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Statement of Dr. Robert Chatov, Associate Professor of
“ o an Assac;ate .Professor of Environmental Analy51s and Pollcy at

Environmental Analysis and Policy, School of Managemept, State B |

' v | the School of Management, State University of New York at Buffalo.

University of New York at Buffalo before the Subcommittee on .

) I was previously employed with Ford M
- otor Compan for sevent:
Reports, Accounting and Management of the Committee on Governmental pany €en years
in various management and analytical ca
s : s pacities invelvin
Affairs, United States Senate, April 19, 1977 g product

marketing and financial activities, My normative orientation is

»

- - toward maintenance and improvement of .
| of the free enterpri e syst
My previous research in the matters before the Senate Subcom- o o

sand- with making more efficient the flow of information upon which

mittee today are related to my interest in the formation and imple-
mentation of public policy. I am particﬁlarly intérésted in questions
involving government regulation of the private sector, and public regula-
tion by self-regulating, private sector groups. Both of these phenomena
are evident in the Securities and Exchange Commission (SEC)-accountant
relationship; those patte;ns, plus an interest in industrial concentra-
tion, meréers and anti-trust law a;d activity led me to investigate the

background and operations of these groups, the results of which were

published in my book Corporate Financial Reporting: Public or Private

Control? in 1975, to which the staff reporﬁ feferred in several places

as its authority for certain observations about SEC-accountant inte;—
actidn} I am interested i; the uses of accounting, in-the public policy
impact of accounting information, and in the operations of the, accounting
profession as an example of professional group dynamics. My professional
training and experience includes J.D. in law (Wayne State University),

a Ph.D. in Business Administration (University of California, Berkeley)

and an' M.A. in Economic History (Northwestern University). I am presently

T N e T s o e 8 e -

investors and the government of a highly complex,

society must depend,

industrialized
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Some_Subcoimittee Staff Study Conclusions

I. The Importance of the Subcommittee's Staff Study The Accounting : :

Establishment ‘ . : 1. Substantial influence of the "Big Eight" accounting firms

through the American Institute of Certified Public Account-

ants (AICPA) upon accounting practices approved by éhé

The Subcommittee's Staff Study, The Accounting Establishment is a

signific;nt step in analyzing the devglopment of corporate flnénc1a1 federal government.

standards and the accounting and auditing process in the United States. . ‘ _
3 o 2. QOmblnlng management advisory services with auditing by all

The importance of these hearings in considering these matters is diffi- _ ) )
p 1 i - of the "Big Eight", which makes questionable the independence

t to overestimate. For the first time in nearly forty-five years ) .
cul - ‘ ' of the auditors from the interests of their clients.

the purposes behind CO!pOrate financial repor tl“g J
1 assin
g % 0 e ed corpo =

examined, as is the system which controls and implements the develop- tions on the New York and Americ Stock Exch
. R L an ocC xchanges,

fi cial standards. The research presented by the Subcommitte .
ment of financi P Yy - 4. Evolution of a system of flexible, alternative accounting

Staff carries forward, tests and validates some of my previous work; )
aff c ’ . meﬁhods by the accounting establishment permitting both the

£ the study's recommendations are compatible with steps I have ~ . . )
some of the study's re ) P reporting of "drastically different financial results" and
great auditing flexibility.

.

urged, particularly the removal of financial standards setting authority

from the existing, selected groups that now control them, and, a cessa- 5 Dominati : .
. ion i i > i
» ‘ of thetpol;tlcally active AICPA by thg "Big Eight"

tion of the practice of offering management consulting and advisory £l
rms. AICPA control of the three-tiered fi s
., nancial stand-

services by "independent' public accounting firms. I am pleased to ) . . )
) 4 P v ” ards -setting organization composed of the Financial Accounting

have the oppertunity of commenting upon the Staff Study. Foundation (FaF), thé Financial Accounting Standards B d.
ards Boar

Y : ‘ :
(FASB), and the Financial Accounting Standards Advisory

The subcommittee Staff Study has generated great opposition
Council (FASAC) by appointment of FAF trustees which appoint

from the organizations controlling corporate financial reporting
the FASB and FASAC members.

standards setting and implementation. And no wonder, considering
B. SEC delegation of its authority for setting financial stand-

the Study's conclusions and recommendations. The Staff Study is

too extensive to permit commenting upon all its aspects, but a ards to selected private sector organizations, maintaining
H

¢lose relations with the Arcpa and the standards setting

glance at some of the conclusions and recommendations fairly well
bodlies. !

reveals the Study's direction.
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FASB operations failing tc develop meéaningful treatment of
specific business transactions and catering to the accounting

prerogatives of various special business interests.

- The compromised independence of accounting firms due to

advocacy of client interests for fees, and tgstimony on be-
half of corporate management before-state. and federal regula;
tory commissions, as well as the Congress.

Lost public confidence in auditing and accounting competence
of the "Big Eight" firms because-of major auditing problems
of recent years, resulting in doubts about thé reliability

of information reported by corporations.

Some of the conclusions set out by the £taff Study may, one might

argue, be subject to interpretation, but it is difficult for me to see

’

how anyone could argue with a straight face about the accuracy of:pointé

1-6. 1In any event, the Subcommittee's Staff Study has some rather direct

recommendations to change the existing situation.

Some Subcommittee Staff Study Recommendations

1.

Stronger Congressional oversight of accounting practices, Con-
gressionally established comprehensive accounting objectives
for federal government agencies and departmenﬁs, encompassing
uniformity, consistency, fairness, etc.

Amendment of the securities laws permitting damaged individuals
to sue auditors for negligence, thus overturning the Hochfelder
decision,

Congressional consideration of methods to increase competition
among accountinq firms for selection-as independent auditors

for major corporations.

'

mended i i i i
| n the dominance of the "Big Eight" accounting firms.

41

4. Federal establishment of (1) financial accounting standards‘
for ‘publicly-owned corporations; (2) auditing standards for
independent auditors; (3) strict standards of auditor's res-
ponsibilities and conduct, with enforcement and periodic in-
spection of auditors by the government. . |
5.. Requiring special reports of the nation's fifteen largest
accounting firms.
6. Governtent-established financial accounting standards in
geetings open to the public; no government contracts with ac-
counting firms combining ﬁanagement advisory services with
accounting and auditing functions.
7. Elimination of discrimination in disciplihary proceedings
against smaller auditing firms.
8. Freedom of the Cost. Accounting Standards Board (CASB) from
domination by industry and accounting firm representatives.
Neither should federal employees serve on AICPA committees to
remain free from real, or the appearance of, conflicts ot
interest..
Summarized, a?d taken to their crucial points, what do the :ecommeﬁ—
dations propose? They propose major changes in existing structural relations ;
for and among the several groups bresently performing major roles in the de-
velopment and implementation of accounting rules and auditing standards. o
Federal standards and surveillance are to be applied to auditors and audits;
auditing and accounting operations are to be divorced from management con-

sulti iviti i
Ng activities to prevent conflicts of interest; a reduction is recom-

+

Finally, a

* e
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federal group is recommended as the new rulemaking authority, but the

study suggests that 'the SEC is so sufficiently compromised by past per-

.

formance and present relations with the private sector that the rulemaking

task should be passed to either a CASB-like group, or to the General Ac-

counting Office.

The importance of these conclusions and recommendations may be

readily appreciated when one considers the set of structural, interorgan-

jzational relationships that are touched, and may be upset, if the staff

Study's recommendations are adopted as national policy.

It is clear that

the Staff Study questions the fundamental relations of:

e s S

1. the Securities and Exchange Commission to the accounting pro- '
fession;

2. the accounting profession with its clients, investors, the
general public and the government at large;

3. the associaced oxganizations affiliated in the three tiered
g;oup (the FAF, FASB and FASAC) presently working on corporate
financial reporting rules:;

4. the SEC's interpretation of its responsibilities under the 1933

. SecuritiesiAct and the 1934 Securities Exchange Commissioﬁ'Act.

Clearly, the implications of the Staff Study's recommendations are

complex, many—facetéa, and deeply affect exiéting interests. They are
sure to produce partisan statements and positions, and encourage a good
deal of emotional rﬁetoric and forecasts of doom if existing relationships
are altered. Almost‘all major institutions in-the present financial stan-
dards system would have some important losses if the staff study's recom-

mendations are adopted. The SEC would lose stature, authority and probably

43

budget; "Big Eight" accounting firms would lose clients, influence and
income; corporations would lose direct acces$ to financial standards rule~-
making and could no longer use alternative accounting conventions. Stren-
uous opposition is therefore to be expected from these parties in interest,
but that does not mean that their arguments ought to be automatically dis-
counted. Which brings up what I consider to be the crucial consideration
in these Hearings -- under what circumstances is it advisable, from a
public policy viewpoint, to abandon an existing system and move to a

new one, with all of the attendant risksvof change and uncertainty?

The issues are two: Is the present system seriously deficient, and
if so, can it reform itself? For example, forbidding accounting firms to
engage in management consulting would have no effect on the economy at
large in terms of the availability of services because existing or new

consulting firms would fill the gap; in fact, persénnel shifts to new

organizations would probably occur very quickly. All that would be affected

would be the revenues of the accounting firms. But unless there was real
conviction that consulting and accounting services created the circum-
stances for serious conflicts of interest, prohibiting the combination
of those services withiﬂ the same firm would not be a reasonable exercise
of public policy, since it would frivglously reallocate resources from one
organizational group to another without any public or economic benefit.
Similarly, one must answer whether the present system of accounting
is deficient. .The Subcommittee's Staff St&dy argues that it is, a conclu-
sion I endorse for reaséns which I will go into later. In answer to the
next question, can the §ystem reform itself?, I believe the answer is

that it cannot, and that the good will and integrity of the individuals

. -6

e ey T T -



44

inuolved has nothing to do with it. I believe that.iﬁ is in the nature

of the present financial reporting standards setting system to continue
to operate as it has done for the past forty years, and that the problem
is simply characteristic of the faulty operation of the federal 1ndepen~

dent .regulatory commissions as a group. - The issue is therefore much

broader than just the development of accounting and audit;ng rules by

selected private sector institutions and accordingly, the solution to what

should be done ought to be based on an understanding of regqulatory commis-

sion network operations.

45

II

II. The Federal Regulatory Commissions

At the outset I uant to indicate the outline of what T believe
about regulatory commission networks and how that belief relates to
the matter at hand and to the SEC, Based on my own research and on
a rev1ew of the literature on regulatory commission behavior, my
conclusion is that they permit the institutions associated with thenm,
which were loosely organized into an interactive network before the
creation of the commlsslon, to achieve a consensus on the matters of
most importance to the network These include decisions on which
roles the different 1nst1tutlons, including the commission itself,
will take, allocation of facilities, functions, rewards, etc. For‘
this reason, I prefer to designate collections of 1nst1tutlons that
focus on regulatory comm1551ons, as regulatory commission consensus
networks, and I will be using that terminology today. Because T
beliave that'reguletory commissions are conflict-avoiding creatures,

especially when faced with only one or a few sets of regulatees, and

-that the commissions operate as the consensus network's staff, I am

pessimistic that the SEC will ever perform the responsibilities assigned
to it under the Securltles Acts of 1933~ =34 to develop rules of cor-
borate financial reporting compatible with the intenticn of those Acts.

This sectionlprovides the backgroungd against which the perfor-

its execution of its legislative authorities ang responsibilities to

develop rules for corporate financiaj reporting standards.

g bty e B e
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Criticism of the federal regulatory commissions has become : common-
plage in the last years, yet their reform has been slow to develop.
If the SEC"% operations have been typical of regulatory commission
behavior in genefal, then that fact supports the Staff-study's recom-
mendations for significant structural changes'in the existing financial

standards development system. What are the predominant criticisms of

the yegulatory commissions, and how may their k-l avior be explained? et

Criticisms of the Federal Regulatory Commissions

Consistent, bitter criticisms have been directed at the regula-

tory commissions. A frequent accusation is that they have faiied

what many believe to be their primary purpose: to protect the con-

sumer interest. The reasons: (1) isolation from the three major
branches of government; (2) the difficulty of making "experts of
political appointees", (3) vulnerability to political pressure; and

(4) tending to regard its regulatees as its constituency.  Kohlmeier,

a Pulitzer prize-winning Wall Street Journal reporter, observed that

each commission pursued a separate course as an end in itself, without
direct reference to‘the people, frequently conflicting with other
commissions, protecting industry from the federal anti-trust laws,
thus making vast ecodnomic sectors subject to monopoly and pfice
fixing. 2 !

The Federal Trade Commission (FTC) in 1969 was severely criti-
cized by the Nader Report and by the American Bar Association, both of
which found it concerned with trivia, generally inefficient, and

thoroughly in need of complete overhaul. Radical revision was recom-

mended by FTC Commissioner Elman in 1970 (The Wall Street Journal,

—

-
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8-12-70) . i : '
12-70) FIC Chief Engman recommended Sweeping changes to the Commis-

sion mechanism in general

‘ » after the FrTC hed enjoyed a revival in the
4 .

early 1970s,
Executi i i

- ' ive st?dles of the commissions have been equally con-~ ’ ?

demning. . t

- The Ash Com-

mission uﬂde! FIGSlde“t leo" zecoﬂmlended Sweeplng Challges in

.
‘ .

. M
with Ioughly Sl"lllaI; COHCIuSlonS may be clted tlu:oughout the Presi-
;

dentlal adﬂllnlst!atlons begllmlng with Iheodare ROOSEVElt- BUSIUESS ‘
. -

publlcatlons have also Joilned the Czltlcal consensus Busl!less Week
(
’

2=28-70 .1 3 .
2=28-70;"The Wall Street Journal, 10-9-74, 10 15
. ! - -

.
Polltlcal sc-l-e“tlSts IefleCt the PUbllc Private l“teIESt debate,

§
; , . . }‘

disagr i g ' Y i
eeln on the d namic Process producing it. ECOnOmiStS led
’

by & i nsti . ,
Y the 1n;t1tuplonallsts, generally approved regulatory effort
s

through the 1930s,

e v

relation of regulator ang regulatee 7
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Economists accent ghe financial service of regulatory comyissiong
‘to the regulated groups and the resulting negative cost-price effect
on consumers. The early operatiqns of the Interstate Commerce Com-
mission resulted in "social losses of long-haul customers from cartel
stabilization ... approximately double ;he social gains of short-haul
customers due to rate reduction", and the cost of bureaucratic mach-
inery in the Federal Power Commission has been estimated to.be well
in excess of consumer savings as the rationality of the regulated
group leads it to seek to control industry entry' through political
means.8 Historians are major contributors to regulatory studies, and
_have devoted much recent effort to re-examining the influence of
regulatees in the genesis of regulatory commissions? Legal analysts
have also studied and criticized regulation, focusing on the develop~
«ment of highly technical, tedious administrative pfocedure rules that
work in favor of the regulatees.10
A few lengthy studies ‘have been developed that attempt: theoretical

treatments of the regqulatory process. Sleznic}’il examined the .relation

of the Tennessee Valley Authority to its constituency, noting that
attempts of the regulatory group to coopt the regulatees resulted
in significaﬁt coopta&ion'of the regulators themselves; Bernstein12
developed a formal theory of regulatory commission relations with
their regulatees, and’Chatov13 applied some sociological interpre-
tations to Securities' Exchange Commission-accounting profession

interaction in corporate financial reporting rule-making develop-

ment.,

-4~
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These studies generally support the view that the new commis-
sions enter established, structured networks, toward which they
are unable, partly through design, to maintain an adversary position.
The regulatory commissions become part of the exisﬁing networks, in
which all institutions share a similar interest in the integrity
;nd preservation of a common purpose. What most students of re-
gulation have observed are these networks in operation, but there
are major disagreements about what makes them work. In addition,
several common errors add to the confusion. - In some cases mistaken
analyses result from the scholar's unconscious effort to demonstrate
a political'philosophy; in other cases, the mistaken initial assump-"

tions about the purpose of the regulatory commission's formation

leads to erroneous conclusions about their later life; in other

studies the error has lain with inadequate identification of the
interactive dynamics within the regulatory networks. These errors
are all, to different dégrees, characteristic of cooptation, con-
spiracy and public inte;est theories of regulatory commission

behavior.

Regulatory Theories and Studies

The crux of disagreement on federal regulatory commission behavior
is not whether they serve the regulatee's interest but how and why.
Perspectives of commission behavior include cooptation through agency

.14 . ''15 cas . . . 16
exhaustion, conspiracy,” political-financial influence;  and, of

course, the public interest notion that the commissions will maximize

T
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the p;blic welfare:.L7 Some elements of each ﬁave their place in
understanding. Commission behavior, but a general theory based on an? )
or all of these would be in error, because each of the above perspec-
tives undervalues the compelling.drive of regqgulatory networks to form

consensus arrangements.

Cooptation theories assume commission creation resulted from a
reform movement; that the commission's proper but faiied mission is
ac£ive control over the regulatee, and the reason for failure was
the regulatee's deliberate and successful strategy to first weaken
the regulator and then to dragoon it into its influence. Perhaps the

most innovative and well known cooptation theory is the Life Cycle.'

Theofy, published by Bernstein in 1955, a work which precipitated
much of the re-examination of regulatory commission operations that
' was to follow. The theory posits a tramsition from birth, through
youth and maturity to - not death -- but o0ld age and capture, which
for the purposes of the theory amounts to about the same thing. The
commission's birth occﬁrs from a stressful situation when effortg

to reconcile opposing ‘interests results in passage of a vague statute.

In the youth stage the aggressive, eager, but inexpegienced, commis-

sion is in a hostile atmosphere where well organized opporents attack

it and its enabling législation. At the same time, public attention

evaporates as does congressional support, thus isolating the .commis-

sion. In maturity conflict fades and the commission becomes coopted

as it adapts itself to its environment. In old age the lethargic
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commission devotes itself to protecting the regulatee, and deterior-
ates further in its sezﬁility. I have analyzed thig theory in detail
elsewhere18 and will here briefly note only that the the;ry's vague
causal relationshipslimit its predictive qualities, but nevertheless,
the theory has some appeal‘as a rough, general behavioral descripéioé
combining several widely held notions about the commissions. One of
these widely accepted concepts, that of conflict in the creation of
the commission, and anticipation of its continuance in the commis-

s : ] : ] 0 s
1on's life, is particularly important to these hearings.

Conflict and Commissions

Conflict assumptions are fundamental to cooptation and public
interest theories, Postulating that the commission's purpose is to
control the regulatee, and engage with them in a persistent conflict
relation. The empirical justification for this conéépg is almost com=~
pletely absent, however, and in addition, the psychological basis for
.effecting requlator-requlatee confljct is very unrealistic; Severai
cases contradict the conflict expectation model and show commissions
were given important integrative roles by the reguiatees in the existing
networks almost as soon as created. The origin of some commissions

featured an inter-industry battle rather than a struggle among

opposing, varied interests. When the Federal Radio Commission

was created in 1927, public versus private conflict were absent
An Attorney General's 1926 ruling denied the Secretaiy of Commerce

the authority to designate radio frequencies, station power or broad-

e
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casting hours, promoted free entry, and created chaos in air wave
use. The desperate industry demanded government controls, with the

big ensuing conflict among broadcasters about the property inherent

in wave lengths and the Radio Commission's powersl.‘9 Much of the social
stress leading to Federal Trade Commission creation occurred within
the business community. The 1911 Standard 0il (211 U.S. 1) and
American Tobacco (211 U.S. 106) cases announced the rule of reason s
prohibiting unreasonable, rather than all, monopolies and restraints
of trade, thereby creating great uncertainty in the business coﬁmugity
about future prosecutions under the Sherman Act. iFrom 1911 on, the
idea of a trade commission gained momentum{ supported by both Progres-
sives and Republicans in 1912, and'wilson and the Democrats actively
supported clarifying anti#rust in 1914. The alliance to support the
Trade Commission included businessmen, enemies of monopoly, and
federal incorporation ad;ocates who supported the trade commission
concept: Congress apparently believed the Trade Commissibn would be
strong enough to do an adequate regulatory job?O Thus the principal
conflict was over the form of regulation rather than a struggle

between forces pro or cop.

The origin of some commissions was compatible with the public
versus private interest model. Holdouts against federal regulation
opposed formation of the National Mediation Board and its Successor,

]

the National Labor Relations Board. After the Pecora hearings into

the 1929 crash, the Federal Trade Commission emerged with extensive
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new powers under the Securities Act of 1933, although a ;ery.voeal
segment of the investment industry opposed régulation. Ipmediately
afterwards, the financial sector changed its tactics and fought for
% special commission which would "understand" the industry's problems,
and which, incidentally, would be more susceptible to their influ~
ence. This anticipation was rewarded. When the Securities and Ex-
change Commission replaced the Trade Commission in 1934 as adminis-
trator of the 1933 and 1934 Securities Acts, it had a stressful
beginqing due to tremendous industry opposition, but its first
commissioners were mainly conservatives, and tried from the outset
to conciliate their regulateele.

Maintaining Conflict

Several examples destroy the argument that conflict modes are
characteristic of the commission's youth period or that conflict is
maintained w1th their regulatees for any length of time. The Federal
Radio Commission accepted the informal industry conferences exlstlng
under Hoover s Commerce‘Department which had used little dlscretlonary
authority and established ruleg acceptable to most radio senders.

The Commissioners were timid rather thanp aggressive, and when the

R . .
adio Commission was abollshed in 1934, its Powers were transferred

to the Federal Communications Commission “which continued to
operate along familiar lines"?2

The Federal Trade Commission's early yéars showed little aggres-

Slveness. Within a few years it was grappling with problems of

e i e e e e
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secondary concern, trivial matters, and lacked orderly planning’
Wilson chose inefficient or business oriented commissioners? and
within tﬁo years, the Trade Commission sponsored permissive regula~
tion similar to that origina;ly requested by business®
Rather than conflict, the evidence shows almost instant coopera-

tive responses of the commissions toward the regulatees in the net-
work into which. they have been thrust. The commissions have contin-

ually been accused of almost always advancing the interests of

their networks over the intérestg of the public. For‘reformers th
beliéve that the public interest should be the consumer inﬁérest,
commission behavior has been exceedingly painful to observe.

Federal regulatory experience since 1887 demonstrates the regula-
tee's interest almost always to have been paramount in‘importance

to the public's, bué the public interest is not defined for every evin-
tuality, thus providing regulatory commissions with great lat%tude.
Business interests @ight assume first importance: so could protec-~
tion of a class of individuals other than consumers. Regulated in-
dustries have usua%ly ﬂeen given significant price.latitude to insure
adequate return on investment and to eéncourage adequate supply, fre—‘
quently at the consumer's cost. Finally, regulatory pricing has '
also encouraged excessive capital equipment accumulation by making

plant investment the most important component of the rate base

26 s 3
determining total revenue allowed, The conviction that the public

e R e et s s
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interest equals the consuwter interest is diffipult to defend. Regula-.
tory behavior is comprehensible, however, in terms of consensus agree-
ments within the.regulatory networks, and it is equally clear that
there is a consistent trend for the organizations in these networks[tg
develop equilibrium positions, ‘

I will how describe what I mean by consensus agreements, and
regulatory commission consensus networks, as Qell as network equilibrium
positions, and will show how these relate to each other. Subsequently,
I will show how the SEC's financial standards-setting network provides’
an admirable example of typical regulatory commission behavior.

Regulatory Commission Consensus Networks

Throughout society there are groups of,institutipps‘that possess
compatible interests inp certain objects or outcomes, and mariage to
achieve acceptable understandings about them. I refer to these in
general as consensus networks; specifically as regulatory commissian
consensus networks where regulatory coﬁmissions are involved. These
are the distinguishihg features of a consensus network.

(1) The compelling mode of interaction within the network is
towérds consensus; that is, towards mutual agreement on
the allocation of resources, a sharing of attitudes, and
an agreement on éhe distribution of roles, functions and
Prerogatives,

(2) Interim cohflicts among the consensus network members will
not be seriously disruptive in the long run, and will have

the positive effect of affirming their interrelational

commitments and common policy perspectives.
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(3) The institutions within the network will be aware of their

alliance. ) E -

The consensus network's interest in reaching agreement without“
disruptive internal divisions will tend to produce stable conditions
within the network, resulting in its structural gquilibrium, unle;s
external pressures intervene, When a disruptive‘member enters the
network, it will be "soc%alized" by the members of the existing system,
who will try to reduce the newcomer's autonomy and will assign it a
place within thé network where it receives an acceptab;e share of
the system's outputs. These dynamics are observable in several aspacts
of the federal government's efforts to regulate the private business
sector through regulatory commissio?s. | |

Regulatory commission consensus networks revolve around the opera-
tions of the regulatory commission, apd overlapping goals aqd identi~
ties are characéeristic?7 A regulatqry commission consensus network
includes the regulatory commission, regulatees encompassed by the en-
abling legislation creating the commission, and associated institutions
affected by and:interested in the regulatees' operations. Consumers
and congressional oversight committees are important to network opera-
tions, but becaﬁse they usually do not}participate directly in decision
making, are not part of the neéﬁork, as a general rule.

The regulatory commissions themselves are curinus combinations of
pqlitical independence and dependence, and are susceptible to outside
pressures. Commissioners are presidentially appointed, subject to

senatorial approbal, and are tenured in their officé, subject only to

. e e
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ood behavi issi
g avior. The commission depends upon the executive branch for

forwarding budget Tequests and for the congress
the P ‘e
commissions polltlcally sensitive to both Regulatees may infl
. influ-

ence the issi i i
commissions dlrectly, Or indirectly through their Political

representatives,

the day to day | i
3 AY contacts with the regulatees, the Comparative freedom

. , .

being absorbed by their consensus network

Regulatorz Commissiong and Equilibrium

they restore and/or confiym exist-

in netw i i l Q2
g orks + and thereby maintain an equilibrium situation among th
g =

to approve them; making
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members of their consensus network. providing stability for the
network is the commission's main function, based on the empirical
evidence of Eheir actual behavior; that is what they do best, which
also explains why the interests and concerns of other areas, like
consumers and the federal government, fare less-well than they might.

Noting the equilibrium function of the regulatory commissiogs
provides a good basis for distinguishing conspiracy from coop?ation
theories of. regulatory commission behavior. Both groups recognize
the regulat§r's furtherance of the regulatee's interests, but the
conspiracy theorists believe the commissions Qere deliberately
created to ﬁct as a shield for the fegulatees, and usually point to
the creation of the Interstate Commerce Commission, the Civil Aero-
nautics Bufeau and the Federal Radio Commission/Federal Communica-
tions Commission as examples. Under both the conspiracy and the
cooptation'approaches,the end result of commission actionvisva
favorable equilibrium position for the regulatees. <“he difference
between thé theories is whether)the regulatees' dominance occurs
before.or ;fter commission creation, but béth theoretical roads lead
in thé samé direction and neither is amenable to rigorous proof.

The impossibility of proving either conspiracy or cooptation
theories prompts asking a rather different question about regulatory
commission behavior: given the best of wil; and éerformance on the
part of khe public sector, and assuming that the regulatees exer-
cized no pressure against the commission during its operations,

would the commission's behavior nevertheless have taken the network

i AR AT
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toward a consensus position that ended in an equilibrium state fér £he
netwoik‘s members? I believe that the answer is yés; that for several
reasons, the regulatory commissions are designed so-that they can
produce nothing else -- that is, that it is impossible for them to
foster a perpetual adversary relationship with the other members of

its consensus network. If I am correct in this opinion, it indicates
that there is little chance that, specifically, the Securities and’
Exchanée Commission will ever foster development of an accounting system
significantly different from the one it has already'endorsed.

I believe that regardless of création’circumstances or
regulatee blandishments the regulatory commissions will create con-
sensus positions and equilibrium situations relating to industrial
and social developments and psychological factors.

The Trend Toward Eqpiiibrium

The special role of regulatory commissionsis to minimize system
disturbances and maintain equilibrium. With increasing social speciali-
zation and greater interdependence, society's vulnerability increases
if one of its parts is disrugted?8 Increasing U.S. specialization im-
pelled pfotection of its critical units, which offers a rational back-
ground for commission development and protective béhavior. By defusing
stressful situations, commissions may appear to become coopted, but
their performance is a natural consequence of their mission and struc-
ture centering around their stabilization role within consengus net-

works. Commissions restore equilibrium to a system by diverting stress

from the protected object to itself, so that social equilibrium will

U
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issi 3 itness
be very similar before and after commission creation. As vl ’

under the Interstate Commerce Commission, rail profits and consuwer
costs after ICC creation were similar to or higher than before; under
the Federal Radio commission/Federal Communications Commission, net-
work distribution among the producers stabilized at before commission
creation lévels; under the Securities and Exchange Commission, authority
£or development of financial reporting conventions was relocaﬁed in the
private financial sector: undexr the Civil Aexonautics 3pard, air rates

'

i i efore
and route were stabilized and involved the same carriers as bef

CAB creation.

Commissions as consensus NHetwork Staffs

Formatien in centralized corporations of staffs that coordinate,

i i i 1lity

plan, and control reflects both complexity of functions and rationa \'4
, ar

‘ t

of objectives and directions. When consensus networks have a componen

i ion
unit that also coordinates, plans and controls, elements of directio

and rationality of purpose can also be assumed. Coordinating agencies
feature interdependence, awareness, and standardization, and the role
of the commissions as coordinating operations has been noted by or-—
ganization theorists?9 The commissions have many of the characteristics
of other staff organizations in various areas. For example, trade
associations which govern many interrelationships and communications
between firms'within an industry can be considered staffs, becoming

i i i i t in-
conduits of the exchange of certain price, production, and produc

formation. Commission behaviof that shows it to be operating as its

S M SN T
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network's staff.ére characterized by éontact with all the important
network components; formal meetings and agendas; issﬁancesiof ex-
pressions of mutual concern and interest; staff action that consis-
tently, but not always, affirms the consensus of the other.network
members; and direct or indirecc recognition Sy the members of the
consensué network of the staff's importance to the network. The com-
missions function as the staff cooxdination group, for the network,
and therein lies much of the network's resilience, with commissions
even recoﬁmending to congress the form of ieqislation needed to permit
the consensus network to adapt to a changing environmént, probably-a
major factor cont;ibuting to the longevity oé its consensus network.

Conflict Within Regulatory Commission Consensus. Networks

>The assumption of some of the early proponents of'ﬁhe regulatory
commission system was that the expertise of its commissioners would place
them in a positiéﬁ whereby they would aggressively champion the public
interest and engage in continual adversary relations with their reg-
ulatees. However one concludes on Fommissioner expertise, there is
little doubt that commission-regulatee adversary relations have been
more benign than hostile. Several psychological and institutional
factors help ?rodu;e this result.

It is difficﬁlt for individuals to persist in never-ending battle
with their freguent contacts. For most individuals, continually hostile

encounters produce depression and the desire to avoid more contact. But

in the consensus network, contact between regulator and regulatee cannot

R —
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be avoided. The resulting familiarity is more likely to breed sy@—
pathy for the other's views and problems, and continual interchange
under network circumstances teénds to develop similar perspectives
among the people involved. Much regulatory conserisus network operam_
tion is based on personal contacts, understandings, as well as on
formalized documents and procedures. - And where regulation reduces:
conflict itemstn written forms, it produces mora distortian and less
chance of producing useful conflict, compared to the direct combat
of the oral arguméné, long a tradition to the western world, and
still central to the adversary procedure in the law, as compare@ to
administrative procedure.

Consensus networks operate placidly; they cannoct tolerate aggres-
sion that prevents ultimate agreement; they haymonize, smooth differ-
enées, and thus tend to discourage the discussion and criticism neces—
sary for a clear view of reality. ' Bureaucratic, consensus type per-
sonalities thrive in such circumstances in both the public and private
sector organizations involved, and the compromise that‘is fostered can
be unfortunate because some aggression and hostility is necessary for
the development of adversary procedures which can adequately thrash
out complex, contrpoversial issues. A regulatory commissioner's interest
is to keep network:battles from going to external theatres, and will
"try exhaustingly to f£ind a conflict~avoiding compromise ...", a proceés
that will be accented as the commission staff attempts to keep issues t
from going to the commissioners?l The guiding principle of the consensus

network is to achieve harmony and agreement, and accordingly, the leaders
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of institutions belonging to consensus netwoiks are- to be expected to
be consensus leaders -- that is, personalities who foster compromise
and agreement at the. cost of reform and settiné new direi:f:ions?2 wWithin

commissioners
the regulatory )h\ :

networks, consensus personality commissions
are assured by the Presidential practice of informally first attempting
to clear a proposed commissioner with the regulatees to secure their
advance agreement, before submitting the name to the senate.

The resulting sameness of attitude between commissioners analreg-

) the commissioners becoming out of. touch with :
ulatees may result %quxternal environment, even when under great pres-
sure from it, thus delaying or omitting necessary responses, as for
exémple, the SEC's failure to retrieve its financial standards develop-
ment function from the Accounting Principles Boaxd when the latter's
failure ove¥ the 'business combination accounting issue became common
knoﬁledge in the:latter half of the 1960s.

To summarize this section, the following pbints.can be made about
the general perf;rmance of the regulatory commissions. Criticism and
dis{llusionment with the regulatory commission form of government has
become commonplace, as has the observation that the end result of their
operations is to favor the interests of their regulatees as the com-
missions develop .common interests with them. Regardless of the obser-
vations which can be made of the aggressiveness and willingness of the
commissions to engage in vigorous adversary relations with their reg-
ulatees at the outset of the commission's existence, the general critical

observation is to note that meaningful conflict seems rare between

regulator and regulatees. ' However, conflict is unreasonable to expect,
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given the compelling dr%ve for‘tbg commission to become part of the"
network intp which it isithrust.u‘Insteaa of éngaging in coﬂflict, the
regulato;y commission consensué network which foﬁuses upon it, shares
the attitudes of the o#her prominent members, dgvelops common policy
perspectives aﬁd seeks to produce stable, equiiibrigm cond;tiong witﬁin
its network. Several factors‘éccount for the régulatory imp;lse toward
producing stable, non-disruptive network relgtions; cénflict canﬁot be
maintained perpeéually because of the psychoiogical difficulties im- )
plicit in such a state; close relations with r;gulatees foster common
perspectives and understandingg; commissioner selection process and
interchange of personnel between commiésion ;nd regulatees g;;ranéee
sympathetic relations; administrative processes through writtgn mediums’
make dispute; less volatile and produce a sense of unreality; within

the regulatory consensus network, bureaucratic "consehsusf personalities
thrive in puﬁlic and private sector organizations alike, and conflict
avoidance beCOmes.the operationai mode. ’

Question: does the Securities and Exchange Commission fall into

the regqulatory mould described above?

USSR 1)
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III. The Securitj
rities and Exchange Commission and its Administration

of Corporate Financial Standards Rulemaking

The Se iti
curities and Exchange Commission has long had the reputa:

2 X :
¢ r
tion of belﬂg a.mo“g the best if not the best of the federal quula-

tory commissions, This section examines the

berformance of the SEC

in Ielati ini i
on to the admlnlstratlon of itS reSpOnSibilitieS for the
1 i
deve opment of corporate fJ.nanCial reporting Standal"ds and i ts
’ ’

attlt“de tOWazd SUPEIVlSng the accoulltlllg pIOfESSlOn The questlo
- n

to be an i
Swered is clear: has the SEC behaved differently from the
way

in which issi
the regulatory commissions in general have performed If SEC

erfo i
P rmance has been typical of regulatory commission behavior in

general

mlfortu}l tely has been misch acte 1zed S fede e ver b3 uthoxlty
a oL X a a ral tak ove [e] a

from the i i i
_ bPrivate sector, which Simply distorts the true state of affairs

Analyzed i ! i
% in terms of the manner in which the sEC relinquished, probably

improperl i i i i
berly, certainly inadvisably, its authorities over corporate financial
‘ a

reporti i 5 i e
jo! ing rulemaking at an astonishingly early period in its history, th
,
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crucial staff recommendation is more properly interxpreted as a return to the

basic intention of the Securities Acts. In the following pages I will document

the details of this transfer of authority, and will identify some of its nega-

tive consequences for public volicy.
Table 1

Patterns of Control over Corporate Financial Reporting Rulemaking

.

Authority
Corporate financial reporting rulemaking authority has vested in various

institutional areas over the past 90 years. Traced from 1887, an admittedly

arbitrary date based on the formation of the first U.S. national accounting

society, control has followed this pattern:

A. Private Sector Control: Pre June, 1933

Financial-industrial system control, dominated

1. 1887 to June, 1933:
by the corporate sector.

i

B. Public Sector Control: June 1933 to December, 1936

2. June, 1933-0ct. 1934:
(17 months)

Federal Trade Commission administration of the
Securities Act of 1933 through the newly formed
Registration Division headed by James M. Landis.

Securities and Exchange Commission administration

3. October 1934-December
of corporate financial reporting rules,

1936
(27 months)

C. Private Sector Control January, 1937 to the present

Primarily accountant controlled through the

! Committee on Accounting Procedure (CAP), a
committee of the American Institute of Accountants,
later renamed the American Institute of Certified

Public Accountants (AICPA).

4. 1937-1959

5. 1959-1972 . Primarily accountant controlled plus some corporate
representation, through the Accounting Principles

W Board, governed through the AICPA.

Sharing of control by the AICPA and

the Corporate sector, through the three tiered
organization composed of the AICPA controlled
Financial Accounting Foundation (FAF), its dependent
Financial Accounting Standards Board (FASB), and

its subsidiary advisory groups designated as the
Financial Accounting Standards Advisory Council

(FASAC) .

6. 1973 to Present
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With respect to i
its responsibilitjieg to develop rules £
Or corporate

fl"anclal Zeportlng, haS t.he SEC avoided Collfllct, acted as the staff

of its "etwork lnStltUtlonsl and SOUght to ac}lleue CO]lSensuS POSlthHS,

or did it i i
Mmove with vigor to accomplish itg charge?

As indicateq i
n T,
able 1, above, the SEC relingquisheq its
control

By De embe ’ 1936
o] } 3 » the SEC had declazed 1ts 1ntent1<>n to permit the

accountants of the i
American Institute of Accountantg (a1a)
A) (later the

. in £i n
$ 1
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.
the SEC 8 Operatlo"s was not lﬂevltable; the SEC could h .
7! ave Chosen to
.
desig'ﬂ a SystEm of aCCOthJ-"g baSEd on some CompIEheﬂslve ldeas of What

cial standards for corporations. These were reaffirmed in the 1934

Act under Sections 13(a) and (b)?3 The authorities were dramatic

compared to the hands-off attitude of the 1920s, and attest to public

treatment .

disillusionment about financial sector misdoings in the period leading
. . . . . ; ni -
to the 1929 crash:,’4 as well as to periodic manic speculations in the ﬁ 8sién permitted an accounting /\ of which th 11
. €y all disapproveq
on the grounds - : ’
that it had been disclosed in a footnote. Thig py
. Placed

capital markets. The approximately one year period between the‘two

Acts saw the build-up of the most concentrated financial sector as-

sault ever witnessed on the federal government, focused on the '33
‘ of developing affirmatj .
g 1rma§1ve.financ1a1 reporting requirements36

Act's Section 11 which had replaced the cobligation of ‘signers of'prds—
- Transferring Financial Rulemaking Authority

pectuses and financial statements from the common law's reasonable-

man standard to that of fiduciaries, giving plaintiffs the right of

i the private sector:

- or': aCcountants'»uncooperativeness caused Chief ¢
om-

recission?5 The '34 Act returned Section 11 liability to the common
: . : . A missi i s
law standard, gave the financial sector its own regulatory commission, loner Landis in 193¢ to publicly accuse the Profession of
ties to mana . ° lOyal-—

gement .., si
. stronger than their responsibilities to the

but confirmed the federal government's authority over corporate fin-
investors",

ancial reporting.
. ! i ‘ som i
The SEC's,relinquishment of that authority to the accountants e reaSQP, probably a combination of exhaustio
n

of the AIA procéeded in two steps -~ (1) a decision to pursue a
vague idea of disclosure, the desirable dimensions of which are still

under consideration by the SEC, rather than to affirmatively decide

on the objectives and methods of financial reports, and (2) a decision
to have the AIA develop "accounting principles”. h
+ The first get
acco i o d Bt of
The SEC's disclosure decision , unting questions went from th
€ SEC to the AIa ip January, 1937
’ ’

ther i
eby dramatlcally reducing ara anxiety levels

B

The decision to pursue disclosure as the fundamental objective of
At the ArA's annual

e
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/
g g. ' ici ’ i Y hat the
tin in-fall [ 1937 ? Blough announced as official pollq tha
meetl. 4 v
: o] i g i i £ d would
SEC would not create com rehensive accoqntln Prlécltplea I} ‘an .

! SR No. 4 in 1938 put
look to the accountants to do so. The SEC s A

i mer
th licy in writing It all made accounting leader R. H. Montg? e Y
e po . - ead

h V . . - : to

happy, and at the 50th AIA anniversary in 1937 spurred him o
very ’ g

) ' ived the

‘include in his presidential address the comment, "We have surv
inc A °

; "
i i d job.
Securities and Exchange Commission, which has done a good jJ

i i i aking Authority
The SEC's Failure to Retrieve its Rulem ] g Al ty

There are two striking features to ﬁhg SSC's‘failure to attempt
to retrieve its rulemaking au#ho;ity: the way iE tolerated sucqgssive
ad hoc atéempts by selected'private sector inét;tutions to develop
accounting principlgs, and, its failure to takg decisive_action‘t?
resolve tée Account;ng Principle Board's stalemate on accounting for
business combinations during the worst‘excgsses of the conglpmerate
merger movement in the latter 19605.

d the APB
The ad hoc develqgment of accountlng principles: The CAP an

The, AIA's Committee on Accountlng Procedur CAP was reCOllStl'
&4 e ( ) -

tuted to develop accountlng prl!lClpleS in 1938 with one full time

research asslstaﬂt, one part time research director (aﬂtl-aCademlc

ard Professor T H Sanders and committee of 22 Spx ead around
) a '
Harv - .

’
the Hatloll of whom 2/3 had to approve a rule before it .was released
’ / y

1 authorlty, that is,
even thotigh the rule was to have thg«AIA s mora

use Carman
members were not to have to follow the rule.” The cap, to : J

) - sh fires" approach,
Blough's description, adopted the "put out the bru

71
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which. lasted for twenty years until crltlcxsm from within the accounting-
profe351on and the financial sector -- not from the SEC -- - caused its
abandonment in 1959 for the Accounting Principles Board (APB). To be
sure; the CAP had some accomplishments -~ it put out 51 Accounting
Research Bulletins (ARBs) with No. 43 a restatement of the first 42,
and some standardizatiom was accomplished, but alternative accounting
conventions characteristically were approved, 'and enough ambiguous lan-
guage was included to permit exceptions, ARB No. 48 was a case in .point,
It spacified poollng of the interests as an acceptable alternative for
purchase accounting when businesses were to be combined (purchase ac-
countlng could be abused also and initially, pooling was. thought by
some to correct the situation}. . But the requirements for.a pooling - to
be acceptable were loose and contained debilitating qualifiers and
loopholes,-making it hopeless asg a standard, and it became the mediim
for some wild business combination accounting in the '60s, no doubt
facilitating the conglomerate merger movement.. In any event, the éAP
failed, partly because of criticism from within the accounting prof-
ession, partly from outsiders,especially from the Controller's In-
stitute (later called the Financial Executives Institute (FEI)), which
felt it was having insufficient input into the ARBs. Throughout its
operatibns, the CAP was characterized by its predominant orientation
toward the accounting firms! clients, its antagonistic ideological
attltude toward federal government regulation, its lack of recognition

of the impact of accounting on the society at large, hostility toward

94-081 O - 77 - 6
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Study CO"authOZed by Moonltz and PIOfessOI RObEIt T. Sp (¢}
rouse also
’

the academic accountants, a continuing anti-intellectualism, and a de-
| at Berkeley, £ ines .
Y, formulated Principles compatible with the Postulates of

vdicated opposition to uniform accounting. P i
The successor organization, the Accounting Principles Board, e o .
| ecommended principles were sh
arp de-
pPartures £ existi i
Trom existing practice -- for example, reflecting merchandise

(APB) , was a magnification of the ills of the CAP.
Once again, the committee was too large and the staff too small. e o o el mna show
: OWing cash settlement receivabl
es
! and ] i .
! Ppayables at Present (dlscounted) values. Nine comments were filed
| ile

The Accounting Principles Board had eighteen members compared to the
on the stugd
Y and 8 of thenm were unsympathetic, Furthermore the In-

22 members of the CAP it replaced. All APR members had to belong to

the AICPA. Industry members who also belonged to the AICPA could

be on the Board. Of the, 12 practicing public accountants’ positions

on the APB board, six had to be from the "Big Eight" accounting fimms. i
4 .
; were 2 i '
not going to be accepted by the aIcpa, So much for theory. Th
. e

Three university professors, two financial executives, and a director

fo'llOWlng Year EIOfeSSOI “oonltz was Ieplaced bl’ Paul Glad)r a Ietlzed

of research made up the remainder, and up to. 8 analysts could be em— E
g h Price W
aterhouse Partner, whose research study #7 was a consolidatj
ion

ployed. APB recommendations, like the CAP before it, were not to be :
‘ of pr i ' c .
P actlce.ln the usual tradition of the AICPA; the familiar fo f
rm o

binding on.the Fnstitute's members. Two early attempts at developing
a comprehensive approach to accounting principles.:demonstrated the APB's item by iten research continued
under Grady's successo
X, Reed Storey.

The epi v Y
plsode.pro ed that the‘APB, like the cap before it, was utterl
’

inability to operate on anything but an ad hoc basis. Professor Maurice

Moonitz of the University of California at Berkeley had been appointed
on anything but an ag hoc basis40

the first permanent research director of the APB in July, 1960. = The

« The SEC,
» the Conglomerate Merger Movement ang the Failure to Retrie
ve

Rule Making Authorit
== auchority

first APB research study was written by him and published the following

year, devoted to a theoretical exposition of accounting including the

environment of accounting, accounting itself and the postulates upon

which a system of accounting should be built. The APB was taken aback

by the document, hecause of its departure from the approach they had

been trained and experienced to ex?ect. In 1962, a third APB research

ot ey g o
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Figurs 3-2 ‘ .
CUMULATIVE SHARE OF CORPORATE MANUFACTURING ASSTTS
HELD BY 1,000 LARGEST CORPORATIONS, 1941, 1964 AND 19468

‘in 1941 and 47% in 1964, and the largest 1000 corporations controlled

Percant of Aiets
Porcort of Assany Ll 100
0|

about 81% of ‘all corporate manufacturing assets, compared to 62% in :

1941 and 77% in 1964?1 During the concentration wave large firms :

became increasingly active as acquirers of other businesses; where the

acquiring firms were industry giants, industry concentration was also

B , | 1968 T
}

likely to increase. Concentration of assets occurred mainly in the

top 51 to 150 firms, with acquisitions concentrated most heavily in
70 ) :

newer industries. Asset concentration definitively increased during’

the conglomerate merger movement, market concentration somewhat in-

creased. Poor earnings performances were also common for most merger

active firms, which failed to deliver their promise of growth through
t . . R

. synergism and expert management. The economic efficiency of the con-
a, © glomerate merger movement was absent, 'and the price in concentration
o was high‘.l2 : |
" ‘ The conglbmerate merger movement peaked in 1968~ 69, dropped off
» 20 in 1970, and substantially was over in 1971l. Thus the concentration
statistics would have.been more dramatic had they been updated for the
© ® year 1971. The-conélomefate‘merger movement was not slowed by the
R anti-trust laws becaﬁse it was felt that Section 7 of the Clayton Act
L 000

00 200 00 400 500 00 700 L 900

targes of ok Your had no force to prevent mergers solely becguse of asset size, Thus

Source: Baresu of Ecanomics, Federal Trade Commlssion, .

antitrust agenciés took little or no action against pure asset mergers

Table Al.Aggregate con:eritration, alternative
levels, 1941, 1964, and 1968
(Percent of corporate manufaccturing assets)

during the movement's progress.

The role that accounting conventions played during the merger

i
Lnxﬁ{/ 1941 1966 - 1968 ! movement is still,debated,vin spite of the fact that at the time the ;
100 38.4 46.8 49.4 feeling of those involved in the stock market was that the merger active ;
200 46.2 57.2 61.1 ) ) ’ !
300 50.2 62.9 - 67.3 |
i 400 53.0 66.6 7.1 5
500 55.3 69.3 73.8 5
600 57.0 1.4 75.9
760 38.4 73.1 77.5 ;
806 59.6 74.5 78.8 !
900 60.7 75.6 79.9 f

1,000 61.6 1 76.6 80.8
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and 10, promulgated by the AICKA in 1963 and 1968, reépectively.' The

firms pursued combinations and used the pooling of interest technique ab G ; _
. use of the pooling device hag become known in the'éariy'IQGOs,'but

with an eye towards instantaneous growth in earnings in order to create i . i
‘ s cie e . -
N spite of mounting criticism, the Accounting Principles Bbard, torn

stock price increases. Because the pooling device usually reduced the £ L -
-rom within and subjecteq to great extemal pressurés, wasvincapable

outstanding shares of the combined firm while maintaining the earnings

of acting“on the issue, certainly the most important one of its exis-
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of both, earnings per share of the combined firm automatically increased tenc
. e,

above those of either of the two firms before combination. How many
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people were fooled, and undei what circumstances, still remains a

matter of argument and analysis, but it is clear that’the pooling
technique had the advantage of not providing the embarrassingly large
goodwf]] account associated with the purchase accounting techniéue
which.reflectec the amounts paid for a corporation in excess of its
asset value. In essence, the pooling.technique may have prompted mc;gefs

if for no reason other than permitting the acquirer to disguise the amount SHC Chai
alrman Manuel 'F. Cohen's position in 1964 was typical when he

of money actually paid for the ,acquired company. After the merger - sa'd' " . o )
. 1d, "from its inception, the Commission has Preferred coopefation‘

movement was over, many of the previously most active merger oriented with e
. ‘ the profession to governmental action and}us‘actively encouraged
firms had to divest .acquisitions to meet indebtedness. Pooling was 2 ¢ tn | . g
Ccountants to take .the initiative in regulating their bractices ang

not the only accounting device that was used during the conglomerate . .
in setting standards of conduct." The codification of the SEC's rules

merger movement to produce illusory gains and earnings, but itvwas the had, "
ad, "been accompligheq in the spirit of Cooperation and voluntary -

controversy that raged about the use of pooling that resulted in -the tion' th
. action" with between the Commission i i i

and leading rofession,
abandonment of the Accounting Principles Board‘.l3 P al accountants. f
Two interesting factors stand out in the controversy over the

pooling of interests method of accounting for business combinations:

45 i

first was the inabiiity of the APB to produce a standard which limited A .
v and auditing Principles on a continuing basig"

the use of thevdevice, a step urged by Accounting Research Studies No. §
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Later on, SEC Chairman Homer Budge, in an appearance before the
Congressional Committee warned, once again, that if ﬁﬁe profession
'didn't solve the pooling or purchase accounting problem soon the Com- -

46
mission itself might have to do so..

The éonglomerate merger movement and the failure of the APB and
the SEC to do anything about its accounting abuses indicated ?learly
enough the limitation of the financial standards.setting network in}v
the early 70s. The fact that a new group, the FAF~FASB-FASAC, was
formed with the SEC's blessing to take over where the APB had failed,
demonstrated that control over the dgtermination of accounting prin-
élples remaine%;%he same hands, Sy and large, in the'existing conseésus
network; ;etting up the presumption that financial standards develop-
ment ("accounting principles" were out of vogue) would continue on the
same basis.‘ In the absence of any major structural changes éctually
different;ating the FASB from its predecessors, the CAP and the APB,
m? contention was that FASB pe;formance would fo;low past networ$ pat-
terns, particulariy because SEC behavior could be relied upon to con-
tinue its past performénce.

A large part of ?he Securities and Exchange Commission's perfor-
mance with respect to the development of accoun;ing and f%nancial
standards has been ceremonial and there is no reason to believe that
an alteration in this 'condition will occur. The SEC disclosﬁre-phil—
osophy has‘not changed, neither has its determination to let selected

private sector groups set financial standards, nor has the procedure

. tions, 8 from the financial sector,
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for its commissioner selectionsvalteied. Commissioners will continue
to be acceptablg to the network and be consensus personali-
ties, and willgcontinué to attempt to reconcile conflicting network
interests, Thgre is nothing to suggest thatvthe SEC will ever take a
viqorous, affirmative lead in the development of comprehensive, uni-
form financial standards, but is it possible ﬁhat the FASE might do
so,torvatvleagt, are theyAlikely to improve significantly the present

system for determining financial standards?

The Prospects for the Financial Accounting Standards Board

The differences of the FASB with its predecessor organizations

the APB and the CAé are minor, particularly when the FASB is recognized
as the creaturé of the same parties in interest previously backing the
ear;ier grbupsl In fact, the AICPA-client relationship is even more
pronounced tpis time, since some of the 3 seats of the seven man
FAF are allocated to the corporate financiél éector, three FASB seats

¢
are for other than the accounting Practitioners, and of the original

27 member FASAC, 6 come from public accounting firms, 5 from corpora-

3 from academe, 2 from law firms,
2 from government, and 1 former SEC chief accountant,
The FASB still avoids developing a comprehensive accounting

approach as well as uniform accounting principles, preferring the ad

hocism long eétablished. The FASB is still accused of largely avoid-

ing the more controversial issues, although one rule, Fass rule #8 on

translating foreign currency has earned them the anger of the corporate :

Ty T

T TSR T s e o



81
80 ’
IV -1-
IIT -15- . . :
i Iv. Conc1u51onsland Recommendutions
: . Y cecounting . . R
sector,and as the Subcommittee Staff Study points out, a I have tried to demonstrate several points which need now to be
: i t included in some of the FASB pro- .
alternatives still continue to be inc ‘ . . summarized,
. . ; ach during .. . X .
nouncements. Although the SEC took a more vigorous appro - That SEC participation in the development of corporate finan-
i tant John C. Burton, the . . N .
the administration of former chief accoun cial reporting standards primarily has been ceremonial .and
B I
activism was essentially Burton's, rather than the Commissioners, and { care-taker, rather than leading and innovative
R H » *
i .
the FASB. In summary, the r
is not likely to have a lasting effect on | + That the SEC's financial standards rulemaking development
d tal | g p

substitution of the FASB for the APB has not altered the fun amén g operations are comprehensible as staff functions performed
structure of the financiul standards consensus network and it is there- i for its consensus network associates, and that there is no

‘future FASB performance . .. . . .
fore impossible, I believe, to expect that the P . basis for believing that the SEC will alter its future behay-

£ it and 1ts pre- . ;
will be substantially different than performance o ior. f
decessors have been in the past. R « That failure to retrieve its authority after the demise of the
. APB and ‘its subsequent endorsement of the FASB should eliminate
. any illusions about the SEC ever taking a leadexrship role in
developmg comprehensive and uniform Corporate financial stan-
dards rules,

+ That thire is little reason to expect that the FASB will fol-
low any pattern of behavior other than the ones followed by
its predecessor organizations, the CAP and APB
« That the FASB will continue tg develop corporate financial ;

standards on an ad hoc basis, and without any focus on creating ?

unifbrmity.

The output of the existing System will be comparable to its per-
formance when the APR was in operation. Which reduces the issue to
its essentials--does one like the output of the Present system, or

are the perceived deficiencies sufficient to demand a different product?
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Because if what is desired is something other than what the present
consensus network is doing, the only way to get it, in my opinioen,’ is
to make some major structural changes to the system. Tinkering won't
do; neitheér will promised changes in attitude, however sincere, because
the structural limitations of the existing network guarantee its repeat
performance of established patterns. Two interrelated questions there-
fore remain:

(lj What other system output would be preferable?

(2) What structual changes to the system are most likely to pro-

duce those changes? ‘

What Other System Output Would Be Preferable? What Structural Changes

Would Be Likely To Produce Those Changes?

The Subcommittee Staff Study indicates several areas where differ-
ent outputs of the financial standards rulemaking and implementation
system would be preferable to the existing productions. These include:

. Real independence of accounting firms from the business inter-

ests of their clients.

More competition for the "Big Eight" accounting firms from -

smaller rivals.
Uniform accounting standards eliminating alternative methods
of accounting.

. More reliable auditing performance.

Structural changes to the existing system are recommended by the
Staff Study to accomplish the changes indicated above, and 1 will close
this statement by discussing thé proposed structual alterations associa-

ted with each of the four obje?;ive changes.

v PR T
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1. Real Independence of accounting firms from the business interests

of their clients.

One would expect that the AICPA and FASB would insist that they
are independent of clients, but logic and the evidence presented in the
Staff Study contradict that real independence can or does exist in the
present system. Combining accounting and management advisory services
by an accounting firm and selling both to a given client places the
accounting firm in a position where there is a possible temptation to
bend the accounting and auditing services to validate or fulfill the
promises or advice of the management advisors, in effect emeshing the
firm with the client's business interests. Under such circumstances,
even honorable men are apt to ratiohélize. The defense that the ac-
counting and management groups organizationally are separate can be chal- .
lenged becausé, as is common knowledge, every institution has its in-
formnlerganization, an& communication occurs on golf courses, at
dinners, parties, etc. Perhaps a comparison with the distinction be-
tween price conspiracy and parallel pricing in antitrust law is ap-
propriate; awareness and unsaid unc{erstandings can be as effective as
specific agreements. It is best that people not be tempted.

The involvement of the AICPA with the users of corporate financial
rules is another case in point, which I believe has been established
in this statement, the Staff Study, and in other research. "Accountant
J.S. Seidman almost twenty years ago made a prophetic remark in this

connection. He said

Today, (1959) CPAs alone are pretty much the high priests of
accounting principles. In twenty years, will the users of
accounting also be part of the hierarchy?47

g g ———
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There is no question but that the answer today to Seidman's query is
"yes'. The combination of accounting and financial sector individuals
on the FAF-FASB-FASAC is completely apperent. One might argue only
that the rulemaking organization is designed to make independent anyone
assuming a position in it, but that claim is hardly believable on sev-
eral grounds. The Staff Study indicates that the revolving door syn-
drome between FASB and accounting firms has already started; this can
be expected to continue, of course, since it is cha*acter1st1c of reg-
ulatery commission consensus networks. But more important is the fact
that it would take rather unbalanced personelities to assume completely
new identies when they moved from, say, Priee Waterhouse to the
FASB. Personalities as modified by past contacts and experience shape
people, and establish recurring behevior patterns, and personality per-
spectives can be expected to remain intnct although jobs change within
the same network.

Finally, the Staff Study offers evidence on representation of
clients by accounting firms to influence public policy, rather than
accounting practices, on such matters as corporate taxation, plus en-
gaging in congressional lobbying on behalf of themselves and corporate
clients. Although it can be argyed that those activities are the
legitimate exercise of citizens éngaged in legitimate and laudable
business, that misses the point,:since the matter at issue is indepen-
dence from, hence impartiality toward, the application of accounting
and auditing standards for clients. It is, of course, a question of
degree whether one believes that' the boundary of independence between

accountants and clients has been eliminated. The Staff Study so be-

lieves, and I find myself in agreement.
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. Structural Recommendatlons to Achleve Independence of Ac-

.

countants from cllents

MaJor recommendation of the Steff Stu

.

dy in this respect 1nclude

Preventing a
g accounting firms from offerlng management adv1sory serv1ces

€

which I
endorse., Another structural dev1ce would be to remove finan-

cial
a standards rulemaklng autnorlty and place it w1th the federal gov

ernment,
thus eliminating accountant-user joint development of finan-

cial standards, which I prev1ously urged and contlnue to do so

2. A R
: More Competition for the "Big Eight" accounting firms from their

smaller rivals,
—~ZoFT Trivals.

.

The Staff Study Tecommernidation aims at g reduction in the influ

ence of the "Big Eight" firms

pendence. The Possible structual devices to

chan es
8¢s of accountants after some years or choices offered to share-

effect this are mandatory

holders £
or thelr selection. While pPreventing long ternm assoc1at10ns

betwee
n accountlng firm and client could tend to Prevent too close a

relati
ionship between them, freedom of contract, -and the advantages of

cmmpatlh‘le buSJ‘"ess azlmlgements are also lmpozta'"t Ihe alteznatl"ss
.
avallable to prOduCe more Competltlon ln the Publlc RCCouutlug area

de
serve careful con51derat10n and further study by the Subcommlttee

3. Uni
form accounting standards e11m1nat1ng alternatlve methods of

accountlng

The
pProposal :for development of unlform accounting and the elim-

ination
of accountlng alternatives is of cruc1a1 importance and int
inter-

est.
At stake are ‘several difficult ang debatable technlcal problem
s,

namel
Y, whether uni form accountlng systems are useful and d651rab1e

and
hether accounting alternatives mislead 1nvnstors

e

» and could also foster accountant inde-

~5-
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. Is uniform accounting useful and desirable?

The institutions formulating accounting principlés #nd financial
-standards since 1934 have resisted developing uniform accounting for
several reasons. One ;ccounting‘method frequently seemed as logical
as another, so permiting all to be used as long as the method was
disclosed appeared reasonable. Another stated reason was that the

needs of different firms varied, and what represented fair presentation

for one company might not do the same for another. A third reason,
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antitrust policy more difficult, because of data problems. Another
economic problem is trying to forecast inventory stocks nationally,
an iaportant part of determining GNP and econdmic activity levels, and
this dilemma relates to methods of inventory valuation. F;nally,
the issue of tying individual firm to national accounts has not been
considered for the United States although it has been implemented in
other industrialized western democracies, 48

Several reasons for the neglect of macro uses of accounting data

are apparent. It is clear that the present developers of financial

unstated, ' is that there was no governing set of postulates that ever

had been adopted which would have provided a guide for preferring one standards do not regard it as their concern, nor would they h .
‘ , y have the

rule over another. And, of course, permitting alternative treatments expertise or perspectives needed for the task. Neither has the SEC
. e

also allowgd the accountant to tailor, to an extent, the financial “ considered the broader aspects of accounting useage part of their

X mission, preferring to take the narrow view of their responsibilities
2

reports according to the ‘wishes of the client.

Uniform accounting has several merits, however, and ought to be thus concentrating on the flon-controversial disclosure route. Part

seriously considered. One argument, which I will discuss below, is of the explanation for this is Some concern that the authorities of

that it provides better information for the investor. In a broader the SEC do not extend so far, but more important, I think are the
. . ’ » ‘

sense, the uses of corporate financial information for macro-economic backgrounds of the Commissioners themselves. OFf the 55 persons wh
i ? ; . who

policy making purposes has never been appreciated by the financial have been appointed commissioners of the SEC since its inception, i
' , 1n-

cluding Dean Harold H, Williams, there were:

- standards rulemaking network, including the SEC.. For example, in the

i

area of antitrust administration, one of the fundamental problems of Lawyers 40

: . Bankers 4 :

industry concentration and performance analysis is the difficulty of Brokers 3, o

Engineers 3 #

associating industry structure with firm.performance because of the Economists 3 |

) ' Agriculturalists ] :

s non-comparability of profit data related to the use of varying ac- Accountants ] - :
55 :

. counting conventions. ' Almost none of the cconomic studies trying to
of which one economist and one engineer had accounting backgrounds !

relate structure to performance -have attempted to standardize for ac-
. as well. The relation between the educational and professional back

counting data fluctuations except in the most rudimentary sense, and
groun§s of the commissioners and the policy of the SEC favoring dis-

the results of these studies have therefore been conjectural, making

e e g e
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closure and avoiding consideration of the public poliéy uses of ac-
counting data is understandable in terms of what the commissioners

hid been trained to think was important and suggests that cconomists
and other social scientists ought to hold at least two seats on the
SEC to achieve a professional and public policy perspective of greater

breadth.

Do accounting alternatives mislead investoxrs?

The traditional approach to the stock market has been that account-
ing manipulations can fool some investors, sometimes a sizable propora-

tion, and can affect stock market prices. When manipulations are fraud-

ulent or hidden from the public, there would appear to be no question

but that stock prices can be affected. But what of alternative account-

ing practices when disclosed; for example, changes in inventory evalu-
ation or depreciation policy which'might affect reported profits but
which represent no change in the firm's real position. Do these produce

variations in stock prices? One school of thought argues that such

accounting manipulations are immediateiy discounted by the market and

do not affect stock prices, and some of the accumulated evidence is

persuasive, especially in terms of long run effects. The evidence is

far less certain, I believe, when it ‘comes to the short run, and some
material, as well as intuition, leads to the belief that accounting
alternatives can affect stock prices:immediately after information
release. Now if it is true that stoék prices can be affected by
alternative accounting manipulations in the short run, it means that

investors are being misled, and that uniform accounting ought to be

adopted: On the other hand, if accounting alternatives are immediately
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discounted by the market and do not affect stock priceé, there is
from that point of view, as much reason for eliminating'alternatives
which would make the reported corporate financial numbers interpret-,
able without adjustments., I conclude that it jis to the interest of

inve i t
stors to develop a uniform accounting systenm

Struc i
tural Recommendations to Achieve a Uniform Accounting

System.

lishment of financia] standards eliminating accoﬁnting alternatives
through either a Cost Accounting Standards Board (CASB)-1ike group
or through Fhe Government Accounting Office (GAC), thus femoving b;th
the SEC and the FASBH from control of financial standards development
The recgmmendation's objective isVone_with which I agree, and have |
previously urged, although my Preference had been for the deveiopment
of an accounting code by a scholarly ?roup with the resulting code

to be passed into law by the Congress, enforced by the éEC, and heard
in a Separate, special court,49 Neve}theless, either of the recom-
mended courses of action offered by the Staff Study could work, pro-
vided that the direction to the initiating group wés sufficiently |

specific,

4. More Reliable Auditing Performance

The Staff Study cites instances of auditing failures, and has
associated these failures with some sfructural problems in'the
auditor-client relationship, as well:as the failure of the SEC to
exercise sufficient control. Structural reforms called for by the

Staff St i i i
udy are legislation permitting damaged individuals to sue

aud tors fo negl ence and thu el () te the € ects the
1t T £ 1g S am i0ra ff of h

e e g
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Hochfelder decision, and federal government standards and supervision
for auditors. Auditing is a sampling process, of course, ano one can
assume that deliberate and cleven attempts to deceive auditors will

be successful from time to time, regardless of legislation. What'was

arent
f concern to the Subcommittee Staff Study, however, was the app
o

ease with which so many cases of illegal corporate payments had es-
caped auditors' attention. Certainly the suggestions of the Statf
Study for steps to raise the standards of auditing are reasonable and
can be implemented without major difficulty, and these ought to have

i i ike are
the support of both accounting firms and corporations who alike

indivi reputa-
concerned with their professional performance and individual rep

tions.
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