished. Criteria for evaluating completed cycles
must differ from those used for evaluating incomplete or contemplated cycles.
Since all related benefits and sacrifices have already occurred, a relatively
comprehensive and definitive evaluation of events which are part of a com-
pleted cycle is possible.

Incomplete cycles, on the other hand, must be evaluated not only in
terms of the events that have occurred, but also by considering the pro-
spective outcome of related future events. Thus, an evaluation of imcomplete
cycles is much more conditional than in the case of completed cycles.

Contemplated cycles also require evaluation. Since all events, how-
ever, are yet to occur, such an evaluation necessarily is more concerned with
the planning process underlying the contemplated activities rather than infor-
mation about the activities themselves.

Information about the different cycles is also utilized differently for
estimation purposes. Information about past cycles can only be used infer-
entially in estimating the future; since the events constituting completed
cycles lie wholly in the past and are interpreted to have no future conse-
guences, these events need not be explicitly considered in estimating the
future. Rather, information about completed cycles constitutes an important
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basis for projection after a judgment has been made as to what extent past
relationships are considered indicative and relevant for the future,

In contrast to the above, information about incomplete cycles must be
explicitly considered in estimating the future. Information about imcomplete
cycles describes sacrifices that have occurred which are expected to yield
benefits in the future and benefits that have been received which will require
future sacrifices. In estimating future sacrifices and benefits, therefore, this
type of information must be explicitly considered.

Information about contemplated cycles is utilized in another, more
different manner for estimation purposes. While information about plans and
expectations is clearly relevant for estimation, such information is mecessarily
subjective and incapable of direct validatiom. It must therefore be separately
analyzed and carefully distinguished from information capable of being
partially or completely validated.

Events which are part of a completed cycle, of course, can no longer
be controlled. Information about completed cycles plays a role in the
control process only to the extent that it indicates areas that might have
been managed differently in the past. Such information may thus provide
insight into the control of similar events in the future.

Incomplete cycles are partially amenable to control and partially beyond
control. Some costs are sunk, but the benefits to be realized from such sunk
costs are to an. extent controllable. Contemplated cycles are alterable to a
much greater degree and thus provide the greatest opportunity for control.?

Factual and Interpretive Information

Financial statement users ultimately rely on their own assessment of
past and future enterprise goal attainment. Two types of information are
useful for enabling the user to make such an assessment. The first type
is factua/ information about the occurrence of events which minimizes the
judgmenmts and interpretations of the supplier of information. The second
type is intempetiiee information that incorporates the judgment of the supplier
of information concerning the relationships among events in terms of goal
attainment and the implication of past events in terms of future goal attainment.

Factual information is not sufficient because the user is not in the best
position to identify and assess the relationships of events in terms of goal
attainment. Thus, given only factual information, a user would find it difficult
to relate sacrifices made in one period with the related benefits realized in
a subsequent period. On the other hand, merely providing interpretive imfor-
mation that relates sacrifices and benefits and indicates contemplated future
consequences of past events is not sufficient. If only interpretive information
were provided, the user would have no available means for evaluating the
interpretations of the preparer in terms of his own preferences and expecta-
tions. For example, the amounts presently disclosed on a balance sheet as

2 The rationale for partitioning enterprise activities in terms of cycles is more fully
developed in the paper, “The Partitioning Dilemma,"” contained in this volume.
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plant, buildings, and equipment reveal the portion of past sacrifices that are
interpreted by the preparer to result in expected future benefits. Such inter-
pretive information is useful. However, factual information is also useful for
describing the acquisition of buildings and equipment; such information is
currently provided in funds statements. In conjunction with other imformation
it can be used to validate or revise the judgments of preparers.

Information Generated by the Accounting Process

Accounting encompasses two processes: a data generation process
and a data communicatiom process. In generating data, accounting describes
certain events or conditions principally in monetary terms using account-
ing terminology. For example, the purchase of 100 widgets for $1,000 gen-
erates accounting data in the form of an inventory increase of $1,000 and a
cash decrease of $1,000.

In the past, information communicated in financial statements has tended
to be restricted to information generated by the accounting process. How-
ever, such a limitation does not adequately serve the goals discussed above.
For instance, because of the many uncertainties involved, it may be unsuitable
to generate an accounting description in terms of dollar amount of assets of
the oil reserves of a particular concern. However, this should not mean that
a monaccounting generated description of oil reserves, such as the mumber
of estimated barrels, should not be included in financial statements if such
information is useful for the estimation, evaluation, and control of sacrifice-
benefit relationships.

In summary, all decision-makers are interested in achieving their per-
sonal goals. Since the accomplishment of these goals is dependent upon
the goal accomplishmemt of the relevant enterprise, decision-makers are
interested in the past and prospective goal attainment of the enterprise.
Therefore, decision-makers desire information useful for evaluating, estimat-
ing, comparing and controlling the amount, timing, and uncertainty of the
sacrifices and benefits of an organization. Such information should consist of
both factual and interpretive information, should separately describe com-
pleted, incomplete, and contemplated cycles of events, and should not be
restricted to data generated by the accounting process.

Information to Be Provided in
Financial Statements

The preceding section discusses information considered to be relevant
for the evaluation, estimation, comparison, and control of benefits and sacri-
fices. However, financial statements are only one of many different sources
of information, and not all information which is relevant can or should be
communicated by financial statements.

First, one cannot require that all relevant information be communicated.
One must consider cost-benefit criteria. Information may be beneficial for
assessing the goal attainment of an enterprise, but the cost of obtaining and
disclosing this information may be greater than the potential benefit. Such

73



information should not be required to be reported by any information seuree.
Any attempt to apply these cost-benefit criteria would be particularly ibother-
some, because the benefits of information may accrue to parties who do net
share in their cost. A company, for example, assumes the cost of preparing
financial statements that will benefit prospective shareholders and the econ-
omy in general. Resolution of these conflicts is a difficult problem which lies
with the business community as well as legal and political processes. It is
important, however, to stress that information requirements must be subjected
to a cost-benefit analysis.

Second, even if the cost-benefit comparison is favorable, such that the
information should be reported by some information source, it is not iimplied
that all such information should be reported by financial statements. lnfor-
mation should not be communicated by financial statements if other channels
have a comparative advantage in communicating it.

Third, information should be communicated in financial statements only
if its credibility is reasonably ascertainable. Users have the expectation that
information in financial statements is reliable, impartial, and unbiased. Such
expectations provide a useful device for distinguishing financial statement
information from other types.

In summary, all information useful for the evaluation, estimation, com-
parison, and control of enterprise goal attainment should be provided in
financial statements unless (1) the cost-benefit criteria are not met, (2) the
information can be more advantageously communicated by other media, or
(3) the information is such that its credibility is not reasonably establishable.

Although the foregoing requirements are not inconsistent with existing
financial statements, they indicate avenues for changing and improving pres-
ent financial reporting. The present content of the income statement closely
approximates, in general, completed cycle activity; the existing balance
sheet by and large describes incomplete cycles. In fact, each item on the
balance sheet, whether asset or equity, either has a prospective dimension
or else it would not be listed. Each asset connotes a future benefit and each
liability a future sacrifice. In this sense, the above analysis provides a rationale
and justification for the financial statements currently issued.

The analysis also suggests, however, that the utility of the reports lies
in highlighting sacrifice-bemefit relationships. In the income statement the
relationship between past benefits and past sacrifices is disclosed; in the
balance sheet the relationship between past sacrifices and prospective bene-
fits (assets) and past benefits and prospective sacrifices (liabilities) is
described. By implication, it seems that the balance sheet should disclose
both sacrifice and benefit dimensions of assets and liabilities rather than
only one or the other as is presently the case. Another implication can be
reasonably justified: The relative certainty or uncertainty concerning the
prospective benefits and sacrifices should be disclosed, and more detailed
information under a separate classification should be provided for highly
uncertain items. In addition, assets and liabilities should be grouped in terms
of both the controllability of the prospective benefits or sacrifices and the
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sensitivity of these phenomena to changes in the industry or economy. On
the income statement the variability of sacrifice-benefit relationships should
be highlighted through a proper grouping of sacrifices and benefits.

The statement of changes in financial position or funds statement is not
unlike the required statement presenting factual rather than imterpretive
information. The preceding analysis, however, provides a rationale for this
financial statement; its purpose is explicitly stated as providing factual infor-
mation concerning events which are expected to influence goal aftainment
as opposed to mere description of how the events affect working capital.

Conspicuously absent from present financial statements is imformation
concerning contemplated cycles of events. This situation can be explained
in many ways, some of which, however, are not appropriate in terms of the
foregoing analysis. It is argued that accounting should deal only with history
and therefore not deal with plans and forecasts. While the future is indeed
the subject matter of forecasts, once formulated they become part of the
past, that is, history. If forecasts are communicated, such communication
does not imply that the forecasted events will occur, but rather that a plan
or forecast concerning such events has taken place. Credibility concerning
the occurrence of future events is of course impossible to establish, but it
is possible to establish the credibility that a forecast was made and that it
was formulated in a specified manner. Related to this issue is the assertion
often made that forecasts are too inaccurate to be communicated. But the
utility of a forecast as a type of financial statement is established not by the
accuracy of the forecast itself, but rather by the accuracy of the resulting
estimates made by users of financial statements. The central question is
whether the estimates made by such users are more or less satisfactory
with or without including forecasts as one of the enterprise financial state-
ments.

The above analysis is applicable to all users and to all organizations,
regardless of their specific goals. A brief application of this analysis for
economic decisions which involve pecuniary benefits and sacrifices con-
cerning profit-making enterprises follows.

Information Required for Credit and Investment Decisions
Concerning Profit-Oriented Enterprises

The primary decisions involving pecuniary benefits and sacrifices are
credit and investment decisions.

Credit Decisions

A creditor loans money in exchange for a promise to receive money in
the future. He knows his potential sacrifice, that is, the amount he expects
to loan. Although he knows the amounts and dates of the promised repay-
ments, he nevertheless does not know what benefits will actually be received.
He does not know if the borrower will be able to make the future payments
when due. Thus, he is uncertain about both the amount and timing of his
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future benefits. The borrower in a credit decision similarly knews the ameunt
of money he will receive and the terms of the repayment that he premises,
but he is not certain of his future ability to make repayments when due and
the potential sacrifices that such repayments will entail.

Since repayments lie in the future, they cannot be knewn with eertainty,
and both the lender and the borrower need information useful for evaluating
the borrower's past success in meeting such obligations. They beth alse
need information that will allow them to estimate the amounts, timing, and
uncertainty concerning the future repayments. The lender needs to eempare
such information with alternative loan opportunities. The berrower needs
information that will allow him to manage his resources and to contrel his
activities such that repayment will be possible, and the lender needs informas:
tion to determine loan provisions to control the borrower's agctivity,

Investment Decisions

An investor makes two types of related decisions: whether to buy specifie
equity securities and ‘whether to sell specific equity securities. His decisions
involve choosing from among competing opportunities to buy and sell
securities. He knows the sacrifice involved in buying securities, that is, the
cost of the securities, but he does not know the benefits from the purchase,
that is, the cash dividends he will receive and the proceeds from sale of
the securities. Similarly, he knows the benefits from selling securities, that
is, the proceeds from the sale, but he does not know the sacrifices involved
in the sale, that is, the future cash dividends and selling price foregone. The
unknown elements are therefore similar in both buying and selling iinvestment
decisions—the future dividends and selling prices of the security. The bene-
fits to be derived from credit or investment decisions, that is, the interest or
dividends to be received from a firm and the proceeds to be realized from
the sale of an investment, all depend on the cash generating ability of the
firm.

The principal goal of profit-oriented concerns is to return to owners
of the firm over its life a maximum amount of cash over and above their
original contributions. Thus, the attainment of this goal is also dependent
upon cash generating ability.® Therefore, there is a congruence of goals
between creditors and investors and the goals of the firm in terms of maxi-
mizing cash generating ability. Consequently, financial statements of profit-
oriented concerns should be useful for evaluating, estimating, comparing,
and controlling the cash generating ability of a firm. Sacrifices and benefits
for such firms must be defined in terms of cash generating ability. Benefits
for profit-making concerns are actual or prospective receipts of cash; sacri-
fices are defined as actual or prospective cash disbursements.

The income statement, or statement of completed cycles, should provide
information about cycles of events whose impact on the firm's cash generat-

3 This relationship is more fully discussed in the paper, “Earning Power and Cash
Generating Ability,” contained in this volume.
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ing ability has been determined. Such a statement should report as revenues
and expenses those benefits and sacrifices that have been realized in terms
of cash generating ability.

A benefit is realized and therefore recognized as revenue when a cash
inflow has occurred or is highly probable and no further related umrealized
sacrifice need be incurred. Similarly a sacrifice is realized and recognized
as an expense when a cash outflow has occurred or is highly probable and
when no further related unrealized benefit is expected. Actual receipt or
disbursemenit of cash is not required for realization, but the cash impact of
an event must be determinable with a high degree of probability in order
for realization to occur.*

The balance sheets of profit-oriented organizations should describe
those cycles of events whose impact on the cash generating ability of a firm
has not been determined with a high degree of probability. The sacrifice
and benefit dimensions of assets and equities shown in such balance sheets
should be measured in terms of actual or prospective cash impact. This
provides a guideline for the valuation bases to be employed. The prospective
dimension of each asset and liability (the benefit dimension of assets and
the sactifice dimension of equities) should be desctibed in terms of the
valuation base that most adequately reflects the amount, timing, and wuncer-
tainty of the cash impact of the specific asset or liability.

The statement of financial activities (the funds statement) should describe
the factual aspects of events having, or expected to have, a significant iimpact
on the cash generating ability of a firm.

Not-for-Profit Organizations

The broad requirements of financial statement information outlined in
this paper are equally applicable to not-for-prafit organizations. Of course,
cash generating ability is not the goal of not-for-prafiit organizations. Benefits
for these entities are not properly definable in terms of cash flows. Never-
theless, they have goals, and there are decision-makers who must evaluate,
estimate, compare, and control the goal attainment of such enterprises. Thus,
financial statements for such concerns should deal with goal att@imment
by reporting on completed, incomplete, and contempiated cycles of goal
achievement events.

Since the benefits for not-for-prafiit organizations are largely mommone-
tary, while the sacrifices, to a large extent, are monetary, it may not be
feasible to produce a dollar (bottom line) figure to describe the impact of
compieted cycles. It should, however, be possible to describe in mon-
monetary terms the benefits realized by a concern’s operations and the
sacrifices required to produce such benefits. The final reckoning and evalu-
ation of the benefit-sacrifice relationship can properly be left to the wser

* This concept of realization is more fully explored in the paper, “The Panrtitimming
Dilemma,"” contained in this volume.
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who should be provided with relevant information for making such a judg-
ment. It seems strange and somewhat illogical that financial statements of
not-for-profit organizations presently have a greater degree of cash orienta-
tion than those for profit-oriented concerns.

Public Economic Decisions

Governmental units operate in a variety of roles while attempting to
attain many different goals. In its role as the Department of Defense, for
example, the federal government must evaluate, estimate, compare, and
control significant amounts of cash receipts and disbursements. In its role
as the Securities and Exchange Commission, the federal government must
evaluate the information made available by firms for present and potential
investors in accordance with specified laws. The federal government also
has numerous other information needs when -functioning as an employer,
investor, creditor, or regulator.

For some of those decisions the information detailed in the preceding
sections is adequate. Governmental fiscal policy involving tax regulation and
collection requires information on the cash generating ability of all firms
and estimates of resulting cash flows to the government. Such policy deci-
sions are served by the information previously identified.

Relevant information is also required for other governmental decisions.
Government has the means to require the format and content of information
it desires, while private sector users to a large extent do not have similar
means. Nevertheless, describing some dimensions of information require-
ments of public sector decisions seems useful.

The government must make economic decisions that consider the bene-
fits accruing to and the sacrifices extracted from society as a whole as
opposed to private sector decision-malkers who consider only their imdividual
benefits and sacrifices.

In some situations, benefits are realized by people other than those
bearing the sacrifices, and sacrifices are extracted from people other than
those receiving-the benefits. Equitable resolution of such situations requires
government action and cannot be left to economic decisions between private
individuals.

When the benefits or sacrifices received by some persons are not in
the best interests of society as a whole, laws are enacted to bring the private
benefits and sacrifices more in line with society’s goals. In order to determine
when legislation is needed, the government, acting on behalf of society as
a whole, needs information concerning the social costs and benefits mesuiting
from private economic decisions.

To the extent that social costs or social benefits will have an effect on
the cash generating ability of a firm, this information should be reported to
facilitate decision-making in the private sector. However, a company may
undertake activities which have social consequences that may not affect its
cash generating ability in a manner which is easily measurable. This infor-
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mation may be essential for making decisions in the public sector. What, if
any, role should financial statements play in providing this imformation?

The answer may be found in the distinction between interpretive and
factual information. There is a need for information concerning a firm's
activities which have social consequences. A firm may have a comparative
advantage in supplying factua/ information about such events. A firm is in
the best position to design its information system to communicate imformation
with social impact such as the number of minority group employees Hhired
or the amount of pollutants produced by its activities. In communicating
this informatiom, however, firms are not in a position to evaluate the social
consequences of these activities or to measure the achievement of sogcial
goals in the aggregate.

As in the private sector, ultimate evaluation and judgment concerning
the information should be left to the user—in this case, society and the
government. Accordingly, the firm should communicate factual data in its
financial statements concerning events having social consequences without
attempting to evaluate such data in terms of its social significance.
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A User Oriented Development of
Accounting Information Requirements

Josthusa Ronen

Introduction

Accounting objectives should be based on economies of information, i.e.,
cost and benefit considerations.} If accounting information were a commodity
sold at the market clearing price, it could be argued that forces of market
equilibrium could insure that accounting information would be produced and
communicated at an optimum level consistent with equating the marginal
methods and benefits and marginal costs of information. However, account-
ing information does not constitute a “jprivate good" in the sense of ex-
changeability at the marketplace; rather, it is provided without charge by the
firm to the consumers—im this case, the various users of accounting imnfor-
mation.? Under these circumstances, the determination of the costs and

' Theoretically, the benefit of information is measured by the consequences of
decision changes that occur as a result of the informatiom. The cost of imfilormation
is the value of resources committed to obtaining and commumicatimg it.

2 The aspects of private goods vs. public goods and the implications of optimal
conditions of welfare as well as the underlying factors in determining what constitutes
public goodis are extensively discussed in the literature. For a good example, see
Harold Demsetz, “Some Aspects of Property Rights,” Jownad! of Law and! E&enoomics
(October 1966), pp. 61-70. What makes accounting informatiom in particular a
public good is probably the difficulty in guaranteeing exclusive access to the in-
formation if it is sold.

It could be argued that accounting information is indirectly sold at the market
in that it is used in the determinatiom of stock prices and thus an implicit price is
stated through stock price movements. Notice, however, that this process is very
indirect (unlike intermediate products which have established market prices) and
is influenced by the uncertainty of the resulting benefit that would potentially accrue
to the firm through provision of informatiom. By contrast, in respect to private goods,
firms are generally price takers in the context of a competitive market, and thus
subject to much less uncertainties than in the case of accounting informatiom. More
elaborate discussion of this aspect appears later in the paper.
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benefits must be made outside the market system.

Although both costs and benefits need to be investigated, it is probably
advisable first to identify the benefits of different kinds of infermation.> Even
when the cost of some accounting information is prohibitive, the search for
alternative means of obtaining the infermation eeuld be justified if the bene-
fits are large enough. Eailure to consider seme accounting infermation merely
because its cost is high cannet be justified.

There are various ways o investigate the benefits which could lead o
identifying desirable accounting iinformation:

1. The information required by normative decision models of major
user groups could be determined.

2. Decision models actually used by major user groups could be iden-
tified through interviews, controlled experiments, etc., and their infermation
requirements determined. These decision models could either agree with or
differ (as a result of universal behavioral tendencies) from the normative
models.

3. Preferences of users as to different kinds of accounting imformation
could be identified through interviews and questionnaires.

While all three avenues should be followed* primary emphasis should
be placed first on information requirements of normative models because:

1. The normative model is the procedure that a rational man follows in
making a particular decision in a specified set of circumstances. Consensus
among writers regarding the soundness of normative models indicates that a
majority of users is likely to follow the normative model. Thus, the benefit of
information used in the model would accrue to many users and the sum total
of the benefits resulting from previding the infermation is apt to be large.

2. Normative models can serve as a standard of reference to evaluate
actual decision models. If deviations are found, to be systematic and wuni-
versal across many individuals, the deviations could be used to modify the

3 While there is a lower limit for costs (zero), the upper limit for benefits is
indefinite. Thus, while costly informatiom may not be eliminated from consideration
(since the benefits could be even larger), informatiom that has small benefit could
be eliminated from consideratiom since the cost is bound to be positive. Starting
the investigatiom with the benefits allows an eventually smaller subset of imformation
to be considered and therefore saves research time and effort.

4 The implication of the findings of the three avenues to the objectives may be
inconsistent. Decisions as to whether (a) the normative model should be modified
to accommodi@te systematic inconsistencies, (b) informatiom should be provided
so as to satisfy presently used models without paying attention to normative con-
siderations or (c) individuals should be trained or otherwise influenced te follew the
normative models would have to be made. Unless all avenues are followed, however,
such inconsistencies may remain umidentified.
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normative model. Normative models are selected as a standard of reference
since they are consistent with action or behavier that is generally feund te be
empirically valid,

3. Accounting objestives inferred frem expressed prefereness ef indi-
vidual users would be varied and weuld lead te a great Aumber ef suB-
objectives.®> Criteria weuld ultimately have te be develeped t6 Rarrew the
resulting multitude of ebjestives se that the aeceunting alternatives to be
considered would be limited te a feasible subset. The eriteria weuld Be
implied by prevalent nermative deeisien medels: It weuld be advisable te
gonduct inguiries inte individual prefersnees in light of the requirements ef
the nermative medels.

Benefits Identified Through the Analysis of
Normative Decision Models

If it can be determined that many decisions frequently made by more
than one user utilize the same piece of information under a relatively large
set of circumstances, then the sum total of these benefits may well exceed
the cost of providing that information systematically. Thus, it is useful to
identify distinct sets of decisions for which information requirements are
relatively common and for which the relationships among the imformation
used, the resulting decisions, and the consequences are relatively stable. Once
these commonalities are discovered, the benefits would then be compared
with the costs of systematically reporting the common information within the
accounting system.

Although individual users of accounting information have a multitude of
goals and types of decisions, the broad objective of the economy as a whole
is defined to be the efficient allocation of resources.®

5 For example, consider the set of objectives that can be inferred from the ex-
pressed preference of an individual to be provided information on replacememt costs.
Some objectives that can be induced from this expressed preference and that are
consistemt with it (to mention only a few): (a) the wish to know the cost of repro-
ducing the firm and its operations, (b) assessing managerial ability to maximize
holding gains and minimize holding losses, (c) evaluating the managerial decisions
with respect to timing of asset purchases, (d) judging the firm's future ability to
finance its operation if it were to replace its existing assets and thus assess its
chances for survival, etc. From these objectives numerous higher level objectives
could be induced, such as the prediction of future holding gains or losses (inferred
from objective (b) above), assessing future managerial ability to maneuver and capi-
talize on new opportunities (induced from both objectives (b) and (c) above), and
evaluating the likelihood of default and material losses as & result of ceasing the
firm's operations (inferred from objective (d) above).

® This includes the efficient allocation of resources within the firm as one part of
the economy, and it thus implies the provision of information to control and motivate
actions within the firm to insure efficient allocation of the firm's resources.
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When this objective is pursued within a private enterprise system in
which it is assumed that individuals seek to maximize their wealth, the
accounting objectives must be formulated so that the use of accounting
information by individuals to maximize their wealth causes resources to be
allocated most efficiently in the economy.” Therefore, we need to study
decision models used by individuals to maximize their wealth. Inasmuch as
it is unrealistic to discuss the multitude of decision models that vary across
decisions and individuals, we must attempt to classify decisions into groups
that are homogeneous in their information reguirements.

There are two primary classes of decisions generally made by individual
consumers within the private sector of the economy: consumption decisions
and investment decisions. The groups of decisions are interdependent. This
discussion assumes a predetermined level of consumption as given and con-
siders investment decisions only. While different groups of decisions may
require different information, there are many commonalities in imformation
required for making investment decisions.

Predintaiitity and Comperdditity. Estimating the future levels of variables
relevant to an investment decision is the basis for making the decision. For
example, a decision to purchase a machine is based on an estimate of cash
flows generated by it. The cash flows from an equity security are the divi-
dends that will be received while the security is held plus the market value
of the security when it is sold. Since it is always necessary to predict rele-
vant variables to make investment decisions,® one of the primary objectives
of accounting is to facilitate the prediction of relevant variables. And indeed
this objective has been extensively discussed in the literature in terms of
the “prediictive ability criteriom ®

In addition, investment decisions are not made in a void; they usually
are made in the context of choice among alternative competing activities.
Thus, given a particular level of wealth, the primary decision is how to allo-
cate that wealth among competing investment alternatives. Under these con-
ditions the task is to compare the estimates of future relevant variables of the

7 Whether there are market forces which lead to optimal allocation as a result
of individual actions or whether there are possible sub-optimaiiiies that mecessitate
information regulation is discussed in Joshua Ronen, “The Need for Accounting
Obijectives in an Efficient Market,” contained in this volume, pp. 36-52,

® Note that most of the current and nmoncurrent economic decisions in a firm can
be viewed as investment decisions. Thus, an investment in a human resource is
expected to generate services and therefore cash flows in the future. Advertising
expenses that are related to public relations activities of the firm are no different.

W. H. Beaver, J. W. Kennelly, and W. M. Voss, “Predictive Ability as a Criterion
for the Evaluation of Accounting Data,” Accoutidgng Review (October 1968), pp.
675-683.
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investment alternatives and to choose that alternative premising the highest
expected benefits. Comparability among the investment alternatives therefere
needs to be specified as another important objective for accounting repoFs:.

The Investmant Modisl: Risk and Returm. Stating the objectives of pre-
dictability and comparability is not sufficient. To make statemenis abeut
the specific content of accounting reports, we must also specify what objeets
are to be predicted and compared. For example, predictability of future
accounting income may be useful in satisfying the comparability criterion
only to the extent that accounting income is the dimension along which
different firms or their securities should be compared and ranked.*

As the normative investment model most generally used is the one
based on portfolio analysis, it can thus be used as a basis to determine
desirable accounting output. But the portfolio model should not be viewed
narrowly, irrespective of the role of securities in the capital market in effi-
ciently allocating the ownership of the economy's capital stock. Under
equilibrium conditions, the savings made available through voluntary deci-
sions on postponement of consumption must be invested in the best com-
bination of securities, i.e., the combinations that produce the highest incre-
ment in social wealth (where wealth is understood to incorporate imdividual
preferences of investors).

The Relafimnsiyo with EconomyyWiide Goals. To provide appropriate
signals for optimal resource allocation, there must be an environment in
which firms can make production and investment decisions and in which
investors are able to choose among the securities that represent ownership
of the firms' activities on the assumption that security prices “fully reflect"
all available information. It is precisely because the empirical research re-
lated to the operations of the efficient markets supports the contention that

For a discussion of the impropriety of settilg merely the predictability of
accounting profit as a criterion, see Lawrence Revsine, “Prediiclive Ability, Market
Prices, and Operating Flows,” Aczoutitng Review (July 1971), pp. 480-489. Any
income is an artifact produced by a set of rules or “gemerally accepted accounting
principles.” It is quite plausible that accounting income could be a better predictor
of future accounting income (which is measured on the basis of the same rules and
conventions) than a measure of income reported on the basis of other measurements
and rules such as current operating income, exit value income, etc. In fact, two recent
studies support this contention. (See John K. Simmons and Jack Gray, “Anm lmvesti-
gation of the Effect of Differing Accounting Frameworks on the Prediction of Net
Income,” Acmwotidrg Reviisw (October 1969), pp. 757-776, and Frank Werner, “A
Study of Predictive Significance of Two Income Measures,” Joumal of Adcoomting
Ressaaebh (Spring 1969), pp. 123-138) The real question is whether future accounting
income is the proper measure to be forecasted to form the basis of comparisen
among firms and whether there are other measures either replacing of in additien
to the historical accounting income that better serve that purpose.
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security prices “fully refiect” available information at any time"' that the
portfolio model is an appropriate basis for determining the objecits to be
predicted using accounting numbers. This is so because the objects to be
predicted from the normative viewpoint must also be utilized to bhecome
legitimate objects of accounting.

Since security prices have been found to “reflect fully” all publicly heid
information and to react unbiasedly to new information, they can be said to
reflect the intrinsic or “fundamental” value of the securities.'> But, for
security prices to serve as appropriate signals for optimal resource alllocation,
the intrinsic value of the stock must coincide with the economic value of the
firm, which is defined as the risk-adjusted discounted value of the firm's
prospective cash receipts and disbursements.’® Unless the security's intrinsic
value coincides with the economic value of the firm, allocation of resources
in the economy is sub-optimal since the marginal cost of capital would not
be equal to the marginal expected rate of return. Thus, Pareto optimality
conditions are violated.'*

Y For an extensive review, see the following:

Eugene F. Fama, "Efficient Capital Markets: A Review of Theory and Empirical Work,"
Jowrrasl of Finamee (May 1970), pp. 383-417; "“The Behavior of Stock Market Prices,"
Jourmah! of Busiiesss (January 1965), pp. 34-105; and "“Random Walks in Stock
Market Prices,” Fimangia/ Andjpsts Jowrmb! (September-Octolber 1965), pp. 55-59.
Eugene F. Fama, L. Fisher, M. C. Jensen, and Richard Roll, “The Adjustment of Stock
Prices to New Information,"” Intematiticadal Ecomontic Revilew (February 1969), pp. 1-21.
Benoit Mandelbrot, “The Variation of Certain Speculative Prices,” Jowuma! of Bagsmess
(October 1963), pp. 394-419, and “Forecasts of Future Prices, Unbiased Markets
and ‘Martingale’ Models,” Jownaé/ of Busiesss (January 1966), pp. 242-255.

Richard Roll, “The Efficient Market Model Applied to U.S. Treasury Bill Rates” (Un-
published Ph.D. thesis, University of Chicago, 1968).

Paul A. Samuelsom, "Proof That Properly Anticipated Prices Fluctuate Ramdomly,"
Indlissialal Mamageraent Reviiaw (Spring 1965), pp. 41-49.

Myron Scholes, "A Test of the Competitive Market Hypothesis: The Market for New
Issues and Secondary Offerings" (Unpublished Ph.D. thesis, University of Chicago,
1969).

Roger N. Waud, “Public Interpretation of Discount Rate Changes: Evidencg on the
‘Announcement Effect',” Ecemomeizica (March 1970), pp. 231-250.

12 As defined in Joshua Ronen and George H. Sorter, “Relevant Accounting,
Jowrras! of Busiresss (April 1972), pp. 258-282, intrinsic value is the value that emcom-
passes in an unbiased fashion all the relevant determinamts of an entity. These
intrinsic values depend on the earnings prospects of a company which in turn are
related to economic and other factors some of which are peculiar to this company
and some of which affect other companies as well (see Fama, “Behavior of Stock
Market Prices,"” p. 36).

33%ae Eugene F. Fama and Merton H. Miller, The Theasy of Fimnamee (New York:
Holt, Rinehart and Winston, 1972), chap. 4, and M. H. Miller and F. Modigliani,
"Dividend Policy, Growth and the Valuation of Shares,” Jowmb/ of Bugimesss (October
1961), pp. 411-433.

*For a discussion of Pareto optimality conditions, see, for example, E. J. Mishan,
“A Survey of Welfare Economics, 1939-1959,” Ecomontic Jownaa/ (1960),
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If the portfolio model is used in making investment decisions that result
in the determination of stock prices, then for optimal resource allocation, the
information inputs utilized in the models should best reflect the eeconemie
value of the firm, i.e., the prospective cash flows and their risks.* Stated
another way, assuming that the portfolio model is used by investors and given
that (a) security prices should reflect the economic value of the firm and (b)
that security prices fully reflect the available information and unbiasedly and
instantaneously adjust to new information, the primary objective of account-
ing emerges as providing information that facilitates the prediction of pro-
spective cash flows and their risks.'® The derivation of this objective is shown
schematically in Figure 1, opposite.

Reliatilityy. Although predictability and comparability are two mecessary
ingredients (or sub-objectives) of the process of assessing future flows
and their uncertainties, predicted and comparable flows and their uncertainties
should not and probably will not be used if they are unreliable. Thus, relia-
bility is an objective that is deduced from the higher level objectives in the
hierarchy and is presented as a third sub-sub-objective in Figure 1.

Perhaps reliability can best be defined through its elements. Many
factors can contribute to the reliability of information. One is whether the
information resulted from a consensus about a value or an event that is
contestable. The magnitude that results from the consensus would be more
reliable than if the consensus involved noncontesting parties. For example,
market prices result from the consensus arrived at by buyers and sellers.

' The informational inputs to the portfolio model (which generally assumes that
returns on stock are normally distributed) consists of (a) the one period return on
securities which is defined as:

Fe=dy/Pye F @y e - Py)fPye,

where ry, is the return on the security during time period t, d;, is the dividend payment
during time period t, Bj, ¢+, is the price of secwriily at the end of time t, and py, is its
price at the beginning of time t, and (b) the risk associated with the expected return
which is generally measured as a standard deviation of the normally distributed
return, although other investigators [e.g., see Fama “Behavior of Stock Market
Prices,” Maurice G. Kendall, "The Analysis of Economic Time-Series, Part I Prices,”
Jowmsé! of the Roya/ Statiiivela/ Sodftry, XCVI (1953), pp. 11-25; Benoit Mandelbrot,
“Variation of Certain Speculative Prices”; Arnold Moore, "“A Statistical Analysis of
Common Stock Prices,” (Unpublished Ph.D. thesis, Graduate School of Business,
University of Chicago, (1962)); M.F.M. Osbotne, "Browmiam Motion in the Stock
Market,” Opweditions Reseriebh (Mareh-Apill, 1989), pp. 146-173; §. James Press,
“A Compound Events Model for Seeurity Prices,” Jownsh/ of Businesss (July 1968),
pp. 817-338; and Riehard Rell, "Efficient Market Mede! Applied te U.S. Treasury Bill
Rates” (Unpublished PR.D. thesis, University ef Chieage (1968)] tesied a broader
class of distributions and, iR partieuiar, the elass of stable Paretian ofF Parefo-Levy
distributions whieh inelude the Rermal distribution as a speeial ¢ase:

'é Clearly, it can be argued that this information need not necessarily be provided
by the firm (either through its accounting system or otherwise). This particular point
as well as the interesting question of whether market forces exist that guarantee the
provision of this informatiom without the necessity of formulating accounting objec-
tives is discussed by Ronen, “Need for Accounting Objectives in an Efficient Market.”
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GRIECTIVES MERARCHY: INFARMATIOMBENEEITSS

BENEFTS (OBMUERT HROUSHIHEISILEE
QFINORMARIN CRBE CISIRNSNS
QRTIMAL RESOUIRREE QFTINAL RESBOGREE
ALLOCATION ALLOCHTION
ECONOMY LEvGE INDIVIDUAL LIERGE
(WERLTHMAXIINIASTEN)
INFCRMATION ABBLIOT
FUTURERFSEAKSD
FENURNASSSCIABED
RISK AR EEIRRN FERRIGSS EEURIREES
TORREEBRTT AT
FUNZAMENTAL d
VEALTHINGERNEENT  INFQRMATINARADDT
FUTUREQBAEHRWBS
ANDTHENSEEFRTMRTY
ASSOEIATED WATFH FERRV
PREICTRABLITY COMPARARELITY REELAELITY
Figure 1L

Sellers wish to obtain as high a price as possible for the commodity sold;
buyers wish to pay as little as possible. When these contesting parties come
to a consensus as reflected in market prices, the market prices can be said
to be reliable estimates of the future utility and benefits of the commodity.

The ability to validate information or magnitude of events is another
element of reliability. The magnitude of events such as forecasts can be
validated through comparing the forecasts with actual occurrences over
time. Future forecasts would be considered to be more reliable if the devia-
tions between past forecasts and actual results are small. Information can
also be validated through the ability to verify the magnitudes in question.
Verifiability can be obtained either through visibility of the magnitudes, for
example, through actual cash transactions, or through doeumentation of the
magnitude, as by a legal contract or court decision. The sub-objeetives
relating to reliability are depieted in Figure 2, page 88.



OBJECTIVES HIERARCHY: INFORMATION BENEFITS
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Figure 2

Bemgifils Obtareed Thraugh Actinss Made Bossikie by Steps Rrawiied
in Prewithgg intonaasion. The process of providing information yields twe
types of benefits. One type results from using the information; the other
results from the actions of individuals motivated by the mere necessity to
provide the information. The necessity to provide the information may cause
actions that are either beneficial or harmful to the efficient allocation of
resources. The mere provision of information may facilitate the eontrol and
coordination of factors of production (including the firm's labor force) and
goal congruence (conformity of the actions of the firm's personnel with the
goal of the firm as a whole). The data required for providing information may
also be used to trace the actions of the various empioyees of the firm and to
facilitate contrel. Erom the sub-objectives of control, coordination and con-
gruence we can deduce the need for providing forecasts and budgets to
coordinate future activities and also the need to keep a record of actual
events for comparisom with forecasts.

For optimal allocation of the firm’s resources, managers and employees
need to have profit maximizatiom as a goal. This motivation can be facilitated
both by the preparation of budgets and subsequent comparison of results
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with budgets,'” and also by compensation of the firm's persennel at amounts
that equal their marginal productivity. FErom this latter objective we again
derive the need to record actual events and perfermance. For the forecasts
to be effective in producing desired benefits both within the firm and outside
of it, internal and external forecasts should be the same. This aspeet of the
benefits of providing accounting information is schematically depiected in
Figure 8, page 90.

Timelimess and Availkthitily of Acomumniting Informatépn. To optimize re-
source allocation, it is also desirable to minimize the time lags between the
point at which new information about expected cash flows and their uncer-
tainties first become known and the point at which allocation decisions are
made. The faster that new information is made available, the shorter the
time lapse until the decision is made and consequently, the shorter the
period during which the economy’s capital is not optimally allocated. There-
fore, information on expected cash flows and their uncertainties should be
disseminated as fast as possible once it becomes known. This constitutes
the sub-objective of timeliness derived in Figure 4, page 91. How fast
information should be disseminated and the frequency of the dissemination
depend on the cost/pamedit relationships.

To allocate resources optimally, it is also necessary to maximize the
number of individuals who possess information on expected cash flows and
their uncertainty about different firms. The wider the dissemination of knowl-
edge about alternative combinations of risk and return relative to different
securities, the more likely are resources to be channeled to their best use as
a result of competitive bids for the more profitable securities. Accordingly
the sub-objective of wide public dissemination of accounting information is
derived in Figure 4.

Information for Social Goals

Another derivative of the objective of optimally allocating resources
within the economy consistent with private maximization of wealth is the need
to equate marginal social cost and benefits with marginal private cost and
benefits. Loosely speaking, where the actions of the firm affect only its own
costs and benefits there would be no divergence between private values
(costs and benefits) and social values. In this case, the decision and actions
taken in pursuit of the firm's own interests will result in the optimization of
both private wealth and the economy’s wealth. Where the actions of an
individual firm do affect, however, the consequences of other firms' or indi-

7 Budgets may have a beneficial effect in motivating the work force, but they
could also reduce motivation as a result of the manner in which they are generated
and their magnitude. The behavioral link between the preparatiom of budgets and
ultimate productivity is complex. For a discussiom of this issue, see Joshua Ronen
and J. Leslie Livingstone, "An Expectancy Theory Approach to the Metivatienal
Impacts of Budgets” (Unpublished manuscript, The University of Toronte, 1973).
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viduals’' actions, then pursuing only private benefits may not result in the
optimization of social benefits or in an efficient allocation of resources. In
this case, an accounting objective that is restricted to the consideration of
private benefits and costs may require the communication of data that will
not meet the social objectives.

It is possible that private profit maximization by a firm will also bring
about an efficient allocation of resources, even when the firm's actions
directly affect the consequences of other firms' actions. This would be the
case when the firm takes into account these effects before it makes its
decisions. If the firm is to maximize its profits in the most rigorous sense,
it must take into consideration the effect of its actions on other firms or
individuals. These effects fall within the normal economic definition of oppor-
tunity costs and should therefore be explicitly considered along with other
costs in making rational decisions. Reflecting opportunity costs make it
possible for accounting report users to properly assess managerial per-
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formance. But, in addition, if income figures that result from actual past
transactions are deemed to be at all important (both in providing a record
of actual past transactions to fulfill the stewardship function of accounting as
well as in providing the means to validate past managerial expectations), it
is evident that these opportunity costs should be treated in the same manner
as other production costs.

The issue becomes more complex when the effect of the firm's actions
on others is not or cannot be adequately considered when making decisions
within the firm. This would be the case, for example, when the price mecha-
nism of the market, which enables the firm to consider such facts directly
in its decisions, either does not exist or is too costly. Operationally, this
means that transaction costs such as conducting negotiations, drawing up
contracts and inspection are higher than the benefits of adjusting the firm's
actions on the basis of the expected effects of these actions on other entities.
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In this case, pursuing private interests will not lead the firm to bring abeut a
socially desirable allocation of resources, and governmental imtervention,
through the legal determination of rights, regulations, and policing, may
eventually become necessary.'® Indeed, because of its power, the goverh-
ment may be able to bring about corrective action at a lower cost than weuld
a private organization. Although the governmental machine may be exiremely
costly, it may be the alternative to private action. Under these circumstances,
the gathering and communicatiom of information about social cosis are
desirable even in the absence of a potential solution at the private level
because:

1. The communication of such information may (subject to the deter-
mination that the information is best processed by the firm creating the harm-
ful side activity) lead to a proper kind of governmental intervention that
achieves efficient allocation of resources, also indicating that such imfiorma-
tion should be helpful in determining which of the alternative social arrange-
ments is optimal for dealing with the externality.

2. On the assumption that an efficient market would eventually lead to
desirable social action, the communicatiom of information about the cost to
the firm that will probably be associated with whatever social amamgement
emerges will provide the user of financial statements with better means to
appraise the future prospects of the firm,

In Figure 5, opposite, the sub-objective of equating marginal private
costs and benefits with marginal social costs and benefits is therefore imdi-
cated as a derivative of the optimal resource allocation within the economy,
consistent with the optimal allocation at the individual level. Any divergences
between marginal private costs and benefits and marginal social costs and
benefits need to be reliably predicted and compared among firms. This need
is reflected in Figure 6, fold-out, by an arrow connecting the objective of
equating the private values with social values to the sub-objectives of pre-
dictability, comparability and reliability.

The sub-objectives developed so far from the overall objective of optimal
resource allocation (individual and economy-wide levels) can be summarized
as follows:

1. Providing information about future risk and return associated with
the firm's security: This leads to the requirement of information about future
cash flows and their uncertainty.

2. Timeliness: Dissemination of information when first known in order
to minimize the time lapse until allocation decisions are made.

'8 For a more lucid discussion of this issue, see R. H. Coase, “The Problem of
Social Cost," Jowmah/ of Law and/ Ecomontcs (October 1960). Also, for a more detailed
treatment of the accounting implications of social costs and benefits, see Joshua
Ronen, “Accoumting for Social Costs and Benefits,” contained in this volume, pp.
317-340.
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3. Wide dissemination of information to expand the number of com-
petitive bids on alternative security investments.

4. Providing information about divergences between marginal private
costs and benefits and marginal social costs and benefits.

From the objective of providing information on future cash flows and
uncertainty, the sub-objectives of predictability, comparability and reliability
were derived. That is, the accounting objectives so far can be summarized
as the timely and wide dissemination of information that enables users to
reliably predict and compare expected cash flows and their uncertainty, as
well as predicting and comparing divergences between private and social
values across firms.

Elements of Predictabitiyy and Comparatiityy. Elements of predictability
and comparability are diverse and could vary in their degree of importance
depending upon the firm's circumstances. However, some general guidelines
can be developed as sub-objectives derived from predictability and com-
parability. Figure 6 which reflects the total hierarchy of objectives and sub-
objectives (and which incorporates Figures 1 through 5) depicts the develop-
ment of the predictability and comparability elements.
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Prediction can be facilitated if the events that are o be predicted ean
be associated with other events or dimensions which are either knewn of
more easily predicted.’® The most obvious information that helps prediet
future events is a record of the past occurrences of that event, Past eeeur-
rences of an event could be extrapolated into the future in accordance with
simple rules (at the rudimentary level of analysis) or through use of a more
formal and rigorous prediction model (e.g., time series analysis).*® Thus,
we derive the sub-objective of providing information on past cash flows to
improve the prediction of expected flows.

Secondly, fluctuations in the firm's volume of output may explain varia-
tions in some of the costs. Therefore, knowledge of (or estimate of) future
output volume may well facilitate the prediction of future levels of cost with
more accuracy than if the nature of the association between volume of output
and costs was either not known or not disclosed. Since costs fixed relative
to output will occur at about the same magnitude and costs that are variable
in relation to output will tend to fluctuate,?' providing information separately
about these fixed and variable costs may make possible a better prediction
of future costs.

Certainly, output is not the only dimension or variable with which the
movement of costs or any other variables that are to be predicted can be
associated. Association can be made with inputs, with activities such as
product lines and segments of firms, etc.?2 In addition, present practice

Thisisis the primary motivatiom for the common regression analysis. See, for
example, George Benston, “Nuiltiple Regression Analysis of Cost Behavior,” Agcoumt-
ing Review (October 1966), pp. 657-672, and Robert Jensem, “Nuliple Regression
Models for Cost Control—Assumptioms and Limitations,” Acwootiting Reviesw (April
1967), pp. 265-272.

20 For example, several studies revealed that accounting income could be a better
predictor of itself, that is, of accounting income (if the latter is obtained through the
same system of rules and measurement as the former) than the other types of imcome
(such as replacememt cost income). Also, studies under way explore the statistical
properties of time series of events to develop criteria for improving predictions.
Thus, providing information about cash flows may help improve the prediction of
future cash flows either directly or through the developmenitt of such criteria.

2! See, for example, R. S. Gynther, "Improving Separation of Fixed and Variable
Expenses,” NAM Bulltgitin (June 1963), pp. 29-39, and National Association of
Accountants, Accounting Practice Report No. 10, "Separating and Using Costs as
Fixed and Variable,” NAXA Bull&gitin (June 1960).

22 The objective of associability leads (when associability is made with product
lines) to the separate reporting by product lines and segments that is the subject
of much debate now. Clearly, the degree to which such information is to be reported
on product lines is the subject of research into the cost of this form of reporting.
Part of the cost may be the reduced motivation and ability to generate profits through
revealing information beneficial to competitors. This latter occurrence would violate
the objective of motivation and the sub-objective of the equality of reward with the
individual marginal product that appears elsewhere in the hierarchy as discussed
above.
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suggests that the associability of costs with manufasturing and selling and
administrative functions may metivate the separate reperting of costs by
functions. Predictability seems to be the implicit objective that aceountants
have in mind when they disclose the underlying eomponents such as revenue,
cost of sales, and operating expenses, which determine the resulting net
income figure. In fact, recent evidence suggests that separate components
of the income measurement process may be better forecasted than net in-
come itself which is an algebraic sum of the compomnents. Thus, firms were
found to be able to forecast revenues, for example, with more accuracy and
precision than net income.?

The Time Dimemsiton. One of the major dimensions with which events
are generally associated and which is important in prediction is the time
dimension. Events that are associated with time are said to be recurring
events. Those which are not associated with time are called mom-recurring
events. The items that are generally grouped as operating expenses and
operating revenues tend to be recurring items, whereas the mam-recurring
items are usually labeled as extraordinary revenue or expense items. Predic-
tion on the basis of a series of past events is made with less errors if the
process that generates these events and their measures is well defined and
stable. The firm's return is generally the aggregate of many and different
processes. When prediction is based on a separate component, each iidenti-
fiable with a particular generating process, it is apt to be more accurate than
when it is based on an aggregate measure that obscures the umderlying
relationship. Thus, better prediction is presumably made possible by ana-
lyzing the time trend of income generated by recurring events more than by
analyzing a trend of income that results from both recurring operations and
less stable processes. Therefore, disaggregation of events along the dimen-
sion of recurrability becomes another criterion that facilitates prediction.

Disoiimiabbitiity Amamy Informettion Sources. Associability of events of
interest with past events or past dimensions is not the only criterion that
may facilitate the improvement of prediction. An important element in
facilitating prediction is obtaining estimates (even though subjective) from
people who may possess information about the future that makes their own
prediction of future relevant events an important input into the predictions
of the users of financial statements. The persons who may have some
knowledge about the future are likely to be the firm's mamagement.

As indicated earlier, the object of prediction is expected future cash
flows and the uncertainty associated with them. But both the cash flows and
their uncertainty depend on the specific plans and actions which are affected
by and first known to the management of firms. Since such plans are de-

23 8ee R. A. Daily, “The Feasibility of Reporting Forecasted Informatien,” The
Accoonming Reviiew (Octeber 1971), pp. 686-692.
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signed to give the firm a competitive edge, they are bound to have significant
informational content.?¢

Because a firm's management is the first to know its plans, timely fore-
casts may prove to be a valuable input to the users of financial statements
in predicting future cash flows. Management is in the best position to assess
the effects that its specific plans (unknown to others unless communicated)
have on future cash flows. It would therefore seem desirable for management
to communicate its expectations concerning these cash flows.”® Managers,
however, are not infallible. Expectations based on their plans may diverge
from actual results because of the randomness of the underlying events or
different interpretations of future events by managers and the market. The
difference in interpretation may exist because of two major factors that affect
future cash flows: (a) market and industry events that affect all the firms—
exogenous factors, and (b) the particular performance of the firm in question,
that is, the specific plans or resources, employment decisions made by man-
agement, etc. These specific firm decisions are responsible for whether the
firm accumulates more or less value than the industry or the market. These
are the endogenous factors.

Exogenous factors, contrary to the endogenous, are primarily beyond
the firm's control. They may be predicted by relying on the market's expecta-
tions as reflected in market prices, but the best source for predicting endo-
genous factors is probably the firm's management. Thus, the dimension of
controllability of events becomes an important criterion in facilitating pre-
diction.?®* The dimension of controllability facilitates prediction not only
directly through identifying the source from which expectations are to be
obtained—mariket transactions and market prices for the exogenous factors
and management’s forecasts for the endogenous factors—but it also facili-
tates prediction through enabling users to assess managerial performance.
Clearly, the past ability of management to forecast, perform and carry out

24 This is generally information that is not currently and systematically made
widely available to the market. Some evidence on this is provided by Scholes, “Test
of the Competiiive Market Hypothesis,” who found that corporate insiders often have
monopalistic access to informatiom about their firms which if made avallable would
contribute to a better allocation of resources (see Ronen, “Need for Accounting
Objectives in an Efficient Market").

25 Notice that the detailed plans themselves do not have to be made available,
only the managememt expectations concerning cash flows whieh are contingent
on these plans. Consequently, there should be no reluctanee by managemeni, out
of fear of leakage to competitiors, to reflect this imformation.

% A perfectly competiiive firm does not possess any particular advantages that
allow it to affect its output price by varying its supply and will therefore net earn
more than the normal rate of return. It can be sald then that the firm's inerement
in its wealth is determined entirely by exogenous market and industry faeters. A
monopoalistic firm possesses a unique asset (skilled laber foree, managerial knew-:
how) that enables it to affect the price of iis differentiated preduet. IA this ease, the
firm can be said to bring its endugppiss variables 6 Bear BR iis eutput priee aside
from the industry-wide exogenous faeters, and it eah thus preduee Righer than a
normal rate of return.
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BENEFITS OBTAINED THROUGH AGTIONS . BENEFITS OBTAINED THROUGH THE Figure 6
CAUSED BY THE PROVISION OF INFORMATION OBJECTIVES HIERARCHY: INFORMATION BENEFITS USE OF INFGRMATION FOR BECISIONS
OPTIMAL RESDURCE OPTIMAL RESBURGE
ALLOCATION: ALLOCATION:
ECONOMY LEVEL INDIVIBUAL LEVEL
EEFICIENT RESOURCE ALLOGATION
WITHIN THE FIRM
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plans successfully is an indicator of future perfermanee and therefere repre-
sents important input to the prediction preeess, FEurther, infermation abeut
management's particular plans and their results prevides insight inte Fisk-
taking tendencies of management and, therefore, ihe future likeliheed of
engaging in risk-taking activities. Thus, the ability te identify petentially
useful information sources can enhance the predictability of relevant events.
This is indicated as one of the sub-objectives emanating from the prediet:
ability and comparability objectives in the hierarchy shewn in Figure 6.

Controllability is only one dimension that could faciitate the identifiability
of potentially useful seurces (through indicating, for example, that manage-
ment is potentially a more useful force for predicting the endogenous fagters
under its control than for predicting the exogenous factors outside its eontrol).
Other dimensions may also make identification of the more competent
sources for providing information on future evenis possible. Eor example,
among exogenous factors, different information soeurces have different de-
grees of usefulness and competence in providing information about relevant
events. Interest rate fluctuations, the money reserve, and credit terms are
factors; infermation concerning them is probably best obtained from the
Federal Reserve. Information on the availability of raw materials and future
prices, on the other hand, is probably best obtained through observing
trends in the supplying industries. However, while other dimensions could
be identified, only the controllability dimension is shown in Figure 6 since it
serves to indicate a major dichotomy between the exogenous and the endo-
genous variables.

The distinction between the exogenous and endogenous variables leads
(as shown in the hierarchy) to the identification of management as the most
competent source for predicting endogenous variables. Since users are
interested in expected cash flows and their uncertainty, management fore-
casts of endogenous variables can be communicated by assessing the endo-
genous effects on future cash flows accruing to the firm.??

27 While there are many ways for managers to commumicate future emdogenous
events, the forecasts of cash flows by managememt were chosem in the thierarchy
because: (a) such forecasts provide a quantification of the endogemous variables
in dollars and (b) since the effects on cash flows will depend on the assumptions
implicit in management’s forecasts with respect to exogenous factors, such assump-
tions would be reflected through the forecasts of the total cash flows. These
assumptions could also be explicitly stated when management provides Its cash
flow forecasts. It is important for users to know these assumptioms, sinee if they
are considered unrealistic, the quantification of the endegeneus effeet en the eash
flows can then be modified. By communmicating future endegeneus events via theif
effects on cash flows, an aggregate measure eeuld be provided if s desired.
Provision of managemenit's assessmenit of endegenous variables threugh fereeasied
cash flows certainly does not exelude other ways ef eemmumicating this infermatien.
Further research Is needed to peint eut the bettef alterrative means. Fer a fecent
suggestion to commumicaiie management's prebability distribution ef ferecasts 66A:
ditioned upen different expeetations with respeet 6 exegenevs variables, see AMiF
Barnea and G. Joseph San Miguel, "The Relevanee of EarAings Feresasts" (Unpub:
lished manuseript, New Yerk URiversity, 1973).
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The best source for predicting the exegeneus fasters is prebably the
market itself. It has already been indicated that different seurees eeuld be
of different competence or reliability in predicting exegenous fasters: Hew:
ever, the research on efficient markets indicates that available infermation
in a market (ineluding information affecting exegenous faeters relevant to
the particular firm) is generally impeunded in market priees (whether they
are securities or other eapital assets). Market prices, thersfere, prebably
best reflect the effects of relevant exegenous faeters en the firm. Fer ex
ample, fluetuations in the price of a firm's eutput reflects anticipated ehanges
in the demand for that eutput, which is an exegeneus faeter that is relevant
to the firm. Similarly, fluctuations in the market prices of iRputs would reftect
expectations with respect to changing conditions in the supplying industry
and/er the emergence of competing inputs. This leads te the eonelusien
that market prices should be the source for predicting the exegenous facters
that impinge upon the firm's activities, as shown in Figure 6 by the affew
extending from the exogenous branch of the exogenous and emndogeneus
diehetimization.

Proceeding from the endogenous branch and the need for management
to eemmunicate its cash flow forecasts, it is necessary for users to assess
reliability of the future forecasts. To do this they need to be able to assess
management ability to forecast with reasonable accuracy. To assess man-
agement ability to forecast, comparison between management forecasts
and actual events must be made.?® Thus, the recording of forecasts and
actual events (to be ecompared with forecasts) emerges as a desirable
objective. To highlight the deviations of actual events from forecasted
events, it is desirable to distinguish between expected and unexpected results
of operations in the records. The quantification of unexpected events pro-
vides a record of management's “errors” and would be useful in assessing—
threugh the observation of the magnitudes of these errors over an extended
period of time=the ability of management to forecast within a reasonable
degree of aecuracy. Thus, Figure 6 indicates the systematic distinguishability
between expected and unexpected results as an objective of accounting.

Assessatiilitity of Manageié/ Performmamee. Since the firm's progress
hinges primarily on management performance, the ability to assess this per-
formance is an important element in facilitating the predictability of the
firm's flows and the comparability of these flows across firms. But to facilitate

28 Thus, it could be argued that in the short run, managers could deceive users
by deliberately commumicating biased forecasts. But it should be remembered that
managers who are likely to do so, when required to commumicate forecasts, wlll
probably “volunteer” biased forecasts in the absence of such a requiremenit. (As
is well known, managers presently communicate forecasts in an ad hee, sporadie
fashiom.) The requirement to incorporate forecasts systematically and periodically
within the accounting system serves at least to deter biasing foreeasts sinee it
makes possible the subsequent systematic and periodic comparisen of foreeasts
with actual events.
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the assessment of managerial perfermance, it is essential te distinguish
between controllable and ungontrollable events. Thus, the dimensien ef eon-
trollability is important in two respects: one fer the identifiability ef useful
information sources and the other for the assessment of managerial pef-
formance. In the hierarchy (Figure 6) several situations are enceuntered
where the same objective is derived from more than ene higher level ebjee-:
tive. This is indicated by numbers reflected in Figure 6. Fer eentrellable
events, a comparison needs to be made between management's plans and
actual results. The degree of management's success is assessed threugh
both the soundness of their plans and the ability to meet these plans. Furher-
more, both management's plans and actual results need ie be cempared
with alternative plans and actions that were available to management. Frem
the need to facilitate such comparison and evaluation can be dedused the
objective of providing a record of alternative actions whieh, fer example,
could be reflected through the communication of opportunity cests. Thus,
from the objective of assessment of managerial perfermance, twe sub-
objectives can be deduced which have already been derived through ether
objectives in the hierarchy. One is the communication of management's
forecasts and the effect of specific plans on these forecasts and the reeord
of actual events to be compared with the actual forecasts.

Elexitbiffiyy or Manewweeddiitity. Of primary importance for predicting the
risk associated with the firm's cash flows (but also for assessing return) is the
degree of flexibility or maneuverability that the management of the firm pos-
sesses in employing its resources. The more numerous the alternatives open
to management for utilizing its resources, the greater its resilience to adverse
environmental effects such as a decline in demand for its product. A
systematic record of the alternative employments of available resources and
possibly the resources’ opportunity costs will facilitate the assessment of
such alternatives. One readily available alternative for the firm's resources
is disposal of them. Market exit values of the firm's resources quantify
this alternative and are therefore an objective that is derived from the higher
level objective of providing information on the availability of alternatives.

Market exit values also satisfy two other sub-objectives that may be
derived from the flexibility criterion. These are the convertibility of the re-
sources into flexible means of exchange and the extent to which mesources
are specialized. Clearly, the more convertible the firm's resources into cash
and the greater the magnitude of cash that could be potentially received for
them, the more flexible is the firm's management and the higher the degree
of maneuverability of the firm's resources. If the market exit values of the
firm's resources are small in their relative magnitude, a small number of
alternative uses of these resources outside the firm is indicated, and therefore
the utilization of the resources within the firm will be highly dependent on the
marketability of the firm's specific output. The greater the extent to which
these resources are specialized (in the sense of being thus dependent) the
lesser is the degree of maneuverability available for management and the
less flexible is management in using the assets.
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Another factor that affects management flexibility is the degree ef fixity
of the resources. That is, the extent to which adjustment costs need to be
incurred to change the use of the reseurces. The higher the adjustment eosts,
that is, the greater the fixity of the reseurces, the higher are the risks asse-
ciated with the firm's flows in case adverse environmental effects cause the
demand for the firm's output to decline. The flexibility and maneuverability
criteria are sub-divided in the hierarchy into four separate (although in effeet
interrelated) sufb-objectives:

1. Convertibility of resources into flexible means of exchamge—cash:
This sub-objective leads to the objective of providing market exit values as a
reflection of the proceeds of resources, if disposed of, less the costs imcurred
to dispose of the assets.

2. Availability of alternatives: From this can be derived the need to
record alternatives, such as opportunity costs. A readily available apportunity
cost of the firm's resources is their proceeds. Thus, market exit values are
derived again as a suib-objective.

3. Fixity of resources: From this attribute can be derived the need to
communicate adjustment costs to change the nature of the use of resources.

4. The extent to which resources are specialized: To reflect the degree
of specializatiom, there must be some indication of the dependence of the
utilization of resources on output marketability. Such a dependence could
again be reflected through communicating the possible alternative uses of
resources, e.g., through use of market exit values.

From the objectives of flexibility and maneuverability two sulb-objectives
seem important. These are market exit values of the firm's resources and the
opportunity costs of such resources, that is, a record of the resources’ value
in alternative uses. The numbers shown beside some of the suib-objectives
in the hierarchy indicate recumeamee in the hierarchy. In other words, they are
derived from more than one objective or sub-objective. While greater re-
currence of the sub-objective in the hierarchy does not necessarily indicate
that a particular sub-objective is more important, this is likely to be the case.

Ascertainability of Divergences Between Social
and Private Costs and Benefits

To make possible the prediction of future divergences between social
and private values (costs and benefits) as well as the possible alternative
means of dealing with these divergences either at the individual or the gov-
ernmental level, information must be provided about both past and present
divergences between social and private values. The information needs to be
provided concerning the following:

1. The actual cost to a firm (including opportunity costs) of harmful side
activity engaged in by other firms or entities: Probably, the firm is in the best
position to measure and quantify the costs here in the form of direct expendi-
tures or in the form of lost income that it incurs because of harmiul externality

102



(such as pollution, noise, fumes, etc.) caused by anether entity. It follows
therefore that quantification of these costs for elther private agtion er govern-=
mental intervention is best made and communicated by the firm itself, pos-
sibly as a part of its accounting system.

2. The costs of avoiding the side effects of others’ activities; Certainly
if the cost of avoiding the harmful side effects is less than the cost of the
harmful side effects if not avoided, the cost of avoldance is relevani quanti=
fication of the social costs of the side effects (if the side effects only affect
this particular firm). For any governmental action, this cest which ean prob-
ably be best estimated by the affected firm is a necessary factor in deter-
mining the optimal action.

3. Another relevant factor in determining the optimal corrective action
is the cost which the firm causing the harmful side effect would ineur te
prevent it. The magnitude of this cost must be compared to the cost of the
side effect to the affected firm as well as to the cost of aveiding that effect
by the firm before a decision about the appropriate corrective action can be
made.

Summary

Figure 6 shows the hierarchy of objectives and sub-objectives. Each
sub-objective was derived from the analysis of information needed to obtain
a higher level sub-objective in the hierarchy. While the derivation of objec-
tives and sub-objectives flows in the figure from top to bottom, i.e., from the
highest level and the broadest objectives to lower level objectives, the formu-
lation of the high level objectives was at least in part based on how and for
what purpose presently provided information is used.

The importance of the framework depicted in Figure 6 lies in the way
that objectives or sub-objectives are derived. While both benefit and cost
considerations are required to identify objectives, we first concentrate on the
identification of the more common benefits to be derived from accounting
information. The benefits are based on pervasive normative decision models
of major groups of users. Once the overall objectives are formulated, sub-
objectives and sub-sub-objectives are derived until different proposed ac-
counting formats and alternatives can be discriminated by assessing and
evaluating them in light of the hierarchy of objectives.
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Accounting Income and Economic Income

George H. Sorter

Economic Income

There is general agreement among economists who have written on this
subject that income is to be regarded as a measure of the change in “well-
being" or “better-offness” occurring in some specific time period iirrespective
of whether it is measured statically or dynamically and regardless of the
measurement bases used.

A change in well-being can result through either immediate satisfaction
or increased prospects for future satisfaction. Thus, income has often been
defined as consumption plus investment. Consumption corresponds to iimme-
diate satisfaction, whereas investment is identified as the postponement of
present consumption with increased future consumption or satisfaction as
one of its goals.

Economic Income for Individuals

Much of the controversy in defining income for individuals is based on
the fact that either current or prospective satisfaction is necessarily subjective
and based on individual preferences and the utility assessments of different
individuals. A person’s satisfaction or consumption may, to a large extent, be
nonmonetary. Thus, one person may derive income in the form of personal
satisfaction from viewing a painting, whereas another person may not.

The same problem exists in defining investments of individuals. For
some persons the ownership of art objects may be an investment over and
above their monetary values. For others it may not, and so forth.

Economic Income for Business Entities

These definitional problems are not as acute for business entities. Such
organizations (as opposed to individuals who may own the business) should
not have utility functions. Their well-being is generally restricted to, and
measured by, monetary benefits.

In the case of business entities, consumption is defined strictly as divi-
dends; net investment is defined simply as the change in the value of the firm
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itself (exclusive of any additional explicit stockholder investments in the
firm).!

Economic income for a firm is generally defined as the change in the
value of the firm plus any dividends paid during the period. Almost umamimous
agreement exists among economists that the value of an asset is quantified
by the discounted value of the future cash flows attributable to the asset.
The value of a firm, which is an asset itself, is also considered to be quantified
by the discounted value of the future cash flows attributable to it.

Should the measurement of economic income, or alternatively, an
accounting income that corresponds more closely to economic income, be
the objective of accounting? A negative response to this question is appro-
priate for reasons discussed in the next section of this paper.

Economic Income and the Accountant

Users of financial statements would like to know the cash proceeds
that they will receive from investments that they make. In terms of equity
securities these cash proceeds are measured by the dividends that the stock-
holder will receive and the market price at which he will be able to sell his
shares, that is, his share of the economic income of the firm. This imformation,
however, cannot be supplied by the accountant, at least not presently.

Even in a world of relative certainty where the probabilities of all pros-
pective events affecting a corporation are known, the accountant still could
not measure the prospective market values of a firm or its economic imcome.
The price an individual is willing to pay or receive for a security is determined
by (1) his expectation concerning future events, and (2) his personal prefer-
ences relating to these events. Individuals generally will be willing to pay
less for a security which has a 50 per cent probability of returning $100 and a
50 per cent probability of returning O than for a security whieh has a 100
per cent probability of returning $60. Thus, mest individuals are risk averse
but they are risk averse in differing degrees. The extent to whieh an indi-
vidual is risk averse will determine hew mueh less he is willing te pay fer the
seeurity with a 50 per eent prebability of returning $100 and a 50 per eent
prebability of returning 0. Individuals with different risk preferenees will
therefere be willing te pay differant ameunts fofF seeurities whese returAs are
subjeet ip gguivalent wRecerainties:

The market price of securities reflects a collective consensus of many
investors and incorporates their collective risk preferences. Therefore, the
accountant, in order to measure prospective market values and economic
income, would not only have to know the probability of future events occurring

Many problems of defining income, of course, remain. THis definition of income
as consumptiom plus investment can easily be used to analyze such problems as
whether the measure of income should reflect deduction for imputed interest on
stockholder investment and whether unexpected gains should properly be imcluded
in income. Analysis of these problems is not carried further in this paper, however.
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but also the collective taste and preferences of investors. |n actual fact, ef
course, he knows neither, and thus the accountant cannot prospectively com-
municate future market values of a company’s shares.

Financial statements can communicate the market value of these shares
and the economic income of firms once these have been determined by the
market, but this information is adequately communicated through other means,
such as the financial press.

It does not seem useful for accountants to describe market values of a
firm's securities after the fact. But even if financial statements cannet
measure in a prospective sense the market value of a firm's securities, it
may be argued that the value of a firm can be described apart from the value
of the securities of the firm. However, such an abstract or intrinsic value of a
firm apart from the value of the securities does not exist. Value in eaeh and
every case represents an assessment by someone. Value as an abstract
principle is meaningless. The value of a firm as a whole exists only as it is
perceived by others. Value in terms of a dictionary definition of “the relative
worth, merit, or importance” or as a useful construct in economics is always
relative. Value does not exist in a vacuum; it must always be viewed as value
in relation to someone or to some purpose. The “relative worth, merit, of
importance” of an object must be defined in terms of the utility of that object
in fulfilling goals or desires of individuals. A firm may have value in relation
to its stockholders and/or in relation to its managers and/or in relation to
its employees. It cannot have value in and of itself apart from these iinterests.
Thus, since the notion of “abstract value” has no meaning, it clearly cannot
and should not be measured by accountants.

Even though there is no abstract value of a firm that can be measured
by accountants, there are values of individual assets of a firm which may be
measured. Aggregation of these asset values may be said to define the
value of the firm.

Certainly individual assets of a firm have value, and insofar as these
values are known in the market—because of quotations or tramsactions—
these market values could be communicated in financial statements. How-
ever, the market value of individual assets of a firm is determined by the
utility of those assets as judged by many users with many intended uses.
The particular use for which a firm owns an asset is only one of many deter-
minants of value. For example, the market value of an asset will be nil if it
is s0 unique or specific that it can be used only by the firm holding it. No one
else will demand the asset if it is of no use to them. Such an asset, however,
can have significant value to the firm that owns and is able to use it. Perhaps
the best illustration of this point relates to an automobile. It has often been
said that an automobile loses one-fourth of its value when it is driven out of
the showroom. Such a statement is both true and meaningful, as well as
fallacious. If the intended use of an automobile is its sale, then the value of
that automobile is in fact reduced when ownership passes from dealer to
customer. The dealer generally possesses a comparative economic advan-
tage not enjoyed by the customer, and thus the car is more valuable if sold
by the dealer than by the customer. If the intended use of the car, however,
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relates to its transportation services, then it is fallacious to say that the value
has decreased when the car is driven out of the showroom or when ownership
passes from dealer to customer.

Market values of individual assets do not always relate directly to their
value to the firm holding them. Further, the use value of individual assets
of a firm depends to a great degree on their joint use with other assets, and
it is difficult to separate value of individual assets from a value of the firm.
While market values of individual assets may indeed provide useful imforma-
tion for users of financial statements, the recording of values of imdividual
assets should not be thought of as a fundamental objective of financial
statements.

Therefore, income as defined in terms of changes in the market value
of individual assets is also not particularly relevant in terms of a specific firm.
Income so defined does not measure the progress or attainments of a firm in
relation to some specific goal. In fact, it may be argued that a firm cannot
have income. If income is indeed a measure of better-offness, can a firm
be better-off apart and distinct from the better-offness of stockholders, man-
agers, or employees? People may be better-off but a firm, a fictional entity,
cannot be better-off and thus does not have income. In our view, value
should always be deflned in relation toe an individual's goal and not abstractly.
Income alse should not be defined in the abstract since it relates to the
satisfaction of individual geals.

The concept of economic value involves limitations which render it
futile, both in terms of implementation and general acceptance, in the con-
text of accounting objectives. Consensus about economic value is properly
the function of the market, not accounting. Information provided by the
accounting process should be unambiguously characterized and communi-
cated as an inputt to evaluation models; it should give no pretense of being
the ultimate outputt or result of evaluation models,

Accounting information of all types, including income statements, bal-
ance sheets, funds statements, statements of cash receipts and disburse-
ments, etc., has an important role to play in allowing different users with
different tastes, different assumptions, different decision criteria, and espe-
cially different risk preferences to evaluate and predict the future cash conse-
quences of the firm. Accountants have long been aware of this and bave
provided disaggregated information about such items as sales, cost of goods
sold and different expenses. Aceountants have iried to gquantify different
assets and liabllities and have provided a funds statement. Had accountants
alternatively assumed that theif only funetien was to eemmunieate income
and value, this eeuld have been aseemplished threugh a simple preeess ef
aggregation. That is, the varieus eperations and events ef an entity ceuld
have been reperted in aggregated form, and enly single Aumbers sueh as
ineefme and value weuld have been diselesed.

If accounting should provide information useful for prediction, evalua-
tion, and control of certain key variables, rather than reporting the variables
or estimates of the variables themselves the following question becomes
paramount: Should the objectives of accounting be stated such that account-
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ing information facilitates the prediction, evaluation, and conirol of cash
flows rather than the prediction, evaluation, and control of income? As stated
earlier, the notion of income means different things to different people who
possess different risk preferences. If the objectives of accounting are stated
in terms of income, disagreements concerning proper implementation of
accounting may arise due to different and diverse definitions of income.
Individual A may argue for method X based on his definition of income, and
indlvidual B may argue against method X based on his different definition
of income. THhus the argument and analysis eoneern not method X but the
desired and different definitien of income. Using the concept of cash flows,
whieh is unambigueus and less abstraet, this preblem of defnition is avoided.
Disagreerent ean and prebably will eentinue te exist, but sueh disagreement
will Ret revelve areund the many ambiguities whieh result frem the many
different eoneepts of ineeme. Use ot the eoneept of eash flews permits the
argument, esntreversy, or analysis eeReerning iRe implementatien ef objes-
fives of aeeeunting o take place oR 8 EOMMBA §rouRAd:

Stating the objectives in terms of the prediction, evaluation, and control
of cash flows provides a vehicle for assessing and evaluating all accounting
information including income statements, balance sheets, funds statements,
and the proper aggregation or disaggregation suitable for such statements.
Insurmountable problems related to implementatiom, communication, and
interpretation would result if accounting objectives are defined in terms of
accounting income, because methods of assessing and evaluating the worth
of different concepts of income are not provided. Thus, no vehicle would
exist for making decisions about assets, liabilities, ste.

An example may illustrate this point. Should price level adjusted data
be used? If the objective of accounting is to measure income, then the
argument can only be joined in terms of whether price level or non-price level
adjusted income is superior and whether well-offness should be measured
in terms of monetary or "purchasing power” terms. Such an objective, how-
ever, would not indicate how this controversy should be resolved.

If, on the other hand, the objective of accounting is to predict, evaluate,
and control cash flows, the price level controversy can be resolved, although
the solution may differ given varying circumstances.

For instance, accounting income currently describes the melationship
between present inflows (revenues) and past and present outflows (cost).
This information is useful for evaluating the past and may be useful for
predicting future inflow and outflow relationships. It helps answer the
question: What inflows will be generated by current and past expenditures
for plant and equipment? Should the reporting of past costs be adjusted for
price level changes in describing this relationship? The answer should be
based on whether adjusted or unadjusted costs are expeected to better pre-
dict future inflows. This may well depend en whether the past rate of infiation
is expected to continue. I it is, then the relationship between eurtent inflows
and unadjusted outflows will better prediet the future eash inflews in gress
dollar terms:.
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The significance of these dollar inflows will of course be affected by
price level changes. The evaluation of the extent of these effects will vary,
however, depending on who will realize the cash flows and how they will be
utilized. For instance, cash received by stockholders in the form of dividends
will probably be spent on “market baskets” different from cash reinvested
by corporations. The effect of changes in the general price level will differ
to the extent that the usage of cash and preferences for different market
baskets differ. This type of assessment is best left to users, since it depends
on individual preferences and is necessarily subjective. Yet the method which
serves the objective of predicting those cash flows is here capable of objes-
tive analysis.

This brief example does not consider aspects of control and evaluation.
It helps to illustrate, however, how a controversy like price level adjustments
is capable of objective analysis using an objectives framework which relates
to cash flows.
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Earning Power and Cash Generating Ability

George H. Sorter, Research Director, in collimpaation with
Martiim S. Gans, Paul Rosentfligitt, R. M. Shanmem and Rebernt 6. Streit

The paper entitled “Economic Decision Making and The Role of Aceeunting
Information” includes a discussion of the casth gemeraligg abillily of ente-
prises. The concept of cash generating ability and its relation to finaneial
statement objectives requires elaloration.

Cash Payments to Creditors and Investors

The relevance of cash generating ability to the objectives of financial
statements is derived from the importance of cash payments by enterprises
to creditors and investors.

Benefits to Creditors and Investors of
Cash Payments by the Enterprise

The primary benefits to creditors and investors of an enterprise consist
of (a) future cash payments by the enterprise to them and (b) future cash
proceeds from selling enterprise securities to others.

Cash payments from the enterprise to its creditors and investors iinclude
interest and principal payments, regular and liquidating dividends, and pay-
ments for purchase of securities by the enterprise (purchases of debt securi-
ties before the principal is due and p<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>