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ABSTRACT

The economic role of an accounting regime is to increase welfare through
its effects—in conjunction with complementary institutions—on firm and
household behavior. I review three major streams of the archival literature
(real effects; price effects, including value relevance; and costly contracting),
in terms of what they can and cannot reveal as proxies for welfare effects.
One conclusion is that the partial correlations and average effects that pre-
dominate in this literature have provided valuable insights into the role of
accounting in the economy, but provide limited and misleading proxies for
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welfare effects. A major concern is that teachers, students, and researchers—
indeed, regulators and standard setters—raised on this literature could lose
sight of, and underestimate, the fundamental contribution of accounting to
aggregate welfare.

JEL codes: A12, D60, D62, G28, M40, M41, M48

Keywords: aggregate welfare; contracting; externalities; information; real
effects; value relevance

1. Introduction

Accounting obviously matters. How do we know that it matters? The answer
is deceptively simple: Substantial resources have been devoted to account-
ing for millennia, in different civilizations and in different economic sys-
tems, and continue to be devoted to it in the modern age. Activities con-
suming substantial resources do not survive over very long periods and in so
many places without mattering. But how does accounting matter? How much
does accounting contribute to aggregate welfare? How does one evaluate an
accounting regime? These questions are the topic of this essay.

The essay begins by formalizing “mattering” in terms of contribution to
aggregate welfare and then outlining important barriers to implementing
this criterion in practice. It proceeds by interpreting the three principal
steams of the empirical archival literature in accounting (real effects; price
effects, including “value relevance”; and costly contracting) as offering dif-
ferent proxies for welfare effects. It briefly discusses how the proxies over-
lap and differ, and the roles of data and research template availabilities in
choosing among them. It makes only tangential references to the analyt-
ical literature on the social value of accounting that started with Feltham
[1968]. It then digresses a little to discuss how stale (i.e., not novel) ac-
counting information adds to welfare and the blurred distinction between
normative and positive. It demonstrates the folly in analyzing aggregate-
level events by adopting firm-level perspectives, using the adoption of In-
ternational Financial Reporting Standards (IFRS) as an example. In then
describes evidence of distributive effects of accounting and regulatory man-
dates, as well as recent studies that quantify aggregate welfare effects di-
rectly, rather than indirectly through proxies. It finishes with a discussion
of the predominantly negative press the profession receives.

A central conclusion is that the partial correlations and average effects
that occupy the archival literature can provide poor, misleading, or even
meaningless proxies for welfare effects. That definitely is not to say that
such results are without merit: As a body they tell us a considerable amount
about how the economy works and the roles accounting plays in it, so they
are important in their own right. They also provide important clues about
welfare effects, even though that is not their focus. Nevertheless, the link
between archival literature results and welfare seldom is drawn or even
drawable.
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BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 3

Within the profession, the literature (and, I fear, classroom texts
and doctoral curricula) remains largely unaware of—and probably vastly
underestimates—the contribution of accounting to aggregate welfare. In
the public domain, contribution to welfare does not attract the attention
accorded to negatives like auditing failures or pundits’ allegations of defi-
ciencies in accounting rules, thereby diminishing the profession’s image.
Welfare effects, in my opinion, are worthy of more attention.

What follows are some personal thoughts on what turns out to be a very
complex issue. They are not answers. Others no doubt will see things differ-
ently. The intent is to provoke thought and discussion on the foundations
of our profession and its contribution to aggregate economic welfare.

2. Some Background

The contribution of accounting to economic welfare lurks behind each
of the major research streams in the contemporary archival literature: real
effects, price effects (including “value relevance”), and costly contracting.
When authors state or imply that it is in some sense good or bad that ac-
counting information has the real effects, price effects, or uses in contract-
ing that they identify in their research, they implicitly offer those effects as
proxies for welfare-increasing or welfare-decreasing outcomes, even though
that is not necessarily their intent. How valid are the proxies? What do they
tell us about the contribution of accounting to welfare? What do they not
tell us?

Whether an accounting regime or change in regime affects real out-
comes, prices, or contracts is inherently important to know, but the deeper
issue is whether and how welfare is affected thereby. The primary welfare-
economic criterion I invoke is economic efficiency (roughly, how wealthy
society is), which sidelines issues of equity among firms and households
(roughly, how the wealth is shared).! Although equity is an indisputably
important dimension of welfare, I confess I have few useful thoughts to
contribute on it, and it rarely is addressed in the archival literature. There
is, however, an important literature on externalities and distributional ef-
fects that have equity and welfare implications, which I discuss in section

' More precisely, efficiency is an idealized and purely conceptual state in which all resources
are optimally allocated in the sense that any changes made for the benefit of one would have
to harm another (i.e., involve equity). I could hide behind the Kaldor-Hicks Compensation
Principle (also known as the Second Theorem of Welfare Economics) to avoid discussing
equity. Applied in this context, the theorem states that if a redistribution of wealth takes place
in initial endowments to compensate for any accounting regime change that harms some and
benefits others, then an unfettered and frictionless price mechanism allocates scarce resources
efficiently. However that would be logically inconsistent, because in a frictionless world there
are no firms and no accounting regimes anyway (Coase [1937]). More importantly, the idea of
precompensation for accounting effects is wildly impractical, in part because we do not fully
understand those effects or their incidence.
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4 R. BALL

9. Although much of that literature does not formally adopt equity as a cri-
terion, it provides relevant results—for example, when positive or negative
externalities of firms’ behavior exist, or when regulatory mandates benefit
some but harm others.

A well-known implication of the Coase [1937] theory of the firm is that
economic institutions exist only to reduce economic frictions. If no eco-
nomic resources such as search costs were consumed in making transac-
tions (i.e., if transactions were frictionless), there would be no role for eco-
nomic institutions, including accounting: Households then would transact
directly among themselves. Coase reasoned that the role of firms is to con-
tribute to economic efficiency by minimizing these frictions. This simple
proposition underlies the logic of economic institutions generally, includ-
ing accounting institutions. It is fundamental to any analysis of the eco-
nomic role of accounting. Loosely stated, the role of accounting then can
be framed as increasing economic efficiency by reducing frictions in the
economy, thereby (ignoring equity issues) increasing aggregate welfare.

Two related clarifications are in order. First, economic frictions are not
trifles, like the low cost of checking out at the local supermarket, or of trans-
acting on major stock exchanges. Imagine the frictions that were overcome
in getting recordkeeping from clay tablets to Computersl2 Second, setting
aggregate welfare as a criterion for evaluating accounting does not in any
way support the notion of centralized planning. Although the evolution of
economic institutions is by no means guaranteed to produce the Nirvana of
a completely efficient institutional structure (see the studies in Dixit, Mil-
grom, and Milgrom [2011], for example), the course of history reveals the
emergence of institutions that reduce frictions and thereby increase wel-
fare, without this being centrally planned (Hayek [1960, 1976, 1988]). I
therefore can address the contribution of accounting to economic welfare
without assuming that the accounting regime is purposefully designed with
that criterion in mind.

Finally, some definitions are required. I will define accounting as the
measurement of monetary transactions by economic institutions and the
communication of their outcomes to inform the actions of firms and house-
holds. The effects of accounting on welfare therefore occur indirectly, by
affecting the actions of firms and households. I will define an account-
ing regime as encompassing the entire institutional structure that affects
accounting practice in public firms, private firms, notfor-profits, govern-
ment entities, and other institutions. A regime change could be as simple
as adopting a new standard, or as complex as the invention of double en-
try accounting or the widespread adoption of IFRS in 2005. I will use the
terms firm and institution interchangeably and will use the generic term
households (rather than people, investors, or consumers).

2This is but an extension of Adam Smith’s famous example of pin manufacturing with
which he opens The Wealth of Nations, or of Leonard E. Read’s [1999] remarkable parable “I,
Pencil.”
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BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 5

Consistent with the above, I will define accounting research as the investi-
gation of the economics of firm and household behavior, focusing on the
integral role of accounting information. Why is it necessary to specify the
qualifier “integral”? Because, as discussed more fully below, accounting in-
stitutions coevolve along with many other economic institutions: they are
complements.

3. Some Barriers

Economic welfare is a notoriously difficult concept to pin down. I discuss
five barriers to assessing the welfare-economic contribution of any account-
ing regime. No doubt there are others.

3.1 SPECIFYING THE COUNTERFACTUAL

What is the base case against which the welfare effect of an accounting
regime is to be assessed? For example, does one assess the current regime
relative to the following:

(1) A world with no accounting of any type whatsoever?

(2) An early regime in which assets and liabilities are counted in physical
terms only (number of goats, amphorae of oil, etc.)?

(3) A monetary-based accounting regime in which assets, liabilities, and
net income are counted in additive monetary terms, using double-
entry accounting?

(4) A more modern preregulatory regime, such as the United States be-
fore the advent of the state regulations and the creation of the SEC
in 1934, or the United Kingdom before the accounting mandates of
the Joint Stock Companies Act 1844?

(5) An alternative version of the current regime, such as when com-
paring fair value accounting with historical cost accounting, when
evaluating IFRS relative to prior national accounting standards,
or when evaluating the effects of Financial Accounting Standards
Board (FASB) or IASB introducing a particular new accounting stan-
dard?

Conceptually, the true base case for assessing the contribution of ac-
counting to aggregate welfare is the first (no accounting at all), but that
is not easy to imagine and is impossible to research using archival data.
We therefore adopt baselines that are a small perturbation to the exist-
ing regime, such as more or less frequent reporting, more or less use of
fair value accounting, more or less globalization of standards and enforce-
ment, or with and without an individual new accounting standard or au-
diting mandate. By setting limited baselines, we can lose sight of account-
ing’s complete economic role and of the magnitude of its contribution to
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6 R. BALL

welfare.®> Consequently, it can be helpful for educators, researchers, regu-
lators, and standard setters to contemplate—however briefly—a world with
no accounting.

3.2 IDENTIFYING CAUSALITY WHEN INSTITUTIONS ARE ECONOMIC
COMPLEMENTS

Under even the least ambitious of the above counterfactuals, there is
another seemingly insurmountable barrier to assessing the contribution
of accounting to economic welfare: institutional complementarity. Insti-
tutional complementarity has long been recognized in economic devel-
opment. Analytically, it is formalized by Aoki [1994, 2001], for example,
building on the demonstration by Milgrom and Roberts [1990] and Topkis
[1998] of complementarity emerging in a supermodular strategic game.
Empirically, institutional complementarity is demonstrated by Hall and
Gingerich [2009), who categorize the institutions in all OECD countries
and conclude that “there are powerful interaction effects among institu-
tions across sub-spheres of the political economy that must be considered
if the economic impact of institutional change in any one sphere is to be
accurately assessed.” In the accounting literature, institutional complemen-
tarity is recognized by Ohlson and Buckman [1981], Ball [2001, 2004],
Ball, Robin, and Wu [2000, 2003], Leuz, Nanda, and Wysocki [2003], Leuz
[2010], and Leuz and Wysocki [2016], among others.*

When attempting to assess the contribution of accounting to economic
welfare, a thorny problem therefore is that accounting has important in-
stitutional complements, without which an accounting regime—and its
effects—would not be the same. Conversely, many of those institutions
would not be the same without their accompanying accounting regime.
The optimal accounting regime is not independent of the structure of
other economic institutions, and the optimal structure of other economic
institutions is not independent of the accounting regime.

For example, even simple regimes that merely account in physical
quantities could not emerge without developments in number systems,
language, reading, and writing, rudimentary education functions in which
scribes acquire these skills, and —apparently—even developments in the
human brain (Basu et al. [2006], Dickhaut [2009]). How much economic
benefit does one then attribute to accounting per se? To the development
of commercial language, number systems, reading, and writing? To take
another example, the development of accounting in monetary rather than
physical terms—a foundation of double entry accounting—requires the

3 This approach is discussed further in section 9.3. A baseline of no accounting could be
investigated experimentally, as in Basu et al. [2006], but by necessity the simulated economy
and its accounting regime must then be primitive.

4 Though Ohlson and Buckman [1981] assume frictionless pure exchange, without obvious
implications for regime design.
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development of a monetary system with a currency acceptable to all par-
ties using monetary accounting information (for running their business,
in transacting with others, for paying taxes, etc.). How much benefit is
attributable to accounting or to monetary systems?

Just as accounting is associated with complementary institutional char-
acteristics, changes in accounting normally are associated with complemen-
tary changes in other institutional characteristics. An instructive example is
provided by accounting for marketable securities. In 1993, SFAS No. 115
changed the accepted accounting method from the “lower of cost or mar-
ket” method of my generation, as encoded by Accounting Research Bul-
letin (ARB) No. 30 in 1947 and restated in the omnibus ARB No. 43 in 1953,
to the current “fair value” method of “marking to market” and “marking to
model.”

This change was made possible by complementary institutional changes
that preceded it, including the following:

(1) Financial markets had become better understood and respected. In
the era when Fama [1965] coined the term “efficient markets,” fi-
nancial asset prices were viewed with skepticism. The ensuing flood
of research on seemingly rational price behavior helped to change
that view.

(2) Markets for commodities and financial instruments had become sub-
stantially more liquid, so closing prices at balance dates had become
considerably more reliable estimators of realizable values.?

(3) Many new liquid security markets had sprung up, most notably for
derivatives, providing a wider range of reliable prices.

(4) Electronic data services had proliferated, containing timely transac-
tions prices and fair values for stocks, commodities, financial instru-
ments, real estate, used plant and equipment, etc.

(5) Valuation models had become “generally accepted.” When I was a
student, the present value (discounted cash flow) model was not
widely known outside of academe, and it was viewed as theoreti-
cal and impractical by practitioners who did know about it. That
changed over time, in part due to education and in part to reduced
costs of calculation. By 1976, FASB was able to judge the discounted
cash flow valuation method as being sufficiently generally accepted for
it to mandate its use in SFAS No. 13 on lease accounting.

(6) The Black-Scholes model, on which many “mark to model” cal-
culations are based, was published in 1973. It—and multiple
variants—rapidly became generally accepted and used in valua-
tion practice. Two decades later, the FASB deemed Black-Scholes

%For example, the daily average number of shares traded on the NYSE in January 1950
was 1.7 million. In January 2018 it was 1,104.8 million. Source: https://www.nyse.com/data/
transactions-statistics-data-library, visited August 7, 2018.
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8 R. BALL

valuations as being sufficiently generally accepted in practice to be
used in valuing stock options issued to employees.

These institutional developments made valuation and pricing informa-
tion more widely accepted, and quicker and cheaper to obtain and process.
This created the opportunity for accountants to replace more and more his-
torical costs with “fair values” —based on recently transacted prices, quotes,
and generally accepted valuation methods. How much of any welfare eco-
nomic benefit associated with the introduction of fair value accounting for
marketable securities does one attribute to the new accounting method per
se? To increased market liquidity or the development of new markets? To
reductions in calculation costs? To new pricing services? To advances in val-
uation theory?

Causality also runs in the other direction: Developments in accounting
encourage developments in complementary institutional structures. Con-
sider the many data services that now supply firms and their auditors with
reliable and timely pricing information, used for fair-valuing even the most
complex securities. The demand for using these data in financial reporting
presumably contributed to the development of the data services. In gen-
eral, accounting developments can be expected to lead to developments in
complementary institutions, as well as vice versa.

If accounting and other institutions are complements, can causality ever
be attributed to accounting per se? Are developments in accounting caused
by developments in other institutional variables? Are developments in other
institutional variables caused by developments in accounting? Or is the cor-
rect answer “both of the above, they are caused jointly”?

Complementarity implies that changing accounting standards alone, in
the absence of changes in other institutions, is unlikely to have substan-
tial effects. Ball, Robin, and Wu [2000] studied the adoption by Chinese
firms of International Accounting Standards (the precursor to IFRS) at a
time when there were no observable changes in preparer and auditor in-
centives. They found little change in financial reporting practice and con-
cluded that (Abstract) “financial reporting cannot be improved simply by
governments mandating accounting standards that evolved endogenously
in different economies.” Ball, Robin, and Wu [2003] found a similar result
in a sample of East Asian countries. Christensen et al. [2007] found rela-
tively little effect of IFRS adoption except in countries that concurrently
strengthened their complementary enforcement institutions.

Researchers seeking to identify accounting effects per se search for “quasi-
natural experiments” so they can estimate—as closely as possible—those
effects in archival data. Like all research, this is an imperfect art, so re-
searchers adopt settings and controls that identify accounting effects as
plausibly as possible. As Leuz [2022, Abstract] concludes, “studies that aim
to draw causal inferences are important ... assessing the strength of the
research design is important when evaluating studies.”
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BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 9

Attributing all real effects, price effects, or contracting effects to account-
ing alone is to overestimate the contribution of accounting to welfare; com-
plementary institutional variables are involved also. Conversely, it is not
clear that researchers studying changes in accounting should control for
contemporaneous changes in other institutional variables, as commonly is
done. The reason is that the controlled-for variables themselves can be af-
fected by the accounting changes. In a sense, they are part of the treatment
variable. It thus is easy to underestimate the contribution of accounting to
welfare by ignoring its role in the coevolution of complementary economic
institutions. A good working hypothesis is that everything is endogenous.

In sum, complementarity is a predictable and prevalent feature of the
institutional structure of the economy, and the accounting regime is an in-
tegral part of it. This makes identification of the contribution of accounting
per se to economic welfare, using archival data, imperfect and maybe im-
possible. The alternative might be to live with estimating the joint effects
of an accounting regime and its complementary institutions—not a com-
pletely unworthy task.

3.3 DATA AVAILABILITY

Accounting information is critical to the operation of all organizations:
public and private, for-profit and notfor-profit, government and non-
government. The frustrating reality for the archival researcher is that very
few of the effects of accounting information in these settings are observ-
able. Consequently, archival researchers have tended to study more easily
observable outcome variables for publicly listed firms, such as share market
measures (earnings-returns associations, spreads, liquidity, turnover), debt
market measures (ratings, debt yields, accounting-based debt covenants),
firms’ total investment and financing numbers, management compensa-
tion attributes, supply contract features, and other partial measures for
which some theory and good data are available. There is a growing liter-
ature on private firms (e.g., Ball and Shivakumar [2005], Minnis [2011],
Lisowsky and Minnis [2020], Beuselinck et al. [2023]), much of it using
data from European countries, which mandate its disclosure, and a tiny lit-
erature on not-for-profits (e.g., Duguay [2022]). Despite the overwhelming
number of organizations in these sectors, data availability has constrained
the size of these literatures.

As discussed more fully in section 5, data limitations distort research that
is informative of welfare effects toward public firms and—even then—to
those of their outcomes that are easily observable from public disclosures.
One effect is to severely minimize the apparent contribution of accounting
to aggregate welfare.

3.4 ACCOUNTING REGIME COSTS

From a welfare-economic perspective, the optimal accounting regime is
not independent of its cost. The optimal quantity of resources consumed—
and, consequently, the optimal quantity and quality (however defined) of
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10 R. BALL

accounting information produced—is bounded. This is an issue for which
data constraints are particularly binding: We have better data on account-
ing benefits than on costs.

If one needs convincing that substantial resources are devoted to our
profession (sadly these days it seems more accurate to call it a regulated
industry than a profession), consider the complexity of the institutional
framework that supports a modern accounting regime. The resources con-
sumed include the following:

(1) regime-level costs associated with educating and training
accountants;

(2) regime-level costs associated with educating and training auditors;

(3) regime-level costs of developing, maintaining, and operating the
complex set of nonauditing mechanisms that monitor account-
ing practice (company boards, audit committees, whistleblowing
systems, security analysts, credit rating agencies, an independent
press, short sellers);

(4) regime-level costs of developing and operating an effective account-
ing regulatory apparatus;

(b) regime-level costs of developing, promulgating, and maintaining
accounting and auditing standards;

(6) regime-level costs of developing and operating an independent and
effective judicial system in which statutory and private accounting-
related litigation occurs;

(7) firm-level personnel, information system, and overhead costs of de-
veloping and operating internal accounting and internal audit sys-
tems;

(8) firm-level costs of complying with external reporting rules;

(9) firm-level costs of complying with contractual reporting commit-
ments (notably, in debt agreements); and

(10) external audit costs incurred in running independent accounting
firms, as reflected in audit fees.

Most of the above costs are unobservable. Audit fees are public informa-
tion in some regimes, as sometimes are the budgets of standard setters and
regulators. Some costs associated with regime changes can be observed.
For example, Kim, Liu, and Zheng [2012] and De George, Ferguson, and
Spear [2013] report increased audit fees upon the adoption of IFRS. In a
clever study, Enache et al. [2022] study job postings for accountants associ-
ated with the U.S. introduction of the new revenue recognition standard in
2014 and the new standard on leases in 2016. They document a substantial
increase in postings, implying an increase in the labor cost of preparing
financial reports under the new regime. Meehan and Stephenson [2020]
and Barrios [2022] study changes in the supply price of accounting labor
associated with the United States introducing 120-hour and 150-hour edu-
cational requirements for entry to the profession.
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BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 11

From the perspective of a preference ordering of regimes, the observable
costs are but “the tip of the iceberg.” It is surprising that so little research
on accounting costs has been published, compared with the volume of
research on benefits, though that view must be tempered by recognizing
data limitations.

Accounting firms, regulators, politicians, standard setters, and the courts
routinely make decisions that affect the accounting regime. In doing so,
one would hope they pay atleast some attention to costs. For example, an al-
ternative accounting standard that would provide users with more or more
accurate information is not necessarily better from a welfare economic cri-
terion; proprietary costs (Verrecchi, [1983]) and costs of producing, re-
porting, and interpreting the information are part of the equation. An is-
sue that arises from an economic welfare perspective is that these decision
makers might not internalize all the costs of implementing their decisions.
For example, it might be in the interest of the accounting profession to
require overly complex accounting standards that require more extensive
auditing, resulting in higher audit fees. Although the profession would en-
counter some pushback from client firms, that would be somewhat muted
because many such costs are imposed industry-wide and thus are largely
passed on to consumers, or are dispersed through the economy due to re-
sponses such as more firms going private. In other words, the perspective
of standard setters is not necessarily one of social optimality. One might
assume that regulation solves the problem of accountants not completely
internalizing the cost of regimes or regime changes, but similar observa-
tions can be made about the size of the budgets and incentives of regulatory
bodies.

The U.S. FASB is aware of the issue of costs, stating: “A key principle
guiding the Board’s work is to issue standards when the expected benefits
of a change justify the perceived costs of that change.”® Consistent with this
principle, FASB has commenced reporting rudimentary cost-benefit analy-
ses. These consist only of a listing of some expected costs and benefits of
the standards. Although these lists might seem limited, that does not imply
that standard setters should conduct formal cost-benefit analyses that cul-
minate in numerical estimates of net benefits. As Coates [2014] cautions in
the context of financial regulation, that would imply a degree of precision
that cannot be obtained in practice. Identifying and then quantifying costs
and benefits both are imperfect processes, encountering many unknowns.

The optimal cost of operating an accounting regime obviously is
bounded. Despite its importance, the scarcity of archival research on costs
is noticeable. Whatever its cause, and considered by itself, the literature’s
focus on benefits relative to costs provides a biased impression of the wel-
fare effects of accounting regimes and changes in regimes.

6 Standard-Setting Process (fasb.org) visited December 4, 2022.
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12 R. BALL

3.5 CALIBRATION

Researchers frequently make arguments, in varying degrees of per-
suasiveness, that an effect they are reporting is economically important.
Whether this is the case is not always easy to determine. In the absence of
fully identified firm production functions, firm and household investment
opportunity sets, and household utility functions, the researcher cannot
know for sure whether a variable being studied is inherently important or
trivial. Nor can the researcher know for sure whether the observed magni-
tude of an effect is optimal, too large, or too small. In addition, the magni-
tude of the reported effect is not always stressed: The crux of the evidence
frequently is a test statistic. As will become clearer in the following section,
calibrating the importance of a result can be difficult; assessing the impor-
tance of a result from an aggregate welfare perspective then becomes a
matter of forming a reasonable judgment.

3.6 IMPLICATION OF THESE BARRIERS

Researchers obviously cannot experimentally shut down all accounting,
however briefly, so they cannot observe a regime’s contribution to eco-
nomic welfare against the true counterfactual of no accounting at all,
thereby severely under-estimating the contribution. Researchers generally
are left with studying only partial effects that are associated with cross-
sectional or time-series variation at the firm level, or with changes or differ-
ences in regime (such as when firms change from public to private status
or vice versa, or change country of listing, or when firms or entire coun-
tries change accounting standards). Nor can they completely parse out the
effects of complimentary economic institutions, and indeed they might not
want to: Accounting and other institutions are intertwined, as are their ef-
fects. Many or most regime costs are unobservable, so they generally are
ignored or underestimated. Data unavailability and imperfect calibration
of effects create additional limitations.

It thus is not surprising that archival research provides only partial in-
sights about welfare effects. The following section reviews the major streams
in that literature.

4. Proxies for Welfare Effects in the Contemporary Archival Literature

Three major criteria for evaluating accounting information have been
employed in the archival accounting literature in recent decades: real
effects, price effects (including value relevance), and costly contracting.
These criteria provide different lenses for viewing accounting generally
and can be interpreted as offering different proxies for aggregate wel-
fare effects. Although the three research streams clearly demonstrate
that accounting information affects real outcomes, affects prices, and is
used in contracting, from a welfare perspective the issue is whether the
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information leads to more efficient real outcomes, prices, and contracting.
That turns out to be quite a challenge.

4.1 REAL EFFECTS

The notion that accounting information affects real outcomes is more
than intuitively appealing: It is obvious. Why bother with accounting if it
does not affect what firms and households do?

I like to cite a loose application of the Heisenberg Uncertainty Principle
that the act of measuring affects what is measured. A simple example of
this is the effect of accrual accounting on incentives to invest in inventory.
Cash accounting expenses all cash outlays for inventory immediately upon
acquisition. Accrual accounting expenses only the cost of the inventory that
has been used. Accrual accounting thereby provides greater incentives to
invest in inventory: Purchasing inventory for future use does not penal-
ize accruals-based earnings but does penalize cash-based performance met-
rics. The act of measuring and reporting closing inventory under accrual
accounting therefore affects the amount of inventory being measured. An-
other simple example is provided by accounting for unpaid bills. Cash ac-
counting deducts from the operating account only the costs of goods and
services that have been paid for. Accrual accounting deducts from earnings
the costs of goods and services consumed, including those that have not
been paid for (which are recorded as Accounts Payable). Cash accounting
rewards managers to stop paying their bills toward the end of their fiscal
period, thereby harming the firm’s credit rating and overstating its cash-
based performance metrics. Accrual accounting therefore provides man-
agers with a greater incentive to follow an optimal financing policy. These
are but simple examples of the general rule that accounting measurement
affects what is measured.”

My understanding of the term “real effects,” as it is used in this literature,
is that it refers to accounting effects on quantities, including quantities of
managerial effort, firm investment, and household consumption. Account-
ing effects on prices, including effects on changes in prices, are of course
real but are not direct effects on quantities; they are discussed in the fol-
lowing subsection.

Kanodia and Sapra [2016, p. 624; emphasis in original] describe the real
effects criterion as follows:

The real effects hypothesis states that the measurement and disclosure
rules that govern the functioning of accounting systems—which economic
transactions are measured, and which are not measured, how they are
measured and aggregated, what is disclosed to capital markets and how
frequently such disclosures are made—have significant effects on the real
decisions that firms make.

" Hines [1988] expresses a similar point from the perspective of accounting as a social con-
struct, noting that accounting does not simply mirror an externally given reality, but helps to
construct that reality.
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14 R. BALL

Two important dimensions that a welfare economics objective would add
to that criterion are the following:

(1) Accounting affects decisions of households as well as firms, both as
consumers and as owners of factors of production (labor and capital
invested in firms, housing, education, intellectual property, etc.).

(2) The optimal accounting regime moves real outcomes toward opti-
mality, as distinct from simply affecting outcomes.

Under this expanded interpretation of real effects, the objective of ac-
counting is to engender more efficient production, investment, and con-
sumption decisions, in both firms and households. When the real effects
criterion is broadened in this fashion, it becomes clear that there are myr-
iad ways in which reporting economic outcomes that have been accurately
and independently counted could increase welfare by affecting real vari-
ables. For example,

(1) facilitates firms learning from the outcomes of their past production,
investment, and financing decisions;

(2) facilitates firms learning what did and did not generate successful
outcomes in other firms;

(3) facilitates households learning where to allocate their resources;

(4) disciplines and enhances credibility of manager disclosures of pri-
vate, forward-looking information;

(5) facilitates a market for professional managers, who can be compen-
sated and incented on the basis of accounting outcomes, providing
gains from specialization and more efficient separation of ownership
and control;

(6) incents managers to act in a fashion more aligned with the interests
of owners (i.e., reduces agency costs); and

(7) aids the development of debt, equity, supply, and other markets
generally.

The number of potential real effects of accounting is so large that it is
not surprising that there is a vast real effects literature.® Recent real effects
studied include the following:

(1) Kanodia and Sapra [2016] make clever use of public data to inves-
tigate accounting effects on firm investment efficiency, risk taking,
and economic cyclicality.”

(2) Lara, Osma, and Penalva [2016] also use publicly available data to
study accounting effects on investment efficiency.

8 Leuz and Wysocki [2016] and Roychowdhury, Shroff, and Verdi [2019] provide surveys.

9 An attractive property of the Kanodia and Sapra [2016] approach is its linkage of capital
markets with firm decision making, highlighting the artificiality of separating “managerial”
and “financial” accounting (though in practice there are data and theory limitations—and
some branding by scholars—that lead to compartmentalization of their research steams).
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(3) Kausar, Shroff, and White [2016] show that voluntarily obtaining a
financial statement audit reduces information asymmetry between
firms and the capital market. Consequently, firms obtaining audits
increase their investment and their use of debt finance, and increase
their operating performance.

(4) Christensen et al. [2017] show that when the 2010 Dodd-Frank Act
required U.S. mine-owning public companies to disclose their mine
safety records in their financial reports, mine safety increased. Be-
cause these records previously existed in a less accessible form, this
real effect likely was due to increased awareness of the issue.

(5) Shroff [2020] shows that firms whose auditors receive a clean report
under the international inspection program of the U.S. Public Com-
pany Accounting Oversight Board (PCAOB) increase capital raising
and investment.

(6) Napier and Stadler [2020] report minor real effects from the intro-
duction of a new accounting standard (IFRS 15 Revenue from Contracts
with Customers).

It is apparent that accounting information has myriad effects on real
outcomes throughout the economy. Regretfully, most real effects are un-
observable: Firms disclose mainly aggregate data, on only a small fraction
of their real outcomes. Consequently, archival research on real effects is
constrained by data availability. To overcome the paucity of data, Leuz and
Wysocki [2016, p. 530, emphasis in original) urge “researchers to examine
non-traditional disclosure and reporting settings, especially to learn about
the real effects of disclosure mandates.”

As noted above, in the absence of fully identified production functions,
investment opportunity sets, and household preferences, the researcher
cannot know whether an observed real effect is economically important
or trivial. Nor can the researcher know whether the magnitude of the real
effect is optimal, too large, or too small—especially when costs of operating
the regime are taken into account. Limited ability to calibrate real effects
therefore inhibits the informativeness of this stream of research from an
aggregate welfare perspective.

Despite its recent popularity in the archival literature, real effects is by no
means a new concept. More than six decades ago, the decision-usefulness
theory of accounting, of which the major proponent was Staubus [1961],
stressed the role of financial reporting in users’ decisions, though (as was
normal in those days) Staubus offered no evidence of accounting effects.
The real effects criterion also overlaps “economic consequences,” on which
there is a robust archival literature. The early, Rochester-based, literature is
surveyed in Holthausen and Leftwich [1983]. A cross-section of subsequent
research on economic consequences includes Dechow, Hutton, and Sloan
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[1996], Leuz and Verrecchia [2000], Sadka [2006], Christensen, Lee, and
Walker [2007], and Ernstberger, Stich, and Vogler [2012].10

In sum, real effects on firms and households lie at the foundation of
accounting’s contribution to welfare but identifying them and obtaining
data, as well as measuring and calibrating their welfare effects, present
formidable challenges.

4.2 PRICE EFFECTS AND VALUE RELEVANCE

Another way in which accounting could be expected to improve welfare
is through its effect on prices. From a welfare economics viewpoint, an op-
timal accounting regime

(1) affects prices, as distinct from merely being associated (i.e.,
correlated) with them,

(2) affects prices in many markets, and

(3) affects prices in ways that lead firms and households to make more
informed decisions (as distinct from merely affecting prices).

Under this criterion, an objective of accounting is to engender more
economically efficient (“better”) prices in general, including equity mar-
ket, debt market, and other factor market prices, as well as product mar-
ket prices (e.g., supply prices, royalties, labor prices, and management
compensation).

Historically, research on the relation between accounting variables and
prices overwhelmingly has addressed equity prices. This reflects the impor-
tance of the equity market and its substantial use of accounting informa-
tion. However, it also reflects the ready availability to researchers in many
countries of voluminous equity market data. In recent years, data on debt
prices, management compensation, and other prices have become avail-
able, but the equity market still garners considerable attention.

In discussing the welfare implications of this vast literature, it is helpful to
divide it into association studies and price effect studies. The latter seek to
demonstrate causation (i.e., that accounting variables affect equity prices)
and the former do not (i.e., they only demonstrate correlation).

4.2.1. Association Studies. Researchers can learn a lot about the proper-
ties and the economic role of accounting from using equity market prices,
and changes in equity prices, as benchmarks. I have a personal stake in this
genre. In our 1968 paper, Phil Brown and I initiated the study of the associa-
tion between equity prices and accounting earnings. We concluded that ac-
counting earnings contain information that overlaps the information that

19Nor is the term itself completely new. Although others could have preceded it, the first
use of the term in the accounting literature of which I am aware is by myself (Ball [1972], p.
1; emphases in original): “changes in accounting techniques can be responses to real variables
... and they can also inducereal effects ... .”
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is incorporated in firms’ market values (in terms of subsequent terminol-
ogy, they are value-relevant). More specifically, we calculated that annual
earnings contain 22.6% of the information contained in returns over the
same period (thereby providing the first value relevance metric). We also
concluded that earnings are not as timely as we had expected because they
are mostly anticipated by investors. These are fundamental properties of
accounting, measured using the natural benchmark of the equity market.

The equity market provides a natural benchmark for evaluating account-
ing earnings. Despite being seemingly disparate variables—the one based
on accounting rules and the other based on investor behavior—earnings
and equity returns are structurally related.!’ Indeed, total earnings and to-
tal returns are identical over firms’ lifetimes, the only difference being tim-
ing. Both sum to total distributions to owners minus total contributions re-
ceived from owners. At the end of firms’ lifetimes, there are no share prices
and balance sheets affecting the variables: Cash, as they say, is king. But at
any point during their lifetimes, firms’ equity prices incorporate the infor-
mation that has been incorporated in accounting earnings to date as well
as considerable other information that will not be incorporated in earnings
until later periods (hence the adage “prices lead earnings”). The accumu-
lated timing difference typically becomes proportionately smaller as firms
age, to the point where at the end of their lives it disappears completely.'?
Because of this structural relation, Phil Brown and I were able to study
fundamental properties of accounting earnings, and indeed of accounting
generally, by using equity returns as a benchmark. Subsequent studies using
equity returns as a benchmark to learn important properties of accounting
information include Dechow [1994] and Basu [1997].

Using equity prices or returns as benchmark for accounting was highly
controversial at the time (e.g., Chambers [1974]; see responses in Ball and
Brown [2014 and 2019]). It remains controversial in some circles.!® Never-
theless, it has become widely used and known as research on “value rele-
vance,” which Barth, Beaver, and Landsman [2001, pp.78-79) describe as
follows: “In the extant literature, an accounting amount is defined as value
relevant if it has a predicted association with equity market values.”'* The

' Formalized by Preinrich [1938], Edwards and Bell [1961], Peasnell [1982], and Ohlson
[1995].

12 There is evidence of this in Kothari [1992], Gelb and Zarowin [2002], and Lundholm
and Myers [2002].

BEor example, Morales and Sponem [2017], channelling Stigler [1984], opine that: “‘eco-
nomic imperialism’ in accounting research emerged after the publication of the seminal ar-
ticle by Ball and Brown on ‘economic consequences’ and reflects the broader imperialism
of economics research in the social sciences. Its success stems in particular from a certain
mathematical rhetoric seen as a sign of scientific quality.”

14 Barth, Li, and McClure [2023] adopt a strictly empirical version of the criterion, imposing
no predicted shape on the association, further weakening its economic interpretation.
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value relevance research stream remains so successful that it more appro-
priately might be described as a river.'®

However, as Phil and I pointed out in the last sentence of our 1968 paper,
one cannot take this too far. Although one can learn important properties
of accounting information using the equity market as a benchmark, one
cannot meaningfully order accounting regimes based on correlations with
equity prices or price changes. Using equity market price behavior as a
proxy for welfare effects can be misleading, perhaps severely. Some of the
many reasons are discussed below.

To begin with, value relevance is an excessively narrow criterion from a
welfare-economic perspective. Equity claims on firms are not the only fac-
tors of production whose prices are affected by financial reporting. Other
prices affected include debt, compensation, supply, product, and royalty
prices. These prices are not perfectly positively correlated with equity prices. Con-
sequently, a high (low) correlation between accounting numbers and one
price does not imply a high (low) correlation between those accounting
numbers and other prices. There is no a priori reason to believe that what
is good for the equity market is good for other markets. Indeed, Gjesdal
[1981] argues it is not.

For example, the equity price response to accounting information gener-
ally will exceed the price responses of other factors of production because
equity is the residual claimant on the firm. Debt generally is less respon-
sive than equity to earnings outcomes. Within debt, prices of highly rated
issuances will be comparatively insensitive to earnings outcomes, but prices
of lowly rated debt will behave more like equity. In general, equity price
behavior in response to accounting information is expected to be atypical
of other price responses.

In addition, most U.S. firms using accounting information are private,
and have no traded equity prices. There is no reason to believe that what
is good for public firms is good for all firms. Indeed, Ball and Shivakumar
[2005] argue it is not.

Nor is value relevance a comprehensive reflection of equity holders’ in-
terests when ranking accounting regimes. It is in the interest of share-
holders that their firm’s accounting practices reflect the usefulness of
its accounting information to other parties contracting with it, includ-
ing lenders, managers, employees, suppliers, and customers. Why? Be-
cause other parties can be expected to “price protect” to some degree
against an accounting regime that is suboptimal from their perspectives
(e.g., Jensen and Meckling [1976]). Consequently, the firm and hence its
shareholders would pay a price for not incorporating the interests of oth-
ers in its accounting practices (lenders and suppliers would charge higher

15 One would imagine these issues had been settled in the debate between Barth, Beaver,
and Landsman [2001] and Holthausen and Watts [2001], but testimony to their enduring
popularity is that a Google Scholar search for “value relevance” combined with “accounting”
on July 7, 2023, returned 60,600 cites, 15,900 of which were post-2019 (i.e., primarily 2020-22).
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prices; customers would only pay lower prices). This is another reason that
value relevance is not a sufficient criterion for evaluating accounting be-
cause it is too narrow.

Further, as noted in section 3.4, without taking accounting costs into
consideration one cannot make statements about the optimal accounting
regime, including whether the closeness of association between account-
ing and market variables is too low or too high. Consider the desirabil-
ity, or otherwise, of Basu [1997] conditional conservatism (asymmetrically
timely gain and loss recognition). Shareholders are approximately equally
interested in timely information about both gains and losses, which would
suggest that optimal accounting from their perspective involves symmet-
ric treatment. However, the asymmetric payoff function for lenders implies
they are more interested in timely recognition (incorporation into the ac-
counts) of losses than of gains. The total demand for timely loss recog-
nition, taking into account both the debt and equity markets therefore
exceeds that for timely gain recognition. Given that it is not costless to ac-
count for capitalized losses (e.g., when performing discounted cash flow
calculations), the optimal accounting regime will exhibit at least some con-
ditional conservatism. The observed asymmetry is difficult to understand
without taking costs into consideration.

Lev [1989] penned an influential commentary proposing the associa-
tion between accounting variables and equity prices, as measured by the
univariate OLS regression R?, as a criterion for evaluating accounting.
Lev bemoaned its seemingly low level and called for research to increase
it. A follow-up piece a decade later (Lev and Zarowin [1999]) proposed
changes to financial reporting to increase the metric. In essence, these pa-
pers equated the size of the univariate contemporaneous correlation be-
tween a firm’s earnings and its equity returns with a preference ordering of
alternative accounting regimes.

Despite its inherent appeal and its popularity, there are several limita-
tions of using the R* metric for that purpose, including the following.

1. I am aware of no theory of the optimal earnings-returns R*. Assessing
the optimality of an accounting regime would need to take into con-
sideration cost. At what cost would it be optimal to increase the value
relevance R2? Taking cost into account, is it too high, too low, or “just
right”?

2. The optimal earnings-returns R would seem to depend on firm char-
acteristics. One way of thinking about the contemporaneous relation
between earnings and returns (i.e., over the same period) is as follows.
Returns are based on events that have been realized (e.g., the success
of new product launches and cost control strategies, factor and prod-
uct price, interest rates, exchange rates), and expectations of future
events and outcomes (e.g., manager forecasts, sell-side and by-side an-
alyst research, macroeconomic forecasts). The role of earnings then
is to parse out the component of returns that is based on verified
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monetary outcomes from the component that is based on stated be-
liefs. This makes accounting earnings more contractible, as discussed
below. It also makes the optimal earnings-returns k> depend upon
the firm’s particular component mix. For example, returns on ma-
ture firms and utilities would tend to be based more on verified mone-
tary outcomes, whereas returns on start-ups and intellectual property—
intensive firms would tend to be based more on expectations. R’s
from cross-sectional regressions disguise this complexity.

. Over what horizon is the R? to be calculated? Trade by trade? Daily?

Weekly? Quarterly? Annually? Over decades? Over a typical investor’s
horizon? The metric is expected to increase with the horizon, to the
point where, as noted above, the R? between earnings and stock re-
turns is 100% over a firm’s life. The unstated horizon problem illus-
trates the absence of theory to support this metric.

. Using earnings announcement effects as a proxy for the optimality of

an accounting regime ignores the interactions between earnings and

other information. For example:

a. When both managers and investors know that future earnings out-
comes will be independently verified and publicly reported, dis-
closure by managers of their private information (e.g., expected
revenues or earnings from new products or acquisitions) is more
credible to investors, hence more informative (Gigler and Hem-
mer [1998], Ball [2001], Ball, Jayaraman, and Shivakumar [2012]).
Accurate accounting verification thereby allows investors to form
more accurate earnings expectations, reducing the surprise con-
tent of actual earnings and hence reducing the earnings-returns
R? at the time of announcement.

b. Firms’ financial information is informative about other firms’ val-
ues, especially those in the same industry (Foster [1981]). For this
reason also, association metrics measured at the individual-firm
level would seem to understate the welfare effects of accounting
information.

. Value relevance estimation is even more complex to define and esti-

mate in a multisecurity world. For example, random accounting er-
rors in firm-level earnings tend to offset each other, under the fun-
damental logic of diversification, so earnings-returns R’s are larger at
the household’s portfolio level than at the individual security level.!®

. A well-known reason that estimated earnings-returns R’s are under-

stated is the existence of errors in estimating expected earnings. For
example, if the event window over which equity returns are calcu-
lated is three days, an accurate measure of the earnings information

16 This point was made in Ball and Brown [1969, p. 316]. The extent to which it has been
ignored in the five intervening decades is humbling. Ball and Sadka [2015] propose evaluating
accounting regimes at the aggregate level.

85U8017 SUOWILLOD @ANERID) 3|qedlidde auy Aq peusenob ae ssjolie YO 8sn Jo S9|nJ 1oy Akeiqi 8UIUO AB|IM UO (SUOIPUOD-pUe-SWB) L0 A8 M AReIq Ul UO//SA1Y) SUORIPUOD pue swie | 84} 88S *[£202/60/62] Uo Ariqiauliuo Ae|im ‘AriqiT - ofeoiyd JO Asienlun Aq 20S2T X629-GFT/TTTT OT/I0p/L0o A8 i Areiqipuluo//sdny Wwoiy papeojumod ‘0 X6.9S.vT



BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 21

conveyed during that window is the difference between the earnings
outcome and its expectation at the beginning of the window. That
expectation only is observable with error and thus the information
released during the window also is estimated with error, further
reducing the estimated R*.

Proponents of value relevance as a criterion might be surprised to learn
that they are assuming market efficiency. If equities were subject to substan-
tial mispricing, closeness of association between accounting numbers and
equity market prices, or returns would not be informative of the contri-
bution of accounting to economic welfare. The equity market then would
provide a poor benchmark. For example, a low earnings-returns R could
be due to excess market volatility (Shiller [1990]). Alternatively, a high
earnings-returns R could be due to investor “fixation” on earnings that re-
quires correction in subsequent periods (Sloan [1996]). In general, using
equity price or rate of return as a benchmark for evaluating an accounting
regime assumes the absence of mispricing.'”

In addition, a stronger correlation/association between accounting and
equity prices is not the same as better prices (i.e., prices that lead to welfare-
increasing decisions by firms and households). Itis trite to demonstrate this
by the following hypothetical. Instead of incurring the cost and subjectivity
of estimating fair values of individual assets and liabilities, why not simply
mark book value of equity to market?'® The correlation between book and
market values then would be perfect, as would be the correlation between
earnings and returns, providing a perfect value relevance score, but earn-
ings and book values then would contribute absolutely nothing positive to
welfare. They would merely duplicate existing market prices. Indeed, any
accounting costs would be a deadweight loss. This illustrates the general
proposition that, when evaluating an accounting regime, higher correla-
tion between accounting numbers and equity prices is not the same as con-
tributing more to economic welfare.

Ironically, in value relevance studies of contemporaneous association be-
tween accounting variables and equity prices (i.e., in studies that do not
address causation), accounting variables would seem to be informatively re-
dundant to the extent they are correlated with equity market variables and
hence duplicate the information in prices. Thus, absent causal effects, it

17 An alternative criterion would be the ability of earnings to predict cash flows (Ball and
Nikolaev [2022]), regardless of whether expected cash flows are mispriced.

18 Defined as the number of outstanding shares times their closing price at balance date.
Individual assets and liabilities could be recorded at historical cost, the balancing item then
being the value added or destroyed by the firm relative to cost. Alternatively, if assets were
recorded at current value, the balancing item would reflect the fundamental proposition that
for all surviving (i.e., nonliquidated) firms, the value of the sum exceeds the sum of the values
of its parts (Coase [1937]).

85U8017 SUOWILLOD @ANERID) 3|qedlidde auy Aq peusenob ae ssjolie YO 8sn Jo S9|nJ 1oy Akeiqi 8UIUO AB|IM UO (SUOIPUOD-pUe-SWB) L0 A8 M AReIq Ul UO//SA1Y) SUORIPUOD pue swie | 84} 88S *[£202/60/62] Uo Ariqiauliuo Ae|im ‘AriqiT - ofeoiyd JO Asienlun Aq 20S2T X629-GFT/TTTT OT/I0p/L0o A8 i Areiqipuluo//sdny Wwoiy papeojumod ‘0 X6.9S.vT



22 R. BALL

would be in the low contemporaneous R regimes where accounting could
possibly add the most to aggregate welfare.'

Adding to the irony, the degree of association between accounting vari-
ables and equity prices or returns can be a valid measure of the usefulness
of those accounting variables in debt markets, regardless of whether causa-
tion is present. In debt contracts with payoffs or decision rights that are a
function of accounting variables such as balance sheet leverage ratios or in-
terest coverage ratios, the extent to which those accounting variables incor-
porate adverse information in a timely fashion (Basu [1977]) affects their
usefulness in contracting. Hence, an argument can be made that the value
relevance R derived from equity prices is a substantially better proxy for
welfare effects in the debt market (indeed, in contracting generally) than
in the equity market (Ball, Robin, and Sadka [2008]).

The age-old distinction between correlation and causation rears its head
here. Association studies generally regress equity prices or changes in prices
(i.e., returns) on accounting variables. In doing so, they take equity pricing
as given: They do not show that equity prices would be different (let alone
better by any criterion) if the accounting variables were not reported, or
were measured differently.?’ Association studies “explain” equity pricing
only in the statistical sense of correlation.

4.2.2. Studies Showing Price Effects. Several research designs do provide
seemingly valid evidence of causation: that is, of accounting informa-
tion leading to better prices. For example, Daske et al. [2008] exploit the
widespread change in 2005 from countries’ domestic accounting standards
to IFRS. They demonstrate that measures of equity market liquidity in-
creased around the time of the change. As the authors point out, this re-
search context is not a pure experiment because of possible complemen-
tary institutional changes, but many of these can be carefully addressed,
and the study appears to reliably document an improvement in traded eq-
uity prices around the time of IFRS adoption.

An important body of research provides evidence of accounting infor-
mation leading to better prices by showing that earnings have “surprise”
content. Despite the fact that they are largely anticipated, earnings an-
nouncements clearly cause revisions in equity prices. This is hinted at in
the Ball and Brown [1968, p. 175] result that approximately one-eighth of
the association between annual price and earnings changes occurred in the
announcement month. Beaver [1968] subsequently shows clear evidence
of unusual price volatility in announcement weeks. Assuming market effi-
ciency, this implies that preannouncement prices had not incorporated the

19 The role of stale (i.e., not contemporaneous) accounting information is discussed in
section 6.

20 For example, Dietrich et al. [1997] advocate using the Ohlson [1995] model of the rela-
tion between accounting variables and equity prices when evaluating accounting regimes. But
the model takes equity prices as exogenously given. Indeed, it is consistent with (and hence
silent on the optimality of) any regime’s time sequence of earnings and book values.

85U8017 SUOWILLOD @ANERID) 3|qedlidde auy Aq peusenob ae ssjolie YO 8sn Jo S9|nJ 1oy Akeiqi 8UIUO AB|IM UO (SUOIPUOD-pUe-SWB) L0 A8 M AReIq Ul UO//SA1Y) SUORIPUOD pue swie | 84} 88S *[£202/60/62] Uo Ariqiauliuo Ae|im ‘AriqiT - ofeoiyd JO Asienlun Aq 20S2T X629-GFT/TTTT OT/I0p/L0o A8 i Areiqipuluo//sdny Wwoiy papeojumod ‘0 X6.9S.vT



BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 23

information revealed in the announcements. It follows that postannounce-
ment prices are more informed than preannouncement prices about the
firm’s current financial position and hence allow firms and households to
make more informed decisions. Loosely stated, they are better prices. The
information would have been revealed eventually through other media, but
prices at any intermediate point before that revelation would have been less
informed than if earnings had been reported.?! This is why Ball and Brown
[1968] emphasize earnings timeliness.

Causality can be quite well—albeit imperfectly—established in “an-
nouncement effect” research. The potentially confounding issue is
information released close in time to, or even together with, earnings an-
nouncements. Confounding information events include managers releas-
ing forecasts of future earnings or managers discussing plans and other
information during earnings conference calls. This problem can be min-
imized by studying price reactions over small “event windows” in which
confounding information events are less likely, or by controlling for con-
founding events that are observable. For example, Beaver [1968] elimi-
nates sample observations with concurrent dividends and Ball and Shivaku-
mar [2008] control for concurrent releases of manager forecasts. All things
considered, a reasonable interpretation of this literature is that earnings
announcements cause prices to incorporate more information about firm
value than hitherto, and hence cause “better” prices.

4.2.3. Equity Market Research and Aggregate Welfare. It is difficult to see
how “value relevance” association studies could tell us much about welfare
effects that arise in the equity market (ironically, they do shed some light
on the utility of accounting information in contracting). In contrast, “an-
nouncement effect” studies and other causal designs demonstrate to a rea-
sonable degree of confidence that accounting information improves equity
prices. In turn, more informed equity prices seem likely to increase aggre-
gate welfare. There are caveats, however. The magnitude of the welfare ef-
fect is impossible to gauge from the literature. Furthermore, the literature
likely underestimates price effects for several reasons, including the fol-
lowing: It largely ignores the effects of accounting information on myriad
other prices, including product prices, other factor prices, and the equity
prices of other firms; it ignores the complementary effect of independently
audited accounting information on the credibility of other information;
it does not address the implications of households’ portfolio diversifica-
tion; it suffers from an errors-in-variables problem; and it ignores private

21 Ball and Shivakumar [2008] report that the magnitude of the Beaver [1968] earnings
“announcement effect” has increased in recent decades, a result confirmed with more re-
cent data by Beaver, McNichols, and Wang [2018]. Ball and Nikolaev [2022] report a parallel
increase over time in the ability of earnings to forecast future free cash flows. The implication
is that accounting earnings have increased in informativeness, which could be interpreted as
welfare increasing.
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companies. Nevertheless, there does seem to be a clear directional effect:
Accounting information improves equity prices and thereby increases
welfare.

4.3 COSTLY CONTRACTING

Accounting variables play an important economic function in a variety
of implicit and explicit contractual arrangements. The literature that ad-
dresses that function is known as “costly contracting” research, reflecting
the Coasian axiom that the economic role of institutions such as firms
and accounting is to increase welfare by reducing contracting frictions
(i.e., contracting costs).

In their survey of the costly contracting literature, Christensen et al.
[2017, p. 398] define accounting information as satisfying a costly con-
tracting criterion if it “facilitates transactions between capital providers and
firms.” This criterion would seem to be necessary but not sufficient from a
welfare perspective; two important dimensions I would add to that formu-
lation are as follows:

1. Accounting affects many more contracts other than just those involv-
ing the capital market.

2. The objective is to push contracts toward optimality, not simply to
facilitate them.

Under this broader interpretation of costly contracting, the objective of
accounting is to engender more efficient contracting—both explicit and
implicit—in factor and product markets generally.

Firms contract in factor markets with suppliers of equity and debt market
capital, with suppliers of labor (including management), and with suppli-
ers of goods, components, intellectual property, and so forth.?? Firms also
contract in product markets with final consumers, corporate and govern-
ment clients, and with other firms in supply contracts, royalty contracts,
dealership arrangements, and so forth.

I prefer to view firms as specialist contracting intermediaries, situated
between owners of factors of production and consumers (Ball [1989]). All
parties contracting with a firm have made an investment in the relationship
(search costs, relocation costs, becoming familiarized with how the firm op-
erates, etc.). That investment in contracting costs is specific to the firm, as
defined in Alchian [1984]: It has no value if they are required to exit the
firm due, for example, to layoffs or bankruptcy. In such events, they are re-
quired to invest in search and other contracting costs once more. This prin-
ciple applies to suppliers, employees, customers, lenders, and all contract-
ing parties. Therefore, when entering into a supply, employment, purchase,

22Regulation has tended to obscure the fact that firms contract with their shareholders.
For example, Watts and Zimmerman [1986] show that firms voluntarily contracted to provide
shareholders with audited financials well before regulation required it. This illustrates how
focusing on mandates can obscure the underlying economic forces involved.
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financing, or any other relationship with a firm, all parties have an interest
in information about its financial health, which signals the probability of
them being required to incur the costs of recontracting with another firm
at a later date. Said differently, shareholders and lenders are not the only
parties with investments in firms, and accounting information about firms’
finances is potentially useful to all contracting parties.**

Note that I am not advocating that all stakeholders should have equal
decision rights over firm management. Alchian and Demsetz [1972] argue
persuasively that ordinarily decision rights optimally reside with sharehold-
ers, who are the residual claimants to the firm’s cash flows and hence are
the party with the greatest incentive to ensure it is run well. There no
doubt are circumstances where that proposition does not hold, the obvious
case being firm insolvency, in which case, shareholders have latent incen-
tives to gamble the firm’s resources and consequently some decision rights
(e.g., to borrow, pay dividends, or make investments) are taken from man-
agers and transferred to creditors, either by contract or by law.*! But in
general the Alchian and Demsetz [1972] proposition makes sense. What I
amarguing is that all parties dealing with the firm have made an investment
in it and hence all parties have an interest in accounting information about
the strength of its resources and profitability, even if they do not explicitly
contract on the basis of that information.

Accounting information plays a role in reducing both adverse selection
and moral hazard, in a variety of formal and informal contracts (debt, man-
agement, supply, royalty, dealership, etc.). One role is reducing informa-
tion asymmetry between the firm and contracting parties ex ante, when
the parties are deciding whether to enter into an agreement and on what
terms. For example, knowing that a potential customer is profitable and
solvent can influence a supplier’s decision to enter into a multiperiod ar-
rangement and also can influence the terms of the arrangement. The other
role is facilitating contracting in which future payoffs and decision rights
are agreed to be a function of ex post financial statement outcomes. For
example, a supply contract with an important customer might require the
customer to remain profitable over its duration (Costello [2013]).

These roles of accounting information have been well studied in the con-
text of debt contracts, as surveyed by Christensen et al. [2016], in manage-
ment contracts (Bushman and Smith [2001]), and more recently in long-
term supply contracts (Costello [2013]). Nevertheless, one suspects that

23 Accounting information also is used by many noncontracting parties, including competi-
tors, consultants, economists, academics, governments, and those interested in externalities
(notably, ESG issues).

24 The ancient common law of fraudulent conveyance is codified in the United States under
the Uniform Fraudulent Conveyance Act. In Quadrant Structured Products Co. v. Vertin, 2015 WL
2062115 (Del. Ch. May 4, 2015), the Delaware Court of Chancery held that creditors can sue
directors for breach of fiduciary duty arising from actions taken when their firm is balance sheet
insolvent. The Court noted that in insolvency “the creditors replace the stockholders as the
equitable owners of the firm’s assets.”
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only a minority of the agreements that utilize accounting information is
observable to researchers.

Independent audit (Jensen and Meckling [1976]) of financial statements
prepared by managers, certifying their compliance with “fair” accounting
standards (Paton and Littleton [1940]), renders accounting information
contractible to external parties. Similarly, when firms’ internal accoun-
tants perform cost or revenue allocations that affect different employees’
relative performance measures, this independent arbitration function is
performed by internal audit, CFO oversight, and other centralized func-
tions that render internal accounting information internally contractible.
In general, independent verification of financial statement information
adds to economic welfare by rendering the information more reliable and
contractible, and hence facilitating efficient contracting. For example,
despite the fact that firms’ market values contain more information than
their book values, leverage restrictions in long-term debt contracts typically
are based on book values. Why not simply contract on the basis of share
price? Because the components of book values (net capital contributions by
shareholders and retained earnings) are independently verified, whereas
the additional information in market values takes the form of unrealized
(and hence unverified) expectations of future outcomes. The latter are
influenced by the statements of managers, such as earnings or growth
forecasts, expected benefits from new products or cost-cutting strategies
and presentations in conference calls, which are unverified and hence not
contractible.

The rich tapestry of contracting relationships involving accounting infor-
mation addressed under the costly contracting perspective casts even more
doubt on the (to my mind) simplistic notion that the economic role of
financial reporting lies entirely in providing new (i.e., previously unavail-
able) information. It also lies in contrast to the unidimensional “value rel-
evance” criterion, with its exclusive focus on pricing in the equity market.
Is the contribution of accounting to economic welfare really as narrow as
that?

On a similar note, the costly contracting perspective is substantially
broader than Jensen and Meckling [1976] agency theory, as first applied
to accounting by Watts and Zimmerman [1986]. Agency theory addresses
asymmetric contracting contexts, in which one party (the agent) acts on
behalf of another (the principal), and only one party to the contract (the
agent) can act opportunistically against the interests of the other. The
public equity market is a natural setting to apply an asymmetric framework,
where managers act on behalf of shareholders who are dispersed and
rationally passive, resulting in a separation of ownership and control (Berle
and Means [1932]). Shareholder passivity arises because each holds an
insufficiently large shareholding to make it worthwhile incurring the cost
of monitoring and changing manager behavior. This passivity provides a
latent incentive for managers to act opportunistically in their own inter-
est and against the interest of shareholders. In particular, it includes a
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latent incentive for managers to engage in “earnings management” (a.k.a.
“cooking the books”) to enhance their compensation, job promotion or
retention prospects, or social status.

The qualifier “latent” is important in the above because, as one would
expect, a variety of institutional solutions have emerged to constrain la-
tent opportunism. These include independent audit, board monitoring,
whistleblower systems, regulatory scrutiny, and the risk of civil and criminal
penalties. Investors routinely rely on accounting information, and lenders
and other parties routinely find it contractible, the implication being that
these institutional solutions are effective in bounding (if not eliminating)
the opportunism problem. A notable example is that, despite latent incen-
tives for it to occur, “earnings management” is not as prevalent as some
may believe (Ball [2013]). Nevertheless, detecting and constraining oppor-
tunism by managers is not costless, so it occurs to some degree.

The applicability of the agency model to the public equity market has
been reduced somewhat by the advent of activist shareholders with suffi-
ciently large holdings to affect managerial behavior (Shleifer and Vishny
[1986]). Nevertheless, the model remains an attractive depiction of that
setting—not only in proving that management opportunism is rife, but also
in explaining the role and effectiveness of the various institutional solutions
(including independent audit) that bound it.

Itis important to note that accounting information plays a role in a wide
variety of settings in which opportunism is possible by both parties, and
hence where the asymmetric agency model is not applicable. Firms con-
tract with other firms for the supply and purchase of goods, materials, com-
ponents, energy, consulting services, and intellectual property, in royalty
contracts, dealership arrangements, joint ventures, and a variety of other
relationships. In these relationships, both parties face issues of adverse se-
lection and moral hazard. Consequently, the asymmetric agency model,
which so well explains the latent incentives of managers in public financial
reporting—and the institutional solutions that constrain those incentives—
does not work as well in many contracting contexts.

In sum, the costly contracting stream of literature provides important
insights into the use of independently attested accounting information in
reducing contracting frictions in a variety of markets, thereby expanding
the gains from trade and increasing welfare.

5. How Are the Three Literature Streams Related?

5.1 OVERLAPS

On the surface, there appears to be a clear scission between the three
criteria for evaluating an accounting regime that are discussed in the
previous section: its real effects, price effects, and uses in contracting.
These offer seemingly disparate proxies for welfare effects. However, on
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closer examination, it is apparent that real effects, price effects, and use in
costly contracting are intertwined.

When a real effect is the dependent variable, the proxy used by the re-
searcher is the effect of accounting on a quantity. When equity value is the
dependent variable, the proxy is the effect of accounting on a price. In a fric-
tionless market economy, prices and quantities are jointly determined, and
alternative accounting regimes have the same rankings under the price and
quantity criteria. Frictionless economies do not exist and, if they did, there
would be no firms and no accounting (Coase [1937]). Nevertheless, price
and quantity effects are expected to be correlated, if not perfectly, so price
and quantity effects should provide alternative insights into how account-
ing affects economic welfare. (Here, I am referring to prices generally, not
only equity prices.)

Further, prices and quantities are established through contracts: some
tacit, some explicit; some simple (e.g., spot supply contracts, public equity
purchases and sales), some complex (e.g., long-term supply contracts, man-
agement agreements). Contracts specify the dimensionality of prices: that is,
the mapping from states to payoffs. They do so either by explicit enumera-
tion of payoffs in future states or by insertion of what I call completion func-
tions (such as arbitration and auditing) that determine payoffs in states that
arise but were not initially enumerated (Ball [1989]). Accounting therefore
adds to the dimensionality of prices through contracts with payoffs that are
a function of accounting numbers. As is well known, contracting on the ba-
sis of accounting information implicitly incorporates into the contract all
of the rules in GAAP except those the contract excludes (Leftwich [1983]).

Earnings-based management compensation provides a nice example of
how the real effects, value relevance, and costly contracting proxies for
welfare effects are intertwined. The accounting regime affects the calcu-
lation of earnings and hence, in contracts that incent managers by making
compensation a function of earnings, the regime affects the mapping from
manager actions to payoffs. The accounting regime therefore affects prices
(such as management compensation) and quantities (such as manager ef-
fort and actions), as a function of implicit and explicit contracting.

5.2 DIFFERENCES

So why are the three criteria represented so separately in the literature?
Why do research streams seemingly operate in “silos,” with few references
to other streams, even though they intersect? My hunch is that the separa-
tion in the literature is largely due to the availability of data and tractable
research designs.

Data differ in availability. For example, agency theory posits a relation
between management effort (a real quantity) and management compensa-
tion (a price). We have good data on management compensation but poor
data on effort. Data-driven research comes with its problems. First and
foremost is the well-known tendency for research to concentrate in areas
with easy data access, as in the above-noted case of the equity market. In
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addition, ready access by a large number of researchers to commercial data
sources such as CRSP and Compustat can lead to overfitting.® In addition,
relying on common data sources can drive researchers to investigate
increasingly marginal topics.

Similarly, theories and research designs that have been shown to be
tractable in one context can provide a convenient template for their use
in other contexts.?® This conforms to what Kuhn [1962] describes as “nor-
mal science,” in which research methods become increasingly refined over
time and the incumbent paradigm is applied increasingly widely in search
of predicted or anomalous results. However, it can add to the tendency for
researchers to adopt data sources and research techniques without putting
much thought into them, add to the tendency for research to be contained
in independent “silos,” and raise serious doubts concerning the indepen-
dence of results across studies (Heath et al. [2023]).

5.3 OVERALL

In sum, the real effects, price effects, and costly contracting streams in
accounting research share much in common. Real quantities and prices
obviously are codetermined. Prices are established in contracts, so the ef-
fect of accounting on prices occurs largely through its role in contracting.
Where the research streams differ is in the proxies they offer for welfare
effects—differences that are driven by the availability of data, theory, and
tractable research templates. I do believe that researchers would gain from
giving thought to how the streams they work in overlap.?”

6. The Concept of Information in Accounting

The concept of information underlies the contribution of accounting to
economic welfare. For accounting to affect real quantities or prices, or to be
used in contracting, it must provide households or firms with information.
The question is: What type of information?

In general, it is not possible to separate the concept of information
from an information communication system (e.g., Burgin [2010]). In other
words, what constitutes information depends on the context of its use. Con-
sistent with this rule, accounting provides at least two types of information:
novel and timeless. The distinction can be illustrated by the following ex-
ample. Accounting students reading an introductory accounting textbook
find it full of information that is novel to them; the accounting professor

% This issue has long been recognized in the asset pricing literature. See, for example, Lo
and MacKinlay [1990].

26 As in “following X and Y, I do the following ... .

27 A nice example of this is the joint asset price and quantity effects predicted from the
widespread introduction if IFRS in 2005. The example is discussed in more detail in Section

VIIL.
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adopting the book for class use finds little that is new in it but adopts it be-
cause it contains considerable information about accounting that is almost
timeless. Focusing on novel information, as in much research on equity
pricing, risks overlooking the contribution to welfare of stale accounting
information.

In financial economics, information generally is viewed as a time-
independent random variable, in which past values of the variable contain
no additional information relative to the current value. This concept of in-
formation as novelty, when applied to Fama’s [1965) seminal framing of
stock price behavior as a function of information arrival, leads to viewing
stock price changes (i.e., returns) as independent across time, following so-
called “random walks” (Bachelier [1900], Samuelson [1965, 1973], Fama
[1970], Campbell, Lo, and MacKinlay [1997]). Information then is pure
novelty: Yesterday’s news no longer qualifies as information. This concept
of information also underlies much of the value relevance literature. Con-
sider the relation between earnings announcements and price revisions at
the time of the announcements. Using the strength of this effect to eval-
uate an accounting regime implies that the exclusive role of accounting
is to provide novel information—information that had not previously been
available and had not previously been incorporated in price.

In contrast, there are many contexts in which accounting information is
used despite its lack of complete novelty. For example:

(1) Stale (i.e., not novel) accounting information that has been inde-
pendently audited plays an important economic role in the set-
tlement of many contracts. For example, many contracts are set-
tled only annually. Lenders might receive audited accounts for
a December-end firm in April, review them, and decide in May
whether to take any action based on those numbers, which by then
are months old in a novelty sense. Boards might award bonuses to
managers based on annual earnings, when meeting months after the
novel information in earnings has been released.

(2) Consider the example of accounting for firms’ long-term debt.
Loans are obtained from banks and from other informed lenders,
and most corporate bonds are held by institutions that are well aware
of their values.?® Indeed, many are required to price their invest-
ments as frequently as daily. It is implausible that firms reporting
their debt at year-end market values would provide novel informa-
tion to these lenders, especially since audited financial statements
are released more than a month after the year end. So, what type of
incremental information could the balance sheet provide lenders?
One candidate would be the total face value of the debts the firm

28 Insurance companies, mutual funds, pension funds, and banks owned 94% of U.S. cor-
porate bonds in 2017 (Koijen and Yogo [2022]).
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has outstanding (i.e., historical cost). Although this is an informa-
tionally stale number, it is a necessary input for any Black-Scholes
valuation of existing or potential new debt: It measures the amount
of existing claims that could compete for repayment. The implica-
tion is that lenders and potential lenders could find stale histori-
cal costs more informative than novel market values. Furthermore,
knowing the face value of the firm’s debt (i.e., the amount of com-
peting claims) would seem more important as the probability of de-
fault rises, and hence its market value declines. Thus, the incremen-
tal information to lenders contained in the historical cost of debt
increases in its distance from its current market value, contrary to
the novel-information logic of value relevance association metrics.

(3) Historical information is used by managers, boards, analysts, the
press, courts, government bodies, and others to provide a basis for
comparison with current-period numbers, for measuring growth, for
comparison with other firms, and for myriad other purposes. For
U.S. public companies, historical accounting data are available on
their websites and on the SEC’s EDGAR database.?® Drake, Roul-
stone, and Thornock [2015, 2016] show that EDGAR download
activity is correlated with negative shocks to firm value and with
large corporate events such as accounting restatements, earnings an-
nouncements, and acquisition announcements. Playing on the am-
biguity of the term, Drake et al. [2020] investigate whether there is
(novel) information in (stale) information. Hail, Muhn, and Oesch
[2021] conclude that historical information attenuates information
asymmetry in the context of a sudden financial event. These studies
demonstrate that stale historical information is useful to investors
seeking to evaluate novel current information.

(4) Economists, researchers, consultants, historians, and others use stale
historical numbers because they find them to be informative.

The above are but a few examples of contexts in which accounting sup-
plies information that is not novel, in the sense used in financial economics,
but nevertheless contributes to aggregate welfare.

7. Normative or Positive?

Hume’s guillotine, named after the Cl8th philosopher David Hume,
states that one cannot logically derive normative “ought” statements from
positive “is” statements. Whether the distinction between the positive and
the normative is as clear cut as Hume implied has been debated ever since.

Y EDGAR usage data are available in the SEC’s Semi-Annual Report to Congress Regarding
Public and Internal Use of Machine-Readable Data for Corporate Disclosures (June 2023),
available at https://www.sec.gov/files/2023-fdta-report.pdf.
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One wonders whether an excessively rigid distinction in the archival litera-
ture has led to a dearth of seemingly normative statements about account-
ing’s social value.

Two familiar studies illustrate how positive and normative analyses of ac-
counting regimes can be related. First, Ball and Brown [1968) brought the
results of positive accounting research (i.e., empirical evidence) to bear
on the normative theories that were promulgated by scholars at the time.
A premise of those theories was that accounting numbers are meaning-
less aggregations of numbers because they are calculated using heteroge-
neous accounting methods, such as lower of cost or market for inventories
and straight-line depreciation for plant and equipment. From that premise,
scholars had concluded the accounting regime required radical change to
one that utilizes a single universal measurement method, such as valuing
all assets at their current selling prices—that is, to a regime that would for
the first time make accounting numbers meaningful.** We could have chal-
lenged the premise at a theory level, based on the Ogden and Richards
[1923] thesis that the meaning to users of words like “earnings” and “book
value” arises largely in usage, not in dictionaries. However, we challenged
the premise empirically by showing that earnings contain information that
investors incorporate into market values, so they cannot be meaningless to
them. In doing so, the study cast doubt on the radical redesign of account-
ing proposed by those scholars (a normative issue), because the premise
on which their proposals were founded was refuted by the data (positive ev-
idence).?! A normative corollary of the Ball and Brown [1968] research—
one that remains relevant to this day—is that placing all accounting mea-
surement methods on a homogeneous basis, as proposed by Chambers
[1966], Mattessich [1972], and Barth [2014] for example, is not necessary
for accounting information to have meaning and to be useful.*> We also

30 The first assertion that accounting earnings are meaningless of which I am aware is by
Canning [1929, p. 126]: “No propositions that assign a qualitative nature to net income can
be maintained. ... it expresses the magnitude of a difference between two summations of non-
homogeneous things.” By 1968, the prevailing view in academia was that balance sheets and
income statements are “of very doubtful utility” because “it is pointless to add unlike things”
(Chambers [1966, p. 4]).

31 A brief reading of our introduction reveals that we viewed the study as bearing on norma-
tive propositions. A rare appreciation of this point is in Dopuch [1983, p. 178]: “Few people
realize, however, that one of the primary motivations for that study [Ball and Brown [1968]]
was to provide a rebuttal to criticisms of historical cost accounting provided by theorists such
as Chambers, Canning, Paton, and others.” See also Ball and Brown [2019, p. 427].

32 Perfect homogeneity of accounting methods is unobtainable. It would require firms to
account entirely on a cash basis, or the existence of perfectly liquid, frictionless and efficient
markets for all assets and liabilities, in which case firms and accounting would not exist any-
way (Coase [1937]). In practice, “fair values” are reported using many different methods.
Marketable securities are calculated using so many methods that the methods have to be clas-
sified into three buckets. Real property generally is valued using the comparable transactions
method. Plant & equipment, goodwill and other long-term assets generally are valued using
discounted cash flows methods, with both future cash flows and discount rates estimated by
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showed that accounting income lags market value in incorporating infor-
mation, which to my mind tells us something about its economic function.
So, although our paper is viewed as having introduced positive empirical
research to accounting, it definitely had normative implications.

Second, Basu [1997] reported evidence that in practice there is an asym-
metric incorporation into accounting income (and hence into balance
sheets) of information that investors view as value relevant, a property of ac-
counting practice known as conditional conservatism. That is, decreases in
asset values are recognized in a timelier fashion than increases. The asym-
metry is confirmed by the accounting standards themselves. IAS 36 requires
impairments (i.e., downward revaluations) of long-term assets to fair value,
but does not symmetrically require upward revaluations. IAS 38 requires
impairments of intangible assets, but does not require upward revaluations.
IAS 2 requires inventories to be reported at the lower of cost and net re-
alizable value. There is a distinct asymmetry in these accounting standards
as to how positive and negative changes in asset values are incorporated
into earnings and balance sheets. Furthermore, as Basu [1997] observes,
the adage “anticipate no profits but anticipate all losses” has survived for at
least a century.’® Whether this property of accounting is viewed in the liter-
ature as good or bad depends on whether the author is a value relevance or
a costly contracting person, but the positive evidence of asymmetry in prac-
tice and accounting standards cannot be said to be normatively neutral.

The normative-positive distinction is important, but positive results can
have implications for normative frameworks. In particular, the extensive
archival literature provides valuable insights into the shape and magnitude
of accounting’s contribution to aggregate welfare.

8. An Aggregate Perspective When Fvaluating Accounting Regimes

As should be clear from the above, there now is an enormous, diverse,
and insightful literature that evaluates aspects of accounting regimes gener-
ally, and public financial reporting in particular. Are financial reports useful
to investors, lenders, suppliers, or in management compensation contracts
or corporate governance? Do they affect equity or debt prices? Do they af-
fect user actions and real quantities? Are they timely, conservative, noisy,
manipulated? Do they induce investor myopia? Essentially all this work is at
the micro level. Aggregate welfare seldom is investigated.

a variety of methods. The notion that fair value accounting involves homogeneous account-
ing methods is a fairy tale. Although homogeneity of accounting methods is impossible, that
does not mean that reducing heterogeneity in methods cannot increase the meaningfulness
or usefulness of accounting information. Is there an optimal (nonzero) amount of accounting
method heterogeneity? At what cost? Is it greater or lesser than under the current regime?
331 cannot resist drawing the attention of readers to an article on conservatism in the very
first issue of The Accounting Review (Scott et al. [1926]). The article contains “an obituary
notice” for the passing of “the time honored inventory rule to use cost or market price
whichever is the lower.” Nevertheless, this asymmetric rule is still alive, almost a century later.
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An illustrative example of the difference between micro and aggregate
welfare perspectives is provided by the effect of the widespread interna-
tional adoption of IFRS in 2005. This episode demonstrates the limitations
of thinking about accounting effects at the individual-firm level rather than
at the aggregate level. One frequently claimed benefit of the adoption of
IFRS was to make firms more transparent to investors, who then would per-
ceive them to be less risky. In turn, investors would require a lower return
from investing, thereby reducing the supply price of capital to firms (a.k.a.
“cost of capital”).34 But this story is too simple. Widespread IFRS introduc-
tion in 2005 was a macroeconomic event involving firms in all industries
and in more than one hundred countries. It cannot be completely analyzed
at the individual-firm or even individual-country level.

If all firms in an industry were required to adopt IFRS, and if all firms ob-
tained the alleged benefits from higher transparency, the first effect would
be to reduce the industry supply price of capital. Competition among firms
in the industry then could be expected to have passed much of the benefit
on to consumers, in the form of reduced product prices. Further, if firms
in all industries in almost all countries adopted IFRS, the benefits to con-
sumers would be economy wide. Thus, from a macro perspective the largest
ultimate beneficiaries of IFRS adoption might have been consumers, not
firms or investors, suggesting that researchers might want to study product
market effects rather than capital market effects.

A second and partially offsetting effect would arise from firms in all in-
dustries and countries expanding investment in response to the reduced
supply cost of capital. Even if firms or industries or countries adopted IFRS
at different times, those short-term timing differences would seem imma-
terial to investing in long-term assets. Consequently, increased investment
would be expected from all firms and all industries in anticipation of—or
around the time of—IFRS adoption. This in turn would increase the ag-
gregate demand for capital and, other things equal (notably, households’
consumption preferences), increase the supply price of capital, somewhat
offsetting the transparency-induced decrease.

These two effects suggest that the expected net effect of IFRS adoption
on capital costs might be muted, and that the benefits of adoption might be
reflected more in lower consumer prices and increased investment by firms.
In this example, focusing on the capital market could lead to a substantial
underestimation of aggregate welfare effects.

The qualitative evidence from the course of history reveals that account-
ing has important aggregate welfare effects, functioning as an important
and integral contributor to the evolution of economic institutions. These
effects can be hinted at but not identified by partial correlation studies,
“turning one dial at a time.” Consequently, taking an aggregate welfare

34 De George, Li, and Shivakumar [2016] provide one review of the IFRS literature.
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perspective can be fruitful, though difficult, as discussed in the following
section.

9. Externalities, Distribution Effects, and Aggregate Welfare

9.1 EXTERNALITIES

Financial reporting has been shown to have positive and negative exter-
nalities, which are benefits obtained by, or costs imposed on, some parties
as a result of the actions of others. In the accounting literature, the fo-
cus historically has been on positive externalities. The early work on exter-
nal benefits addressed across-firm information transfers in the equity mar-
ket. Brown and Ball [1967] reported that approximately 35%-40% of the
variation in the median firm’s earnings is associated with aggregate effects
and a further 10%-15% is associated with industry effects, the implication
being that one firm’s earnings information is informative about the earn-
ings of others. Foster [1981] and Freeman and Tse [1992] subsequently
demonstrated that individual firms’ earnings disclosures do in fact affect
the stock prices of other firms in their industries, confirming that investors
gain external benefits from the earnings information produced by other
firms. Absent agency costs, firms will endogenize the benefits of report-
ing to their own shareholders, but that is not the case for external benefits.
Other things equal, firms therefore under-produce accounting information
relative to the social optimum. This has provided a fundamental rationale
for disclosure regulation (Benston [1969]).

More recent work has addressed external benefits to decision mak-
ing by other firms, rather than directly to their investors. For example,
Badertscher, Shroff, and White [2013] hypothesize that private firms’ in-
vestment decisions are informed by the aggregate amount of publicly
available information in their industry (their “information environment”).
Their proxies for this construct involve the proportion of firms in an in-
dustry that are public and hence disclose publicly. Among other things, the
authors show that measures of the investment efficiency of private firms are
increasing in their information environment proxies. In other words, pri-
vate firms obtain external benefits from information produced by public
firms.

There are myriad ways in which a firms’ financial reporting and dis-
closures could inform other firms’ production, investment, and financing
decisions—particularly those of their competitors. These positive external-
ities imply another latent incentive for firms to underproduce accounting
information relative to the social optimum, because they do not internalize
the benefits of their information to other firms—and to the shareholders,
lenders, managers, employees, and other parties who contract with other
firms.

Mechanisms to ameliorate information under-production include gov-
ernment fiat (such as reporting and disclosure mandates and penalties),
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moral suasion, and private cooperative agreements (such as trade associa-
tions with information-sharing rules, and various subscription services that
collect, aggregate, and sell industry-level information). If the external ben-
efits exceed the costs of operating these mechanisms, the mechanisms in-
crease aggregate welfare. Otherwise, they impose welfare losses.

Negative externalities (i.e., social costs) of financial reporting likely exist
also. “Crowding out” is a prime example. The classic application of crowd-
ing is motor vehicle traffic, where externalities occur because each vehicle
entering the road causes a comparatively small effect on aggregate traffic
that is not internalized by its driver but which, when aggregated over all ve-
hicles entering the road, slows the traffic substantially. Applied to financial
reporting, the argument is that the aggregate capacity of the communica-
tion channels from firms to users is inelastic, due to factors such as limited
attention of investors and other users, limited size of the financial press, or
a limited number of security analysts (e.g., Fishman and Hagerty [1989],
Hirshleifer and Teoh [2003]). Public disclosures by firms thus can create
negative externalities by crowding out the disclosures of other firms. The
implication here is that public firms overproduce information relative to
the social optimum, other things equal.

The potential for crowding out is increased by earnings announcements
bunching in time. Firms mostly adopt common fiscal period ending dates
(such as December 31, March 31, or June 30) so there are “earnings sea-
sons” containing a flurry of announcements around the same time. Further,
earnings announcements are almost 30% more frequent on Wednesdays
and Thursdays than on other weekdays days (Ball and Bartov [1995]). Com-
pounding this again, firms in the same industry tend to announce within
days of each other. These practices create the potential for “crowding out,”
the result being a negative externality that firms do not endogenize.

However, the degree of inelasticity in the supply of information process-
ing capacity can be questioned. Supply elasticity normally is greater in the
long run than in the short run, as institutions and individuals find ways
to relax constraints. For example, the practice of investment advisors an-
alyzing accounting information on behalf of time-constrained individuals
might emerge. Online services summarizing financial information might
make it more easily accessible. Investors might invest in professionally man-
aged portfolios or follow passive investment strategies. Brokerages, invest-
ment banks, institutional investors, and the financial press might arrange
their work rosters to increase their information-processing capacity in the
busy earnings season. In the long run, one would expect institutional solu-
tions to emerge that bound information-processing capacity constraints, if
not completely.

There also is a long analytical literature on public disclosure crowd-
ing out private information production (e.g., Gonedes [1980], Verrecchia
[1982], Diamond [1985], Goldstein and Yang [2017]). In these models, in-
dividual firms do not internalize these negative externalities, once again im-
plying a latent incentive for firms to overproduce accounting information
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relative to the social optimum, other things equal. Here too, one wonders
what institutional innovations have evolved to bound this problem.

Recent archival research has uncovered several negative externalities
from reporting mandates. Kraft, Vashishtha, and Venkatachalam [2018]
and Fu et al. [2020] study effects on firm behavior when the United States
mandated half-yearly financial reporting, and then when it increased the
mandate to quarterly. These mandates presumably made accounting infor-
mation available in a timelier fashion, but the authors conclude that the
increased frequency of reporting also induced managerial myopia and in-
hibited investment and innovation. Duguay, Minnis, and Sutherland [2020]
study the Sarbanes—Oxley Act of 2002, which increased the labor intensity
of public company audits. Due to short-term inelasticity of audit labor sup-
ply, this caused a doubling of the cost of nonprofit audits and a reduction
in the use of audited financial statements by private firms.

Although positive externalities have provided the basic rationale for state
reporting and disclosure mandates, the possibility that they also create neg-
ative externalities implies regulatory caution.

9.2 DISTRIBUTIVE EFFECTS

Much of the literature surveyed above consists of partial equilibrium
analysis, typically reporting average effects, and ignoring potentially im-
portant distributional effects. Notably, when interpreting a cross-sectional
regression of an outcome variable (share price, investment, management
compensation, debt contract provision, etc.) on an accounting regime
treatment variable (new accounting standard, change in audit rules, etc.),
it is common to focus on the coefficient for the accounting treatment
variable, and its statistical significance. The implicit assumption from a
welfare economics perspective is that the residual unexplained variation
in the outcome variable—which often is substantial—is noise (i.e., is not
caused by the accounting treatment variable, and is without implications
for welfare). However, it could indicate that the treatment effect varies
across firms or across time, in which case the average result under-states
the full welfare effects, perhaps substantially.

For example, an accounting innovation might reveal to some firms that
they had been overinvesting, and to others that they had been underin-
vesting. The OLS coefficient might be an unbiased estimator of the mean
treatment effect across firms, which might be insignificant, but from a wel-
fare economics perspective, average effects are only part of the picture; one
cannot completely ignore distributional issues across households and firms.
They are, however, difficult to identify.

The importance of looking beyond average effects is nicely demonstrated
by three studies demonstrating distributive effects. Zhang [2013] develops
a model in which the quality of accounting information affects firm cash
flow uncertainty, which in turn affects capital costs and then investment. In
this model, improving accounting information leads to a welfare-increasing
expansion of the real economy but it also affects capital allocation across
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firms. In a large sample study of the product market effects of mandatory
IFRS adoption in the EU, Downes, Flagmeier, and Godsell [2018] show that
IFRS adoption led to increased concentration in industry sales: Larger firms
increased their market share at the expense of smaller firms. Breuer, Leuz,
and Vanhaverbeke [2021] show that requiring German firms to publicly
disclose financial statements did not reduce aggregate innovation-related
expenditure by innovating firms, but did reduce the number of innovating
firms. The mandate imposed proprietary costs of disclosure that were de-
creasing in firm size, and produced external benefits that were increasing in
firm size, resulting in a concentration of innovation spending among large
firms. In terms of its effect on innovation, the regulation had no average ef-
fect but important distributional effects. These three studies demonstrate
that average effects can be misleading proxies for welfare effects.

In general, externalities and distributional effects complicate the task of
evaluating an accounting regime, or a change in regime. What are they?
How big are they? Are they positive or negative in aggregate? Who is af-
fected? Does the regime under-regulate financial reporting and disclosure,
or overregulate? These are difficult questions to answer with the partial-
equilibrium research designs that predominate in the literature.

9.3 ESTIMATING AGGREGATE WELFARE EFFECTS DIRECTLY

As noted in the Introduction, activities consuming substantial resources
do not survive over long periods without contributing substantially to
welfare. Indeed, under some heroic assumptions (notably, perfect com-
petition and the absence of regulation) the total costs incurred by an
accounting regime are a lower bound to its welfare effect. Total regime
cost is unobservable (see section 3.4), as is the extent of consumer surplus,
so that line of reasoning does not move the calculation of welfare contri-
bution beyond the qualitative assessment that it is substantial. Nor does it
provide any insight into kow accounting contributes to welfare.

Recent studies attempt to quantify welfare effects directly. Choi [2021]
adapts the David, Hopenhayn, and Venkateswaran [2016] general-
equilibrium model of resource allocation across firms to provide a role for
accounting. Choi incorporates three sources of information about current
productivity that firms use to predict future productivity and hence to make
more informed decisions: cash flows, accruals-based accounting earnings,
and other information. The distinction between the effects of cash flow
and accrual accounting is based on the Nikolaev [2018] framework. The
result is an aggregate “real effects” framework (the price of capital and
the quantity of labor are exogenous, and there is no contracting in the
model), in which accounting information affects firms’ decisions, improves
resource allocation, and increases aggregate productivity. The model
estimates that in 2012 accrual accounting (relative to a cash accounting
regime) generated a 0.7% ($118 billion) increase in aggregate output for
the United States, 3.4% ($295 billion) for China, and 2.3% ($42 billion)
for India. The effect of accruals information on aggregate output was

85U8017 SUOWILLOD @ANERID) 3|qedlidde auy Aq peusenob ae ssjolie YO 8sn Jo S9|nJ 1oy Akeiqi 8UIUO AB|IM UO (SUOIPUOD-pUe-SWB) L0 A8 M AReIq Ul UO//SA1Y) SUORIPUOD pue swie | 84} 88S *[£202/60/62] Uo Ariqiauliuo Ae|im ‘AriqiT - ofeoiyd JO Asienlun Aq 20S2T X629-GFT/TTTT OT/I0p/L0o A8 i Areiqipuluo//sdny Wwoiy papeojumod ‘0 X6.9S.vT



BY WHAT CRITERIA DO WE EVALUATE ACCOUNTING? 39

proportionately lower in the United States for two reasons: Firms’ produc-
tivities were less uncertain, and there was more nonaccounting information
available to managers. Despite these impressive numbers, the model likely
underestimates the welfare contribution of accounting, for several reasons:
The model uses cash flow accounting as the base case, which itself would
provide welfare-increasing information to firms; it confines the role of ac-
counting to informing firms’ operating decisions; it does not address effects
on prices or on contracting; and it ignores complementarity between ac-
counting and other information. Are the dollar estimates in the same order
of magnitude as the costs incurred by the countries’ accounting regimes?

Terry, Whited, and Zakolyukina [2023] adopt a regulated setting in
which managers have latent incentives to manipulate reported earnings
to meet short term earnings targets. They can do so by accounting means
(e.g., by falsifying data or by tampering with accounting estimates such
as uncollectible allowances) or by making suboptimal investments in in-
tangible assets (which, under accounting rules, are immediately expensed
against earnings). These distortions are only partially observable to the
researcher, so the authors impose the structure of a dynamic equilibrium
model on the archival data. One conclusion from estimating the model is
that manager manipulation of reported earnings in these ways decreases
earnings informativeness to investors, which increases firms’ capital costs.
Considered by itself, that would seem to imply that earnings manipulation
would reduce firm values, but the wider picture is different. In the counter-
factual in which earnings manipulation by accounting means is completely
eliminated by regulation, firm values decrease by an average of 5.7%
because managers now resort to cutting investments in intangible assets
to meet their earnings targets. Interestingly, the complete elimination
of earnings manipulation by accounting means results in a tiny rise in
aggregate welfare.

Alternative general equilibrium analyses undoubtedly would estimate dif-
ferent aggregate effects, both in character and in magnitude. In that way,
they are no different from other estimation procedures, which always are
dependent on explicit or implicit specification assumptions. These studies
show that aggregate welfare effects of accounting can be addressed directly,
and illustrate both the insights obtainable from aggregate analyses and the
dependence of their results on model specification.

10. Why Is There So Much Negative Commentary?

I'will finish with an issue that has vexed me for a long time: the amount of
negativism in the literature. It is abundantly clear that accounting matters—
that it contributes substantially to aggregate welfare. Nevertheless, a surpris-
ing amount of the commentary on accounting has been occupied by “the
sky is falling” opinions, including the following claims (some reasonable,
some alarmist):
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Lack of auditor independence, increased audit market concentra-
tion, audit firm incentive structures, long auditor tenures, and a
host of other variables inhibit financial statement reliability.*®
Periodic accounting scandals and associated company collapses de-
stroy user confidence in accounting information and demonstrate
the need for fundamental changes in accounting.*®

Financial reporting is a “numbers game” played between company
managers and Wall Street.*’

“Earnings management’—manipulation of financial statement
numbers by managers in their own self-interest—is rampant.*®
Quarterly public financial reporting encourages investor and man-
ager short termism.*

Managers will sacrifice substantial firm value merely to meet short-
term earnings targets.*’

The correlation between accounting earnings and stock market re-
turns is too low.*!

The increased importance of intellectual property, combined with
inadequate accounting for intellectual property assets, has ren-
dered financial statements of limited use to investors.*?
Accounting information prepared without a universal measure-
ment system is meaningless.*®

Accounting information only is meaningful if it has been ad-
justed for general price-level changes or firm-specific input price
changes.*!

Fair value accounting contributed to the 2008 financial crisis.
Investors “functionally fixate” on earnings without regard to the dif-
ferent valuation implications of different earnings components.*®

45

Negative commentaries date at least as far back as Canning’s [1929] doc-
toral thesis at Chicago, they were central to the “Golden Age” accounting
literature (Nelson [1973]) that I read as an undergraduate in the 1960s,

35 Notably, United States Congress [1976], Doty [2012], Brydon [2019], and an extensive
academic literature surveyed in Tepalagul and Lin [2015].

36 For example: Chambers [1973], Nobes [2005], and Soll [2014].

57 Levitt (1998).

8 The literature on this topic is so extensive that a Google Scholar search on “earnings man-
agement” returned approximately 213,000 results (conducted on July 10, 2023). Attempts to
survey and synthesize it include Schipper [1989], Healy and Wahlen [1999], Dechow and Skin-
ner [2000], and Ball [2013]. The literature exploded in volume after the Enron Era scandals.

39 For example: Bushee [1998], Gigler et al. [2014], Brochet et al. [2015].

0 Graham, Harvey, and Rajgopal [2005].

41 Lev [1989]. See section 4 above.

*2 Notably: Lev and Gu [2016].

43 See section 6.

4 Sweeney [1936], Gynther [1966].

* Allen and Carletti [2008], Plantin, Sapra, and Shin [2008].

46 For example: Hand [1990], Sloan [1996].
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they were fueled by the Enron Era scandals, and they have continued un-
abated for decades. They do not tell the whole story.

Despite the long list of alleged negatives, accounting information con-
tinues to be used extensively throughout the economy. It is used voluntarily
by managers, boards, professional investors, investing households, analysts,
regulators, the press, and the general public. It is used in valuing firms, in
trading, in evaluating and compensating managers, by competitors in learn-
ing from the financial outcomes of other firms, and in myriad other uses.
Accounting information continues to be used extensively in debt, compen-
sation, supply, and other contracting. It is used by economists, historians,
and accounting researchers. Can it be as bad as the critics allege? Myriad
users “vote with their feet,” so by inference the positives surely outweigh the
negatives by a substantial margin.

That definitely is not to say that accounting information is without lim-
itations. The profession needs to learn from past mistakes, such as the ac-
counting scandals early this century. Further, the profession continually
needs to adapt to political and economic change: The world always shifts
in a fashion that makes at least some dimension of the prevailing regime
in need of improvement, such as the proliferation of long-term noncan-
cellable leases in the 1960s and 1970s that led to FASB issuing SFAS13. But
critics pointing out some inadequacy in the status quo—real or imagined—
tend to “occupy the airtime”; the positives largely go unspoken.

I can only speculate on why negativism is so prevalent. There presum-
ably are other reasons, but in my experience people whose living derives
from commenting authoritatively on the world—academics, politicians,
journalists, columnists, authors of populist books, “leaders” of the profes-
sion, etc.—are excessively disposed to viewing it as needing improvement
in ways that they propose. Indeed, they frequently have incentives to do so.
Hayek’s [1988, p. 76] oft-quoted statement from The Fatal Conceit comes to
mind: “The curious task of economics is to demonstrate to [people] how
little they really know about what they imagine they can design.”

So, has our profession really continued to slip backward, as many pundits
would imply? Or are the critics paying insufficient attention to the profes-
sion’s contributions to aggregate welfare, perhaps because they take them
for granted, or because (despite the voluminous archival literature) they
are largely unaware of the magnitude of its contributions, and where they
lie?

11. Concluding Remarks

In conclusion, I do believe it is important for accounting scholars, teach-
ers, and professional bodies to at least occasionally step back from their
daily activities and think deeply about the conceptual underpinnings, and
fundamental contribution to aggregate welfare, of their profession—and
about the underpinnings of their practice, teaching, or research—because
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accounting clearly matters. And I hope my ramblings on the topic stimulate
some thought on how and how much it matters.
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