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Every transaction that a business records on its books changes its financial
position in some way.  It may be positive or negative; it may be major or minor.  If in
some way we could record every transaction as it happens, and record the depreciation
of assets instantaneously as they expire or wear out, second by second, millisecond by
millisecond, we could have a "God's-eye view" of the accounting process.  

In the limited world of accounting and bookkeeping, however, such instant
feedback and omniscient knowledge is impossible--and would not be cost-effective even
if it were possible.  For that reason, accountants have resorted to the periodic report of
financial activity.  In those periods, regardless of their defined length, figures are
collected, summarized, and condensed into relevant categories for presentation to
statement users.

No one who views a financial statement believes that he is viewing anything but
past information, distinguished only by its relative age.  For that reason the relevance of
the information is discounted both according to its age and its relation to the viewer's
perception of both the present and the future.   Entrepreneurial judgement will always
trump the reports, analyses, and conjectures of the accountants and economists.

In addition to the problem of entrepreneurial judgement, the periodic reporting of
financial data gives rise to other problems, involving the consistency of reporting from
period to period, from entity to entity (so that comparisons can be made), and from
transaction to transaction, and transparency, so that accounting is not used to hide
information rather than to reveal it.  

To mitigate these problems, the accounting profession early on began to
systematize their accounting practices.  What is known as "generally accepted accounting
principles" derived from the need for the accounting profession to have some measure of
consistency in the way financial data was processed and presented and some measure of
transparency in the interpretation of the data presented.   Over the years various
organizations and agencies have worked to formalize the generally accepted accounting
principles into codified rules.  

But the codification process itself became a problem.  Each rule that was made
affected one group or another in some way, and when the force of law and government
regulation was added to the mix, serious controversies and costs resulted, profits were
either enhanced or diminished, and the plans and investments of entrepreneurs were
affected.  Only on the Judgment Day when we see all things from God's perspective will
we know the true cost of these controversies and practices and their true effect on the
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progress of the human race and of the Kingdom of God.

In the meantime, there is the Financial Accounting Standards Board.  

Recently the Wall Street Journal, surveying the attempts of the Financial
Accounting Standards Board (FASB) to revive the debate over the accounting treatment
of stock options in the face of a declining stock market, commented that "accounting
debates are debates about nothing."1  The Journal went ahead to observe:

"That journalists can recognize when shares are overvalued because of an
accounting trick and all the world's billionaire fund managers can't is rather thick.  In
fact, information is not "hidden" just because it's not in the income statement, and
professors of finance have long understood that investors are not fooled by changes in
accounting procedures.  Nobody reading a magazine ran out and sold down America's
100 biggest companies."

Likewise, the Journal noted, investors can also figure out that "nothing
fundamental changes" when and if FASB rules are put into force or just because one puts
a different label on it.2

Debates about nothing?  Nothing fundamental changes?  Compare those charges
with the typical stuff written by the flacks of the accounting establishment: 

"Accounting has been characterized over the centuries, and particularly in the
present one, by myriad schools of thought and infinite shades of opinion on mostly
esoteric issues.  But awareness has grown in the last few decades that publicly reported
accounting information has the power to influence behavior and therefore may have an
impact on stock prices, management decisions, executive compensation, and other
outcomes of importance to the business community."3

 This conflict of views is not new.  It reoccurs whenever the FASB takes a
controversial stand on some accounting or reporting issue.  Usually, however, the issue is
not so starkly framed or so directly defined.  If to give a right answer is like a kiss on the
lips (Proverbs 24:26), the usual analyses of the issues surrounding the FASB is merely a
kiss on the nose.  The issue is usually defined in terms of the private vs. public
determination of accounting standards, or in terms of the FASB vs. the Securities
Exchange Commission (SEC), or in terms of the FASB vs. the professional accountants,
or vs. the corporate financial executives, etc.  All of these analyses miss the real point
though there is a measure of insight in each of them.

Almost everyone who sets out to discuss such matters asserts that they believe in
the private setting of accounting standards.  Typical is this statement from the American
Institute of Certified Public Accountants (AICPA), responding to the proposal of
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legislation in Congress concerning the FASB's derivative and hedging project:

"The accounting profession believes accounting standards should be set by the
private sector and is unalterably opposed to having them set by the government.  With
regard to Congress's activities concerning the FASB's derivative and hedging project, the
AICPA Board of Directors approved a resolution in September 1997 supporting FASB as
the primary accounting standard setter.  The resolution stated, 'We believe it is the
private, independent FASB, with the oversight of the Securities and Exchange
Commission (SEC), that is best positioned to set accounting standards that reflect
economic realities in financial statements and result in the highest degree of investor and
creditor protection in the public interest.'"4

This presentation is typical.  It is simply assumed that uniform accounting
standards should be set, that  having them set by the "private, independent FASB, with
the oversight of the Securities and Exchange Commission" constitutes the private setting
of accounting standards, and that somehow this freakish combination is in the "public
interest."  

The purpose of this paper is to review those assumptions  and to suggest an
alternative to them.  We shall consider (1) the relation between the FASB, the SEC, and
the private setting of accounting standards, (2) the nature of generally accepted
accounting standards and their uniformity, and (3) the nature of the "public interest" in
matters of financial reporting, seeking along the way to give an answer to the question
whether it is necessary to set uniform accounting standards and, if so, who should set
them? and if not, what should be substituted for them?  It will be my position  that the
private-sector setting of accounting standards is an illusion, that uniformity in accounting
standards is neither possible nor desirable, that standard setting in the public interest
results in less rather than more transparency in financial accounting, and that the public
interest is best served through a decentralized system.      
I.  The Relation Between the FASB, the SEC, and the Private Setting of Accounting
Standards.

The ostensible need for uniform rules and standards was asserted early in the
century.  The first attempt at setting such guidelines was a bulletin published by the
Federal Reserve Board (FRB) in 1917 under the title of "Uniform Accounting."  The FRB
was concerned to have uniformity because many corporations customarily discounted
their commercial paper at its member banks, and variations in reporting complicated
their ability to read and understand their customers' financial statements.  

In the 1920s and early 1930s there were complaints about unreliable financial
reporting and how it was used to "hoodwink" the shareholders, but the critics were
usually dismissed as doomsayers in the midst of the great boom times.5  In 1932 the
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American Management Association (AMA) called for the leading professional societies to
address the matter of accounting standards, and in 1933 the Senate Committee on
Banking and Currency conducted hearings on the operations of the securities markets in
the light of the 1929 crash of the stock market.  It was thought that the lack of uniform
accounting standards had contributed to the unwarranted speculation in stock which, in
turn, had led to the crash.

In response to the call from the AMA the American Institute of Accountants (AIA,
later the AICPA) and the New York Stock Exchange began informal discussions of
accounting standards.  The accountants were reluctant participants, considering the
promulgation of accounting standards to be neither practical nor desirable.  They
thought that only those practices which corporations and their accountants were in
general agreement about should be identified and defined.6

In 1933 the committees of the AIA and the stock exchange were able to agree on
five very general guidelines for financial reporting.7 

Those five guidelines were:  (1) revenue should not be recognized until a sale is made,
and current period expenses should not be deferred in anticipation of sales, (2) expenses
should be deducted from income in measuring earnings, not charged to capital surplus,
(3) after an acquisition, dividends paid by a subsidiary to its new parent out of prior
earnings are a return of capital, not income to the parent, (4) dividends on treasury
stock should not be treated as income; and (5) receivables from officers and employees
should not be included with trade receivables.  These five principles were, for that day,
ôgenerally acceptedö as good practices to follow.

By that time, of course, a new administration had come into power in reaction to
popular discontent over the economy and the depression, and, as part of the New Deal,
the "Truth in Securities Law" (the Securities Act of 1933) had been passed.

That Act was designed, it said, "to provide full and fair disclosure of the character
of securities . . . and to prevent fraud in the sale thereof," and required that the financial
statements of publicly traded companies be audited by independent public accountants. 
The new law was administered by the Federal Trade Commission, but it was later
transferred to the Securities Exchange Commission (SEC) when that agency was created
in 1934.  The 1934 Act directed the SEC to prescribe the form and content of financial
statements issued by those publicly held corporations which were registered with the
SEC.  The Act gave the commission the authority 

. . . to prescribe, in regard to reports made pursuant to this title, . . . the methods
to be followed in the preparation of reports, in the appraisal or valuation of assets and
liabilities, in the determination of depreciation and depletion, in the differentiation of
investment and operating accounts, and in the preparation. . .  Of separate and/or
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consolidated balance sheets or income accounts. 8

The legislation soon led to contention among financial statement issuers, auditors,
and users.  The requirement of mandatory auditing and the mandate to prescribe rules
for financial reporting soon led to the question of just by whom, and just how, those
rules were going to be made. 

The debate went on for four years.  Some in the SEC recognized the
impracticability of having the Commission itself set the standards.  Others considered
that any delegation to the private sector was a capitulation of the whole idea of public
regulation of the economy.  In 1938, however, three of the five commissioners of the
SEC voted to rely on the public accounting profession to lead in developing standards in
the private sector, reserving to the SEC an oversight function and final authority in the
matters.  Roger Van Riper comments:

"This set the stage for a long-running drama of self- regulation that still is being
played out.  The fact that the private sector was granted the privilege of developing
standards--a privilege that it valued highly then and still does--by a narrow 3- 2
Commission vote took on a keen irony more than a half a century later."9

In 1938, in response to the grant of authority by the SEC, the AICPA enlarged its
Committee on Accounting Procedure and began issuing its pronouncements as
“Accounting Research Bulletins” (ARBs).  The Committee issued 51 ARBs in its 21 years
of existence.  One of those, Number 43, was a revision and restatement of the previous
42.  Armstrong remarks that “In spite of their ambiguous authority, the bulletins did
achieve general acceptability” within the profession.10

But in the mid-1950s there was growing criticism of the process and the adequacy
of the standards that had been developed.  The president of the AICPA, Alvin Jennings,
summarized the criticisms:

“We are told that the public finds reports inadequate and insufficient; that
stockholders have need for more quality and less quantity; and that it is our
responsibility that it is not possible to compare operating results of companies within a
given industry or one industry with another because of the wide choices in accounting
methods which are available.”11

As a result, in 1959 the Committee on Accounting Procedure was replaced by the
Accounting Principles Board, and given an accounting research staff.  The APB lasted
until 1973 when it was replaced by the Financial Accounting Standards Board (FASB). 
In its short life it issued 31 opinions, based on its research studies, reason, and
analysis.12
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From its beginning the APB was criticized on various bases.  Van Riper summarized the
criticisms and their contradictory nature:

“In a phrase that was popular at the time, it was seen to concentrate on
‘firefighting’ and to ignore ‘fundamentals.’  Somewhat contradictorily, the APB also was
faulted for its inability, as a part-time, volunteer body, to act quickly enough to keep up
with developments in the marketplace.  A more telling criticism was that a Board made
up almost entirely of public accountants whose partners and clients were alleged to exert
self- interested pressures was not equipped to perform a ‘public interest’ standard-setting
function.  Under-representation of issuers of financial statements, who viewed
themselves as being most directly affected by the Opinions of the Board, was a serious,
and probably decisive, point of contention.”13

Another commentator, John C. Burton, remarked that the major failing of the APB
was its unwillingness to recognize the political nature of its function as opposed to the
search for some “unassailable truths” in accounting, and recounts an incident early in the
life of the APB that portended its eventual failure: the investment tax credit.  The
Kennedy administration was counting on the approval of the “flow-through” method of
recording tax credits in an effort to encourage capital investment.  When the APB ruled
against the “flow-through” method in favor of a deferred treatment, it was over-ruled by
the SEC.  The failure of the SEC to support the APB undermined its authority and eroded
its support.14

In 1971, the AICPA appointed two committees to restudy the matter of setting
accounting standards and to formulate a new structure and procedure for doing so.  The
two committees were named after their appointed chairmen, Robert M. Trueblood, the
managing partner of Touche Ross and Company, and Francis M. Wheat, an attorney who
specialized in securities law and a former commissioner of the SEC.  The Trueblood
Committee was assigned the task of studying the objectives of financial statements, and
the Wheat committee was assigned the task of designing a structure for establishing
accounting principles.  The Wheat Committee was to “find ways for the AICPA to
improve its function of establishing accounting standards.”  It was intended to examine
the methods of the APB and it make improvements on them.

The Wheat Committee eventually concluded that the AICPA could best improve
the function of establishing accounting standards by relinquishing its assignment and
turning it over to a new organization separate from the AICPA.  

That organization was established in 1973 as the Financial Accounting Standards
Board (FASB).  The FASB is the major operating part of the actual structure that was
created.  It is an arm of the Financial Accounting Foundation (FAF), a nonprofit
corporation which is independent of all other business and professional organizations. 
The other arm is the Financial Accounting Standards Advisory Council (FASAC).



7

The FAF is governed by a board of trustees who appoint members of the FASB
and raise funds for its operation.  The FASAC is serves as advisors to the members of the
FASB, establishing priorities and lending expert advice and technical consultation.

In developing this structure, the Wheat Committee set the following criteria for
the FASB: (1) The standard-setting body should be independent and objective, (2) it
should have broad-based participation, (3) the board should be relatively small and
made up of full-time members who had severed all ties to their previous business
affiliations, and (4) the board must have the full support of the accounting profession
and its supporting organizations (such as the AICPA, the American Accounting
Association (AAA), the Financial Executives Institute (FEI), the National Association of
Accountants (NAA), and the Financial Analysts Federation (FAF).

The Wheat Committee also considered the appropriateness of having accounting
standards set by the private sector.  The committee concluded that there were at least
four good reasons why accounting standards should not be set by the government: (1)
the governmental agency would be too susceptible to political pressure, (2)
governmental laws and regulations would be too inflexible and governmental agencies
too unresponsive to meet the needs of business, (3) governmental regulation would have
a negative effect on the vitality of the accounting profession, and (4) governmental
regulation would tend to extend the power of the government over privately-held
corporations and private organizations, or lead to having two sets of standards--one for
governmental purposes and one for private purposes--much as has happened in tax
accounting.

Parallel to the development of the FASB was the development of the SEC.  The
Securities Acts of 1933 and 1934 gave the commission specific authority to prescribe the
principles of accounting and reporting to be used by those companies under its purview. 
Its authority to set these principles has been used sparingly, however.  Early on, the SEC
decided not to undertake the establishment of accounting principles, but to rely on the
private sector to establish them.  In its Accounting Series Release of 1938 (Number 4)
the SEC provided that it would presume that financial statements filed with the
commission were misleading if they were prepared in accordance with accounting
principles for which there was no “substantial authoritative support.”  The concept of
“substantial authoritative support” was an invitation to the AICPA and others in the
profession to establish those standards and to give them professional authority.  

In 1972 the SEC issued its ASR 150, again stating its policy of relying on the
private sector to establish and improve accounting principles. The Commission took note
of its support in the past of bodies designated by the accounting profession and endorsed
the establishment of the FASB.  It noted that the SEC intended to “continue its policy of
looking to the private sector for leadership in establishing and improving accounting
principles and standards through the FASB with the expectation that the body’s
conclusions will promote the interests of investors.”15
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The conclusion of ASR 150 stated that as a matter of policy “principles, standards
and practices promulgated by the FASB in its statements and interpretations will be
considered by the Commission as having substantial authoritative support and those
contrary to such FASB promulgations will be considered to have no such support.”16

The FASB and the SEC thus form a unique partnership in the formulation of
accounting standards.  The SEC, for the most part, has maintained its policy of relying on
the private sector for standard setting, and the FASB, for the most part, has avoided
putting the SEC into a position where it must exert its superior authority.  Both
organizations have sought to avoid the confrontations that could result in the
deterioration of that relationship.17 

“The degree of cooperation between the bodies has varied substantially over time.
On occasion, the standard-setting body has worked virtually as a partner with the
commission staff in drafting opinions, so the input of the SEC staff was direct and
substantial.  At other times, the private-sector standard-setting body has kept the SEC at
a distance, discussing pronouncements with the staff only in general terms prior to their
issuance.  The relationship between the bodies sometimes has been less than cordial, but
on the whole a satisfactory modus operandi has been established. . . . Though the FASB
recognizes that it cannot sustain positions that are directly contrary to the expressed
judgments of the SEC, at the same time the commission recognizes that if it attempts to
overrule the Board regularly, this would destroy the standard-setting mechanism it
believes to be the most effective.  Accordingly, both parties seem to see the benefit of
working together rather than at cross purposes.”18

Rhetorically, however, the profession insists that standard setting is still a
function of the private sector.  An AICPA press release published on the AICPA’s web site
(www.aicpa.org) quotes J. Thomas Higginbotham, the Vice President for Congressional
and Political Affairs, in answer to the question: “Should accounting standards be set by
the government or by the private sector?”  Higginbotham replies:

“The accounting profession believes accounting standards-- which are the bedrock
of the nation’s economy because of the reliable and uniform financial information they
provide--can best be set by a professional, independent private body rather than by the
government.”19

The same theme is expressed by the FASB in its press release, also published on
its web site.  The FASB begins by explaining that while the SEC has the legal power to
establish financial accounting and reporting standards, “the SEC has traditionally
provided the private sector with the opportunity for self-regulation.”

“The mission of the FASB is to establish and improve standards of financial
accounting and reporting for the guidance and education of the public, including issuers,
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auditors, and users of financial information. . . .

“In keeping with our free enterprise economy, it is appropriate that financial
accounting and reporting standards be established by those that rely on them so heavily,
i.e., the participants in the private sector.”20

The unique relationship between the FASB and the SEC requires perpetual
vigilance as well.  Spokesmen for the profession continually reiterate the need for the
private setting of accounting standards in their speeches and are quick to reply whenever
there is any suggestion from the SEC or Congress that it should be otherwise.  

In 1996 the chairman of the SEC, Arthur Levitt, Jr., spoke to the Commonwealth
Club in San Francisco.  Levitt explained that he was “absolutely committed” to increasing
public oversight of the accounting process, and is working to “strengthen and safeguard
the independence of the Financial Accounting Standards Board.”21

Levitt went on to suggest the rebalancing the board in favor of investors and the
public and away from the business interests that have ruled the process for nearly sixty
years, seeking to have an FASB with a majority of members and a chairman from the
public sector or with public service backgrounds.  “It stands to reason,” he said, “that the
rules accountants follow in making these reports should not be unduly influenced by the
special interests of corporations.  Public oversight is also called for, to look after the
substantial public interest.”22  Previous to this speech Levitt had written to J. Michael
Cook, chairman of the FAF, that such members could represent the public interest “free
of conflict.”23  Levitt added, “The FAF’s prompt response will avoid the necessity of the
commission’s pursuing a direct solution to the concerns I have raised.”24

 Negotiations between the various parties continued through the early summer
(1996).  In July, an agreement was reached in which the number of “at-large” seats were
increased on the 16-member FAF board (from three to five), and the AICPA and the
Financial Executives Institute (FEI) each relinquished one seat each.  Of the 6-seat board,
then, half are supposed to act in “the public interest” and half represent the parties that
have (vested) interests in the financial standard-setting process.25

After all that, Chairman Levitt could still maintain that “In all, I believe these
changes serve to enhance the FAF, maintain the FASB and GASB as the private-sector
standard setters and protect the integrity of American accounting standards.” 26 The
irony of it all was apparently lost on him.

In the fall of 1998 the matter came up again.  This time it was in a speech by
Chairman Levitt criticizing certain accounting practices involved in the acquisition of one
corporation by another, such as the writing off of research and development costs, the
use of “cookie jar” reserves to smooth earnings, misapplications of materiality standards,
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and writing off of restructuring costs in a “big bath” adjustment which creates reserves of
costs for future manipulation.  Such practices, said Levitt, may satisfy earnings estimates
and project a smooth earnings path, but “wishful thinking may be winning the day over
faithful representation. . . . As a result, I far that we are witnessing an erosion in the
quality of earnings, and therefore the quality of financial reporting.”27

Levitt went ahead to direct the FASB to repriortize its projects in order to address
these “critical issues” sooner than anticipated.  He warned corporation managers to
remember that “the integrity of the numbers in the financial reporting system is directly
related to the long-term interests of a corporation.  While the temptations are great and
the pressures strong, illusion in the numbers are only that--ephemeral and, ultimately
self- destructive.”  He called on Wall Street to “punish those who rely on deception,
rather than the practice of openness and transparency.” 28 

In response to Levitt, FASB chairman Edmund Jenkins commented wryly: “I am
encouraged that Chairman Levitt is looking for a private-sector solution to this problem
rather than injecting government into the process.”29

Apparently Jenkins understands what Levitt does not: Under the present
arrangement between the SEC and the FASB, the FASB is a private entity only in form. 
The private sector is only private as long as it toes the line laid out for it by the public
regulators.  

That the freedom of the private sector under such a system is illusory was pointed
out by Ludwig von Mises in his treatise Human Action (first published, Yale, 1949). 
Mises began by explaining that there are two patterns for the realization of socially
preserved and keeps the appearance of ordinary markets, prices, wages, and interest
rates.  There are, however, no longer entrepreneurs, says Mises, but only shop managers. 
These managers buy and sell, hire, discharge, and pay workers, contract debts and pay
interest, “but in all their activities they are bound to obey unconditionally the orders
issued by the government’s supreme office of production management. . . . This is
socialism under the outward guise of the terminology of capitalism.”30

These definitions are necessary, continued Mises, in order to distinguish between
socialism and interventionism.  The system of interventionism differs from the German
pattern by the fact that it is a market economy, even though it is a “hampered” market
economy.  The government wants to interfere with the operation of the market
economy, but it does not want to eliminate it.  It wants it to develop in ways different
from what it would absent any interference, and it is ready to use coercion or the threat
of coercion to achieve those ends, but it is not the aim of the government to place full
control of production and consumption in the government:

“The system of the hampered market economy or interventionism aims at
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preserving the dualism of the distinct spheres of government activities on the one hand
and economic freedom under the market system on the other hand.  What characterizes
it as such is the fact that the government does not limit its activities to the preservation
of private ownership of the means of production and its protection against violent or
fraudulent encroachments.  The government interferes with the operation of business by
means of orders and prohibitions.”31

The orders given by the government may be issued directly or indirectly.  They
may be orders to do something or not to do something.  It is not even required that the
decree be issued by the established and recognized authority itself.  “It may happen that
some other agencies arrogate to themselves the power to issue such orders or
prohibitions and to enforce them by an apparatus of violent coercion or oppression of
their own.”32

The interventionists, of course, insist that they do not plan the abolition of private
ownership or the freedom of entrepreneurial activity or market exchange.  They decry
the government omnipotence of socialism and stress that they consider free market
capitalism as the best and most desirable form of economic organization.  But, they add,
it is necessary that the state interfere with the market whenever it results in conditions
that are socially undesirable.  And, tacitly, they assume that it is the function of
government to decide just what is socially desirable and when such action must be taken.

“All these champions of interventionism fail to realize that their program thus
implies the establishment of full government supremacy in all economic matters and
ultimately brings about a state of affairs that does not differ from what is called the
German . . . pattern of socialism.  If it is in the jurisdiction of the government to decide
whether or not definite conditions of the economy justify its intervention, no sphere of
operation is left to the market.  Then it is no longer the consumers who ultimately
determine what should be produced, in what quantity, of what quality, by whom, where,
and how--but it is the government.  For as soon as the outcome brought about by  the
operation of the unhampered market differs from what the authorities consider “socially”
desirable, the government interferes.  That means that the market is free as long as it
does precisely what the government wants it to do.  It is “free” to do what the authorities
consider to be “right” things, but not to do what they consider the “wrong” things; the
decision concerning what is right and what is wrong rests with the government.  Thus
the doctrine and practice of interventionism ultimately tends to abandon what originally
distinguished them from outright socialism and to adopt entirely the principles of
totalitarian all-around planning.”33

The recent debate regarding accounting for derivatives has brought all these
considerations into the fore again.  On November 27, 1998, the Board of Trustees of the
FAF issued a letter to its constituents reaffirming its support of private sector standard
setting, including the structure and processes of the FASB.  The letter was sent in
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response to the criticism the FASB had received as a result of its work on standards for
accounting and reporting on derivatives and hedging transactions.  Both the United
States Senate and House of Representatives have held hearings on the matter, and
threaten, by legislation, to involve both Congress and the SEC directly in the setting of
this accounting standard, and, by implication, in the setting of all future standards.

The specific matter is that the FASB threatened to issue a standard that some
financial and political interests opposed.  Therefore legislation is introduced that would
keep the FASB from taking such “socially undesirable” actions and would require that
any standard passed by the FASB be certified by the SEC as more accurate reflecting a
financial institution’s assets, liabilities, and earnings, and that the standards would not
diminish the risk practices of those financial institutions.

The FAF was correct to see this as a challenge to their authority.  The FAF’s open
letter indicated that “we do not believe that the standard setting process should be
subject to governmental intervention. . . .Threats of increased oversight or legislative
activity create a real risk to the continued viability of private sector standard setting.”34

The letter was signed by 15 members of the Financial Accounting Foundation. 
They were naive to expect anything else.  Did not Mises warn that their freedom was
only that of doing what the government considers to be the “right” things?

II.  The Nature of Generally Accepted Accounting Principles  

When the matter of uniform accounting standards was first attempted in 1933,
the American Institute of Accountants and the New York Stock Exchange were able to
agree on only five basic standards for financial reporting, as we noted above.  The
attempt was to identify and define only those practices on which there was general
agreement between the corporations and their independent accountants.

The problem of setting accounting standards is not merely to get them to be
generally accepted.  It also involves getting them to provide a measure of uniformity in
reporting.  While there has been general agreement on the desirability of narrowing the
acceptable range of variations in practice, there have been differences of opinion as to
the degree of uniformity to be sought.

Financial analysts, bankers, economists, and government officials, and
academicians have favored the development of greater uniformity in financial reporting. 
Those involved with gathering business statistics, or the forecasting, controlling, and
regulation of the economy, especially desire uniformity for control purposes, as do
academicians for study purposes, although the academicians have stressed the need for
uniformity on an intellectual or theoretical basis as opposed to uniformity of practice or
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experience.  

Business executives, especially in finance and accounting have resisted the drive
for regimented uniformity and to support reporting a company's financial condition and
operations by allowing a reasonable degree of freedom in accounting practice within the
boundaries of broad, generally accepted accounting principles and conventions.  To the
extent they support the narrowing of variations, they support a development based on
practice and experience.35

The public accountants have been divided among those suggested for financial
analysts, academicians, and business executives.  “Major differences in beliefs,” writes
Nickerson, “lie in the degree of uniformity or freedom of choice that should be sought in
accounting practice, and the degree of pressure that should be applied to achieve it,
particularly the extent to which it should be brought about by regimentation as opposed
to voluntary acceptance.36

It is considered a fundamental premise in current financial accounting standards
that uniformity is generally preferable to diversity.  By uniformity is meant that financial
information must be comparable in order to be valid and useful.  Comparability exists
when like events and conditions are described in similar terms and unlike events and
conditions are described in different terms.  Yet uniformity is not sufficient to produce
comparability since there may be an inequality of results even where there may be a
uniformity of reporting and no two business situations will be other than superficially
comparable.  The belief is that highly regimented uniformity in practice results in an
oversimplification of financial statements, implying a degree of comparability between
the published statements of different companies that actually exists in appearance only. 
In some cases, such regimentation inevitable forces management to furnish statements
which they do not believe are proper representations of financial condition and
results.37

There are some, unfortunately, who combine this view with one favoring the
regimentation of accounting practices in great detail, including enforced drastic
reduction of the allowable range of practices with a given area.  The combination of
these views minimizes the degree of trust that should be placed in management's
willingness and ability to properly account for its stewardship and places undue reliance
on regimentation as the means for achieving proper accounting and financial
reporting.38

The fact is, of course, that financial reporting involves reporting both by
management and on management.  This is generally recognized, though many people
differ greatly in the emphasis they place on one of these aspects versus the other.  This
difference in viewpoint has in many cases been a significant obstacle in arriving at an
agreement to adopt or eliminate some accounting practice.



14

To the uninitiated, writes Robert Van Riper, there are few activities drier than
financial accounting and reporting,

“. . . but the information reported is relied on by investors, credit grantors,
vendors, labor unions, taxing authorities, and others as at least the starting point for
analyses on which decisions are based that have, in the aggregate, profound effects on
the lives of all Americans.  Financial reporting also reveals to the educated eye how
managers think about the prospects of their companies and industries and how they
perceive opportunities and risks.  And it is the slate on which corporate managers mark
their own grades and strive for personal advantages, including various forms of
compensation.  Small wonder, then, that we have experienced more than a half a
century of tension between corporate management and those who establish rules or
guidelines for financial reporting."39 

Much of the conflict between those who support “regimented uniformity” and
those who support “freedom of choice in accounting practice,” says Nickerson, stem from
differing views of the intent of financial reporting:  “. . .one viewpoint stresses reporting
by management and the other reporting on management.40

If one holds to financial reporting as a report by management, then he will favor
giving management the freedom and responsibility to account and report in ways that
will reflect the company’s financial condition and results of operations within the broad
outlines of generally accepted accounting principles.  If one holds to financial reporting
as a report on management, then he will favor giving management as little or no
freedom in determining how financial information is recorded and reported.

Of course, all recognize that correct financial reporting should involve some
reporting both by and on management, but still this difference in perspectives is behind
much of the difficulty in determining what constitutes a generally accepted accounting
principle and in getting it defined in writing.

Van Riper sees this same struggle in terms of a debate between two broadly-based
camps with opposed views about the essential nature of the accounting discipline and
about how the standards should be established.  The FASB, he says, was created to
diminish the contention, but it has instead exacerbated it.41

"Although the issue had been raised often in specific circumstances before the
FASB came into being, that Board's actions and declared policies have served to focus the
argument and sharpen the contentiousness of it.  Most participants do not yet
acknowledge that a fundamental philosophical debate is under way:  The arguments still
tend to be couched in practical terms.  Indeed, pragmatism is one of the most frequently
heard buzzwords.  But all are aware, at least intuitively, that a provocative, potent, and
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broad-based ideological argument has come into play in the ongoing debate over what
financial information the public needs--and how it should be reported.

"The central issue is whether financial accounting and reporting should be a
scrupulously neutral exercise, self- disciplined to measure and report economic activity
as objectively as possible in order to provide information that can be used with
confidence as a basis for making economic decisions.  Or should it be directed instead by
concern for the economic health of individual enterprises, entire industries, or even
society at large?  In other words, should the primary concerns of accountants and
accounting standard setters be the reliability and objectivity of reported information, or
should they focus first on the possible economic and social consequences of the
information?  That question, of course, raise other regarding the nature and uses of
information in general."42 

In the early 1970s at the time the Wheat Committee was developing the plans for
the FAF and FASB, the AICPA also set up a committee headed by the late Robert
Trueblood, of Touche, Ross and Company.  The Trueblood committee was charged with
defining the fundamental objectives of financial statements, which “should facilitate
establishment of guidelines and criteria for improving accounting and financial
reporting.”43   Reviewing the efforts of the FASB to review the Trueblood Report and to
draw guidelines from it, Savoie comments that 

“ . . .this process may prove to be as elusive as earlier attempts to draw practices
and methods from fundamental accounting principles.  Perhaps it is too much to expect
guidelines to flow from objectives in an orderly fashion when we are dealing with a
practical art, which is already enmeshed in laws and rules emanating from several
regulatory bodies.”44

The work of the Trueblood Committee led the FASB in 1973 to begin work on
defining “broad qualitative standardsö for financial reporting, which expanded later to
become the project to define the conceptual framework for financial accounting and
reporting.  Six statements of financial accounting concepts were eventually issued
between 1978 and 1985.

  In 1975 Savoie was not too optimistic, however.  He wrote that “further progress
will be made in accounting rule making, and somehow industry will survive the plethora
of rules.  Management will find a way to run its business under any accounting
regulations imposed on it.”45

“But to expect a neat set of basic objectives, broad standards, and detailed rules,
all totally consistent with each other, is expecting too much of a practical art.  If that
could be accomplished to the general satisfaction of all concerned, it would have been
done long ago.  Accounting progress will continued to be accomplished in a practical,
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political way through debates and confrontations, which are lively, spirited,
controversial, and sometimes painful.”46

He spoke truer than he knew.  Subsequent history has borne out Riper’s comment
that what was supposed to diminish contention has actually exacerbated it.  On
November 18, 1997, Edmund L. Jenkins, Chairman of the FASB, spoke at a meeting of
the New York Society of Security Analysts.   He began by defining the major
responsibility of the FASB as “improving information for analysts and advisers to
creditors and investors, improving financial reporting, making it as transparent, useful
and productive as possible in enhancing the efficiency and effectiveness of capital
markets worldwide.”47

Jenkins went on to say that the focus of the FASB is on the users of financial
statements, but that the FASB needs increasing help from the users of statements,
primarily in the issue of cost/benefit trade-offs in establishing standards.  Then, after
indicating that we will eventually and inevitably have “global financial reporting
standards,” because they will be demanded by users, he makes this astonishing
revelation:

“We rely on users to assess what the benefits are of changes.  We sometimes hear
from analysts, but we don’t hear much from portfolio managers or buy-side analyists. 
While we have had involvement from users and we appreciate it, we’ve had to be pro-
active in getting input.  We need to have a more effective and on-going relationship that
would provide opinions about our work more naturally and consistently.  If we are to
have a more robust debate on all sides, financial statement users must be at least as
involved as financial information providers.”48

The FASB claims to speak for users, but the users apparently aren’t paying much
attention.  That anomaly was also observed by Eugene H. Flegm, CPA, a retired internal
auditor for General Motors, in an interview conducted by Donald E. Tidrick of the Texas
Society of CPAs in 1997.  He observed that when the FASB gets several hundred letters
opposed to a proposal and only fifty in favor of it, and then still proceeds with its
proposal, it raises the question of who is the FASB really listening to, and how is it
arriving at its conclusions?  Jenkins gives us a clue: “we’ve had to be pro-active in getting
input.ö  Read that: “in getting the input we want.”

In 1943 J.K. Lasser could write the following paragraph in the introduction to his
Handbook of Accounting Methods:

"In all respects, the accounting system must serve the investor, the equity-holder,
the employee, the government, and the creditors as guardian, arbiter, and protector in
the effective use of business funds.  At the same time it must furnish management with a
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basis for deciding how best to use such funds for minimizing taxes and costs and
augmenting profits.

"The accounting system must regularly gather timely financial and economic
information that will not only meet the multiplying demands of the government, but will
guide business management to control and conserve its resources and make them most
effective for the production of profit.  The information must be timely, it must be
comprehensive, it must be presented so that it can be readily understood and be used for
comparative analysis.  Since the needs of government, management, and owners
overlap, the system must provide all these manifold needs with efficiency and dispatch
and with no duplication of effort or cost.”49 

Not too much was added by way of content when the FASB took five years to
produce its first conceptual statement on the "objectives of financial reporting by
business enterprises."  Note the similarities in the FASB's summary of SFAC1:

"Financial reporting should provide information that is useful to present and
potential investors and creditors and other users in making rational investment, credit,
and similar decisions.  The information should be comprehensive to those who have a
reasonable understanding of business and economic activities and are willing to study
the information with reasonable diligence.

"Financial reporting should provide information to help present and potential
investors and credits and other users in assessing the amounts, timing, and uncertainty of
prospective cash receipts from dividends or interest and the proceeds from the sale,
redemption, or maturity of securities or loans.  Since investors' and creditors' cash flows
are related to enterprise cash flows, financial reporting should provide information to
help investors, creditors, and others assess the amounts, timing, and uncertainty of
prospective net cash inflows to the related enterprise.

"Financial reporting should provide information about the economic resources of
an enterprise, the claims to those resources (obligations of the enterprise to transfer
resources to other entities and owners' equity), and the effects of transactions, events,
and circumstances that change its resources and claims to those resources."50

The definition that comes nearest to describing what most accountants mean by
the world "principle" is:  "A general law or rule adopted or professed as a guide to action;
a settled ground or basis of conduct or practice."

A principle of any type develops slowly, gaining general acceptance only after
years of experience, and this has been true of accounting principles.  In 1953 the AICPA
expressed it like this:  "Initially, accounting postulates are derived from experience and
reason; after postulates so derived have proved useful, they become accepted as
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principles of accounting.  When this acceptance is sufficiently widespread, they become a
part of the 'generally accepted accounting principles' which constitute for accountants
the canons of their art."

Further, "Care should be taken to make it clear that, as applied to accounting
practice, the word 'principle' does not connote a rule from which there can be no
deviation.  An accounting principle is not a principle in the sense that it admits of no
conflict with other principles.  In many cases the question is which of several partially
relevant principles has determining applicability."51

Sometimes, writes Nickerson, individual cases often warrant different accounting
treatment in or to present facts in the most rational, meaningful, truthful, and economic
manner.  There can be variations within a general principle, and even under similar
circumstances, different but acceptable ways to reasonably account for a financial
event.52

“The roots of accounting practices and principles lie deep in business history. 
Over centuries of business activity, a considerable degree of uniformity in accounting
practice has evolved as ideas have been generated, tested, and carried forward or
discarded depending on their usefulness and practicality.  Each generation of managers,
not accountants alone, has contributed to this development.  The concept of generally
accepted accounting principles encapsulated this history.53
 

The importance of those principles and the degree of uniformity engendered by
their general acceptance should not be under-estimated.  Yet if there is widespread
agreement in principle among accountants, why is there so much diversity in practice?54 

In 1971 the APB defined "generally accepted accounting principles" as
incorporating 

“. . . the consensus at a particular time as to which economic resources and
obligations should be recorded 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 liabilities 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.

"Generally accepted accounting principles therefore is a technical term in financial
accounting.  Generally accepted accounting principles encompass the conventions, rules,
and procedures necessary to define accepted accounting practice at a particular time. 
The standard of 'generally accepted accounting principles' includes not only broad
guidelines of general application, but also detailed practices and procedures.
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"Generally accepted accounting principles are conventional-- that is, they become
generally accepted by agreement (often tacit agreement) rather than by formal
derivation from a set of postulates or basic concepts.  The principles have developed on
the basis of experience, reason, custom, usage, and, to a significant extent, practical
necessity."55

But there has been accelerating action toward narrowing variations in accounting
practice and formalizing them in writing by the developments outlined above involving
the SEC, the APB, the FASB, the professional organizations, and various organizations of
businesses, bankers, financial analysts, stock exchanges, and others.  The purpose of this
tightening and formalization has been to define uniform accounting standards that are
both relevant and reliable for all users.  

In its early years the Securities and Exchange Commission, as we have seen, did
not attempt to develop extensive rules and regulations for accounting practice, but
sought (1) to obtain from the companies it governed the type of information and degree
of disclosure intended by the securities laws and (2) to assure itself that the information
supplied was accounted for in conformance with generally accepted accounting
principles, consistently applied.  Other rules, regulations, and opinions issued by the
commission were merely considered necessary to meet these objectives.

However in more recent years the SEC has assumed a more active role in
establishing accounting rules, and has expanded its disclosure requirements for the
financial reporting done in prospectuses, proxy statements to stockholders, and the
various reports that must be filed with the commission.

For the years between 1959 and 1971, the APB through its study of specific
problems developed a series of opinions on the accounting treatment that should be
followed in meeting these problems.  Although not always greeted with universal
acclaim, these opinions became "generally accepted accounting principles" as issued and
departures from Board Opinions were to be disclosed in footnotes to the financial
statements or in independent auditors' reports when the effect of the departure on the
financial statements was material.

Although that rule applied technically only to members of the AICPA, it had an
influence on other outside auditors as well as company internal accountants.  Thus,
while absolute compliance with board opinions was not required, a high degree of
compliance was obtained since no company financial officer or independent auditor
would take lightly having to disclose and defend a departure from a board opinion.

As we noted above, however, criticism of the APB developed and resistance grew
to certain unpopular opinions of the APB.  Some of its published opinions would not
have been effective without the backing of the SEC and, on occasion, the SEC did not see
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fit to provide such backing.  The board finally succumbed to a combination of resistance
and lack of support both from business, professional organizations and the SEC.

In 1973 when the FASB was established, the organization was meant to be
non-governmental, financed by contributions from businesses and accounting firms.  It
replaced the APB which had been made up only of members of the AICPA.

The SEC noted in 1973 (ASR 150) that the pronouncements of the FASB are to be
considered to constitute substantial authoritative support for accounting and reporting
procedures and practices used in preparing financial statements to be filed with the
commission. 

Nickerson, surveying this history, remarks that “the statement is sometimes made
that the FASB now establishes generally accepted accounting principles in this country.”  

“This is true in a literal sense, but seems to imply a dictatorial function and does
not give credit to the manner and spirit in which the board actually operates. The board
is well aware that, in a democracy at least, no seven individuals could count on
establishing an accounting principle that would be generally accepted without first
sounding out a great many of those who would be affected by the proposal and finding
strong support for it. . . .It is evident . . . that the FASB does not attempt to establish
generally accepted accounting principles all by itself.  One can assume that in studying
existing practices and in seeking views on its problems and proposals from so many
sources, and in such volume, it aims to use this assistance in molding pronouncements
that will be generally acceptable.”56

Even at that it should be noted that in the long run the real authority of FASB
pronouncements rests in their general acceptability.  

When the SEC granted the privilege of developing standards to a private body of
accountants, the body they had in mind was the American Institute of Accountants
(which later became the American Institute of Certified Public Accountants, or AICPA). 
The organization, in turn, charged its Committee on Accounting Procedure to identify
accounting practices and alternative practices which were deemed “acceptableö for the
purposes of reporting to the SEC.  These “acceptableö practices became known as
“generally accepted accounting principles (GAAP),ö and drew a distinction between
enforceable rules and general guidelines.57

That distinction was accepted by the SEC for nearly two decades, but it was
partially eliminated later by actions of both the SEC and the AICPA.  Yet it lives on, says
Van Riper, in the minds of accountants and business executives.   And more than forty
years later, in 1981, a chairman of the FASB, Donald J. Kirk, would refer to "generally
accepted accounting principles" (GAAP) and the notion of general acceptance as "false
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labeling."58

Later, the AICPA’s Committee on Accounting Procedure was replaced by the APB
and took up the development of accounting theory and the setting of standards.  It
proceeded to examine prevailing practices in accounting with an eye to selecting those
which it deemed appropriate, or best, from those already in use.  

The term "generally accepted accounting principles," wrote Paul B. W. Miller, "was
representationally faithful only so long as there was no authoritative body empowered to
impose its conclusions on others.  This relatively unstructured consensus arrangement
remained workable for nearly three decades, but came to a close with the 1965 action by
the AICPA's Council that identified APB Opinions as have "substantial authoritative
support."59

The next key event, Miller pointed out, was the SEC's Accounting Series Release
No. 150 in 1973 that designated the FASB as the only authoritative source for standards
suitable for application in SEC filings.  "Even though the old terminology remains in the
literature and in the auditor's report as a vestige of the earlier system," he said, "these
events show that the real situation for the last 25 years is that principles are
authoritatively imposed, not 'generally accepted.'”60

Chairman Jenkins may believe that the FASB can make financial accounting and
reporting to be “as transparent, useful and productive as possible. . . worldwide,” but it is
an impossible task he and they have taken on.  Unfortunately, the theories of accounting
are not systematic theology, and the conceptual framework lacks the precision of, say,
the Westminster Confession of Faith, or the Heidelberg Catechism, which are models of
precision, consistency, and thoroughness.  

The use of the term “transparency” by Chairman Jenkins is particularly
interesting.  It does not appear anywhere in the statements of the conceptual framework,
not in any of the indexes of the original pronouncements of the FASB, not in the current
text, not in the usual textbooks.  Yet Chairman Jenkins is telling us the our statements
should be “transparent.”  

There is not enough transparency in financial reporting because the outsiders will
never really know what is going on in the inside of a business.  

   "In the emerging bureaucratese of world financial regulation,” writes Jeff Scott, a
financial analyst for the Wells Fargo in San Francisco, “there is a problem of
‘transparency.’  There is not enough of it, because outsiders don't know what the insiders
are really doing.  Markets work best, it is alleged, when everyone has wide access to
information.  In downturns, where innocent mistakes are made, disclosure of minutiae
will feed the need for transparency and ward off the beast of fear."61
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Transparency is a fool's paradise, says Scott.  The appropriate metaphor for the
real marketplace is cloudiness.  The closer one is to a company, a product, or a trade, the
more one will know about it.  It will be transparent to him.  The further away, the more
ignorant one is.  It will appear cloudy.  Outsiders can never know what insiders know,
and more disclosure of information will never resolve this basic problem. Information
and the knowledge that comes from it, i.e., “transparency,” is not costless.  It is scarce, it
is a product, and one negotiates for more or less of it in trade.  The more one pays for
that information, the better the information will be and the more transparent the
company will appear.  The buyer and the seller of Stock X cannot "know" the same thing
in the same respect in an exchange.  Their differences of knowledge are adjusted in the
prices that are bid or asked for the investment.     

The regulators try two ways to get that transparency apart from the negotiations
of price.  One is through “liquidityö; the other is through “early intervention.”  

Liquidity does not increase transparency; it merely makes transparency irrelevant. 
Liquidity reduces the value of information about the company or the security to the
investor.   When liquidity is high, one can reverse his investment decisions quickly and
with little risk of loss in a liquid market which supports the market values.

"But when liquidity drops out, everyone is made ignorant all at once.  Thus,
stampede to the exits.  What do shrewd investors demand then?  More information to
make sure that they can protect themselves from further damage.”62

That is where the regulators rely on “early intervention,” the idea that disclosure
will equalize the trading position of all people in the market.  But the truth is market
players are more sophisticated than the market watchers.  If a market maker wants to
speculate or to try to manipulate the market, there are ways to do it which no regulatory
agency or set of rules can anticipate.

"The role of oversight, of layers of auditors and reviewers that are required for the
needs of self-regulating capital, is a matter of judgment and firm prerogatives.  There is
no silver bullet to control risk takers during a full moon.”63

But the regulators still try.  They believe, like many of the people who try to
command the heights of the economy, that highly idealized competitive markets are the
basis for analyzing real markets and for developing policies that will make real markets
more like the ideal, and they use the public-private partnership of the SEC and the
accounting profession in that attempt.   The public-private partnership of the SEC and
the accounting profession has been practiced so long that few can imagine what the
separation of government and economy, the separation of government and capital
markets, or the separation of government and GAAP accounting, might resemble or
accomplish.  
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In the early days of the FASB, relates Van Riper, Marshall Armstrong, the first
chairman of the FASB, used to warn against what he referred to as “crusades to capture
the Holy Grail of accounting truth.”64  Yet in their drive to achieve uniformity in
accounting standards, and to impose them on the business community, and to define a
“systematic theology” of accounting through the conceptual framework effort, it appears
that Armstrong’s warning has fallen on deaf ears.  They are not only pursuing the holy
grail of accounting truth, but they are imposing it authoritatively with the forceful arm of
the SEC.  

The one thing that the FASB cannot do, however, is to repeal the laws of logic
and of human action.  Uniformity in financial reporting will not give rise to transparency
in the financial statements as we have seen above.  Uniformity and transparency are
contradictory terms.  Furthermore, neither are necessarily desirable, even if they were
possible, which they are not.  

The more uniform financial reporting becomes the less possible it is to describe
the differences between, say, Company A and Company B.  Furthermore, enough rules
can never be written to cover all the exigencies and contingencies involved in reporting
on each entity.  Or if such rules can be written, the accounting standards will begin to
look like the income tax law and regulations.  As Jeff Scott observes above, uniform rules
are a way of becoming less transparent rather than more transparent.

And neither may be necessary or desirable.  Market players tend to pay better
attention to the unique features of the companies they are interested in and the
differences between them and other companies.  It is of such knowledge that profits are
made or losses avoided in the market.  It is not only not possible for the regulators to
know and define such features in advance, but even by the time they have defined them
for the past, the market and its makers will have moved on, since they operate either in
the instantaneous present or the immediate future.   It is the arrogance of the regulator
that leads him to believe that he can regulate the existential present by writing rules for
the past.

“Regulation is not driven by market forces.  It is a blunt instrument which rarely
achieves that proper balance between prudence and flexibility that fosters innovation
and competitiveness. Instead, by placing a straightjacket on firms, regulation restricts
innovation and shifts valuable resources away from market-driven risk management
toward regulator compliance and, indeed, regulatory avoidance.” 65 
 

That is why the Wall Street Journal could assert that debates over accounting
rules are “debates over nothing.ö  The market players, as opposed to the market
watchers and the market regulators, understand that nothings changes in the real world
of the market because of the accounting rules.  Don Kirk, Chairman of the FASB, arguing
once against the idea that certain FASB proposals would lead to economic disaster,
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observed that when the FASB went ahead and did what they were considering doing, the
predicted disaster never came about.  He said that “the financial markets are much too
sophisticated to react in irrational ways to objective information.”  The same thing can
be written over the entire regulatory edifice of the FASB.

 
III.  The Nature of “The Public Interestö in Matters of Financial Reporting.

In the world of accounting regulation there is much that is done in “the public
interest.”  The public interest, writes Van Riper, “one of the most loosely used
shibboleths in the American lexicon.”66  But it means little as commonly used, and is
nowhere defined, but there are many who either claim to know, or to be acting on its
behalf.  Those who support regulation claim that it is needed for the public interest, and
those who oppose regulation claim that their opposition is in the public interest, since
the economic and social consequences of accounting standards will negatively impact the
public interest.

Van Riper had previously commented that:

"The need for rules of conduct for accountants and for standards of financial
reporting has been recognized, at least by some, for more than three-quarters of a
century.  Rules of conduct generally are regarded as belonging within the
self-disciplinary purview of professional associations, but talk of rules or standards for
financial reporting often gives rise to concern that because such rules affect something
loosely called 'the public interest,' their formulation should not be entrusted to the
private sector.  Partisans of the private sector, however, fear the rigidity of governmental
agencies and--ironically, as we shall see- -their susceptibility to political influence and
manipulation."67

In recent remarks to an audience at the Commonwealth Club in San Francisco
(May 17), SEC Chairman Arthur Levitt, Jr., explained why he is "absolutely committed to
increasing public oversight of the accounting process" and why the SEC is currently
engaged in an effort "to strengthen and safeguard the independence of the Financial
Accounting Standards Board."68  

He talks of  "rebalancing" the body determining accounting standards in
favor of "investor interests" and the public trust.  Accounting standards have been set by
the private sector for nearly sixty years, but the SEC Chairman is concerned that business
interests control the body that appoints members of the FASB.  He wants to reconstitute
the FASB with a majority of members and its chairperson from the public sector. "Public
oversight is also called for, to look after the substantial public interest," he says.69
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Yet the public interest is better described as the “public intent,” or the general will
of the society, as expressed in its election returns, actions of political bodies, decisions of
its courts, etc.  If one pays attention to these, writes Van Riper, “a world is revealed in
which the priorities of corporations do not take precedence over those of other groups in
society.”70  It is a world different from that of Charles Wilson, the chairman of General
Motors, who once told a Senate hearing that “what is good for General Motors is good
for America.”  The standard setters of the FASB may be accused of dwelling in an ivory
tower, says Van Riper, but they are closer to this “real world” of public intent by the fact
that they have to sort it out from among all the conflicting claims.71

The public intent, he continues, is that there be meaningful and transparent
standards of financial accounting and reporting.  And that intent is expressed through
the institutions developed by the representatives of the people.   The authority of the
FASB derives from the Congress by the Securities Acts of the 1930s and through the SEC
which those acts created.  It also comes from the trustees of the Financial Accounting
Foundations, the sponsoring organizations who elect them, and their memberships.  And
at the operating level there is the multitude of conflicting interests which the standard
setters must reconcile with the objectives of the law and the need of the financial
community for reliable, relevant, and comparable financial information.  Chairman
Beresford of the FASB once described this “delicate web” as “a continuing test of the
democratic process at a high level of sophistication and subtlety.”72

The regulative qualities that are thought to protect the public interest are
neutrality, objectivity, evenhandedness, and independence on the part of the standard
setters.  If it is given that an organization like the FASB is to set uniform standards for
accounting and financial reporting, then it is a foregone conclusion that those standards
should be neutral, objective, evenhanded, and independent.  

There has been a kind of running argument between the regulated corporations
that are affected by the standards set by the FASB and the FASB itself.  The corporations
have argued that the FASB must keep the economic consequences of its decisions in
mind as they set standards whereas the FASB argues that its job is to define the issues
for all parties as carefully and fairly as possible.  For this it needs to follow a completely
neutral approach, develop an organization and method of operation that is  neutral both
in fact and in perception, and then to exercise their best judgement with the
understanding that “best has never meant perfect.”73 

Oscar Gellein, a member of the FAF, likened the FASB’s work to that of a
barometer.  The barometer

“. . . produces a reading for someone else to use in assessing the prospect of storm
or clemency.  The barometer has an impact if it causes someone to buy an umbrella, or
not to buy an umbrella. . . .The barometer is useful if it describes what it purports to
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show and measures that accurately--that is, if it is neutral.  But suppose those who
designed the barometer decided that the public interest would be served better if
forebodings of a storm were minimized, and accordingly a bias toward clemency was
built into the calibrations of the barometer. . . . Some would get wet because they did
not have umbrellas others would beseech for rain not knowing that is was on its way,
clouds would be seeded needlessly, and worst of all, some persons would not duck into
storm cellars or batten down the batches soon enough to protect against imminent
storm.  And so it is with financial reporting.”74

The arguments were not very helpful.  No one is in favor of distorted financial
reporting, nor in “a bias toward clemency.”  Nor has any one convincingly demonstrated
that the strict neutrality,  objectivity, evenhandedness, and independence of the FASB is
really in the public interest, or that the FASB’s attempt to define accounting truth in
terms of process is a sufficient answer to the  problems of uniform reporting.

The point is that no one really knows what the public interest is.  If we argue that
the public interest is the algebraic sum of all the particular contending interests that have
a stake in any given issue, then it is necessary to ask why the FASB so often rules in favor
of minority positions or to idealistic positions which open them up to the charge of
pursuing the “holy grail.”  And why is there so much concern that the standard-setting
process be kept out of politics?  

On the other hand, if the public interest is in finding the one ideal best way to do
accounting and financial reporting, then why even bother to worry about the public
interest?  Let the philosophers become the benevolent despots of the accounting process. 
 

Standard setting in the public interest has resulted in less transparency in
financial accounting rather than in more.  The idea of protecting the user of financial
information as opposed to the  preparer of financial information is a false dichotomy, as
we have seen above. Further, it is based on a false concept of the market and
competition, as if perfect competition can be achieved in the market just by adjusting the
regulations to balance ideally the interests of buyer and seller, user and maker.  “There is
no Wizard of Oz,” writes Jeff Scott, “who has special market knowledge outside of those
who are creating the market.  The desire to grasp the levers and pulleys of the market to
fix its allegedly inherent flaws is a gross pretense, almost always the expression of a
desire for political discretion over economic outcomes.  The standard of perfect
competition and market success need not be met because it cannot be met.”75

The public interest is best determined by the ownership and self-interest of
financial statement preparers and users, not by authorities or agents acting in their place. 
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IV. The Nature of an Alternative method of Standard Setting

In its report the Trueblood Committee defined the objective of financial reporting
as that of providing “users with information for predicting, comparing, and evaluating
enterprise earning power," (defining earning power as the ability to generate cash).76  

"The more you study that statement,” writes James Cobbs, “the more you will find
in it.  It defines the duties of the accountant in terms of the uses that is made of
accounting statements.  In doing so, it puts his obligation to the user of the statement
ahead of his obligation to the maker of the statement (the company management).  And
by rating prediction on a par with evaluation and comparison, it deprives the accountant
of the convenient explanation that he is simply reporting what happened and is in no
way responsible for the conclusions someone may draw from what he reports."77

Cobbs goes ahead to argue that "the Trueblood report is perhaps somewhat ahead
of accounting as it is practiced today [Cobbs was writing in 1979].  But it indicates
without any question the way accounting is developing."78

"The profession is well aware of this, and so is the SEC.  Accounting is
going to change profoundly in the years ahead.  It is going to come to grips with
reporting and estimating problems it is now evading.  Although many experts will
disagree with me, I think it is going to change in the direction of acknowledging more
responsibility to the external users of financial statement--the investors, stockholders,
and creditors--and less to the management of the company making the reports.  If I am
right, the public is going to be deluged with information that formerly was reserved for
management's eyes only, information about profit lines and profit margins, contingent
liabilities and leasing deals, sales forecasts, and pension fund liabilities."79

Cobbs turned out to be exactly right.  The user has become the focus of the FASB’s
regulation of accounting, and the work of the FASB was been toward increasing
disclosure of information that was previously not reported at all or to management only,
as we have seen above.

But even in spite of these developments and improvements in financial reporting,
problems remain, as noted above.  In 1997 the editor of Today’s CPA, publication of the
Texas Society of CPAs, questioned both Eugene H. Flegm, a retired internal auditor for
General Motors, and J. Michael Cook, then Chairman of the FAF, regarding the FASB.  In
answer to the question “how is the accounting standards-setting process working?”

 Flegm replied:  
 

“Poorly for two basic reasons.  First, the due process is so painfully slow it almost
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seems to be a waste of time.... Second, the FASB's conceptual framework, which is based
on the Trueblood Report. . . . The effect of the Trueblood Report was to shift the
emphasis away from income measurement and the matching concept back to the balance
sheet (Trueblood was an economist, not an accountant).  Business fought the conceptual
framework, not from an emotional perspective over bonuses or compensation, but on a
conceptual level following the logic of Paton and Littleton and their emphasis on income
measurement.  If one were to go through the various standard-setting conflicts that FASB
has had with the business community, the recurring issue would be FASB's emphasis on
the balance sheet to the detriment of the matching principle and the income statement. .
. . The further standard setting gets from consideration of cash flows, the more upset
business people will become. . . .”80

Cook responded to the same question: “The process works reasonably well, but
could be improved. . . . There has been a fair amount of change in financial reporting
standards.  Some would say that is a necessary consequence of change in the world,
whereas others would say there's too much change and that we should not have financial
statements that lack consistency from year to year because of changes in the reporting
standards.  Rule makers seldom win popularity contests with the people governed by
their rules.”  

There are two general problems, then, that go to the heart of the dissatisfaction
with the FASB.  One is the change of perspective and definition in the whole of financial
reporting, and the other is the sheer number of standards and their complexity.  We have
moved from the reporting of income and cash flows to the evaluation of the balance
sheet, and from five standards to more than 130 in 65 years.  

Yet there other significant problems in the matter of financial reporting, and they
are likely to have significant impact on the future of accounting regulation.  There is the
manipulation of financial accounting and reporting,  the variability of financial standards,
and the misuse of them.  Any proposed system to replace the current one must take
them all into consideration and provide better answers than we now have.  

The manipulation of financial accounting was the subject of a cover story in
Business Week magazine in October 1998.  Under the title “Earnings Hocus-Pocos: How
companies come up with the numbers they want,” the reporter begins by asking why the
question of the quality of earnings is arising now.  His answer is that there is a mismatch
between today’s deal-oriented, high-tech economy and a decades-old accounting system
in which only “real” assets such as bricks and mortar can be easily valued.81

“Throw in an eight-year bull market in which earnings growth came to be the only
measure many investors looked at, and add the pressure those market forces have
created on managers to make the numbers look as good as possible.  If anyone had set
out to invent a system in which the means, motives, and methods to encourage
companies to stretch earnings all came together perfectly, they couldn’t have done a
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better job.”82

The writer quotes Arthur Levitt, chairman of the SEC, who expressed concern that
the quality of financial reporting is eroding.  With the erosion in the quality of earnings
goes the quality of financial reporting: “Managing may be giving way to manipulation;
integrity may be losing out to illusion.”83

In like manner, Lynn Turner, chief accountant at the SEC, has been looking into
manipulative accounting practices among publicly- held and regulated corporations.  He
was examining accounting practices, auditors who go easy on management, audit
committees that lack independence, and analysts who don’t analyze.  He said he didn’t
like what he heard, especially the reports of the pressure on management to “manage”
earnings to meet the expectations of the Wall Street analysts.  He told of one CFO who
once gave a heads-up that his company might fall short of its projections by one to three
cents per share, only to be told by the analyst that “a very bright CFO could move the
numbers around and make it.”
84

Turner suspects that such tactics will intensify if the stock market and economy
showing increasing signs of strain.  When earnings come under pressure and executive
compensation is linked to stock prices, more companies can be expected to use
accounting tricks to compensate for any profit shortfalls and to maintain market position. 
“Any company intent on jazzing up the numbers,” comments Business Week, “is probably
going to figure out a way to obscure its true performance..”

Another problem is the variability of accounting standards and the difficulty of
their enforcement.  When asked by the interviewer for Today’s CPA  about the quality of
accounting standards and the their enforcement, Flegm answered that 

“I believe the majority of FEI members support having a private sector
standard-setting body.  I think they believe, as do I, that there is a need for some
standards, but that these standards should be more sensible and based on the practical
application of accounting in business, not an economist's esoteric notion of what
comprehensive net income theoretically should be. . . . FEI has a rather fundamental
conceptual criticism:  We believe in matching costs and revenues, and so do the stock
analysts.  The ones who put the priority on the balance sheets are the bankers and the
takeover artists."

Cook, on the other hand, replied that 

“One of the valid issues raised by FEI is that of multiple standard setters.  It views
FASB as the standard setter, and it doesn't want the board to get bogged down in the
very long-term projects with uncertain results, while other important projects are
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delegated to the AICPA or left to the SEC. . . . When FASB is too busy doing other things,
the SEC may be more likely to fill the void and address substantive accounting issues
without FASB's due process (what some might call "up-stream" delegation).  For
example, the SEC has been very active in the area of accounting for restructuring
charges. . . . The business community doesn't want to deal with multiple standard
setters."

Would the business community then be willing to deal with the SEC or some
other governmental standard-setting body in place of the FASB?  Cook replied, 

“I don’ believe that very many would conclude that standard setting sought to
move from the private sector to the public sector. . . . We would not be better served to
put standards setting into the hands of government, where all sorts of priorities and
motives would influence the process.  Look at all the dislocations in the Internal Revenue
Code.  Would business people want financial reporting rules affecting their
communications with shareholders to be written in the same environment as the
legislative tax process?”

Of course, Cook did not consider the multiple changes that have occurred during
the course of the FASB’s 5-year history, or the slow trend from historical basis accounting
to current-value accounting.  Flegm, however, did broach the subject when the
interviewer asked him whether the business community was so intent on having their
own way that they would prefer to bring down the standard-setting structure (i.e., the
FASB backed by the SEC) rather than submit to an opinion or rule that impinged on their
prerogatives.  Flegm answered

“I never felt that we were trying to have “our” way--we were trying to have the
“matching” way.  If accounting ever goes to a current-valuation basis, the 1920s will look
like a Sunday-school picnic.  Then you’ll see people really managing earnings.”

Asked whether business executives generally believe that stock prices are affected
by the specific measurement principles used, even if there are no effects on the
underlying cash flows, Flegm replied:

“I don’t believe that businesses, at least the big companies, want flexibility in
accounting standards so that they can manipulate earnings. . . . I do think the FASB
pursues some standards that simply are not needed--deferred taxes and impairment of
assets, to give just two examples. . . . In many instances, FASB focuses on issues that are
not important to these types of companies, where cash flows are the major concern.”85

Back in 1979, James Cobb wrote, in the introduction to Nickerson’s Accounting
Handbook for Non-Accountants, that “the hard fact is that the ‘generally accepted
accounting principles’ so dear to the accounting profession have not kept up with the
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sophisticated problems presented by modern business.”  That was 1979, well before the
technological improvements and their proliferation at all levels of the business world. 
Cobb continued:

“Accounting is going to change profoundly in the years ahead.  It is going to come
to grips with reporting and estimating problems it is now evading. . . . I think it is going
to change in the direction of acknowledging more responsibility to the external users of
financial statements--the investors, stockholders, and creditors--and less to the
management of the company making the reports.”86

Accordingly there is now a search on to improve the quality of accounting
standards and their enforcement.  Chairman Jenkins of the FASB has spoken of the need
for improving information for analysts, creditors, and investors to make them as
transparent, useful, and productive as possible.  And others have given serious thought
to what constitutes that kind of quality.  John T. Smith of Deloitte and Touche has
spoken of their approach which focuses on three fundamental aspects: the economics of
transactions, the concepts used to portray them, and the rules used to implement the
concepts.  A standard, he says, is either primarily “concept-based” or “rule-based.”  

“Concept-based standards are considered to be superior to rule-based standards. .
. . Standard that are concept-based are not as susceptible to manipulation and abuse as
standards that are rule-based.”87

Smith goes on to describe how Deloitte and Touche go about evaluating proposed
changes in standards which come from the FASB.

But nowhere in his description is there any challenge to the system, only to how his
organization responds to it: “Difference in view are debated with the goal of arriving at
what we consider to be the most appropriate response.  In developing our response, we
consider the extent to which the proposal will change practice and the implications of
that change.”88

In like manner, the Institute of Management Accountants has described what it
calls “the characteristics of high quality accounting standards.”   After formulating its
concept of what those characteristics are, the IMA concluded by saying that “We are
encouraged by the pro-active consideration of this issue by the FASB. . . [It] should
provide useful guidance about how the Board can make its process more effective and
sharpen its focus on the attributes that make high quality standards.”89 

The IMA also comes out in favor of harmonizing as much as possible the
accounting standards of the United States with those of the rest the of the world.  Under
the topic of the process of developing high quality accounting standards, the IMA states
that “The development of new standards should include the consideration of accounting
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standards in other countries and seek to leverage opportunities for furthering
international harmonization where it is feasible without compromising the quality of the
U.S. standard.”

The IMA goes on to comment that there may be certain matters where the non-US
regulators may have guidance superior to the US standards, and that future FASB
standards will be developed jointly or in cooperation with other national or international
standard- setting organizations.  The IMA, however, does not support the “harmonization
at all costs” objective, it says.  

“We believe that the FASB must place the needs and concerns of its U.S.
constituents above all others.  There will sometimes be circumstances unique to the
United States that cause the accounting results of a particular  principle to be misleading
or otherwise inappropriate.  Thus, if the Board is forced to choose between a
less-than-satisfactory standard that is identical with other national and international
standards or developing the best possible U.S. standard, we clearly favor the latter.”90

That the IMA should find it necessary to make such a qualification reflects a
comment made by Nickerson years ago, and  calls into question the very idea not only of
international standard-setting but also of any kind of government-ordained standard
setting.  There is a reason why foreign accounting standards do not measure up to
American standards.

"The difference between voluntary financial reporting and regimented financial
reporting can be seen most dramatically by comparing the highly informative financial
reports of American companies with reports published abroad in countries where
methods of accounting and financial reporting are prescribed in great detail.  The least
that can be concluded from such a comparison is that financial reporting by government
edict provides no guarantee as to the quality of the information supplied.  Beyond this, it
appears that government regimentation of financial accounting invites resistance and
leads to only minimal reporting.  It seems evident that high quality in financial reporting
is in fact dependent on the sympathetic interest and cooperation of company
management."91

If Nickerson is correct that high quality in financial reporting is dependent on the
sympathetic interest and cooperation of company management, it follows, then, that
accounting should be seeking to decentralize accounting standards rather than
centralizing them, and returning to the original meaning of “generally accepted
accounting principles” as common consensus rather than formulated prescription. My
position is that the public interest is best served through a self-regulating, self-adjusting,
and decentralized system, letting standards be set according to purpose by the parties
concerned.   I believe that this solution will better meet the desired standards and will
better answer the questions that must be answered:
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a. How can there be a reasonable approximation of truth in accounting standards
that all the players can accept?

b. How can the public interest be upheld if uniform accounting standards do not
exist?

c. Is decentralization in setting standards the same as relativism?

The answer to the first question is that it is not necessary to have a reasonable
approximation of truth in accounting standards that all the players can accept. 
Standards should be set according to purpose by the parties concerned.  It is not
necessary that all  companies, organizations, industrial groups, etc., have the same
standards.  Let the negotiation of standards be between the buyer and the seller of
accounting services, or between the maker and user of accounting data, or between the
inside and the outside owners of the corporations, etc.  If it is understood that these
things are negotiable and not necessarily or automatically consistent, then financial data
and analysis might begin again to be significant data, and stock market analysts might
begin again to do productive work rather than mere manipulation for market advantage.  

To the question of upholding the public interest without uniform accounting
standards, the answer is much the same.  We have had sixty-five or so years of so-called
uniform accounting standards, and twenty-five of the FASB itself, and there is still
concern about “the public interest” and we have articles being written in our business
magazines with titles like “Misreporting Results” (CFO) and “Who Can You Trust”
(Business Week), and we have change upon change in the accounting standards, which
come faster and faster as time goes by.  In short, we have neither “uniform” standards
(they can’t be uniform when they keep changing) nor protection of the  public interest.

And as we have seen above, no one really knows what the public interest is.  It is
time to formally forget about “the public interest.”  Let the public themselves decide
what their interest is; they will decide in the market as they pay or do not pay for the
information they want or do not want.

Finally, is decentralization of accounting standards the same as declaring that
accounting standards are relative, and that truth in accounting does not matter?  No, it
does not mean that at all, though it might appear so to the superficial observer. 
Decentralization is not relativism; it is a way of checking and balancing relativism, and of
limiting relativistic tendencies.  There are those who might use decentralization to
manipulate accounting reports in malicious and deceptive ways, but in a decentralized
system, there is always a countervailing force. Just as in the free market the success of
one entrepreneur always attracts other competitors until the superior profits of the one
is undercut by the other, and excessive profits or prices decline, so in the decentralized
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accounting situation, the check and balance of competition, opposing interests, and
varying purposes will limit the variances of practice.  

The real world abounds in illustrations of such decentralization and how it works
to provide a self-regulating and self-adjusting system, among them, the checks and
balances of the American constitutional system, the presbyterian system of church
government, the organization and maintenance of the Internet and the World Wide Web,
the distribution and feedback of the Linux  operating software, and the free market itself. 
Each of these are highly complex, technical, decentralized, and anarchistic in the sense
that they are not controlled or regulated by any central authority.  Yet they manage to
set standards that can be understood, they manage to make judgments of orthodoxy or
acceptability, and they manage to check and balance the various elements that partake
of their culture.

  In all of these, there is no center of authority or sovereign power that regulates what is
to be done or what the approved variances are.  What we have, instead, is a system of
spheres of influence and power which interact in check and balances so that nothing gets
done unless there is a kind of consensus of the various competing influences, and that no
one sphere gains power over any other without some countervailing power arising.  The
result is a self-stabilizing and self-regulating system that, in spite of its turbulence,
maintains a stable society, body, doctrine, or organization.

Another insight on the unity that can come out of diversity in a decentralized
situation was commented on by the German philosophy Goethe, when he remarked on
the decentralization of the German nation in its 18th century form, believing that
political centralization would lead to the destruction of all culture.

“I do not fear that Germany will not be united; our excellent streets and future
railroads will do their own. . . .Germany is united in the areas of weights and measures,
trade and migration, and a hundred similar things which I neither can nor wish to
mention. . . . One is mistaken, however, if one thinks that Germany’s unity should be
expressed in the form of one large capital city, and that this great city might benefit the
masses in the same way that it might benefit the development of a few outstanding
individuals. . . . A thoughtful Frenchman . . . has drawn up a map regarding the state of
culture in France, indicating the higher or lower level of enlightenment of its various
‘Departements’ by lighter or darker colors.  There we find, especially in the southern
provinces, far away from the capital, some ‘Departements’ painted entirely in black,
indicating a complete cultural darkness.  Would this be the case if the beautiful France
had ten centers, instead of just one, from which light and life radiated? . . . . What makes
Germany great is her admirable popular culture, which has penetrated all parts of the
Empire evenly. . . . Frankfurt, Bremen, Hamburg, Luebeck are large and brilliant, and
their impact on the prosperity of Germany is incalculable.  Yet, would they remain what
they are if they were to lose their independence and be incorporated as provincial cities
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into one great German Empire?  I have reason to doubt this.”92

So may we doubt the benefits of centralizing the setting of accounting
standards--for the same reasons.

We may agree with the critics of the Wall Street Journal that “nothing in the real
world changes because of accounting standards,” and that accounting debates are
arguments about nothing. It follows, then, that the centralized regulation of accounting
standards by the FASB and the SEC have not, and cannot, achieve the ends which they
sought to attain when they resorted to such regulation.  They wanted to create
uniformity; they have achieved a babel of standards.  They wanted to protect the public
interest; they have achieved only confusion of the public.  They wanted to avoid
government control of accounting standards; they are threatened with more and more
government involvement in accounting.

Of this kind of dilemma Ludwig von Mises wrote in his treatment of
interventionism:

“The confusion and lack of judgment displayed in dealing with the problems of
interventionism are amazing indeed.  There are, for instance, people who argue thus:  It
is obvious that traffic regulations on the public roads are necessary.  Nobody objects to
the government's interference with the car driver's conduct.  The advocates of laissez
faire contradict themselves in fighting government interference with market prices and
yet not advocating the abolition of government traffic regulation.

"The fallacy of this argument is manifest.  The regulation of traffic on a road is
one of the tasks incumbent upon the agency that operates the road.  If this agency is the
government or the municipality, it is bound to attend to this task.  It is the task of a
railroad's management to fix the timetable of the trains and it is the task of a hotel's
management to decide whether or not there should be music in the dining room.  If the
government operates a railroad or a hotel, it is the government's task to regulate these
things.  With a state opera the government decides which operas should be produced
and which should not; it would be a non sequitur, however, to deduce from this fact that
it is also a task of the government to decide these things for a non- governmental
opera.”93

The point is: the regulation of accounting by the FASB and the SEC is contrary to
purpose.  It does not achieve what it set out to achieve.  The setting of accounting
standards, therefore, should not be left to the government or to its designees.  It should
be left instead to the decentralized forces of the free market.  

Conclusion
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In the beginning of this essay we began by speculating on a God’s-eye view of the
accounting process.  We said that to God, His financial statements on the economy must
have constant and continual feedback on each transaction as it happens.  He is able to
have that kind of knowledge of the economy because He is, as described by most
theologians of whatever stripe, omniscient, knowing everything with a perfect and
intimate knowledge.  

We said also that because man does not have that kind of knowledge, his financial
statements must be periodic, limited, and historic, and always subject to the superior
insights and judgments of the entrepreneur.

But, not content with that, the theoreticians and regulators of the FASB and the
SEC, are looking toward better methods of financial reporting.  Beginning with Arthur
Levitt’s speeches against earnings management, accounting gimmicks, and the “game of
nods and winks” that go on among corporate leaders and investment analysts, the SEC
has tried to put plans into action to improve financial reporting.  Levitt’s plan consists
largely of devising new accounting guidelines, bolstering SEC enforcement activities, and
improving the role of auditors and audit committees.94

If Levitt were truly serious about curbing reporting abuses and earnings
management, comments Stephen Barr, he might begin to listen to those who say it’s time
to overhaul financial reporting.  Barr cites former SEC commissioner Steven Wallman as
one of the “futurists” who advocate such an overhaul.

“The blue-sky solution, these futurists contend, is a “real- time reporting system in
which analysts and investors have direct, networked access to key performance measures
on a continuous basis.”95

Barr goes on to say that “Such pleas, in the past, have been issued in the spirit of
modernizing an antiquated system with accounting rules that reflect old-line
bricks-and-mortar enterprises.”

“But the truth is, such modernization may be the most effective--in reality, the
only effective--means of ending earnings management by, over time, making the
quarterly earnings release irrelevant.”96

Wallman, who now chairs a Brookings Institution task force on the future of
financial reporting, says that

 “It is not a coincidence that this ‘concern’ about earnings management has come
at a time when the current accounting rules don’t fit well.  But the only solutions
proposed so far by the SEC involve more regulations and more iterations and
interpretations of accounting rules.  They’re sensible as stopgap measures.  Yet the point
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of departure I have is that we really need to work on how to make a better system for
the long term.”97

And Wallman’s better system for the long term is real-time:

“Businesses are run on a continuous basis, not a quarterly basis. . . . If you didn’t
have the artificiality of the quarterly reporting system, some of the artificiality of
business activities, like trying to move inventory at the end of a certain quarter in order
to show an uptick in revenues, wouldn’t be there.”

But then he qualifies the vision: “No one is suggesting a radical departure that
should be put in place tomorrow, or that even could be.  But we can start to think about
a better system that over 5 or 10 years we could evolve toward.”

What Wallman seeks, of course, is a God-like knowledge of the entity or of the
economy.  It is the logical extension of a line of thought that will admit no limitations
and which believes that the system can be made to work given enough rules and their
diligent enforcement.  

Philosophically, the accounting profession, from the beginning, has had to choose
between omniscient knowledge, which was impossible, and limited knowledge, which
was possible but with problems of definition, consistency, etc.  Wallman’s proposal
completes the gamut: from the extreme limitations of the AIA’s first five general
standards through the expanding machinations of the FASB to the brave new world of
real-time omniscience. 

And for what purpose?  So that accounting debates will not be debates about
nothing, but may have real-time significance and influence among acting men in the real
world.  

It is the essence of existentialism, but that’s another paper for another time and
place!
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