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"The pace of technological and social change in recent years bas geaed
difficult problems for accounting and accountants. Data processing aad
information techonlogy have provided new tools... The dependence om
information by a larger and larger set of managers and investors, as well 25

increased concern with the relationships between goals and objectives of

private entities and society, has created new problems”.
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" because the interests of managers and shareholders are not perfectly
aligned, managers must choose between employing resources (including
managerial time) in ways that enhanse from value or utilizing those resources
for personal benefit at shareholders expense."
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"Acceptance may be forced or voluntary or some of both. In a
democratice society, getting acceptance is an exceedingly complicated
* process that requires skillful marketing in a political arena”.
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"Debates over "best" financial accounting standards not only emphasize

traditional "technical” issues, such as which method produces the "best"
matching of cost and revenues, but also focus on economic consequences."
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"The Economic Effects on Lessees of FASB STatement No. 13

Accounting for Leases."
Flod) ey Olagdall juaza JUT Gubs oo b b Abdel-Khalik S35
AY 3, Loyl G 3Ll JOVRLES [P I0 © 4 1300 S

"The information consequences of statement 13 where the changes in

financial statements that resulted from it a repacking of exising information”.
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(Whether operating, financing, or investment) included by the information
cosequences of statement 13 and (b) the decisions made by investors,
creditors, and their advisors concerning revisions of return expectations for
 the traded secuirties of the companies affected by the change in the method of
accounting for leases.

Hence, decision consequences refers to either management actions the
level of the company or the response of the capital market"
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"These changes may induce changes in the time-series model of the
reported series ....... At a minimum, the possiblity of changes in the time

series being due to accounting changes rather than changes in the underying

basic time series should be recognized and ivestigated”.
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Figure 1
Auditing and informallon error costs
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"These estimates ... cover 31 engagements with annual audit fees ranging

from 2500 to 110000. The cost for limited reviews made on retrospectwe
year-end basis of quartery data to be included in notes to annual financisl
statements would very from 3 percent to 24 percent of the annual audit fees
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"In 1975 dollars, the (audit of U.S manafacturing Companies could)
easily be 763000 000. Estimates be several public accounting firms of the
percentage increase in audit fees attributeable to the quartery audit which
would be required by the Audited Note proposal range from 20% to 40% ...
The low and estimate produces a total increase in audit fees of over
$ 150000000 a year, an average of the low and high end estimates produces a
total increase of $ 229000 000 a year. These figures, of course, do not reflect
the substantial in-house costs of registrants which would be required to
devote employee time to working with the independent accountants they

perform their audtions.”
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A - Reflecting the change in the national economy, operating results for your
company improved during 1975 from the recession-weakend first half o
a strong recovery in the second half.

B- Earnings in 1975 ... amounted to $ 74.5 million, compared with § £25
million in 1974. (There) were powerful forces at work in the domesle
economy, the general recession, the greatest year-to-year Grop In papes
demond in recent history, the lowest level of housing stans since 1946
and continuing in our COSts.

C- 1975 was in many ways the worst year ever experienced by the propesy
and casualty insurance industry, with total under writing losses estiman=d
to excess $ 4 billion. Thus, with 84 percent of out total revennes beamg
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a difficult one for the continental corporation.
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"As a practical matter,it is necessary to compromise and consider both the

social costs and benefits as well as the distribution of the costs and benefits
of a standard accross individual members of society:.
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- Earnings—inéreasing equity-for-debt swaps tend to accur during periods of

low profit performance (Hand. 1978) and are associated with a 5 percent
increase in managerial pay (Defeo, Lambert, and Larcher. 1986 1).

- Earning-increasing accounting-method changes also tend to occur during
periods of low profit performance (Ball, 1972, Johnson and Dhaliwal,
1988) and one type of procedural change, from accelerated to straightling
depreciation, is associated with a 2 percent increase in managerial pay
(Healy, Kang. and Palepu, 1987);

- When managers, annual bonuses are tied to accounting profits. Earnings-
decreasing accrual adiustments tend to be concentrated in periods where
upper and lower bonus constraints are binding. While earnings-increasing
accruals tend to occur when these constraints are not binding (Healy,
1985).

_ While these studies demonstrate that discretionary accounting choices can
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augment manageent compensauon the results do not necessarily imply et
earnings mampulauons are simultaneously detrimental to sharcholdess.
* Nonetheless. The possiblity exists that these compensation increases am=
achieved at shareholders expense.
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"The influence on earnings levels and trends of mangements choice of
accounting rules is very material. Unless you identify the rules which the
management follows to determine the final score-profits-it is a little like trging

10 decide who won a football game without knowing the rules".
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"Unfortunately, Some managments use accounting to achieve

their earnings goals, rather than letting accounting measure performance”
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(1) Is the bank's share of risk clearly unreasonable?

(2) Does the firm have enough current assets?

(3) Are the firm's current assets sufficiently liquid?

(4) Is the firm Financially profitable?

(5) What is the Final credit rating of the applicant? |
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