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Abstract

In three essays, the implications of the costly contracting approach in accounting

are investigated. First, the consequences of changing the set of acceptable

accounting techniques in the banking and insurance industry are examined. The

regulations imposed by a government agency alter the contracting equilibrium

and cause some contractual parties to wield more power in the new equilibrium.

Second, the contractual function of accounting earnings, cash flows, and accruals

as institutional prices is used to predict their cross-sectional and dynamic

statistical behavior. These properties of accounting numbers are the outcome of

an evolutionary process in which procedures survive only if they are efficient

within the contracting mechanism of firms. Cross-sectional differences in the

properties of these numbers can be explained by the wide variety of contracting

mechanisms employed by firms, each of which face a myriad of contracting

partners and circumstances. Managers are found to use accounting earnings to

improve contracting with outside parties. Third, the organization of audit firms is

examined. The organizational architecture of audit firms is related to the role of

auditing in a firm's contracting process. The value of the services provided by

auditors as adjudicators depends on the degree to which they are able to

guarantee the independence and competence of their certification procedures.

The contractual arrangements of audit firms are explored, primarily focussing on
the changes that occur owing to limiting the legal liability of auditors. The

efficiency of the organization of the firm is evaluated in terms of the `fit'

between its contractual arrangements and the demands placed on the audit firm

by customers and by owners of production factors.
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Christian Leuz, then visiting from the University of Frankfurt.

I submitted my manuscript to the College van Decanen in November 1998. I

would like to thank the members of my committee, in addition to those already
mentioned: Michael Bromwich (London School of Economics and Political

Science), Johan van Helleman (Tilburg University), and Jan Klaassen (Free
University Amsterdam), for approving the thesis. Sharon van Kuyk spent many
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1. Introduction

1.1 ACCOUNTING, AUD[TING AND ECONOMICS

The basic tenet of this study is well-described by the opening sentence of Ray
Ball's (1989) working paper: `Accounting and auditing are institutional
phenomena that derive many of their properties from the nature of firms as
economic institutions.' The application of economic reasoning in the scientific
exploration of accounting, although a relatively recent phenomenon, has spurred
great insights and has brought forth considerable progress in our understanding

of the field (Watts and Zimmerman, 1990). Ball's (1989) acknowledgment of the
institutional context of accounting, provides an important motivation for

analyzing institutions and their influence on equilibrium behavior.

The costly contracting' branch of economics is probably the dominant theory

adopted by accounting researchers to formulate their hypotheses (Watts and
Zimmerman, 1986, 1990; Ball, 1989; Watts, 1977). Contracts are means to
protect parties to an agreement by aligning their incentives (Milgrom and
Roberts, 1992). Contracting is costly (Watts and Zimmerman, 1990), and

therefore, contracts may be incomplete. When contracts are incomplete, the
alignment of incentives among the parties to a contract is imperfect. Individuals
have an opportunity to self-interested behavior, possibly at the disadvantage of
others. When economic issues are at stake, self-interested behavior is usually
thought to be the rule (Olson, 1965). Maladaptation hazards arise, and
mechanisms to curb these become a primary consideration in the robustness of a
contractual arrangement. The assumption of human self-interest is fundamental
to the logic of costly contracting economics. Absent self-interest, there is no
contractual reason to supplant markets by alternative transaction intermediaries
(Williamson, 1985). The central question addressed by costly contracting
economics is how to attenuate the ex post hazards of self-interest via the ex ante

' Contracting theory includes in addition to costly or incomplete contracting theory,
principal - agent, influence costs, and bargaining cost theory.
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choice of contractual rules (Williamson, 1998). In an efficient contracting

equilibrium, the problems of writing a contract with a certain degree of

completeness and monitoring the behavior of the contracting parties are resolved

in such a manner that no improvement is possible without hurting at least one

participant.

In a more general sense, contracting costs ensue due to transactions between

people either in the market place or in a`contracting intermediary' (such as a

firm) (Ball, 1989). The relative efficiency of contracting intermediaries or the

market explains why each governs certain transactions. Markets and firms are

evaluated as alternative contractual arrangements, chosen with an eye to

minimizing contracting costs. For example, firms can be seen as specialist

contracting intermediaries, negotiating with consumers on the one hand and with

owners of factors of production on the other (Kreps, 1990). Firms may have a

superior technology to contract and recontract with suppliers of labor, materials

and capital, and with customers. Accounting and auditing are integral parts of the

contracting technology of firms. Whereas transactions on the market place are

guided by a single summary statistic, i.e., the market price, transactions

conducted via contracting intermediaries are consummated at non-market (or

institutional) `prices' (Ball, 1989). Accounting is a specialist technology for

detennining these institutional prices (or for providing information that can help

to ascertain institutional prices). Auditors can be seen as adjudicators employed

in certain contracts, whose function it is to testify about the validity of using the

firm's accounts as a foundation for institutional prices used in these contracts

(Ball, 1989). Institutional and market prices are different instruments in the

solution to the `adaptation' problem, which is asserted to be the central problem

of economic organization (Barnard, 1938; Hayek, 1945). In Hayek's (1945)

autonomous adaptations, parties to a contract react to market opportunities as

signaled by changes in relative prices. Barnard's cooperative adaptation is, in

contrast, concerned with responses to changes through the administration of the

firm (by means of institutional prices). In summary, accounting not only plays a

role in the decision right allocation and incentive mechanisms that replace the

market price, but it also is a part of the contractual arrangements between the

firm and parties `outside the firm' (Watts, 1992).
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A contractual equilibrium can be upset by exogenous events. For example,
government or regulatory bodies might force firms to change their contracting

technology, including their set of acceptable accounting techniques. The
equilibrium shift resulting from political pressure or coercion is likely to reflect

the opportunities each contracting party has had to capture the potential benefits

of the change. Similar to markets, transactions in the political arena are costly.
The employment of resources to secure favors from a government agency

(lobbying) is in principle nor practice different from other transactions, and can
therefore be analyzed with the same instruments (Olson, 1965; Watts and
Zimmerman, 1986; Sutton, 1984; Lindahl, 1987; Mueller, 1989). [n other words,

economists assume that individuals act the same in the political process as they
act in the market or in the firm (Watts, 1992). Actors continue to maximize their
own utility (or wealth).

I investigate the implications of the costly contracting approach in accounting in

three applications. First, I look at the consequences of changing the set of
acceptable accounting techniques in the banking and insurance industry. I

describe how the regulations imposed by a government agency alter the

contracting equilibrium and which contractual parties wield more power in the
new equilibrium. Second, I use the contractual function of accounting earnings,

cash flows, and accruals as institutional prices to predict their statistical behavior,
both cross-sectionally as well as dynamically. I believe that the statistical

properties of accounting numbers do not exist by chance, but are the outcome of
a evolutionary process in which procedures will survive only if they are efficient
within the contracting mechanism of firms and other intermediaries. Cross-
sectional differences in the properties of these numbers can, in this view, be
explained by the wide variety of contracting mechanisms employed by firms

each of which face a myriad of contracting partners and circumstances. I show
that managers use accounting earnings to improve contracting with outside
parties. Third, I examine the organization of audit firms. The organizational

architecture of audit firms is expected to be related to the role of auditing in a
firm's contracting process. The value of the services provided by auditors as

adjudicators depends on the degree to which they are able to guarantee the
independence and the competence of their certification procedures (see
DeAngelo, 1981a). I investigate the contractual arrangements of audit firms, and
I focus primarily on the changes that occur due to limiting the ]egal liability of



4 Introduction

auditors. The efficiency of the organization of the firm is evaluated in terms of

the `fit' (Milgrom and Roberts, 1995) between its contractual arrangements and
the demands placed on the audit firm by customers and by owners of production

factors. The three research projects are summarized in the following section.

1.2 THREE ESSAYS ON EMPIRICAL ACCOUNTING RESEARCH

Pressure and Politics in Financial Accounting Regulation: "lhe Case of the
Financial Conglomerates in the Netherlands

This essay examines the political process of promulgating two controversial
laws, which pertain to the reporting of Dutch financial conglomerates. Central to

the study is the exploration of the lobbying efforts observed during the process,
and the interaction between the government, the supervisors of banks and

insurance companies, the industry and its associations, and the users and auditors
of annual reports of financial conglomerates. Previous studies in accounting rule

development have often ignored influences that do not fall within the formal

regulatory procedures. By adopting an inductive approach, this study explores in

some detail the behavior of participants, including their use of informal lobbying
methods. Special attention is directed to the influence of institutional context and
arrangements on the equilibrium outcome. Economic contracting theory is used

to explain the nature of the political process and the behavior of interested
parties. The findings indicate that the Dutch political process can be explained

well with economic contracting theory. Although auditors and producers of
corporate accounts seem to have greater possibilities to participate, the users of

annual reports are able to voice their opinions effectively. Overall, the
preferences of the users were acknowledged in the final rules governing the
reporting by financial conglomerates.

Contracting and the Properties of Accounting Performance Mea.rures: On the

Long-Run Behavior of Cashflows, F.arnings andAccruaLs
Two competing hypotheses may be distinguished concerning the financial

reporting practices of managers. On the one hand, managers can use accounting
information ef~iciently to communicate their private information to contracting

parties. On the other hand, managers can use their reporting discretion
opportunistically, i.e., to further their own objectives. I investigate whether
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managers use accounting accruals to transform cash flows into earnings for
efficiency or opportunistic reasons. I introduce a new methodologry to answer this
research question. Specifically, I look at the long-run forecasting abilities of both
cash flows and earnings to draw conclusions about their incremental information
content. Only if the efficiency incentive dominates, will earnings be
incrementally informative about future cash flows or earnings. I use forecasting
metrics and aggregate test statistics to measure the information content of
accounting earnings and cash flows. I find that earnings are informative about the
future value of both performance measures. Thus, the empirical evidence
supports the efficient reporting hypothesis.

In addition to contributions to the efficient or opportunistic reporting debate, on a
substantive and methodological level, I also add to the earnings and cash flow
forecasting literature. I incorporate cross-serial correlation patterns, suggested by
contracting-based theory, into time-series models of earnings and cash flows.
The time-series models proposed in this chapter outperform those espoused in
extant literature. Specifically, I estimate simple bi-variate Vector Auto-
Regressions and Vector Error Correction-models in a sample of 35 firms listed
on the Amsterdam Stock Exchange in the 1920-1996 period.

The Economics of an Audit Firm: the Benefits of Partnenship Governance

Audit firms have been given the option to incorporate only within the last five
years. Since then, both internationally as well as in the Netherlands, audit firrns
have chosen to change legal form, switching from partnerships to corporations.
This paper investigates the effects on the contracting equilibrium and on the
relative efficiency of two governance structures, the partnership and the
corporation. I argue that although audit firms may adopt the legal form of a
corporation, the organizational characteristics of partnerships are efficient in
the current audit market and will be largely retained when firms switch legal
forms. Some propositions are derived based on economic contracting theory
that outlines complementary attributes of each organizational form. These
propositions are substantiated by an in-depth case study of KPMG the
Netherlands, an audit firln that has recently made the transition.
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1.3 A NOTE ON RESEARCH METHODOLOGY

Although subsequent chapters will motivate and report in detail about the
research methods I apply, it is relevant to discuss my choice of design and

methodology on a meta-level, i.e., across all three studies. As a casual glance
through later chapters shows, I adopt a distinct and specific (and sometimes off-
mainstream) design to address each of the research questions. The choice is, of
course, guided by an assessment of the effectiveness of each of the methods.
Chapter 2 reports the results of an investigation into the political process of the

promulgation of a law regulating financial reporting practices by financial

conglomerates. In this essay, I employed a historiography. I contend that the

economic behavior of individuals in the political process is affected to a
considerable degree by institutional context. Indeed, as Ball (1989) highlights,
accounting is very much an institutional phenomenon. The forging process of

accounting regulations is likely to differ between countries due to the specifics of
each government system. More than, for example, statistical techniques, a

historiography allows the researcher to pay attention to the particulars of
institutions and their influence on accounting and the political process. Lack of

institutional detail has been cited (Walker and Robinson, 1993) as a primary
reason for the stagnation in accounting lobbying research after the seminal paper

by Watts and Zimmerman (1978). The results of the current study indicate that

events unlikely to be detected by alternative research designs are of paramount
importance to the outcome of the political process.

Chapter 3 describes the statistical and contracting properties of three accounting

measures: earnings, cash flows, and accruals. The research question in this
chapter asks whether managers report accounting numbers efficiently, i.e., to
reduce information asymmetries with contracting partners, or opportunistically,
to pursue their own objectives. I use the time-series and cross-sectional behavior
of earnings, cash flows, and accruals to address this question. Specifically, I

employ both univariate and multivariate dynamic models. The latter approach
enables me to model the relation between variables (i.e., cash flows, earnings,
and accruals) and use this relation to identify information content. Information
content, in turn, is the metric to ascertain whether managers are led mostly by
efficiency or opportunistic motives. The advances in multivariate modeling in
econometrics (see for an overview, Hamilton, 1994) have not yet been used to a
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great extent in empirical financial accounting research. The results of this study

indicate that advanced forecasting techniques can be applied to shed light on the

efficientlopportunistic reporting debate. In addition, the findings of the study

indicate that conclusions from earlier work (e.g., Watts and Leftwich, 1977;

Finger, 1994) in the forecasting literature may not hold when the data is analyzed

with state-of-the-art econometric methods. Compared to commonly-used, simple

univariate models, these new methods are better capable of using information in

cross-serial dependencies between accounting variables.

Finally, Chapter 4 contains the results of an investigation into the organizational

architecture of audit firms. As mentioned before, the research question in this

study focuses on the efficient contracting arrangements in audit firms, in view of

changes in the legal liability regime. This research question is answered foremost

theoretically. Drawing on contracting theory, I develop propositions that help to

distinguish successful from unsuccessful organizational arrangements. The

purpose of the empirical work in this chapter is to illustrate the theoretical

findings, and to provide the `flesh to the bones' of the propositions. A case study

is well-suited for illustrative purposes (Yin, 1989). While theory draws attention

to some salient features of the organizational architecture, the case study can be

used to evaluate to what extent these salient features are a manifest issue in the

firm.

Some authors have questioned the usefulness of costly contracting economics in

drawing refutable hypotheses and providing guidelines for empirical testing (e.g.,

Simon, 1991). At least in accounting and auditing, there is no dearth of empirical

studies that have used costly contracting considerations to formulate their

research questions. A review of the most influential accounting papers since

1968 shows that the impact of costly contracting studies has been large (Brown,

1996). Nevertheless, although the concept of contracting costs is attractive, it has

been called `elastic' (Williamson, 1998). It can explain an extended range of

economic events, at least ex post. The contribution of retrospective invocations

of costly contracting can only be limited. The litmus test of any theory is its

ability to predict future events. In its most general terms, the prediction of costly
contracting economics is that transactions are aligned with contractual

arrangements, which differ in their costs and competence, so as to effect a cost
economizing result (Williamson, 1998). Its modus operandi, then, is to
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discriminate between alternative contractual arrangements based on their relative
costs.

The interpretation of the empirical findings is contingent on the context in and

the method by which they are gathered. A well matched research method and
question is paramount to the success of an investigation. As to be demonstrated
in subsequent chapters, unorthodox techniques sometimes provide surprising
findings in fields hitherto explored only with statistical methods. Advanced, but
still relatively standard, econometric methods can be rewarding in answering

questions in which simpler techniques have provided only partial or unsatisfying
results.

1.4 OUTLINE OF THE THESIS

This thesis contains five chapters. The present chapter introduced the essays and
provided a common thread to the following studies. It discussed the

consequences of adopting a costly contracting approach to accounting research.
In addition, a few remarks were made about research design íssues, which are

beyond the scope of the individual essay. The following three chapters contain
the essays in the order in which they were introduced in Section 2. Chapter 5
evaluates the contribution of each study to the literature and discusses what may
be concluded from these essays with regard to the usefulness of the costly
contracting approach in accounting and auditing research. A summary in Dutch

concludes this dissertation.



2. Pressure and Politics in Financial Accounting Regulation:
The Case of the Financial Conglomerates in
the Netherlands'

2.1 INTRODUCTIOIV

This chapter reports the findings of an investigation into the financial reporting

regulation of financial conglomerates in the Netherlands, which was a fiercely

debated issue involving several government agencies and other interest groups

during 1990-4. Financial conglomerates are firms that are engaged in banking as

well as insurance activities. Among these companies were some of the most

powerful firms in the Dutch financial market: Internationale Nederlanden Groep

(ING), Rabobank (RABO), ABN-AMRO, and Fortis. The controversial

accounting question that had to be addressed when promulgating the

requirements for financial conglomerate reporting concerned the consolidation of

bank and insurance activities into a single annual report. An additional question

was whether additional information concerning the individual activities would

have had to be provided if consolidation was to be allowed.

The regulation of fínancial reporting in the Netherlands is often impervious to a

scrutiny of political processes. On the one hand, many aspects are dealt with at

the European level, and on the other hand, the Dutch legislator has bestowed

substantial responsibilities on extra-parliamentary regulators. The early nineties

i This chapter is based on three earlier publications, Van Lent (1995a, 1997 and
1998a). Helpful comments from Gijs Bak, Jan Bouwens, Graeme Dean (the Editor of
Abacus), Douglas DeJong, George Hendrikse, Steven Maijoor, L.G. van der Tas,
Stephen Zeff, Jerold Zimmerman, participants at the Nineteenth Annual EAA
Congress in Bergen, Norway, and three Abacus referees are gratefully
acknowledged. I would also like to thank Mr. J Kuijper, Mr W Badon Gíjben, Mr.
R. Remmerswaal (all three of ING); Mr. Th. O. Vreugdenhil (CDA), Mr. R. Boezer
(DNB), Mr. M. Noordzij (VNO) and Ms. S. Wortmann (Ministry of Justice) for their
participation in this research project.
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(1990-4) offered a unique opportunity to examine thoroughly the Dutch
regulatory process, as I will describe in detail below. During this period the Act
on (Consolidated) Annual Reporting by Banks (draft law no. 22169) and the Act
on (Consolidated) Annual Reporting by Insurance Companies (draft law no.
22896) were implemented. Together, these laws outline the reporting
requirements of financial conglomerates.

A great deal of the discussion, which surrounded the implementation of both
acts, focussed on the normative question of what is the `proper' fashion of
financial conglomerate reporting. This chapter is silent on that question. I
examine the events during the regulatory process of the reporting acts. Players in
the regulatory game have often used normative accounting `theory' as a suitable
instrument to advance their position, much in the same way as predicted by
Watts and Zimmerman (1979) in their `excuses' paper. I analyze the interaction
of interested-parties (among which the Dutch govemment). First, I narrate in
some detail the history of the promulgation of the two draft laws that laid down
the reporting requirements of financial conglomerates. Throughout the narrative
special attention should be paid to the following interested-parties: corporate
managers, auditors, the Ministry of Justice, Parliament, the Council on Annual
Reporting, the Dutch Central Bank (De Nederlandsche Bank), the users of
accounts (especially, the financial press), and the industry associations. Second, I
explain the behavior of the interested-parties by drawing on `costly contracting
theory', here in the guise of pluralism.

The chapter proceeds as follows. Section 2 discusses the motivation of the study
and its research methodology. It also evaluates the research design. Section 3
provides some background on the Dutch regulatory framework. Especial
attention is paid to regulatory arrangements of financial institutions. The events
of this study are reported in Section 4. The first half of the latter section describes
the implementation history of the two draft laws, while the second half is devoted
to a discussion of the behavior of interested-parties in light of the `costly
contracting' perspective. Section 5 concludes.
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2.2 RESEARCH METHODOLOGY

In this section, I motivate the choice of research method, in casu, a case study
(2.1). Subsequently, 1 discuss research design issues using four design evaluation

criteria as described by Yin (1989) (2.2).

2.2.1 Motivation of the case study

In this chapter, I provide a detailed description of an accounting standard setting

process to map out the typical interaction between Dutch government and

interested-parties. A case study is adopted to incorporate events and lobby efforts
that do not fall within the formal procedures of the regulatory process. Extant

accounting literature has relied heavily on observable comment letters submitted
to the standard setter. The success of lobbying, however, depends on the

unobservability of the lobbying agents' activities (Sutton, 1984). Hence, analysis

of the publicly available comment letters is unlikely to be the most effective
lobby research method (Lindahl, 1987). The Sutton-Lindahl critique on

accounting lobbying research suggests that a research design that aims at

incorporating all lobbying methods used, and thereby tries to give a full
description of the political process, be desired.

Walker and Robinson (1993) argue that a case study can buttress the

understanding of the influence of interested-parties on the regulatory process; it
may reveal what happens behind the regulatory scenes. Amershi et al. (1982)
observe that lobbying is likely to be a multi-issue, multi-period process,
especially for professional lobby organizations such as industry associations or
unions. This observation strengthens the claim in favor of the case study method.

To restrict the investigation to one issue may present methodological problems
because only by taking a long-term view and considering multiple issues can the
behavior of certain lobbying agents be understood. A few recent studies on
regulatory processes have adopted a similar research strategy: Klumpes (1994),
Walker and Robinson (1994a, b), and Rahman et al. (1994). This study is the first
(in the English language) to have used a case study to look at accounting
regulatory processes in the Netherlands.
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2.2.2 Research design evaluation

A case study design can be evaluated on four criteria ( 1) internal and (2) external
validity, (3) construct validity, and (4) reliability. I focus on these evaluation
criteria in the discussion below.

Construct validiry pertains to the collection of evidence. Three considerations
desire attention: (a) the use of multiple sources of evidence, (b) the review of the
draft of the case study by key informants, and (c) the maintenance of a chain of

evidence.

I used three sources of evidence: documentation, archival records and interviews.

The documentation and archival records consisted of the Official Journal of the
European Communities 31.12.86 no. L 372 and 31.12.91 no. L 374. It also

comprised the proceedings of the First and the Second Chamber on both draft
laws 22169 and 2289 (see, Appendix to Chapter 2: other sources), the NVB~VvV
1992 advisory paper, the annual reports of financial conglomerates (see, Table 3),

and articles that appeared in the financial press (see, References). I used a
database to retrieve articles in Het Financieele Dagblad. I searched this database

on the queries: `bankwezen' and `verzekeringswezen' for the period 01~01~1989 -

01~01~1994. The search resulted in 7239 articles that were then judged on their

relevance. Finally, I used a case study report on the merger of NMB-Postbank

and Nationale Nederlanden into ING by Barkema et al. (1992).

The interviews took the form of focused interviews (Yin, 1989, p. 89), i.e., they

were open-ended and had a conversational character. The questions were derived

from the case study protocol (see, reliabiliry). A major purpose of the interviews
was to conroborate certain facts that were suggested by the documentation. In

addition, opinions on the promulgation process of the draft laws and the
intentions of other parties were solicited. Articles on this topic in the financial

press suggested the key informants. What's more, I asked the interviewees to
mention other key players in the field. These two procedures led to a limited
group of informants, which was subsequently approached to participate in the

research. All of the informants, who were approached, participated. Interviews
were conducted in the period of July-September 1994, and generally lasted about
two hours each. I recorded the interviews on tape and I wrote summaries of the
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conversations. The questionnaires of the interviews as well as the summaries are

available. The tapes are, due to confidentiality agreements, only available on a

restricted basis. For more details see, Appendix to Chapter 2: key informants.z

Applying the criterion of triangulation, i.e., only information that was confirmed

by at least two other sources was reported, strengthened the validity of the

research.

I sent a draft version of this chapter for review to all interviewees. Two

interviewees (Mr. Boezer and Ms. Wortmann) actually commented on the draft

and I revised the chapter accordingly.

Yin (1989, p. 102) recommends that `a chain of evidence' be maintained in a

case study report. This means that the link between the reported conclusions and

the derivation of evidence from data sources should be clear to an external

observer. In this chapter, all derivations from data sources are documented by
referring to the documentation and archives involved, or by referring to the

relevant interviews.

Internal validity is of concern only for the explanatory part of this study (Yin,

1989, p. 43). To strengthen the internal validity of the study, I use the research

strategy of pattern matching. Hence, I compare the empirical pattern to the

predicted pattern derived from `costly contracting' theory. If the prediction

matches the empirical findings, the theory has explanatory power (Yin, 1989).

External validity concerns the generalizability of the results. External validity has
been a major barrier to doing case studies because the latter rely on analytical

In the case study, actors are referred to by the organization they represent. This may
avoid confusion caused by unfamiliar names. To be complete in the presentation of
the facts, all relevant actors are identified by their names and organizations in this
note. The ministers: Mr. Aad Kosto and Mr. Wim Kok; the Justice Ministry: Ms.

Sylvia Wortmann; Dutch Central Bank (De Nederlandsche Bank): Mr. R. Boezer;
ING financial officer: Mr. W. Badon Ghijben; Moret Ernst 8z Young vice-chairman:
Dr. A. Bindenga; Moret Ernst 8z Young's ING assignment partner: Mr. Van der
Brande, Christian Democrat Party (CDA) spokesman: Mr. Thomas Vreugdenhil,
MP; Labour Party (PvdA) spokesman: Dr. Willem Vermeend, MP; large investment
firm: ROBECO.



14 Pressure and Politics in Financial Accounting Regulation

generalization in contrast to surveys or comment letter designs, which rely on
statistical generalization. The purpose of this study is to generalize a particular
set of results to some broader theory. Such generalization implies replication. It
would appear that it is possible to apply costly contracting theories on the
political process to other accounting issues in the Netherlands (e.g., Maijoor,
1991). Furthermore, the research was designed to allow a detailed reconstruction
of the method by which it was conducted. Hence, replication of the method will
be possible. However, no replication of this method to similar issues has been
done within the purview of this project. This may have somewhat weakened the
external validity. Nevertheless, this research contributes to a growing body of
evidence on the applicability of costly contracting theory to the (Dutch)
accounting regulatory process. Therefore, the external validity should be judged
on its coherence with this research program. In Chapter 5, I identify issues in
which this research methodology may prove useful.

The final criterion is reliabiliry. By applying two strategies, I enhanced the
reliability of this study. First, I wrote a case study protocol, which is available
upon request. Second, I developed an accessible database. The protocol contains
the research instrument, i.e., the questionnaires and the procedures and general
rules that need to be followed when using the instrument (Yin, 1989, p. 70).
More precisely, the protocol contains an overview of the project (background
information, letters of introduction, objectives), field procedures (schedule of
data collection activities, procedures for gaining access to informants,
introduction to interviews), project questions (the investigator's research
questions, potential sources of information, sample strategies), and a guide for
writing the case study (specification of documentation and outline of report). The
database contains all notes taken during the investigation, and the results of the
interviews and document analysis. Furthermore, the database includes the
documents used in this study, such as the `Kamerstukken' and `Handelingen', as
well as clippings from the financial press. As mentioned, the database also
contains the restricted recordings of the interviews.
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2.3 BACKGROUND

Company Legislation

The legislation of annual reporting is vested foremost in company law (more
specifically, in the Dutch Civil Code). Only the most important aspects of annual
reporting have been regulated in the Netherlands. Firms enjoy considerable
flexibility in comprising their annual report, so as to allow them to choose
reporting methods and formats that fit their needs best. Company law in the
European Community is subject to harmonization, which implies that countries
in the EC need to adjust their national rules to comply with supranational EEC
directives. For example, the fourth EEC directive on company annual reports
stipulates requirements for the format, the disclosure and the audit of annual

reports. The seventh EEC directive stipulates requirements for consolidated
annual reports. Dutch company law was adjusted to the requirements of both the
fourth and seventh EEC directives in the 1980s. Since all EC countries are

subject to these directives, all are characterized by annual reporting regulation
that is vested in company law. Some differences exist as to the degree of detail in
which reporting practices have been regulated. On one hand, the U.K. and the
Netherlands allow considerable freedom. France and Germany, most notably,
have adopted far stricter, and more detailed, rules. In comparison, reporting

regulation is not vested in company law in the U.S.

The comparability of annual reports is not a governing consideration in the
regulation of Dutch financial reporting (Zeff, Van der Wel, and Camfferman,
1992). Indeed, a different criterion, the `insight requirement', is the guiding
principle. Financial statements should furnish the insight required to enable the
formation of a sound judgment as to the company's financial position and the
result of operations, and, to the extent possible, should provide insight into
solvency and liquidity. The insight requirement plays an important role in the

case of the financial conglomerates, as I show below.

Tax Laws

Tax laws are virtually irrelevant for annual reporting in the Netherlands, a feature
comparable to U.S. and U.K. practices. Many other EU countries, including

France and Belgium, have closer ties between annual reporting regulation and tax
reporting, since these countries use annual reports to levy corporation taxes.
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Judicial Proceedings and Jur~.sprudence

Owing to the lack of detailed prescription in Dutch annual reporting regulation,

jurisprudence is an important source of the rules governing annual reporting, as

it is in the i).K. and the U.S. The Dutch judicial proceeding is unique owing to its

Enterprise Chamber (Ondernemingskamer), to which all interested-parties may

complain if they consider corporate financial statements not to comply with the

law (Klaassen, 1980).

Figure 1: The Dutch Regulatory Framework
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In 1990-4, no securities committee oversaw the annual reporting of publicly
owned companies. The Official Listing Rules of the Stock Exchange Association

and the Foundation to Oversee Securities Trading, however, provided both

monitoring bodies the opportunity to demand additional accounting information
from listed companies. This is notably different from the institutional

arrangement in the U.S., where the Securities and Exchange Commission (SEC)
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is responsible for accounting rule development. In contrast to Dutch rules, the
SEC demands separate filing of the required reports.

Repre.sentative Organization.s
Private-sector regulation occurs within a public-sector framework. The Council
for Annual Reporting (Raad voor de Jaarverslaggeving, ILI), in which various
interest groups are represented, issues guidelines. The Council contains
representatives of producers ( employers), users (employeeslunionslfinancial
analysts) and auditors. The guidelines of the Council elaborate on the legal
stipulations. The guidelines themselves, however, do not have the force of law.
Efforts to promote compliance with private-sector guidelines are limited to
confidential discussions with the auditors of companies that apparently depart
from the guidelines.

When comparing the Dutch and the Anglo-American systems, the relatively
weak enforcement status of the guidelines issued by the Council for Annual
Reporting is remarkable. The Accounting Standards Board in the U.K., for
example, has a similar composition and task as the Dutch Council for Annual
Reporting. The Dutch auditing profession, however, did not commit itself to
mention departures from the Council's guidelines ín the audit report, whereas
both Australian and British audit reports will remark non-compliance with
accounting standards. This indicates that the pronouncements of the Council for
Annual Reporting are less influentiaL The U.S. Financial Accounting Standards
Board (FASB) also has considerably more power than the Dutch Council. The
FASB, a private-sector body of a composition similar to the Dutch Council,
derives its influence largely from the SEC, which enforces the application of the
accounting standards the FASB proclaims. U.S. auditors issue qualified or
adverse opinions if a company's annual report diverges from GAAP.

Regulatory Arrangements Regarding Financial lnslitutions
Financial conglomerates face some particular institutional and regulatory
arrangements that require some further introduction. The Central Bank and
Verzekeringskamer (Insurance Chamber) monitor Dutch banks and insurance
firms, respectively. The Dutch Central Bank, which has consíderable power in
setting the country's monetary policy, is an independent non-governmental
institution. Apart from its tasks in setting monetary policy, the law requires the
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Bank to ensure the stability and the `soundness' of the Dutch financial system.

The Insurance Chamber is a similar non-governmental monitoring agency, which

oversees the insurance industry and which has extensive authoriry to achieve its

objectives. The Dutch Central Bank was committed to a`general separation'

policy, which entailed that banks and insurance companies were not allowed to

merge. This policy was designed to facilitate sound banking practices and to

promote competition in the industry. Nevertheless, after 1 January 1990 this
general separation was abolished. Subsequently, a wave of takeovers took place
in the Dutch financial market. Concurrently, the implementation of two EEC

directives covered the annual reports of banks and insurance companies.

Apparently, the rise of financial conglomerates had not been antícipated when the
EEC directives were drafted, as there were no references in the directives to the

annual reports of these companies. The national legislature then had the

opportunity to stipulate its own reporting requirements. Financial conglomerates

were subjected neither to the legislation of banks or to the legislation of

insurance firms (Explanatory Memorandum, Memorie van Toelichting, 22169 A:

1). Since no special rules in the Civil Code exist that apply to financial

conglomerates, these companies were subjected simply to the fourth and the

seventh EEC directives and to the general requirements of the Dutch Civil Code.
One general requirement of the code deals with the obligation to consolidate the

financial statements of all subsidiaries in a group and of all group members

(Article 406, para. 1). The exception to this rule, however, is when consolidation

violates the insight required to enable the formation of a sound judgment as to

the company's financial position. Consolidation might then be prevented and the

annual report of such a group member needs to be disclosed in the notes on the

financial statement of the group (separate reporting). Differences in activities
between the group member and the group (Article 406, para. 3) may cause

violations of the `insight requirement'. In the legal literature on para. 3 of Article

406, banks and insurance companies are explicitly mentioned as an example in

which differences in activities may prevent consolidation (see, Burgert et al.,

1990, p. 596; Proceedings, Second Chamber, 19813, no. 3). Two technical

accounting questions were raised in the promulgation process of the reporting

rules governing financial conglomerates. First, should these companies

consolidate banking and insurance activities? And furthermore, in case

consolidation could be allowed, would additional measures be necessary
regarding the reduction of information concerning individual activities.
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2.4 THE CASE: FINANCIAL CONGLOMERATES IN THE NETHERLANDS

The legislative process affecting financial conglomerate reporting comprised two
distinct parts: (1) the implementation of the EEC banking directive and (2) the
implementation of the EEC insurance directive. Section 4.1 describes the first
part. The events surrounding the insurance directive are narrated in Section 4.2.

The findings are discussed based upon pluralist theory (4.4). The discussion is
preceded by an outline of the main propositions of pluralism in Section 4.3.
Table 1 summarizes the main events.

Part 1 of this history describes the role of the Dutch Central bank during the
deliberations at the EC meetings (4.1.1), the Dutch preparatory phase of the
banking law, with special attention to the interaction between the Justice
Ministry and the industry (4.1.2), and finally, the discussion in Parliament of the

draft law (4.1.3).

2.4.1 The legislative process, part 1: the incorporation of the banking
directive

In Section 2 of this chapter, I state that Dutch financial reporting regulation
encompasses both the fourth and the seventh EEC directives. Article I, para. 2 of

the fourth directive (PbEG L222, 14 August 1978) stipulates that EC members
are not compelled to subject banks, other financial institutions, or insurance
companies to the requirements of the directive.' Despite this option in the EEC
directive, banks and insurance companies were not excluded from its operating
range when the fourth and the seventh directives were incorporated into Dutch
company law.

On 8 December 1986, the Council of the European Community accepted the
proposed directive on annual reporting by banks (henceforth, the banking
directive; PbEG L372, 31 December 1986). The Central Bank was the
spokesman of the Dutch delegation at the EC's meetings about the banking

3 The exemption of banks and insurance companies from the fourth directive was
temporary. Pending further coordination of these companies, the fourth directive was
not necessarily applicable to them.
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directive.' The Central Bank carried the point that consolidation of bank and

insurance activities should not be allowed, which was also the general opinion in

the EC (Memorie van Toelichting, 22169 A: 1). The issue was barely a point of

discussion at the EC meetings on the banking directive. The Central Bank held

that it was inappropriate to allow flexibility in reporting practices within a

particular industry. Consequently, the Central Bank stressed the comparability

argument for reports of firms within an industry. Thus, the Central Bank agreed

with the communis opinio in the EC discussion that insurance and bank activities

should not be consolidated. The Central Bank, however, never foresaw that

financial conglomerates could become an issue.

Thereafter, when a number of major financial companies merged into

conglomerates and the Dutch Justice Ministry transformed the banking directive

into a draft law, the Central Bank relented on the consolidation issue. Pressure

rose towards the Central Bank to be more lenient about consolidated reporting by

financial conglomerates. The Central Bank, responsible for supervising banks,

had issues to consider more important than reporting requirements. To disturb the

delicate relation between the Central Bank and the Dutch financial institutions

over this minor point seemed futile (interview with Ms. Wortmann). In addition,

the Central Bank empathized with the wish of the new financial institutions to

show their over-all fnancial strength.

Nevertheless, the Central Bank felt that since the financial conglomerates were

likely to have an important impact on the public, they should disclose sufficient

information, including separate reports on both the banking and insurance seg-

ments. What's more, the Central Bank strives for congruity between the annual

reports of banks and the maandstaten, monthly reports, which banks have to sub-

mit to the Central Bank. This congruity ensures that financial institutions incur

fewer costs to comply with reporting requirements (interview with Mr. Boezer).5

a The involvement of the Central Bank was due to the Ministry of Finance's
responsibility concerning reporting by financial institutions. There are close ties
between the DNB and the Ministry of Finance.
Mr. Boezer did not agree with Ms. Wortmann's opinion that the DNB made a trade-
off on the issues of reporting and supervisory tasks. He made the point that the DNB
deals with these issues with financial institutions separately.

~



Ïable l: Main F,vents
Date
1978
Mazch 1981
April 1984
1984
1985
8 December 1986
I Januazy 1990
27 June 1991
19 December 1991
31 January 1992
25 March 1992

2 April 1992
11 May 1992

8 July 1992
17 July 1992

July 1992

30 September 1992
5 November 1992
10 November 1992
19 November 1992
29 January 1993
2 February 1993
3 Februarv 1993
24 February 1993
April 1993
17 May 1993
27 May 1993
24 June 1993
28 June 1993
1 July 1993
12 July 1993
31 August 1993
14 September 1993
l4 October 1993

Event
Fourth EEC directive annual reports
Draft EEC banking directive
Second draft EEC banking directive
Seventh EEC directive annual reports: consolidation
Revision draft directive coordination banks
Approval banking directive by European Council of Ministers
General separation ofbanks and insurance companies comes to an end
Draft law 22169 and Explanatory Memorandum to Second Chamber
Approval insurance directive by European Council of Ministers
Publication ofjoint NVBNvV advisory paper
MEY announces its preference for separate reporting by financial
conglomerates
Provisional report 22169 Second Chamber
Memorandum of Reply 22169 Second Chamber and Memorandum of
Alterations 22169
Final report 22169 Second Chamber
Memorandum on account of final report 22169 and Second
Memorandum of Alterations 22169
Justice minister requests advice of Council for Annual Reporting
regarding 22169
Third Memorandum of Alterations 22169
Draft law 22896 and Explanatory Memorandum to Second Chamber
Plenary discussion in Second Chamber of 22169
Draft law 22169 to First Chamber
Report 22896 Second Chamber
Provisional rcport 22169 First Chamber
Memorandum of Reply 22169 First Chamber
Memorandum to Report 22896 Second Chamber
Conversation between Mr. Vreugdenhil and Mr. Badon Ghijben (ING)
Report on written deliberations 22896 Second Chamber
Publication ín Staatsblad 1993-258 of Law 22169
Amendments VreugdenhiUVermeend to 22896
Second Memorandum of Alterations 22896
Plenary discussion of 22896 in Second Chamber
Draft law 22896 and Explanatory Memorandum to First Chamber
Report 22896 Firs[ Chamber
Plenary discussion 22896 in First Chamber
Publication in Staatsblad 1993-517 ofLaw 22896

Source: Kamerstukken and Handelingen (see Appendix: Other Sources), NVBIVvV ( 1992) and
FD (25 Mazch 1992).
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The Central Bank, however, is partial to controlling the knowledge gap between

the public as a user of annual reports, and itself, as a party privy to superior
information (including information from the monthly reports). Should this gap

become too wide, the public could point to the Central Bank in the case of a bank
failure, accusing it of inadequate supervision and of negligence in informing the

public in time. If the gap is narrow, however, such accusations achieve less
effect. Consequently, the Central Bank favored adequate disclosure by financial
institutions.

Thus, although the Central Bank relented on the consolidation issue, it

maintained its position that additional separate reporting should be provided. The
Central Bank advised against laying down any further requirements in law until

the EC had formulated its own regulation. The Justice Ministry did not consider
this advice to be in the interest of financial conglomerates, since such EC

requirements would probably take a long time to formulate. The outcome of the
EC regulatory processes is, in addition, not readily predictable (interview with

Ms. Worrinann). Therefore, the ministry strived to have the entire matter

prescribed in law, before the EC formulated its own requirements.

The opinions and actions of the Central Bank are important. Not only does the
Bank supervise financial conglomerates and does it have substantial power in the

Dutch financial market, but the Bank had been given substantial authority in
setting reporting requirements for banks in the initial draft law. The Second
Chamber,b however, opposed the delegation of rule-making power to a`private'

institute such as the Central Bank. This came as a surprise to the Central Bank,
which had not been informed by the Justice Ministry of the pending rejection by

the Chamber of the proposed draft on this aspect (interview with Mr. Boezer).
This experience, most likely, influenced the further involvement of the Central

Bank.

In particular, the spokesman of the then largest political party (Christian
Democrats [CDA]) had received inside information from the banking industry.
Industry members articulated strong objections against a more pronounced role

6 Parliament consists of two chambers, of which the Second Chamber is the politically
more important.
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of the Central Bank in the standard setting process (interview with Mr.

Vreugdenhil). According to the Central Bank, reporting requirements were issued
to comply with an explicit request of the banks. This reveals a conflict between

the official statements of banks regarding the Central Bank's standard setting
efforts and their `hidden agenda'. As the Christian Democrats' spokesman
pointed out, part of this conflict can be explained by the power the Central Bank

embodies in the Dutch financial system. The banks may have feared that their
position vis-à-vis the Central Bank could deteriorate by increasing the Central

Bank's tasks further.

2. 4.1. I The preparatoryphase of the banking !aw
The banking directive should have been incorporated into national law on 31

December 1990. Rewriting the directive into a draft law, however, took until
June 1991 owing to the complexity of the matter and the intensive deliberations

with the parties involved (Explanatory Memorandum, 22169, no. 3, p. 3).'

According to the Justice Ministry, it is standard policy to encourage industry
involvement if the proposed legislation deals with complex and technical matters

such as financial reporting. Indeed, the ministry took the initiative to contact
inter alia AMEV, one of the constituting companies of Fortis, to discuss
reporting by financial conglomerates.

In their Explanatory Memorandum, the ministers stated that it was necessary to
study further the consolidation of banks and insurance companies that are
members of the same group. Study was needed because it had not been foreseen,

on completion of the banking directive, that banks and insurance companies
could form financial conglomerates. Therefore, it had not been foreseen that
consolidation of both activities could become an issue. No rules were laid down
as yet pertaining to organizations with equally important banking and insurance
activities. The ministers also planned to take into account the forthcoming

When a minister submits a draft law to Parliament, he adds an Explanatory
Memorandum, which contains the history of the draft, the advice offered by
representative organizations, and an explanation of the purpose and content of the
law. The number after `Explanatory Memorandum' refers to the number of the draft
law involved, in this case, 22169. The following number, preceded by the
abbreviation `no.' refers to the number of the document pertaining to a draR law, in
this case, document 3, which is the Explanatory Memorandum.
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insurance directive when they were going to draft, at a later stage, their views on

the consolidation of activities within a financial conglomerate.

Nevertheless, the ministers voiced some preliminary opinions that were also part
of the Explanatory Memorandum. The ministers argued that consolidation should
not be too readily judged as conflicting with the insight requirement. In their
opinion, the only rules that applied to financial conglomerates with equal shares
of banking and insurance activities were those formulated in the fourth and the

seventh EEC directive. The ministers announced that a workgroup had been
formed consisting of industry members. The workgroup was to offer advice on

the reporting requirements of financial conglomerates.

Concurrently, the Council of the European Community accepted the directive on

(consolidated) annual reporting by insurance companies (henceforth, the

insurance directive) on 19 December 1991 (PbEG L374, 31 December 1991).

During the formulation of this insurance directive, the insurance industry

maintained intensive contacts with the Dutch Justice Ministry. The ministry used

these contacts later to discuss the reporting requirements of financial
conglomerates with industry members. In particular, the contacts with Nationale

Nederlanden, one of the constituent companies of ING, would prove important

when the Ministry formulated its opinion on the reporting issue (interviews with
Mr. Badon Gijben, Mr. Kuijper, and Ms. Wortmann).

On 31 January 1992, the joint workgroup of industry members, which

represented both the Nederlandse Vereniging van Banken (Dutch Association of
Banks [NVB] and the Verbond van Verzekeraars (Alliance of Insurance

Companies [VvV]) presented its advisory paper, Verslaggeving financiële
concerns (Financial Conglomerate Reporting). Two items were of importance to

the current study, namely, the proposals on consolidation and segmentation.
First, the principal argument of the NVB~VvV workgroup was that financial

conglomerates had to and wished to present themselves as single (indivisible)
units (NVBNvV, 1992, p. 2). It was, therefore, undesirable to require separate
reporting by the subsidiaries. ING emphatically supported the wish to be seen as
one indivisible unit, mainly for strategic reasons. Second, the workgroup's
proposal on segment reporting stated that more detail should be provided in the
notes to the consolidated balance sheet and profit and loss statement. The
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rationale was to satisfy in this fashion the insight requirement and to comply with

the requirements of the bankíng and insurance directives. Insight into segments

(activity) should be given by splitting-up the consolidated data to the level of

earnings before taxes. Allocation of shareholder equity to the segments, however,

was not going to be needed. Equity allocation was argued not to be in agreement

with the bedrijfseconomische (business economic) characteristics of consolidated

reporting.

In the opinion of ING, these business economic problems arise because group

equity is the only important figure for shareholders of the group. Shareholders

should not be concerned with the allocation of equity over the activities. Re-

allocation of shareholder equity between the banking or the insurance part of the

company does not necessarily need to have special consequences; it was said to

be a fairly arbitrary matter. Clients of a particular bank or an insurance company

within the group should refer to the annual report of the bank or the insurance

company to be assured of its solvency. What's more, units that are legally part of

the insurance company could be allocated to the bank activities in the

segmentation of group equity because of their specific character. This, however,

does not imply that the liabilities of these units are guaranteed by the equity of

the bank (interview with Mr. Badon Ghijben and Mr. Kuijper). ING's position

requires some qualification. When ING published its 1991 annual report, it was

unclear whether separate reports were going to be issued by NMB-Postbank or

by other subsidiaries of ING. Indeed, spokesmen at ING contradicted each other

on this matter at the time of publication (FD, 2 May 1992). Consequently, ING's

comment on the business-economic argument is not valid, as this argument was

used in 1991, at what time ING did not know whether it was going to publish

separate reports on the subsidiaries.

The joint workgroup presented a new model for financial conglomerate reporting

in their advisory paper. The discussion of the reaction of the companies involved

(Section 4.4.2) analyzes which companies reflected this model in their annual

report. It is important to note that the Justice Ministry initiated and stimulated the

joint NVBNvV advisory activities, and agreed with it grvsso modo. When

drafting the law, the Justice Ministry kept in contact with the workgroup. The

civil servant who was responsible for reporting matters within the Justice

Ministry, however, felt that some contentíon existed between the members of the
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workgroup on the segmentation issue, in particular between Fortis and ING.
Therefore, the Justice Ministry had begun to formulate some stipulations
regarding this segmentation issue before the paper was published.

The Ministry of Justice and the industry had similar interests in promoting a
shared line of conduct in financial reporting. If controversies on the reporting
issue led to incomparable annual reports, the EC would have more reason to
speed up its regulatory process and to impose a standard. Without a shared line of
conduct a favorable outcome of parliamentary deliberations could be frustrated.
The parliamentary process is the topic of the following sub-section.

2.4.1.2 The parliamentarydiscussion of the draft law
Parliament, i.e., the Second Chamber had waited until the publication of the
industry advisory paper before it commenced the `preparatory investigation' of
the draft law in a legislative committee in the first quarter of 1992. In a
Provisional Report, the members of the Christian Democratic Party stated their
disappointment with the industry advice, which they considered a compromise.
The Christian Democrats implied that surely significant controversy must have
existed on this issue between the members of the workgroup. Logrollingg had
probably taken place, leading to ING's opinion being given priority on this issue.
Consequently, the Christian Democrats did not consider the advice to be very
influential (interview with Mr. Vreugdenhil).

In the Christian Democrats' opinion, the comparability concept was one of the
driving forces behind the banking directive. Calling the disclosure of the
segmentation of group equity irrelevant, as in the joint industry advice, was
typical of the lack of comparability between financial conglomerates, banks, and
insurance companies that would result if this advice was going to be
implemented. The Christian Democrats asked that separate consolidated annual
reports of both the banking and the insurance groups be provided in addition to
the over-all annual report of the conglomerate (Provisional Report, 22169, no. 4,
PP- I-2).

8 Logrolling is the phenomenon in which an agent who feels the strongest on an issue
will be supported by other agents (with marginal interests) on the condition that such
support be reciprocated in due time.
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The Christian Democrats' emphasís on the comparability argument was notable,

since it conflicts with the leading principle of Dutch financial reporting

regulation, `insight'. The Christian Democrats seemed to attach a great deal of

value to the interests of investors, which would, allegedly, be served by

comparability. Indeed, a large investment firm called the Christian Democrats'

attention to the need for the comparabiliry of annual reports. Although their

spokesman on the issue visited several financial conglomerates,9 it were the

investors' interests that appear to have had the most influence.

At this stage of the regulatory process, only the Christian Democrats commented

on the proposals for financial conglomerates. The ministers answered the
legislative committee in a Memorandum of Reply (22169, no. 5, pp. 2-3). They

restated their opinion that financial conglomerate reporting was not subject to the

rules pertaining to banks or to insurance companies. In the present situation,

without the example of existing rules abroad or in the Netherlands, the initiative

of the NVBIVvV should be appreciated as a first attempt to map out the

problems and furnish some solutions. Regarding the irrelevance of the

segmentation of equity, the ministers stated that the existence of financial

conglomerates was a relatively new development. The special characteristics of

financial conglomerates, i.e., the entanglement of both banking and insurance

activities, should be expressed in their annual report. In particular, the

consolidated annual report of the entire economic entity, the financial

conglomerate, was viewed as the vital element. In view of the special properties

of banks and insurance companies and their prominent position in society,

provision of consolidated information only by financial conglomerates was not

going to suffice. Owing to the separation of banks and insurance firms in the

past, it was possible, for the moment, to provide information about the separate

activities. The question, according to the ministers, was in which fashion the

additional information should be offered and what level of insight was

considered to be sufficient. The ministers suggested that insight should be

offered into both activities in accordance with the two directives. A

Memorandum of Alterations formalized this proposal (Nota van wijziging,

22169, no. 6, p. 1). Article 406 was amended by three new paragraphs, whose

9 Vreugdenhil visited ABN-AN1R0, ING, RABO, and Credit Lyonnaise Bank
Nederland.
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paras 4 and 5 are relevant to the issue at hand. The ministers argued that their
proposal was in line with the NVBNvV advice. The Minister of Justice did not
initially intend to set down these requirements in law. The plan was to let the
NVB~VvV suggestions be the (informal) standard without any legislative
backing. The new paragraphs of Article 406 were implemented owing to political
pressures (Christian Democrats) and the explicit wish of the Central Bank for
legislative requirements on this point (interviews with Ms. Wortmann and Mr.
Boezer). `o In hindsight, both the Ministry of Justice and ING, as a major
contributor to the NVB~VvV advisory paper, concluded that the paper was of
little relevance to the resulting regulation, in contrast to what was expected.

One of the most important statements in their Memorandum of Reply was that
the ministers did not wish to commit themselves to the method by which insight
in both activities should be provided. They insisted that both banking and
insurance activities were going to grow more and more entangled. The
requirement of separate consolidated annual reports could lead, in time, to
statements that would not offer a reliable picture of the financial situation per
segment owing to the large number of arbitrary allocations and the artificial
bifurcation of what is, in fact, an indivisible economic entity. Nevertheless, if
financial conglomerates felt that the insight demanded be provided best by
separate annual reports, they would be permitted to issue such reports.

In summary, the growing impossibility to distinguish between banking and
insurance products and activities had led the ministers to propose that insight, as
a general and broad requirement, should be provided into the entity as well as
into both separate activities. Managerial discretion should determine the best
accounting method of offering such insight. This ministerial proposal was in line
with the joint-industry advice. At this stage of the policy process, there was
consensus concerning the consolidation of banking and insurance activities into a
single annual report. Differences of opinion between the ministers and industry
on the one hand, and the Christian Democrats and the Central Bank on the other,
existed on the segmentation issue and, more specifically, on the subject of the

~o The DNB not only favored legal reporting requirements, it also preferred limiting the
reporting options. This could facilitate comparability, one of the prime goals of the
DNB
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accounting format by which insight into the discerned activities should be
offered.

The Final Report of the legislative committee reaffirmed this difference of

opinion. The Christian Democrat reaction to the ministers' Memorandum of

Reply was that the entanglement of banking and insurance activities might

theoretically prevent reporting each activity in a separate report. In practice,

however, the management of financial conglomerates still would want to know

whether a certain activity is profitable or efficient. In other words, it was unlikely

that the separation of both activities was going to prove to be impossible simply

because of the need for managerial control in the company. The Christian

Democrats also mentioned the position of the supervising institutions: the Central

Bank and the Insurance Chamber. The supervisors too would require segmented

equity information. The Christian Democrats argued that the ministers'

noncommittal position to the accounting method in which insight in both

activities should be provided, conflicted with the EEC directive and with the

proposed changes of Article 406 that, in their opinion, required disclosure of the

equity of the banking segment. Interestingly, the Christian Democrats referred to

the Fortis annual report as an example of the possibility to disclose the banking

segment's equity. The Fortis report convinced the Christian Democrats of the

technical possibility to provide insight into both activities separately (interview

with Mr. Vreugdenhil). ING likewise contended that few technical obstacles

existed to separate reporting (interview with Mr. Badon Ghijben and Mr.

Kuijper). Thus, although the ministers stressed accounting problems which

would frustrate separate reporting, the companies involved readily conceded that

these problems were not the major issue.

The ministers subsequently responded to the Final Report in a Memorandum

(Nota naar aanleiding van het Eindverslag, 22169, no. 8). They stated that it was

in their opinion impossible to act in conflict with the EEC directives since neither

the banking nor the insurance directive made any provisions regarding financial

conglomerates. The ministers argued furthermore that both management and

supervising institutions would have sufficient instruments for obtaining the

necessary insight into the financial condition, even when the entanglement of
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activities made separate reporting arbitrary." The ministers agreed with the
Christian Democrats' view that as a result of Article 406, paras. 4 and 5, the
equity of both banking and insurance activities needs to be disclosed in some
fashion in the segmentation. Furthermore, the ministers announced that the
Council for Annual Reporting was going to be consulted regarding the way in
which insight should be provided (i.e., the concrete elaboration of paras. 4 and 5
of Article 406).1z This request for advice was a diversionary maneuver, whose
intention was to get the proposed Article 406 implemented without further
changes (interview with Ms. Worimann).

Article 406 allowed the financial conglomerates considerable reporting
flexibility. Indeed, it was formulated such that it suited both ING and Fortis, the
parties that had the most divergent practices. The ministers' reply formed the
somewhat sudden (provisional) end to the problem. The proposed Article 406
was enacted without further changes and the matter was not a point of discussion
on the floor of the Second Chamber (Proceedings, Handelingen, TK 20-1481).
The First Chamber likewise had no comments on the issue of financial

conglomerates. The parliamentary discussion of article 406 can be considered as
the final stage of the first part of the legislative process of financial conglomerate
reporting. The following section describes the implementation of the insurance
directive, which completed the financial reporting requirements for All Finance
firms.

The Justice Ministry itself regarded the entanglement argument to be weak.
Nonetheless, it was considered convenient in parliamentary discussions (interview
with Ms. Wortmann).
The Council for Annual Reporting subsequently established a workgroup, whose
members were Mr. J. van der Plas (Moret, Ernst 8z Young, auditor of ING), Mr. J.
Buitendijk (ING), Mr. A.F.M. van Klaren (CNV~FNV-union), Mr. O.L.A.M. Spaan
(ABNIAMRO), Mr. M.H.Th. Steunebrink (NIvRA-auditor), Dr. F. van der Wel
(Touche Ross Nederland~academic) (RJ, 1993:4).

iz
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2.4.2 The legislative process, part 2: the incorporation of the insurance

directive

Part two of the report encompasses two topics. First, I discuss the parliamentary

treatment of the draft law concerning financial reporting by insurance companies
in as much as it concerned financial conglomerates (4.2.1). Thereafter, I report

about the lobby efforts of ING (4.2.2).

2.4.2.1 The parlramentary discussron of the draft law

On 19 December 1991, the Council of the European Community accepted the
proposed directive regarding the (consolidated) annual reports of insurance
companies (PbEG L374, 31 December 1991). The draft law to incorporate the

directive into the Dutch Civil Code was submitted to Parliament on 5 November
1992. In the Explanatory Memorandum (22896, no. 3, p. 23), the ministers re-

stated that financial conglomerates should report in accordance with paras. 4 and
5 of Article 406.

In its Report (Report, 22896, no. 5, p. 1), the Christian Democrats of the
legislative committee re-emphasized the comparability issue. The Christian
Democrats also favored an organizational structure for financial conglomerates
with a top-holding and two subholdings that supervised the banking and the

insurance activities, respectively. All three holdings should disclose a

consolidated annual report, and in this fashion the financial position of the entire
conglomerate, as well as its constituent parts, was to become clear. The Christian
Democrats indicated their willingness to lay such down in law. The idea behind
this proposal was that this kind of organizational structure enhances investor
ability to form sound judgements on corporate financial affairs. What's more, the
supervising institutions could clearly distinguish between banks and insurance
companies (interview with Mr. Vreugdenhil). The Labor Party (PvdA) (Report,
22896, no. 5, p. 2) joined the Christian Democrats in their opinion that insight
into financial conglomerates should be enlarged by setting requirements on the
disclosure of banking and insurance activities.

The minister replied (Memorandum to Report, 22896, no. 6, p. 2) that, in
accordance with Article 406, financíal conglomerates already had to disclose in
their notes on the consolidated annual report, `behoorlijk wat', i.e., substantial
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information about the separate activities. These stipulations had been
incorporated into the law because it was feared that, without such requirements, a
top-holding company could disclose just one consolidated annual report without
providing any insight into the separate activities.

Apparently, the committee's Christian Democrat members were not satisfied

with this solution. They did not consider the disclosure of a substantial amount of

data in the notes on the consolidation of the top-holding to be sufficient. Once

more, they proposed two additional consolidated annual reports, one for each

activity (verslag van een schriftelijk overle~, Report on written deliberations,

22896, no. 8, p. 2). In his reply, the minister maintained that although Article 406

allowed consolidation, the EEC directives mandated separate information about

the bank and the insurance activities.

This answer did still not satisfy the Labor and the Christian Democratic Parties.

MPs Mr. Vreugdenhil (CDA) and Mr. Vermeend (PvdA) submitted an

amendment to Article 406 that mandated separate reporting of banking and

insurance activities. Formally, a new para. 6 was added to Article 406, which

demanded the separation of balance sheet information in accordance with the

format requirements of the EEC directives. The separately reported information

had to include the allocated equity of the bank and the insurance parts.

Through this amendment, the indecision of the ministers regarding the

accounting method in which insight had to be given was put aside. Instead of the

relative flexibility in accounting method choice that the ministers (and industry)

espoused, the framework and requirements of both EEC directives were imposed.

Subsequently, Parliament accepted the draft law. The First Chamber did not

comment on the proposal.

2. 4. 2.2 The lobby efforts ofING

An intriguing question remains; what triggered Mr. Vreugdenhil and Mr.

Vermeend's amendment in which the choice of format was laid down including

the requirement to report the segments of shareholder equity? Two factors seem

to have been influential. A high-ranking financial officer at ING told the

Christian Democrats' spokesman that Article 406 did not compel financial
conglomerates to report separately on banking and insurance activities in
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accordance with the format requirements of the EEC directive. In the same
conversation, the ING officer also held that Article 406 did not compel ING to
segment shareholder equity. In fact, the 1992 ING annual report did not disclose
segmental information about shareholder equity. Second, the minister announced
in the parliamentary treatment of the banking draft that he was going to consult
the Council for Annual Reporting on the matter of the application of Article 406
on financial conglomerate reporting. A source from within the Council confided
to the Christian Democrats' spokesman that the Council was unable to reach an
agreement. The Council's workgroup had advised against disclosure of
segmentation information on shareholder equity, in line with ING's position
(interview with Mr. Badon Ghijben and Mr. Kuijper).

The advice of the Council's workgroup met with resistance within the Council.
In particular, the auditor and the user delegations objected to the implications of
the advice. Both delegations advocated disclosure. The Christian Democrats
concluded that ING caused the failure to reach an agreement.13 According to the
Christian Democrats, ING had considerable influence on the employers'
delegation in the Council for Annual Reporting, being a large contributor to the
funds of the Employers Association, the Federation of Dutch Industries (VNO).
In conclusion, ING's obstruction of the spirit of Article 406 led to the
Vreugdenhil~ Vermeend amendment.

Why did ING strongly oppose to the requirements of the (draft) law? The CDA
felt that of the constituent companies of ING, NMB-Postbank and Nationale
Nederlanden, the former had a weak shareholder equity position (interview with
Mr. Vreugdenhil)." In the merger process, significant transfers of equity funds
had taken place to strengthen the NMB-Postbank's equity position. NMB-
Postbank itself was established as a result of a merger between NMB and
Postbank. NMB had previously committed itself to an aggressive market policy,
which inherently entailed high risk. This high risk allegedly had taken its toll on
NMB's shareholder equity. Table 2 provides the reported equity of ING and

Another high-ranking ING officer, Mr. J. Buitendijk, was a member of the
workgroup that prepared the advisory paper.
Mr. Vreugdenhil based this observation on information that was conveyed to him by
an employee of ING.

ia
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NMB-Postbank in the relevant years. The table provides little indication that the
CDA-scenario is accurate.

ING denied that equity transfers were the reason for their rejection of separate

reporting. Instead, they wished to present themselves as a single indivisible unit

for strategic reasons. Some (financial) analysts had doubted the feasibility of

financial conglomerates (Barkema et al., 1992; Keiser, 1993; FD, 6-08-1993).

ING, therefore, did not feel like emphasizing that it was the result of a merger

between two fields that previously were thought impossible to unite. In a way,

separate reporting would signal to investors that the critics were right; even ING

itself was uncertain about its success (interview with Mr. Badon Ghijben and Mr.

Kuijper).

Table 2: Consolidated Eguiry Development: ING Group and NMB-Postbank

1989 1990 1991 1992 1993
ING Group 14,150~ 13,874~ 13,859 15,597 21,481

NMB-Postbank 4,944 5,346 5,902

Source: Annual Reports of ING Group (1992) and NMB-Postbank (1990 and 1991).
~` Pro forma combined amounts according to ING Group annual report 1992

While ING did not favor the segmentation proposal, it acknowledged that this

proposal most likely would become law in the end. At that time, ING changed its

strategy. As was noted before, ING's financial officer spoke to the Christian

Democrats' spokesman in April 1993. In this discussion, ING tried to convince

the Christian Democrats that segmentation of shareholder equity was not going to

provide useful information to the users. When this argument failed, ING put

forward another aspect of the insurance draft that was considered undesirable by

the insurance industry. Under the draft law (22896), real estate had to be

depreciated when in use by the company itself (Explanatory Memorandum,

22896, nos. 1-2, p. 9). Although intensive discussions had arisen between the

Justice Ministry and industry on this point, the ministry had not given in. In a

letter to the legislative committee of the Second Chamber, the Verbond van

Verzekeraars had already asked the committee to amend this point. [NG now

suggested to the Christian Democrats spokesman to amend the draft in
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accordance with the wishes of industry. This could be viewed as a trade-off on
the segmentation and the depreciation issues (interview with Mr. Badon Ghijben

and Mr. Vreugdenhil).

2.4.3 A brief note on the explanatory framework: pluralism

The detailed description of the behavior of the participants and the events of the
regulatory process enable an attempt to explain the empirical findings. The

exploration of the case was conducted independently from the explanatory effort.
Essentially, then, pluralism presents a view of the political process in which

power is fragmented and diffused, although some individuals or groups have
more power than others. The outcome of the political process is said . to be

dependent on the relative strength of the interest groups involved (Dahl, 1961;

Hirschleifer, 1976; Becker, 1983). Sources of power are distributed non-
cumulatively, and no one source is dominant (Ham and Hill, 1988). Dahl (1957)

argued that the behavior of agents pursuing different preferences in concrete
decisions should be studied to describe the relative influence of interested-

parties.

The pluralist tenet that underlies the economic literature of the political process is

more commonly known as public-choice theory (Mueller, 1989). Many
researchers in accounting have adopted economic theories of regulation (Puro,

1984), or of democracy as proposed by Downs (1957) and Olson ( l 965) (Sutton,
1984; Lindahl, 1987), or of the firm (Watts and Zimmerman, 1978; Holthausen
and Leftwich, 1983; Kelly, 1983). In this line of work, the incentives and the

preferences of interested-parties are outlined and an equilibrium prediction is
generated based upon the resources agents commit to their purpose. Government

is seen as an interest group itself and the political process is depicted as a
marketplace where politicians compete for votes (Downs, 1957). Regulations are

demanded and supplied (by government) in order to fulfil the self-interest of the
actors in the process (Peltzman, 1976; McCormick and Tollison, 1981; Tollison,
1982). Accounting standards can thus be seen as products of a process in which

regulations are set on the strength of the demands of effectively participating

interest groups to fulfil the needs of the standard-setters (Rahman et al., 1994).

Regulation implies that certain agents are restricted in their implementation of
ex-ante plans; therefore, regulation results in wealth transfers (McCormick and
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Tollison, 1981). Choosing between two alternative reporting requirements, then,

is similar to the choice between two wealth distributions (May and Sundem,

1976; Bryant and Thornton, 1984). Since agents are affected in their wealth by

regulation, they have an interest in the regulatory process. In public choice

theory, all agents are potential wealth suppliers as well as demanders. Attempts

by agents to induce government to grant favors are costly (Tollison, 1982). If

agents consider the costs of individual campaigning too high, they may combine

their interests and undertake collective action. Then, organization costs will be

incurred (Olson, 1965). Finally, the costs of employing a certain lobby

instrument must be considered (Berry, 1977). In public choice theory, lobbying

is, in the end, a costlbenefit trade-off The entrance of an issue in the political

process is often the result of a perceived crisis (Watts, 1977). Nobes (1991)

argues that a wave of takeovers could provide the energy to start a regulatory

process.

Pluralism has been criticized on two levels. First, political scientists have argued

that power can be used to limit the scope of actual decision making to `safe'

issues. In such a fashion, the emergence of new demands for regulation is

deten ed. The analysis of decision making is then biased since it only

incorporates (overt) influence attempts in innocuous issues, instead of the covert

conflict in shaping the political agenda (Bachrach and Baratz, 1970). Moreover,

Lukes (1974) argued that there is a third dimension of power, latent conflict, in

which power is used to shape people's preferences so that no conflicts at all arise.

Second, pluralism has been attacked because its assumptions might not be

consistent with the political processes in the development of accounting

standards (Walker and Robinson, 1993). Regulatory arrangements in accounting

often involve complex and dynamic interactions between agencies. Pluralism

does not explicitly address the intricacies of interorganizational relations.

With regard to the political science critique on pluralism, it should be noted that

examining covert and latent conflict encounters ample empirical problems. Even

the study of decision making in a pluralist context is often incomplete for the

very reason that lobby success depends on secrecy. Nevertheless, the case study

design allows the collection of evidence of possible power exertion beyond that

in overt decision making. Thus, although pluralist theory may not be able to

explain this phenomenon, the research design that was adopted facilitated the
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collection of data that indicate whether there is evidence of covert or latent
conflict. Whether the pluralist notion is applicable to explain political processes

in accounting is an empirical question, which I address in the discussion sections
below.

2.4.4 Discussion of field reactions

2.4.4. I'1'he position and lohby erforts c~f users

Most users did not lobby intensively. User involvement in the formal regulatory

process was largely restricted to participation in the Council on Annual

Reporting. This is no surprise since prior empirical evidence suggests the lack of
user involvement in regulatory processes (e.g., Nobes, 1992). Lobbying is costly

and lobby efforts are said to depend on the resources at an agent's disposal
(Blake, 1973; Becker, 1983). Recall the pluralist's notion of political processes

asserts that resources are widely but unequally distributed and, consequently,

only certain groups will undertake lobbying. Users, arguably, are not the

wealthiest group.

Two user groups, however, possessed substantial resources. First, the large
investment finn that called the Christian Democrats' attention to the position of

the users of financial conglomerates' reports. Second, the financial press, i.e.,
FEM (a financial biweekly) and FD (a financial daily), both widely read in the

financial community, seemed to be critical and sometimes even hostile to the
prevailing practice of financial conglomerate reporting. Editorial comments on

the rule development of `bancassurance' reporting stressed that these vitally

important companies should provide sufficiently detailed information in their
annual reports. In particular, the concentration of power in financial

conglomerates concerned the financial press. More disclosure and better annual
reports could contribute to the insight into the affairs of financial conglomerates.

The relatively large number of articles appearing on the subject indicates that
considerable resources were devoted to this cause (FD, 2 May 1992, 13
November 1992; FEM, 13 June 1992; Hers, 1993a, 1993b; Keiser 1993).

Moreover, the Christian Democrats used the articles in FEM and the FD to form
an opinion on the matter. Hence, these two users exerted important influence on

the resulting segmental reporting standard. The users in the Council had similar
preferences for segmental reporting as the financial press and the investment
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firm. The preferences of the users are in line with prior findings in the literature.

Users of financial statements are found to prefer as much disclosure of

information as possible as long as it is provided freely (Mian and Smith, 1990).

Unconsolidated reports are generally more informative than consolidated

financial statements. The information in a set of unconsolidated statements
generally allows a user to perform a`homemade' consolidation, particularly if

the magnitude of the within-group contracting is reported or is small; the reverse,
however, is not true (Mian and Smith, 1990). In the course of time, the

interdependencies between the banking and insurance part of financial
conglomerates are expected to grow. This will frustrate homemade

consolidations by users. Consolidated reports will then be valuable to this interest
group in addition to segmental information. Thus, the observed user preferences

are understandable within the purview ofpluralist reasoning.

2.4.4.2 Discussion offteld reactions: the companies involved
The companies involved in this bancassurance case are relatively new in their

present form. The 1991 annual reports became the center of attentíon because

regulation had not yet been implemented. Therefore, these reports were the most

likely to reflect the preferences of the companies involved. In the 1991 annual

report of all seven15 relevant companies, both banking and insurance activities

were consolidated. Van der Tas (1993) showed that ING and Reaal copied the

proposals (model) of the NVB~VvV workgroup for both the balance sheet and

the profit and loss account. ING adhered more closely to the proposal than Reaal.
Table 3 contains the segmental information provided by the companies. This

table supports the conclusion that Fortis disclosed the most information.'G

is These companies are ABN-AMRO, Aegon, Fortis, ING, Levob, Reaal, and RABO
(Van der Tas, 1993).
As a transnational merger between the Dutch VSB~AMEV and the Belgian AG,
Fortis held a somewhat special position in this case. The choice for separate
reporting of bank and insurance activities may be attributed to the special structure of
Fortis as it had two parents, AG Group and N. V. AMEV, neither ofwhich was a part
of Fortis. Both parents have a 50 per cent interest in Fortis, through a 50 per cent
interest in AG 1824 and AMEVlVSB 1990. The AG Group participates in
AMEVNSB 1990 through its 94 per cent subsidiary AG 1990 N. V. and the 100 per
cent subsidiary of the latter, AG 1990 (Netherlands), in which they perform their
operational activities.

i~
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Table 3: Separate Reporting hy Fïnancia! Conglomerates in 1991

Segmentation Balance sheet
ING Invcstments in nominal valucs
Reaal Investments, placings and loans

Fortis Separate consolidatcd statements
for insurancc, banking an gcncral
activities

L.evob Separation of equity in financial
services, other activities and
insurance

Aegon No separate reporting

Profit and loss statcmcnt
Consolidatcd resul[ pcr activity
Consolidated result pcr activity
exccpt other gains and losses
Separate consolidated statements for
insurance, banking and general
activities
No scparate rcporting

Amount and composition of turnover
and carnings bcfore interest and taxcs
of non-insurancc activities

ABN-AMRO No separate reporting No scparatc reporting
RABO Segmentation ofall relevant items Segmentation of all rclevant items in

in both activities both activities
Source: Annual Reports and Varr der 7as (1993)

The economics perspective on accounting method choice may be used to explain

the producers' preferences. Based on Mian and Smith's (1990) findings, I argue

that `interdependence' is a major factor in explaining consolidation and

disclosure preferences. Increased interdependence strengthens the preference for

consolidation. Mian and Smith (1990) drew on transaction cost economics to

argue that the more firm-specific an activity, the more likely it will be performed

within a department or division and the less likely it will be subcontracted to an

independent firm. The accounting decision on consolidation will then reflect the

firm's choice of organizational structure (make or buy), which, in turn, is

determined by the degree of interdependence between the parent and the

subsidiary activities. The findings of the case suggest that these predictions are

substantially accurate. All seven firms prefetred consolidated reporting. What's

more, although the financial conglomerates disclosed substantial information, a

clear borderline existed: the segmentation of shareholder equity was vehemently

opposed.

According to pluralism, producers will have greater incentives to lobby and will

have better prospects in the process than users. In theory an agent will lobby to

the point were the marginal benefits of lobbying equal the marginal costs.

Producers bear greater benefits of lobbying than users because the potential costs

of regulation will generally be larger (see also, Sutton, 1984, p. 85). Indeed,

empirical evidence substantiated the theoretical predictions in this case. It was
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primarily the producers who lobbied. They had intensive contacts with the
Justice Ministry in the drafting phase of both laws, and prior to that, they were
involved in European discussions pertaining to the two directives. Likewise, they
also contacted the Christian Democratic Party in an attempt to convince its
representatives of their point of view.

A large agent's expected total benefits are more likely to exceed lobbying costs
than a small agent's. Thus, large agents can be expected to lobby most ardently
(Olson, 1965). The group of companies involved in the financial conglomerate
case was not of homogeneous size. ING was the most important company by far.

Fortis was likewise of considerable importance. Indeed, ING appeared to be the
most active lobbying party. Even Fortis did not play as important a part as ING,

although it was certainly involved, for example, in its contacts with the Justice
Ministry and in the preparation of the NVBIVvV advice. The contacts with the

Justice Ministry, however, were the result of initiatives on the side of the
ministry itself. Therefore, the prediction is corroborated to the extent that only
very large companies with significant interests" in the regulatory process will

attempt individually to influence the outcome.

An important part of the lobbying was performed collectively by the joint
initiative of the two industry associations involved, the NVB and the VvV.

Accounting regulation exhibits the characteristics of a public good, i.e., no agent
can be excluded from its benefits after implementation. Therefore, little incentive

exists to contribute to the costs of lobbying. Unless a cost-sharing rule is agreed
upon, free riding is likely to occur. Industry associations are then likely

candidates to represent the views of producers of financial statements. In contrast

to ad hoc lobby groups, industry associations have established cost-sharing rules
and other measures for facilitating effective collective action. They do not

encounter start-up costs that ensue from initiating an organization that unifies

agents with similar interests. The joint NVB~VvV workgroup was supplied

secretarial support by NVB. What's more, members of both industry associations
formed the workgroup. As such, this workgroup participated intensively in the

process at relatively low costs.

" Fortis' disclosure practice was not affected by any of the draft laws, in that it could
continue reporting in the same way under all proposals.
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Some companies appeared to dominate the collective actions, although all of the

important companies provided some input. When intensities of preferences over

a certain item differ between members of a lobbying group, logrolling may occur.

Lobbying seemed to be aimed at the Council for Annual Reporting. In the

workgroup formed by this Council, there was support for 1NG's position.

Subsequently, the representatives of the employers' organizations readily

supported ING's position in deliberations on the floor of the Council. A

comparison of the 1991 annual reports of the financial conglomerates with the

NVBNvV proposal, shows that ING's annual report was the most in line with

this proposal. Therefore, and in light of the results of the interviews, I suggest

that logrolling took place in favor of ING's preferences when drafting the

NVBNvV advice and in the employers' delegation of the Council. This

conclusion seems all the more reasonable because Fortis, the other major player

in the field, had a completely different disclosure preference.

As one of the respondents pointed out, captains of industry are not expected to

participate in demonstrations.'R Indeed, most lobbying occutTed through some

form of information transfer. The government itself explicitly solicited the

transfer of information (e.g., NVB~VvV advice). Not only did the industry

transfer information by publishing an advisory paper; it also participated in the

exchange of views while the new legislation was being debated. The lobby

method of information transfer from agents to the standard-setter, and especially

subsidizing `independent' or `expert' information that supports the position of an

agent, has long been recognized in the literature (Bartlett, 1973; Watts and

Zimmerman, 1979). Information transfer is not the only way agents use to put

their views on the stage. Private conversations and informal meetings with

members of Parliament, and representatives of government ( politicians as well as

civil servants) are among the most effective lobbying instruments and were used

by the producers offinancial accounts.

Concerning the timing of the lobbying, the prediction is that effective lobbying
will occur as early in the process as possible. Lobbying is likely to be most

1R In the recent intense controversy in the U.S.A. over recognizing the compensation
expense implicit in stock option plans, however, companies that objected to the
FASB's proposal hired a band and demonstrated loudly outside the FASB's hearing

room.
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successful if it takes place before a civil servant sets pencil to paper for the first

time to write a proposal. Once a certain regulation is enacted, the possibilities of
changing its implications are limited (Sutton, 1984; Van Schendelen, 1988). The
large investment firm that contacted the Christian Democratic Party at an early
stage of the process undertook one of the most successful lobbying efforts.
Although industry representatives engaged in talks with the Justice Ministry
regarding the drafr laws, the most intense lobbying occurred relatively late in the
process, when ING's financial officer talked to the Christian Democrats'
spokesman in April 1993. Apparently, the Christian Democrats had already made
up their mind on this issue and the efforts of industry proved to be futile.

2.4.4.3 Discussion offield reactions: auditor involvement
The market for audit services for financial conglomerates is a duopoly. Two
firms dominate the audit market almost completely, Moret, Ernst 8L Young

(MEY) and KPMG. Only a few contemporary statements of the opinion of
auditors regarding the financial conglomerates issue could be found. One of the

most interesting was made by the MEY vice-chairman of the board while

presenting the MEY annual report 1991. He declared that MEY favored separate
reporting for those financial conglomerates that have equally large banking and
insurance activities ( FD, 25 March 1992).

This opinion diametrically opposed the interests of MEY's (large) clients, who
were only willing to implement separate reporting to a limited degree. What's

more, the vice-chairman's ideas conflicted with the proposals made by
NVB~VvV. The vice-chairman made his statement after the joint NVB~VvV
advice had been published but before Parliament discussed the draft law.

Although remarkable, this statement does not seem to have had an important
impact on the political process, as the Christian Democratic Party was unaware

of it. The Justice Ministry was somewhat disconcerted that one of the largest

audit fitrns in the country appeared to be taking a position that clearly diverged

from the Ministry's policy. Hence, the Ministry contacted MEY to find out
whether this was indeed an official position taken by the firm regarding this

issue. MEY made it clear that there was no such position and that the vice-
chairman's statement reflected only his personal views (interview with Ms.
Wortmann). One of the large clients of MEY was ING. The ING assignment

partner at MEY held quite a different opinion on the issue than his vice-
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chairman; he supported the idea that ING should present itself as a single
indivisible unit. ING's top financial officer was more than annoyed with the

statements by MEY's vice-chairman (interview with Mr. Badon Ghijben). [n an
attempt to convince ING of their good intentions, MEY officials referred to their
vice-chairman's comments as `an internal communication error'.

The literature suggests that auditors face a number of lobby incentives, which are
not mutually exclusive. Watts and Zimmerman (1986) argue that audit firms

have incentives to lobby for standards that increase their value; an increase in
value will be expected if audit fees rise due to increased audit services, which

originate, for example, in the examination of previously separately reported
activities. Consequently, auditors will favor consolidation. Furthermore, when
separate statements on activities have to be provided to prevent information loss,
additional audit services can be expected, and auditors can be expected to favor
separate statements as well. Auditors have, in addition, an incentive to support
their clients' positions (Haring, 1979; Puro, 1984, 1985). Puro show that,
although audit firms do not support their clients in disclosure matters, they
support their client's position on measurement issues. In this case, it is then

expected that auditors and their clients will disagree on the disclosure of
segmental information. The prediction is that auditors will lobby for segmental

reports while producers are expected to lobby against it. The empirical findings
in this case suggest that auditors did support their clients, even in disclosure
matters. Thus, Puro's (1985) findings were not corroborated, but evidence was
found in support of Watts and Zimmerman's (1986) `audit fee hypothesis'. The
pluralist notion that only large audit firms will be involved in lobbying the

standard-setter was also corroborated. Indeed, only Big-6 firms (KPMG; Moret,
Ernst óc Young; Touche Ross) played a part in the political process.

2.5 CONCLUSION

This chapter reports about an empirical investigation of a recent regulatory

process. More specifically, the events surrounding the promulgation of reporting
requirements of financial conglomerates were examined. Foremost, I paid

attention to the interaction between interested-parties. There is a paucity of

scientific inquiry into the implementation process of financial accounting
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regulation. Extant (non-Dutch) work usually focuses on the formal due process.
By doing so, what is perhaps the most important part of the regulatory process, is
wittingly neglected. The rule development of reporting by financial
conglomerates reinforces the idea that much of the regulatory interaction takes
place through informal channels. This interaction often is of paramount
importance in understanding the outcome of regulatory processes. The findings
of this study suggest that the standard methodology of lobbying research should
include the informal `behind the scenes' goings-on.

Pluralism states that the agent who commits the most resources to lobbying is
most likely to see his preferences reflected in the standard (Becker, 1983). The

standard that was implemented by Parliament (Article 406) mirrored mostly the
preferences of users, that is, consolidation of both bank and insurance activities,
and substantial segmental information including information about the allocation
of shazeholder equity. Although prior beliefs might indicate that producers, as the
wealthiest party, had the most influence, the financial conglomerate case showed

that the combined lobby efforts (resource dedication) of users were substantial.
Especially, the input of a large investment firm and the financial press played an

important role. The regulatory effort was the result of a`crisis', namely, the
unanticipated merger of banks and insurance firms. The analysis showed several

interested-parties in the forging of Article 406. From the outline of their

preferences, it can be implied that the producers of accounts were not a cohesive

block. Nevertheless, they lobbied for a standard that could accommodate each of
their views. Auditors did adhere closely to the preferences of the companies with
which they were associated. In contrast to some earlier findings (Puro, 1985;

Rahman et al., 1994), producers and auditors clustered together when presenting

their views. Users and the Dutch Central Bank opposed the producers and

auditors with regard to their disclosure preferences. Government was involved in
the process mainly through two `agencies': Parliament and the Justice Ministry.

The interested-parties differed in the opportunities they had to participate in the

formal promulgation process. Moreover, they differed in the degree to which

they had access to decision makers at important governmental positions.
Producers and the Dutch Central Bank, for example, had ample opportunities to

engage in the preparatory phase of the regulation process because they were
involved in the EC discussions on the banking and the insurance directive.
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What's more, the Justice Ministry sought to incorporate the producers' views in
the draft law and, therefore, asked for contributions to the process. The producers
and the large investment firm also had direct access to the Christian Democratic
Party. Other users were confined to indirect means like newspapers to convey

their views.

Although companies, in general, seem to have institutionalized their involvement

in accounting standard setting, and thus might be better capable of presenting
their views, in line with the pluralist tenet other interested-parties were able to

effectively voice their opinion in the process and exert some influence in the
political process.



3. Contracting and the Properties of Accounting
Performance Measures: On the Long-run Behavior of
Cash Flows, Earnings, and Accruals'

3.1 INTRODUCTION

Earnings are used as a single multi-purpose performance measure (Dechow,
Kothari, and Watts, 1998). As such, earnings provide information about past as
well as expected future performance. Empirical evidence to date suggests that its
main competitor, realized operating cash flows,2 is less successful in predicting
future performance of the firm (Dechow, 1994), although the issue is not entirely
resolved (Finger, 1994; Lorek and Willinger, 1996).

The accrual accounting system decouples measured earnings from operating cash
flows. Its aim is to match economic benefit with economic effort, thereby
producing a measure of operating performance, earnings, that provides a more
realistic picture of past economic activities and of expected future gains
(Revsine, Collins and Johnson, 1999). As I discuss below, the accrual process
mitigates potential timing and mismatch problems of cash flows over finite time
periods. However, meeting this objective requires managerial involvement
because managers often have superior information about how cutTent economic
events affect the firm. The accounting system allows managers to communicate
some of their information through the fashion in which accruals are used to
transform cash flows into earnings (Christie and Zimmerman, 1994). If these
accrual signals are credible, they improve contracting efficiency by reducing

A substantial part of this chapter was written while I visited the William E. Simon
Graduate School of Business Administration at the University of Rochester. I thank
Gijs Bak, Jan Bouwens, Doug DeJong, Ken Kotz, Paula van Veen-Dirks, Narinder
Walia, Ross Watts, seminar participants at Tilburg University, and especially S.P.
Kothari for their helpful comments.
I will use the term `cash flows' henceforth as shorthand for cash flows from
operations. A definition and its motivation are set out in Sections 3.2.1 and 3.3.2.

z
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information asymmetries between management and contracting parties (Guay,
Kothari and Watts, 1996). Corroborative evidence is in the findings of Dechow

(1994) and Wilson (1986, 1987), among others.

The contracting-based theory of accounting has made claims as to the accounting
methods choices and financial reporting practices of managers (Watts, 1977;

Watts and Zimmerman, 1978). In addition to the effrcient reporting hypothesis,
described before, contracting-based theory suggests a competing hypothesis.

Managers can use their financial reporting discretion opportunistically (Leftwich,

1980; Healy, 1985; Watts and Zimmerman, 1986, 1990) and distort earnings to

meet their own aims. In other words, the opportunistic reporting hypothesis holds

that managers use the discretion in the accrual accounting system to pursue their

own private goals.

I propose a new methodology in this chapter to discriminate between the efficient

and opportunistic reporting hypotheses. If earnings convey new information
about the future in the presence of knowledge about cash flows, the incentives to

report opportunistically must have been curbed successfully (see for a similar
reasoning, Dechow, 1994, p. 5). I investigate whether earnings are incrementally

informative3 about future earnings and cash flows by measuring the forecasting

performance of multivariate time-series models. This methodology has not yet

been used in the literature. I use two measures of forecasting performance, an

aggregate significance measure as suggested by Christie (1990) and a metric

measuring the improvement of the time-series model over a naïve prediction. The

contracting-based theory of accounting predicts that there are extensive

correlation patterns between earnings, cash flows, and accruals.

Contemporaneous and time-series patterns between accounting numbers do not
evolve at random. The (auto)correlations between earnings, cash flows, and

accruals reinforce their use in economic transactions. As such the statistical

properties of earnings enhance their application as a multi-purpose performance

3 A variable is defined to be `incrementally informative', if it has explanatory power
conditional on a certain information set. In other words, in the presence of a set of
variables, knowledge about an `incrementally informative' variable increases the
predictive capabilities. Formally, let earnings be a sequence X,, and cash flows be a
sequence CF,, then Xt is incrementally informative about CF,~i in the presence of

CF,, if E[CFt.i I CF,, X,] ~ E[CF~ti I CF~], where E[ ] is the expectations operator.
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measure. These predictions are borne out by empirical evidence (Dechow et al.,
1998).

Accounting and statistical serial- and cross-dependencies have - until very
recently - not been taken into account in most of the relevant literature, although
incorporation improves forecasting abilities (Pfeiffer, Elgers, Lo and Rees,
1998). I use sophisticated, though relatively simple, multivariate time-series
models, which capture a great deal of the cross-serial correlation patterns in the
data. This approach mitigates potential biases introduced by earnings and cash
flow models that cannot accommodate known correlations. The results indicate
that earnings are incrementally informative, which is evidence in favor of the
efficient reporting hypothesis. Thus, I do not find on average that managers
report opportunistically.

In addition to contributions to the efficiendopportunistic reporting debate and
research methodology, this chapter also adds to the earnings and cash flow
forecasting literature. The contracting-based theory suggests potentially
profitable modeling strategies, which I use to propose time-series models with
better forecasting performance than formerly espoused in the literature. The
prediction of both future earnings and cash flows is important in many decision-
making and contractual contexts. Predictions can be generated with the help of
time-series models. Expectations about future earnings and cash flows are a
necessary ingredient when (1) predicting distress, (2) assessing risk with respect
to the size and timing of business loans, (3) valuing a firm, (4) evaluating
dividend policies, and (5) forecasting growth rates (Beaver, 1970; Bowen,
Burgstahler and Daley, 1987). Watts and Zimmerman (1986) argue that
explaining managerial accounting policy choices requires a time-series model of
earnings. Capital market studies often require a market expectations model for
earnings (Brown, 1993), or a definition of earnings surprise (e.g., in the earnings
response coefficient literature (Collins and Kothari, 1989)). Time-series models
are used in these studies to decompose earnings into expected and unexpected
components. Forecasting studies have just begun to incorporate the statistical
properties of accounting data mentioned earlier. I show that modeling the
correlation patterns created by the accrual accounting system greatly improves
predictions ofboth future cash flows and earnings.
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This chapter proceeds as follows. The next section provides the development of

the hypotheses and discusses the relevant prior literature. The sample selection

and variable definition are in Section 3. This section also contains some

descriptive statistics. Section 4 describes the reseazch methodology of univariate

and multivariate time-series models employed in this chapter. I present the

empirical results in Section 5. Section 6 concludes with a discussion of the

implications of the findings.

3.2 HYPOTHESIS DEVELOPMENT AND PRIOR LITERATURE

3.2.1 Contracting theory and development of hypotheses

Jensen and Meckling's (1976) view on firms can be particularly useful if one

wants to underpin the statistical relations between accruals, earnings, and cash

flows with theory. Jensen and Meckling argue that the firrn is a`nexus of

contracts'. The contracts represent the transactions within the firm and between

firms. Some transactions are ubiquitous. Therefore, contracts can arise in

`standard forms'. Looking at the firm as a nexus of contracts is helpful in

drawing attention to the fact that contractual relations with employees, suppliers,

customers, creditors, and others are an essential aspect of the finn (Hart, 1989).

The transactions within the firm are priced by the accounting system, while the

same accounting system also reflects transactions with `outsiders' (Ball, 1989).

Some of these transactions have a direct bearing on the future performance of a

firm. By means of the `accrual procedure' the accounting system can anticipate

the influence of a transaction on the firm's future performance. Earnings, as the

summary performance measure of the accounting system, are an estimate of the

influence of a transaction on future cash flows. In this respect, earnings aze more

timely than realized cash flows as they provide a better indication of expected

future cash flows.

Consider the following example: when a company sells a product but the

customer does not pay immediately, the receivables account is debited while the

sales account is credited. When the customer pays his bill, the accounting system

debits the cash account and credits the receivables account. The accrual approach

in accounting ensures that its performance measure, i.e., earnings, reflects the
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expected increase in cash flow at the very moment of the sale. Although the cash
flow increases only when the bill is paid (and the cash account is debited),

earnings rise immediately in anticipation of the cash flow increase (by crediting
the sales account). Although over sufficient time (ultimately, the life span of the
firm) cash flows and earnings both reflect the consequences of all transactions, in

finite time spans this is usually not the case.

While earnings are more relevant than cash flows, since earnings are timelier,

they also allow more manipulation possibilities to managers. The estimated effect
of a transaction on future cash flows, via accruals, involves managerial

judgement. For example, will the customer pay (the full arnount due)? What
provision is needed for bad debts? What is the value of inventory? Incorporating
this managerial judgement into the performance measure can be beneficial since

additional information about the future is used to compute the estimate.
However, it also gives managers the opportunity to adjust earnings `at will'.

Managers may have an incentive to exert influence over reported earnings for
several reasons. Their compensation is often conditioned on accounting earnings
(Healy, 1985). Their relation with shareholders may become strained if earnings

do not grow at a steady rate, et cetera.

Through the discretionary part of accruals, managers can adjust earnings upward
and downward, within bounds, as they see fit. Accounting conventions (GAAP)

and particular contractual stipulations about what is permissible and what is not,
impose such bounds. Earnings can be a means to communicate private
information to contracting parties, thereby reducing contracting costs arising

from information asymmetries. However, the earnings signal will only have an
effect if it is credible. Credible signals come at a cost, accounting conventions
have limited the set of admissible accounting methods, in such a fashion that a

manager's incentive to use his information advantage opportunistically is
mitigated (Watts and Zimmerman, 1986, 1990; Ball, 1989). The admitted
accounting procedures in the contractual relations of a fum therefore reflect a
tradeoff between relevance and reliability (Ball, 1989; Watts and Zimmerman,

1986; Dechow, 1994). Hence, if earnings are a reliable and relevant performance
measure (that is, if the accounting system is working well), then earnings should

be a better predictor of future cash flows and earnings than current cash flows.
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Then, earnings are a credible signal about how current economic events affect the
future perfonnance of the firm.

Nevertheless, parties to a contract evaluate a firm's performance using multiple

criteria, most probably using at least cash flows and earnings in concord. Thus,

the question becomes whether earnings are incrementally informative about

future cash flows, given knowledge about the history of cash flows. Although
earnings may be a superior performance measure compared to cash flows, a

horserace between both measures seems rather unnatural since contracting parties
are likely to evaluate the firm's performance on more than one measure (see also,

Revsine et al., 1999). The question is, in other words, does knowledge about cash
flows and earnings in conjunction improve the ability to forecast future cash
flows? Answering this question provides evidence as to whether managers use

reporting discretion opportunistically or efficiently. Only if earnings are a

credible signal, will they be incrementally informative. Earnings are credible if

opportunistic incentives aze sufficiently mitigated.

Hypothesis 1
Managers use accruals to report efficiently, this implies:
A. Expected and unexpected earnings are incrementally informative about future

cash flows in the presence of knowledge about the history of cash flows;
B. Cash flows are not incrementally informative about future earnings;
C. The incremental informativeness of earnings will be highest in companies with

large changes in working capital requirements.

Part A of hypothesis 1 follows because accruals are reported efficiently on a net
basis, which implies that they aze not just white noise. That is, both efficiency
and opportunism coexist but, on balance, it is efficiency that dominates. Earnings
(including accruals) contain new information about future cash flows. As such,
expected or unexpected, earnings aze incrementally informative. Note that the
hypothesis is a joint statement about both expected and unexpected earnings.
Since earnings capture more information than current cash flows, the latter are
not expected to have informative value about future earnings conditional on
current earnings. This is formulated in part B of hypothesis 1. Accruals are
expected to play an important role in measuring a firm's performance if a firm
has had large changes in the net balance of its noncash accounts (Dechow, 1994).
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If accruals are large in magnitude, earnings will more closely reflect firm

performance than realized cash flows. Large accruals signal severe timing and
matching problems in cash flows. On the other hand, steady state companies do
not experience large changes in working capital requirements, operating cash

flows will therefore not differ a great deal from earnings. In such companies, the
role of accruals is limited. The informativeness of accruals, and hence of earnings

about future cash flows is commensurately low. Dechow (1994) and Dechow et
al. (1998) expect firms with long operating cycles to undergo larger fluctuations
of working capital requirements. Part C of hypothesis 1 reflects this expectation.

From a contracting perspective, short-run accruals, such as the accounts

receivables and payables, and inventory seem to be most closely linked with
expected future cash flows (see also, Dechow, 1994; Dechow et al., 1998). In

contrast, long-term accruals play a less salient role than working capital (i.e.,
short-run accruals) in mitigating timing and matching problems associated with
cash flows (Rayburn, 1986). Therefore, one might expect that improvements of

forecasts of future cash flows by earnings will be found only in the short-run.
This is a prime motivation for defining the cash flow variable as cash flow from
operations, including short-term working capital accruals, but excluding long-

terrn financing and investment accruals.

Meanwhile, an inherent feature of the accounting system is that earnings and
realized cash flows be equal within a company's life span. Modeling this feature
should improve predictions about the firm's future performance. By definition,

earnings and cash flows cannot grow too much apart. In fact, when modeling the
time-series of cash flows and earnings together, one should use this additional

information: earnings and cash flows have to converge over the life span of the
company. Intuitively, one can place bounds on predictions of future values due to

the knowledge that the difference between earnings and cash flows (accruals)
cannot be too large.

Hypothesis 2
The relative magnitude of accruals is bounded as a result of the property of the
accrual accounting system that earnings and cash flows have to converge. The
prediction of future earnings and cash flows will improve if this knowledge is
used to model the correlation pattern of earnings and cash flows.
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3.2.2 Literature review

The literature on time-series properties of accounting numbers is huge. Brown

(1993) provides a good survey of the subset on earnings forecasting research.

The research area commenced with the introduction of the `martingale property

of earnings' hypothesis. This hypothesis states that earnings follow a martingale4,

which in practical terms means that the best prediction of any future value of
earnings is the current value. The further development of the literature can be

captured concisely by looking at the conditioning information set.

The earliest literature investigated the martingale property of earnings

conditional on all past values of earnings. Ball and Watts (1972) established early

that annual earnings are well-described by a martingale. Brooks and Buckmaster

(1976) refined this finding by showing that annual earnings with extreme year-to-

year changes are better described by a mean-reverting process, e.g., an IMA(1,1)-

model. This result circumvents a potentially undesirable consequence of the

martingale property of earnings, which is that once a firm incurs negative

a Since I use the martingale forecast as a benchmark in later parts of this chapter, it is
helpful to define a martingale more carefully. Let {X,, tET} be a stochastic process

defined on the probability space ( S2, ~~, P), where (S2, h) is a measurable space and
P is a measure with P(S2)-1, and let y~„ be a sequence of increasing a-fields with

~„c~ ~In. Then {X,,, ~„} is a martingale if(Spanos, 1986) I) y~„cy.~,,.i; 2) X„ is

y~„-measurable; 3) E ~ X„ ~ ~ oo; 4) E[X„ ~ y.~„] - X,,.~ almost surely with respect to P.

Intuitively, condition 3 states that the expected value of X~ is bounded for all tET.
This implies that the stochastic process has constant mean. Condition 4 imposes that
the best predictor of any future value of the random variable given the information
available is the last known value. The first condition, which introduces the idea that a
martingale is a relative concept, is sometimes overlooked. A martingale is defined

relative to an information set y~. If the information set is changed, the sequence X,
may cease to be a martingale. A natural choice for the information set is all past
values of the random variable. The condition requires that the information set grows
(by increasing the sample). Note that a martingale differs from a random walk by the
additional requirement that the innovations of the process should be independent and
identically distributed; a martingale only requires the disturbances to be independent.
Often, when researchers claim that earnings `follow a random walk', they mean that
earnings are a martingale.
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earnings, the best prediction of all future earnings will still be the current loss. In

effect, this implies that the firm is expected never to recover from a loss and that

the company will go bankrupt. Watts and Leftwich (1977) readdressed the

martingale hypothesis by estimating firm-specific univariate models and

comparing short-horizon out-of-sample predictions with martingale forecasts.

They found that firm-specific time-series models of earnings could not

outperform martingale predictions. More recent evidence, for example by

Ramakrishnan and Thomas ( 1992) and Kendall and Zarowin ( 1990) suggests that

the rejection ofthe martingale hypothesis is not confined to extreme earnings.

Subsequent researchers augmented the conditioning information set, and

generally showed - not very surprisingly - that more information improves the

ability of time-series models to predict future values of earnings. Indeed, the

literature shows that forecasting performance is commensurate with the amount

of information used in the forecast. Revealing in this regard is that financial

analysts are usually able to outperform all econometric models (Brown and

Rozeff, 1978; Brown, 1993). I conjecture that a reasonable explanation for this

finding is that analysts use a different (in particular, a larger) information set than

the econometric models with which their predictions are compared (cf. Watts and

Zimmerman, 1986). Meanwhile, Beaver, Lambert and Ryan (1987) and Collins,

Kothari and Rayburn (1987) show that by including a firm's stock price in the

information set the martingale model can be outperformed. Freeman, Ohlson, and

Penman (1982) hold that past annual earnings and the book rate of return of a

firm are informative about future earnings. Ou and Penman (1989), Ou (1990)

and Penman (1992) argue that other financíal statement information -in addition

to earnings- can be used to improve predictions of future earnings. Fairfield,

Sweeney, and Lombardi Yohn (1996) examine the predictive content of earnings

disaggregations. These authors find that the accuracy of one-year ahead out-of-

sample earnings forecasts improve by decomposing earnings into operating and

non-operating earnings, taxes and special items.

Most of the aforementioned studies do not provide predictive evidence in a

holdout sample (Brown, 1993). An exception is Finger (1994) who tests the

ability of earnings to predict future earnings and cash flows one through eight

years ahead. Her sample consists of 50 firms with data from 1935-87. She

estimates firm-specific models and tests both in sample and out-of-sample. Her
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results show that firm-specific models outperform martingale models for at least
680~0 of the companies in forecasting earnings four and eight year ahead out-of-
sample. Martingale models perform marginally better on short horizons. Her
findings suggest that forecasting studies should adopt a long-horizon scope since
the improvement of time-series models might not be noticeable in the short run.
Finger uses very simple autoregressive models, thereby neglecting the historical
and contemporaneous relation between cash flows and earnings (see also, Lorek
and Willinger, 1996). These correlations between cash flows and earnings should
be helpful in predicting future values of both performance measures.
Contemporaneous correlations can be modeled in a system framework such as a
vector autoregression, which also takes account of the serial correlation present
in the data.

Dechow et al. (1998) develop an integrated model of firm's cash flows, earnings
and accruals that generates serial and cross-correlation predictions for those
series. Their predictions are generally consistent with the empirical findings.

They fmd that cash flow changes are negatively autocorrelated (mean: -0.27).
Dechow (1994) argues that cash flow changes are likely to contain temporary
components that are reversed over time. The temporary mismatch of cash
receipts and disbursements causes cash flow changes to e~chibit negative

autocorrelation. She finds a value of -0.43 in her sample, which is smaller than
the Dechow et al. (1998) sample but covers almost the same period.5 Accruals,
which are defined as the difference between cash flows and earnings, will exhibit
positive autocorrelation if they are used to match cash receipts and disbursements

associated with the same economic event. Dechow et al. (1998) find that the

mean serial correlation of accruals is -0.27. Dechow (1994) reports a serial

correlation of -0.44 for her aggregate accrual measure. Both Dechow (1994) and
Dechow et al. (1998) fmd that accrual changes and cash flow changes are

positively contemporaneously correlated (0.55), which is expected because of the
mean-reverting property of the cash flow series. Positive correlation should
decline over time as matching problems in cash flows become less severe. Finger

Dechow et al. (1998) adjust the estimated serial correlation for small-sample bias
(see also, below). Dechow (1994) reports unadjusted first-order correlations. The
small sample adjustment can amount to -0.08. Thus, the actual difference between
both studies is smaller.
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(1994) finds that the contemporaneous correlation between cash flows and
earnings6 is on average 0.38. Dechow et al (1998) report a value of 0.16 using a

much larger sample. Earnings exhibit a negative serial correlation of about -0.2,
consistent with a small temporary component in annual earnings (Ball and Watts,
1972; Dechow, 1994). However, Dechow et al. (1998) find essentially no
autocorrelation (-0.02) in earnings in their sample. Zero serial correlation in
earnings can be expected since accruals exhibit negative serial correlation and
when subtracted from cash flows they can offset the negative serial correlation in
the latter to yield serially uncorrelated earnings. However, if there exists negative
autocorrelation, its source should be in the expense accounts, since revenue
changes appear to be orthogonal over time (revenue follows a martingale). Ball
and Watts (1979) assert that depreciation and inventory valuation methods are
likely candidates for causing any presence of serial correlation in earnings.
Dechow et al. (1998) further report positive contemporaneous correlation (0.16)
between earnings changes and cash flow changes, in contrast to the negative
value predicted by their model.

In summary, there are extensive patterns of cross- and serial correlations between
accruals, cash flows, and earnings. Most patterns can be explained by contracting
arguments. Incorporating these correlations in time-series models should improve
forecasting abilities considerably.

3.3 SAMPLE SELECTION, VARIABLE DEFINITION, AND DESCRIPTIVE

STATISTICS

3.3.1 Sample Selection

The sample contains thirty-five firms listed on the Amsterdam Stock Exchanges
that had sufficient observations (~50) in the 1920-1996 period. The data
requirements imposed by most time-series techniques imply that this study
describes the properties of cash flows and annual earnings of well-established
firms that survive for many years. This introduces a survivor bias to this (and any

6 Finger (1994) uses unscaled variables, while Dechow (1994) and Dechow et al.
(1997) define variables on a per share basis.
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similar) study which should be taken into account when interpreting the results.

Accounting data were obtained from Datastream for the 1977-1996 period.
Earlier data was hand-gathered from annual reports in the Business Library of

Tilburg University. Time-series models generally assume that there are no

structural changes in the data generating process. Due to the extended period

used to estimate the models, some changes may be expected. I therefore checked

the data for outliers, dropping observations that had a 500~0 or more increase or a

330~0 or more decrease in total assets caused by mergers or divestitures (cf. Finger

(1994) for a similar decision rule).

Table 1 contains the firms in the sample and the years for which accounting data

is available. The final sample consists of six firms with fewer than 66

observations, seven with between 66-70 data points, and nine with between 71-

75 data points. Thirteen firms had more than 75 observations. The contribution of

this chapter is not simply the use of Dutch data. The issue is to discriminate

between efficient and opportunistic accrual management as judged from the

incremental information content of accruals over cash flows. The use of Dutch

data is an additional innovation of the study. This improves the analysis because

it demonstrates that the phenomena observed in US data are not a characteristic

of just those data.

3.3.2 Variable definition and descriptive statistics

I adopt definitions of earnings, cash flows, and accruals that are common in the

earnings management literature (e.g., Sloan, 1996; Dechow, Sloan, and Sweeney,

1995; Finger, 1994). Earnings are defined to include net income before

extraordinary items. Accruals are computed using information from the balance

sheet and income statements since for most of the sample period direct

information about the accrual component of earnings - through a Statement of

Cash Flows - does not exist. Accruals equal the change in current liabilities

(exclusive of short-term debt and taxes payable), less the change in non-cash

current assets, plus depreciation expense. Operating Cash Flows are calculated as

earnings plus accruals. If a certain variable is unavailable, its value is set to zero.



Table l: The sample ojfrrms and the years availablefor estimation

Firm name and number
(1) Maxwell pctroleum
(2) Kas-associatie
(3) Kon. Ned. Springstoffen
(4) Begemann
(5) Krasnapolsky
(6) Bel. Mij. Calve-Delft
(7) Nagron
(8) Dordtsche Petrol. Ind. Mij.
(9) Robeco
(10) Rubber Cultuur Mij. A'dam
(Il) Heineken
(12) Hollandsche Beton Groep
(13) Hoogovens
(14) Klene Holding
(15) NoritNV
(16) Philips Elec[ronics
(17) Unilever Group
(18) Nedlloyd Group
(19) Royal Dutch Petroleum
(20) Stad Rotterdam
(21) VNU
(22) Wyers Beheer
(23) CSM
(24) Hagemcyer
(25) W.A. Hoek's Mach.BcZstfab.
(26) Gamma Holding
(27) Internatio-Mueller
(28) Otra
(29) Van Dorp Groep
(30) Emba
(3l) CLBN
(32) Vereenigde glasfabrieken
(33) Bank Mendes Gans
(34) Moeara Enim
(35) Wester Suiker

Years available Number of
Start End Observations
1932 1996 6~
1920 1996 77
1922 1995 74
1933 1996 64
1930 1996 67
1924 1996 73
1920 1996 77
1920 1996 77
1933 1996 64
1920 1996 77
1938 1996 59
1926 1995 71
1920 1996 77
1930 1996 67
1927 1996 70
1920 1996 77
1928 1996 69
1920 1996 77
1920 1996 77
1922 1996 75
1928 1996 69
1920 1993 74
1920 1996 77
1936 1996 61
1928 1996 68
1920 1996 77
1920 1996 77
1935 1996 62
1921 1996 76
1924 1996 73
1921 1996 76
1929 1995 67
1924 1996 73
1924 1996 73
1926 1996 71

Table 2 shows the cross-sectional distribution of the sample autocorrelation
coefficients lags 1-10 for changes in earnings, cash flows, and accruals. There is
a well-known small sample bias in the estimated values of serial correlations
(Kendall, 1954).
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Since a relatively small number of annual observations of financial data is

available, the negative bias in the serial correlation estimates (equal to -1~(T-1),
where T is the number of time-series observations) can be substantial, see also
Ball and Watts (1972). The correlations that are reported in Table 2 are
unadjusted for the Kendall bias. However, I provide adjusted correlations in {}-
parentheses in this section. Survivor bias might also affect the reported
correlations. The exact effect of survivor bias on correlations is not clear, future
research might address this issue (see also, Ball and Watts, 1979). The mean
autocorrelations for earnings changes are close to zero, with some small
exceptions, for example, at the fourth and sixth lags. The autocorrelation for

earnings range between -0.32 and 0.36 (interquartile range at lag 1). The small

negative mean first-order correlation coefficient of -0.013 {0.002} is consistent

with prior findings (as described in Section 2). The median is -0.10, and the
dispersion is high ( standard deviation is 0.37) which suggests the presence of
noticeable negative and positive serial correlation in part of the sample. Higher-
order correlations are consistently positive, though in some cases
indistinguishable from zero.

The autocorrelation coefficients of cash flow changes suggest, if anything,
positive autocorrelations at lags beyond the first. The first-order autocorrelation,

however, is significantly negative (-0.23) {-0.22}, which is consistent with
earlier empirical evidence as described in Section 2. The median serial

correlation is -0.39, while the dispersion is again high (standard deviation is
0.36). The range of coefficients is not unlike those of earnings changes: -0.59
(25th percentile, lag 1), 0.22 (75th percentile, lag 2).

The first-order serial correlation of accrual changes is negative (-0.32) {-0.31 }
consistent with the empirical evidence presented earlier. The median value is

-0.43, and the standard deviation is in the same order as in the case of earnings
changes and cash flow changes (0.32). Higher lags are consistently neither
negative nor positive. However, in contrast to either the earnings or the cash flow
series, none of the mean correlations attains significance at higher lags. The

autocorrelations of accrual changes range between -0.60 (25th percentile, lag 1)
and 0.17 (75th percentile, lag 2).



7able 2: Cross-sectional distribution ofautocorrelalion coefficrents.
Sample vf 35 frrms. Datafrvm 1920-1996

Lower Upper t- Wilcoxon
Lag Mean a Quartile Median Quartile statistic Test (p-value)
PanelA: Earningschanges

1 -0.01 0.37 -0.32 -0.10 0.36 -0.22 0.80
2 0.07 0.27 -0.10 0.02 0.27 1.47 0 34
3 0.07 0.22 -0.05 0.02 0.20 1.74 0.13
4 0.09 0.20 -0.05 0.04 0.21 2.72 0.01
5 0.06 0.21 -0.03 0.03 0.19 1.72 0.05
6 0.07 0.17 -0.05 0.06 0.17 2.53 0.02
7 0.06 0.16 -0.05 0.04 0.19 2.13 0.04
8 0.02 0.18 -0.10 -0.01 0.15 0 49 0.95
9 0.04 0.11 -0.02 0.03 0.10 2.48 0.02
10 0.05 0.14 -0.03 0.02 0.13 1.97 0.14
Panel B: Cashflow ehanges

1' -0.23 0.36 -0.59 -0.39 0.05 -3.85 ~ 0.01
2 0.08 0.20 -0.05 0.06 0.22 2.26 0.05
3 0.04 0.20 -0.12 0.05 0.18 1.18 0.25
4 0.06 0.19 -0.05 0.04 0.19 1.77 0.11
5 0.05 0.17 -0.06 0.03 0.12 1.87 0.09
6 0.06 0.17 -0.05 0.04 0.17 2.17 0 06
7' 0.03 0.17 -0 02 0.04 0.16 1.09 0.06
8 0.00 0.18 -0.11 -0.01 0.10 0.01 0.91
9a 0.06 0.12 -0 02 0.03 0.12 2.91 0.01
10 0.02 Q l5 -0.09 0.01 0.10 0.94 0.50
Panel C: Acerual changes

la -0.32 0.32 -0.60 -0.43 -0.09 -5.90 ~ 0.01
2 0.04 0.17 -0.07 0.07 0.17 1.44 O l3
3 -0.02 0.19 -0.18 -0.00 0.13 -0.58 0.61
4 0.02 0.21 -0.08 0.00 0.14 0.43 0.55
5 -0.00 0.15 -0.09 -0.00 0.08 -0.16 0.62
6 0.02 0.16 -0.05 0.01 0.10 0.73 0.49
7a 0.01 0.16 -0.04 0.00 0.04 0.18 0.86
8s -0.02 0.16 -0.13 0.00 0.09 -0.91 0.80
9' 0.01 0.15 -0.03 0.00 0.05 0.55 0.42
10 0.01 O.14 -0.06 -0.00 0.06 0.30 0.87

Notes: [bold] Significantly different from zero at less than the 0.01 level (two-tailed). [bold and
italics] Significantly different from zero at the 0.05 level (two-tailed). [italicsJ Significantly
different from zero at the 0.10 level (two-tailed). Cash flows are calculated as eamings plus
accruals. Earnings are defined to include net income before extraordinary items. Accruals are
computed as the change in current liabilities (exclusive of short-term debt and taxes payable),
less the change in non-cash current assets, plus depreciation expense. a A Shapiro-Wilk test
indicates that the underlying distribution might not be normaL [n these cases, the Wilcoxon
Signed-rank test is more appropriate to test the hy~pothesis that the mean autocorrelation differs
from zero than the t-test.
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If all autocorrelations at all lags were indistinguishable from zero, this could be

construed as evidence in favor of the martingale property of the data-generating
process. The fmdings of Table 2 suggest that any departure from the martingale

hypothesis is small for earnings, but the evidence also implies that there is
substantial residual pattern in both the cash flow changes and accrual changes

series, as expected. Nonetheless, even for the earnings series, 5(7) out of 10

mean autocon-elations differ significantly from zero, using a conventional t-test
(a nonparametric Wilcoxon signed-rank test). For the cash flow changes series, 6

out of 10 autocorrelations differ significantly form zero using either a t-test or a
Wilcoxon test. In addition, the width of the interquartile range decreases at higher

lags for all variables.

Table 3 summarizes the main results of Table 2 and reports contemporaneous

correlations between accrual changes and cash flow changes, earnings changes
and cash flow changes, and lagged accrual changes and cash flow changes. To

control for possible undue influence by extreme observations, I exclude the
smallest and largest one percent of earnings changes, accrual changes and cash

flow changes. In addition, I repeat the analysis after winsorizing the outlying lo~o

observations; the results (not reported) were not materially affected. Reported

autocorrelations in Table 3 are not adjusted for the Kendall bias. These numbers

sometimes differ from Table 2 because extreme observations were deleted.

Adjusted first-order autocorrelations are for cash flows: -0.22; for earnings: 0.00;

and for accruals: -0.34. Recall that some earlier empirical studies found a small

negative serial correlation in earnings (Ball and Watts, 1972; Dechow, 1994).

Ball and Watts argue that any negative serial correlation in earnings is likely to

be caused by expenses such as depreciation and inventory valuation methods,

since revenue follow a martingale. Since [ find orthogonal earnings changes, I

expect zero serial correlation in the depreciation series as well. Indeed, the

{adjusted} first-order correlation in the depreciation series is -0.06 (p-

value-0.2119) {-0.05}, which is not significantly different from zero. In
addition, revenues appear to follow a martingale. The {adjusted} serial

correlation in this series is 0.05 {0.06} (p-value-0.2059), which again is not
significantly different from zero. The depreciation results are consistent with

Rayburn's (1986) assertion that long-term accruals have no information content,

in contrast to short-term accruals, such as changes in working capital investment.
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Table 3
Estimated values of serial correlations and cross-correlations between cash Jlow changes,
accr:~al changes, and earnings changes. Sample of 3~ frrms, datafrom l920-1996. Reported are
Pearson correlations, unadjusted for Kendal! biases.

Correlation
between Mean 6 Min 250~o Median 750~o Max
OCFt, ~CF,-, - 0.24 0.36 - 0.65 - 0.58 - 0.39 0.05 0.50

OA,, DA,.~ - 0.35 0.27 - 0.64 - 0.60 - 0.43 - 0.21 0.41

0}C,, OX,.i - O.O l 0.35 - 0.56 - 0.3 I - 0.11 0.28 0.68

DA~, 4CF, 0.65 0.41 - 0.32 0.19 0.83 0.1 1

OX~, ~CF, 0.61 0.42 - 0.42 0.28 0.86 0.98 1

DA,.i, ~CF~ - 0.25 0.30 - 0.65 - 0.55 - 0.26 0 01 0.30

Notes: Observations with the smallest and largest lo~o of earnings changes (OX~), accrual
changes (DA~), and cash flow changes (~CF~) are excluded from thc sample.

The cross-correlations between cash flows, accruals, and eatnings show no

surprises. The mean correlation between accruals and cash flows is positive

(0.65), while the median is even higher (0.83). This finding follows from the

earlier theoretical exposition. Specifically, if cash flow changes have temporary

components that are reversed over time, and if accruals are used to match cash

receipts and disbursements, then accruals will be positively correlated with

changes in cash flows (Dechow, 1994). A similar prediction is generated by

Dechow et al.'s (1998) model of accruals, eatnings, and cash flows. Both

Dechow (1994) and Dechow et aL (1998) document a strong positive

contemporaneous cotrelation between cash flows and accruals (0.55 and 0.88,

respectively). The positive correlation between accruals and cash flows also

affects the cotrelation between earnings and cash flows. The mean correlation

between earnings and cash flow changes is 0.61, while the median is 0.86.

Dechow et al. (1998) report a weak positive contemporaneous correlation (0.16)

between changes in cash flows and eatnings, while these authors expect a strong

positive association. At first glance, one might expect earnings and cash flows to

be positively related, since earnings equal the difference of cash flows and

accruals. This positive relation may be mitigated by the fact that sales changes

induce a change in working capital investment. Unlike earnings, cash flows are
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affected by working capital changes. This might dampen the positive correlation

between earnings and cash flows. Specifically, given the positive correlation

between changes in accruals and changes in cash flows, the correlation between
earnings and cash flow changes depends on the variance of cash flows.'
Similarly, if earnings are a better performance measure than cash flows (as

Dechow, 1994, contends), then it must be that accruals anticipate future cash
flow changes. This implies that there exists a cross-serial correlation between

lagged accrual changes and cash flow changes. I find a negative correlation

between lagged accrual changes and cash flow changes (-0.25). Since the first-

order serial correlation of accrual changes is strongly negative, this implies that

the association between lagged accrual changes and earnings changes must be
weak. Indeed, I find that the average correlation between the latter two variables

is 0.05 (p-value-0.1585) and the median is 0.02.8 Thus, accruals are not a good
predictor of future earnings. I also find that the correlation between lagged

earnings changes and cash flow changes is very weak, on average 0.04 (p-

value-0.5962), the median is 0.01. This is consistent with the strongly negative

first-order serial correlation of cash flow changes and negative cross-serial

correlation between lagged accrual changes and cash flow changes.v It also

implies that earnings is not a good predictor of future cash flows per se.

3.4 RESEARCH METHODOLOGY

This section contains a discussion of the research methodology employed in
identifying and estimating the benchmark univariate models (Section 4.1), the
vector autoregression model (Section 4.2) and the vector error correction model

This expectation is derived as follows: cov(4CF, OX) - cov(~CF-DA, OCF) -
var(OCF)-cov(4CF, DA). Since var(4CF) is always positive, and because I have

shown empirically cov(OCF, 4A)~0 in this sample, the sign of cov(~CF, OX)
depends on the relative magnitude of the variance to the covariance.
Recall that cov(DA~-I, OCF,) - cov(DA,.~, ~X~,f4A,) - cov(4A,.~, DAj) f cov(4A~-~,
OX,). The first-order autocorrelation in accrual changes is known to be negative
(Tables 2 and 3).
The derivation is: cov(~A,.~, ~CF,) - cov(4CFt-i-OX,.~, 4CFt) - cov(4CF,-i, OCFI) -
cov(OCF~, 4X,-~).
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(Section 4.3). The latter model incorporates potential long-run relations between
earnings and cash flows. Also discussed are tests for unit roots, Granger
causality, and cointegration.

3.4.1 Benchmark univariate models

To benchmark the improvements that result from modeling the relations inherent
in the accrual system between earnings and cash flows, as well as from consid-
ering their long-run relation, 1 first compare the predictive ability of simple uni-
variate firm-specific and martingale models. This can also be seen as a test of the
hypothesis that earnings are well-described by a martingale defined relative to a
sequence of a-fields (information sets) consisting solely of past values. Thus, let-

ting earnings be {X~} and cash flows {CF,}, then {Xt, y~,} with y~~ - 6(Xt, Xt.i,

..., X~), and {CF~, s~} with s,- a(CFt, CF~-i, ..., CF~), and {X,} is well-described
by a martingale. In other words, the best prediction of any future value of
earnings is the current value of earnings, at least relative to an information set
consisting only of past values of earnings. Previous evidence ( e.g., Finger, 1994)
shows that cash flows are not martingales and that models that account for time-
series properties of cash flows can outperform `no change' predictions of their
future values. To get an idea of the magnitude of the improvement that explicit
modeling yields, I show the extent to which it is possible to exploit
autocorrelations in predicting the future. The rationale for this exercise is to
provide a yardstick for further (multivariate) comparisons. I compute the
benchmark by identifying firm-specific time-series models based on the Box-
Jenkins (1970) ARIMA procedures (see also, Hamilton, 1994). These models are
then employed in forecasting up to eight leads for all firms for both cash flows
and earnings. I estimate the ARIMA(p, d, q) models for both cash flows and
earnings for each of the firms in the sample holding out the final eight
observations. Since not all firms have the same year as final observation, the
holdout sample includes either 1989-1996, 1988-1995 or 1986-1993. In the
standard ARIMA notation, p is the number of autoregressive terms, d is the level
of differencing, and q is the number of moving average terms.

One of the requirements of ARIMA estimation is that the data be covariance
stationary (Hamilton, 1994). An augmented Dickey-Fuller (ADF) test (Dickey
and Fuller, 1979, 1981) on unit roots reveals whether a series meets this
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requirement. The power and size of ADF-tests are sensitive to the number of

autoregressive lags included. I use Schwert's (1989) formula to compute an

optimal cutoff for the number of autoregressive lags to be included in the tests. In

most series, this optimal cutoff is at lags 10 or l l.~o If the ADF-test indicates a

nonstationary process, the series is differenced up to the level where the null

hypothesis of a unit root is rejected by subsequent tests (the series are differenced

at most once).

The identification phase of the ARIMA modeling entails recognizing patterns in

the sample (partial) autocorrelation function of the data. I identify an ARIMA-

model only if the Box-Ljung statistic indicates that the null hypothesis of zero

autocorrelation in the series up to lag six can be rejected at conventional

significance levels. The Box-Ljung statistic is based on the autocorrelation

function and is commonly used to test whether a series is white noise (zero

autocorrelation). It is a refinement of the Box-Pierce statistic and it appears to

have better fmite sample properties (Greene, 1990). Under the null hypothesis of

zero autocorrelation up to lag t, the statistic is distributed asymptotically as xz

with t degrees of freedom. The Box-Ljung statistic can be interpreted as a test of

the martingale hypothesis. One implication of this hypothesis is that all

autocorrelations are zero. The Box-Ljung is designed to detect departures from

zero autocorrelations in either direction and at all lags and can thus reject the null

of a martingale (Campbell et al., 1997).

After the identification phase, I estimate the parameters of the model by

maximum likelihood. The identification implies that the Box-Ljung statistic up to

lag 12 shows no residual autocorrelation, and that the (partial) autocorrelation

function reflects no discernable pattern. An effort has been made not to `over-fit'

the data by including higher order autoregressive or moving average terms. There

is evidence that suggests parsimonious models perform better out-of-sample

(Hamilton, 1994, Brown, 1993).

io Note that the ADF-test does not reveal whether a series is a martingale. The test

allows the residuals of a series to be any aróitrary zero-mean stationary process

under both the null and the alternative hypothesis, including one with an MA
component. A martingale is defined as having no residual autocorrelations, and
hence having no opportunity to establish predictions based on patterns in the

residuals of the model (Campbell, Lo and MacKinley, 1997).
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The predictive ability of the ARIMA models is evaluated by comparing one to
eight year-ahead out-of-sample predictions of these models with a simple
martingale forecast. Martingale forecasts are made under the assumption that
earnings will not change (hence, the model does not include a`drift' term). The
forecasts of the ARIMA and martingale model are compared using a Theil U-
statistic." The U-statistic'Z avoids scaling problems. The interpretation of the U-

statistic is similar to RZ although it is not bounded on the unit interval. A high
value of the U-statistic is a sign of poor forecasting performance. I proceed by
taking the difference of the U-statistic of the firm-specific time-seríes model and

the martingale prediction. If the martingale and the firm-specific time-series
model prediction do not differ on average, the mean of this quantity taken over
all firms in the sample should equal zero at all leads. This constitutes a test of the

martingale hypothesis for earnings and cash flows based on their long-run
forecasting abilities. The average differential is used to benchmark the

forecasting performance of the two proposed alternative (multivariate) models.
Improvements by the alternative models over the univariate model indicate
efficient reporting of earnings (and accruals).

3.4.2 A vector autoregression model

As I show in Section 5 of this chapter, ARIMA models outperform the
martingale prediction for earnings (and marginally for cash flows). Thus, there is
substantial autocorrelation present in the earnings series. It therefore seems valid
to model some autoconelation structure for earnings. Given Hypothesis 1 and the
extant empirical evidence that earnings are useful in predicting cash flows, I also
include earnings as an explanatory variable for cash flows (as in Finger, 1994).
The notion that the accrual system guarantees a relation between earnings and
cash flows that should be explicitly modeled prompts me to adopt a systems
framework. Earnings surprises are allowed to influence cash flows and cash flow

~~ I also use root mean squared errors (RMSE) to compare both models; the results (not
reported) were similar and my conclusions were unchanged.

1z (l~no)~(error)z o
U- where n is the number of leads (Greene, 1990).

(l~no)~(actual value)~ '
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surprises are allowed to influence earnings (see below). Specifically, I propose
the following simple bivariate vector autoregression,
OXt - ai } Rii ~~-i f Ei, (1)
4CF, - az ~- Rzi~~-i f RzzOCF,a f sz~, (2)
where s - [s~ sz]' is white noise. The specification in differences is adopted since

the univariate analyses showed that, by far, most earnings and cash flows series
are integrated of order 1 (nonstationary in levels). Using nonstationary variables

can induce spurious results (Granger and Newbold, 1974; Phillips, 1986).

Estimation of the system is by feasible generalized least squares (FGLS). FGLS
allows the errors of the model to be correlated across equations, which explicitly
takes account of the implied relation between cash flows and earnings due to the
accrual accounting system. Unexpected increases in cash flows provide
information about the year's income and vice-versa. In other words, the
occurrence of unexpected cash flows and unexpected earnings should be driven
by largely the same factors. FGLS uses this information to estimate the system of
equations more efficiently than OLS.

I use the estimated model to compute out-of-sample forecasts up to eight years

ahead and Theil's U-statistic. I also estimate an unrestricted version of the model

by including past cash flows as an independent variable in (1),

OX~- az} Rii~t-i } Riz~CFc-i } Eic, (1')
The model is re-estimated for each firm by equation-by-equation OLS and I test

for over-restriction of the original model using an asymptotic Wald test. This test

can be interpreted as a way to determine whether lagged cash flows Granger

cause earnings. Under the null hypothesis, they do not: R1z-0 (Hamilton, 1994). I

perform similar tests on the full model (equations 1' and 2) excluding earnings in

the cash flow equation as well as excluding earnings in equation (2) and cash

flows in equation (1').

If the accrual system were responsible for improving predictive power, one
would expect a different forecasting relation between earnings and cash flows in
firms with relatively large and small accruals. Small accruals indicate that a firm
is more likely to be in steady state, where earnings and cash flows are close.
Small accruals can also reflect a firm's short operating cycle. Then, realized cash
flows suffer little from timing and matching problems. The additional
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infotmation provided by earnings is expected to be small in these firms as

formulated in Hypothesis 1C. Therefore, I split the sample in two. One partition

contains the firms with consistently large accruals. The other part consists of
firms that do not report consistently large accruals. To partition the sample I

compute the 35`h percentile of the scaled" accrual distribution for each year.

Firms that are below this percentile more than 35 times in the 1920-1996 period

are categorized as not having consistently large accruals."

3.4.3 Cointegration Analysis

For reasons set out earlier, it might be useful to examine the long-run
(equilibrium) relation between earnings and cash flows. The econometric

technique that enables this kind of investigation is cointegration analysis.
Essentially, the idea of cointegration is that there may exist a stationary linear

combination of two time-series integrated of order 1 when their nonstationarity is
driven by a common stochastic process. Intuitively, this means that the two

variables ( earnings and cash flows) cannot drift too far apart over time (Engle

and Granger, 1987). This seems a reasonable description of what goes on in
practice. Generally, suppose we observe the p-vector time-series {Y,}, each of

whose elements is integrated of order 1. Now, suppose we have some (r x p)

matrix B, where lSr~p, and suppose rank[B] - r, so its rows are linearly

independent. The rows of B are called cointegrating vectors if BY, - W,, where

W, is integrated of order 0. The rows of B span an r-dimensional subspace of ~?~,;

any vector belonging to this subspace is a cointegrating vector.

To set up the model of interest, suppose [X,, CF,]' is integrated of order 1(which
I will henceforth denote as [Xt, CF,]' ~ I(1)). Furthermore, suppose the vector
[X,, CF,]' can be modeled as a VAR(2)-process in levels,

X~ - rPi', Xc-t ~ rP;z CFa~ t rPizi X~-2 } rPiz CFi-2 t~i~ (3)

CF~ - rpzi Xt-~ } rVzz CF~-~ } rGzi X~-2 f rGzz CFt-z } Ez~ (4)

where s ~ i.i.d.(0, EE).

13 I scale accruals by the book value of total assets and I take the absolute value of the
resulting outcome.
Repeating the analysis using only the 1950-1996 period and taking all firms that are
in the lower 35`~ percentile more than 21 times, generated the same list of firms
except for two. These two firms were re-assigned to the large accrual partition.

ia
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Recall that [X,, CF,]' has a unit root. It is possible to rewrite (3) and (4) as,

OX, - 7ciiX~-i ~ ~izCFc-i } Wii~~-i } Wiz~CF,-i } E~~ (5)

~CF, - ~ziXc-i ~ ~zzCF~-i } Wzi~~-i } WzzOCF~-i } ~z~ (6)

Where II - ~ii ~iz rVii } ~Pii -1 rPiz }~iz

~zi ~zz J - ~Pzi } rPzi ~zz } rpzz - 1

And ~-~w„ w~z1- -rGii -~Giz
z z

- ~zi - rGuwzi wzz

If the system has one unit root then II has one zero eigenvalue, thus rank[II] - 1.

Note that the lefthand side of ( 5) and (6) is I(0), and every term on the right hand

side of the system ( other than II[X~-i, CF,-i]') is also I(0). For (5) and (6) to be a

sensible representation, II[X,-~, CF,-~]' has to integrated of order 0 as well: II[X,-i,

CF~-i]' ~ I(0). Because II has rank - 1, it is possible to write II-A'B, where both

A and B are full rank lx2 matrices.

It follows that A'B[X,-~, CF,-~]' ~ I(0) which implies that B[Xr-~, CF,-~]' ~ I(0).
Define W,-~ - B[X,-~, CF,-i]' ~ I(0). The sequence {W,} represents the transitory

differences in the system away from equilibrium, or the `equilibrium errors',
while B contains the long-run equilibrium relationship.

It is now possible to capture both the long and the short run relation between cash
flows and earnings in the following vector error conection (VEC) representation,
OXt - aiWc-i } Wii~c-i } Wiz4CFt-I } E,~

4CF~ - azWc-i } Wzi~t-i } Wzz~CF,-i } Ez~

The matrix A-[a~ az]' is called the error correction matrix, whose parameters

characterize the manner in which the system's variables adjust in response to

disequilibria. Intuitively, the disequilibrium in the previous period is used as an
explanatory value in the system.
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Testing whether there exists a common unit root in the cash flows and the
earnings series, and thus testing whether there is a cointegrating vector amounts

to testing for the reduced rank of II. If the rank of II equals 1, then only one
linear combination of the levels of [Xt.i, CF,.i]' can be used in estimating the re-

gressions in (5) and ( 6). Consider the alternative hypothesis that there are two co-
integrating relations, which means that every linear combination of [X,-i, CF,-i]'

is stationary. Then [X,.I, CF,-~]' would appear in (5) and (6) without constraints

and no restrictions are imposed on II. The difference in the values of the log
likelihood functions of the restricted and unrestricted regressions can be used to

test for the reduced rank of II.

Specifically, the null hypothesis is that there is at most one cointegrating vector

(and thus one unit root), Ho: ~.Z - 0, where ~,; denotes the i-th eigenvalue of II.

The null can be tested by a standard likelihood ratio test, ~,t,~Ge --T log (1 - a z),

where T denotes the sample size and a 2 the sample estimate of the eigenvalue of

II. (Johansen, 1988). The distribution of the test statistic is nonstandard; the

statistic consists of integrals of Wiener processes. An alternative approach is to
test the null hypothesis of zero against one cointegrating relation and one against
the alternative of two cointegrating relations. This maximum eigenvalue test

proceeds to compute: ~,max -- T log ( 1 -~,.~), r-0, 1(Hamilton, 1994). Cheung
and Lai ( 1993) report that the trace test is more robust against both skewness and

leptokurtosis in the residuals. Tests for the number of cointegrating relations are
sensitive to assumptions about deterministic elements (trend, intercept) in the
data. I therefore adopt Johansen's (1992) suggestion to test for the joint
hypothesis of both the rank order and deterministic components based on the
`Pantula' principle. That is, I test consecutively for cointegrating relations

starting with assuming the most restrictive alternative (no cointegration, no
intercept, no linear trends) and ending with the least restrictive specification (two

cointegrating relations, quadratic trends in the levels of the data). The test
procedure is to move starting from the most restrictive model and, at each stage,
compare the trace test statistic with its critical value and stop the first time the
null hypothesis is not rejected.

After having identified the cash flow and eamings series that are cointegrated, I

proceed by estimating the vector error correction model holding out the last eight
observations. Differential Theil's U-statistics are computed to facilitate
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comparing the predictive ability of this model with the ARIMA benchmark

models. Improvement is expected both in the long and short run. This is because

the VEC model explicitly considers the long run relation between the earnings

and cash flows series and because modeling the adjustment process to the
equilibrium can benefit short run predictions. Estimation is by Johansen's (1991)

maximum likelihood procedure.

3.5 EMPIRICAL RESULTS

In this section, I first detail the differential predictive ability of univariate
ARIMA models vis-à-vis martingale predictions. These findings are meant to be

a benchmazk to evaluate the forecasting performance of the proposed VAR

(Section 5.2) and VEC (Section 5.3) models.

3.5.1 Benchmark univariate results

Forecasts of future values of both earnings and cash flows can profit from the

structure in the autocovariances when forecasting future values. Tables 4 and 5
address this potential gain by reporting the identified and estimated ARIMA

models. Both tables have a similar structure, references to Table 5 are in []-

brackets. Table 4[5] describes the ARIMA models identified and estimated for
earnings [cash flows]. Column 1[1] refers to the number assigned to each firm in

Table 1. The three digits in column 2[2] denote the ARIMA(p, d, q) model that
was identified. The AR pazameter estimates are in column 3-6 [3-5]. Columns 7-
13 [6-13] and 14 [ 14] contain the MA pazameter and intercept estimates. Finally,

column 15 [ 15] has the values of the Box-Ljung statistic and 16 [ 16] shows its
associated p-value.

The Box-Ljung statistic indicates that the autocorrelations of the earnings series

of firm fourteen have no distinguishable pattern (almost surely). To identify an
ARIMA model for this firm would be moot. All other models are identified as

parsimoniously as possible in the fashion outlined in the methodology section.
Hence, 17 [ 18] earnings [cash flow] models contain only one AR or MA
pazameter, and 29 [34] models include at most two parameters.
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In 21 [17] out of 35 cases, the Augmented Dickey-Fuller tests indicate that the

earnings [cash flows] series should be differenced to induce covariance
stationarity. After having fit the models, the Box-Ljung statistic strongly rejects

the hypothesis of a discernable pattern in the residual autocorrelations in almost

all cases, indicating that the identified models describe the data-generating

process we1L In some cases (for earnings, firms 2, 5, 9, 19, 23, 29, and 30, and

for cash flows, films 2, 5, 13, 19, 20, 28, and 30), the Box-Ljung is still

significant at the Sa~o level. However, including more ARMA-parameters did not

improve the fit and I decided, on reasons of parsimony, to retain the original

model. Excluding these firms from the sample did not significantly affect the

forecasting results of Table 6.

Table 6: Long-run predietion with univariate models of earnings and cash flows. Sample of 35
firms, datafrom 1920-1996.

Lead Mean of 6 Median Sign Test Wilcoxon Test
differential (p-value) (p-value)
U-statistic

Pane!A: Univariate models of earnings

1 -0.03 0.16 -0.03 0.07 0.09
2 -0.03 0.13 -0.03 0.03 0.12
36 -0.01 0.12 -0.03 0.07 033
4 -0.05 0.19 -0.03 t1.01 0.04
56 -0.23 0.67 -0.03 0.01 0.04
66 -0.OS 0.22 -0.03 0.03 0.05
7 -0.03 0.12 -0.02 0.01 0.04
86 -0.03 0.07 -0.02 0.03 0.01
Panel B: Univariate models of cash Jlows

]b 0.19 0.31 0.02 0.28 0.02
2b 0.08 0.36 0.0] 0.86 0.35
3 -0.02 0.54 -0.01 1.00 0.35
46 -0.18 1.35 -0.00 0.49 0.52
5 0.01 0.37 -0.00 1.00 0.36
6 0.02 0.25 0.01 0.73 0.21
76 0.03 0.18 0.00 1.00 0.34
8b 0.02 0.16 0.00 1.00 0.29

Notes: [bold] Signíficantly different from zero at less than the 0.01 level (two-tailed). [bold and
italics] Significantly different from zero at the 0.05 level (two-tailed). [italics] Significantly
different from zero at the 0.10 level (t,vo-tailed). A superscript b indicates excess skewness. The
top and bottom lo~o of the distribution of differential U statistics were deleted to control for
outliers.
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Table 6 reports the results of comparing the predictive power of autoregressive integrated
moving average models (ARIMA) and martingale models of eamings and of cash flows. For
each firm and for all leads Theil's U statistic is computed for out-of-sample predictions made
with the ARIMA and the martingale model. If both models predict equally well the difference
between these U-statistics should be zero on average. The table shows the results of
nonparametric Sign and Wilcoxon's Signed-Rank tests of this hypothesis for all leads. A sign
test is more appropriate if the distribution is not symmetric - as indicated by a superscript b.

Table 6 reports the long-horizon forecasting abilities of the ARIMA earnings and
cash flow models compared to the martingale models of both series. For each
series and for all leads, I compute Theil's U-statistic for out-of-sample

predictions by the ARIMA and the martingale models. If both models have equal
predictive powers, the difference between these statistics should on average be
zero. A positive value indicates that the martingale model predicts better than the
ARIMA model. The table shows the average values of the differential U-statistic
for both the earnings and the cash flow series for all leads. It also contains the
median and standard deviation. I evaluate the hypothesis of equal forecasting
ability by applying a nonparametric15 Sign and Wilcoxon Signed Rank test. As

suggested by the values of the median and mean in the earnings and cash flows
series (Panels A and B), the distribution of the differential U-statistic is not
symmetric at all leads.16 Inferences should, in such cases, be based on the Sign

Test. Note that the portmanteau statistics in Tables 4 and 5 show that the
martingale hypothesis could not be rejected in all cases where differencing was
required.

Panel A shows that, on average, the martingale prediction of future values of
earnings is marginally outperformed by the ARIMA model in one year-ahead

forecasts (average differential U--0.03, p-value-0.09) (median differential U-

values span -0.03 to -0.02). At higher leads, the martingale prediction is
outperformed considerably, especially from lead 4 onwards. The average

is A Shapiro-Wilk test rejected the hypothesis of a normal distribution for the
differential U-statistic.
I use the following statistic to measure skewness: s-(mean - median)Istandard
deviation. It can be shown (Mood, Graybill, and Boes, 1974) that -1 5 s 5 I. A
superscript b in Table 6 indicates that ~ s ~~ 0.2.

16
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differential U-values are significantly negative at the So~o level. The average

differential U-value at lead five seems unduly influenced by extreme

observations, since the median is comparable with other values.

Panel B shows that, on average, the predictions of the martingale and the

univariate model for cash flows do not differ significantly on any horizon. The

large positive value at lead 1 and the large negative value at lead 4 seem to be

caused by outlying observations. The median seems to provides a more reliable

picture. None of the differential U-statistics is significantly different from zero.

This finding is surprising given the substantial autocorrelation patterns present in

the cash flow series. Autocorrelation is a necessary condition to predict future

values of a variable based on its own past. That is, autocorrelation enables

modelers to use information present in past values of a variable, which has not

already been captured by the last known value. Prior empirical work ( e.g., Finger

(1994)) generally finds that univariate models perform better -especially at

longer horizons- than martingale predictions. Scrutiny of Panel B reveals that the

standard deviation of differential U-statistics is approximately twice as large as in

the earnings series. Apparently, the predictive abilities of the ARIMA models of

cash flows diverge widely, causing insignificant results.

In conclusion, based on long-horizon forecasts of ARIMA and martingale

models, it is not possible to reject the martingale hypothesis for cash flows.

Earnings, however, are clearly not well-defined by a martingale. Thus, as a
benchmark, the absolute magnitude of the differential U-statistic is zero for cash

flow changes at all leads and between 0- 0.05 for earnings changes.

3.5.2 A multivariate perspective: earnings and cash flow changes in a

VAR(1)-model

It seems reasonable to conjecture that the predictive ability of any model grows
when the conditioning information set is augmented. This section reports results
of tests of whether information about (unexpected} cash flows is useful in
predicting earnings changes (hypothesis 1 B). It also has results of tests of the
hypothesis that earnings changes, both expected and unexpected, are informative
when predicting cash flow changes conditional on past cash flow changes
(hypothesis 1 A). I also investigate the differences in the informativeness of
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earnings in companies with large changes in working capital requirements
(hypothesis 1 C). Overall, this section provides evidence about whether managers

use accruals efficiently, or opportunistically.

Table 7(Panels A and B) provides evidence on hypotheses 1 A and B. Panel A

contains the average parameter values of firm-specific VARs, as well as their

distribution for all 35 companies. The range of the parameter estimates is
considerable. The coefficient on lagged cash flow changes in the cash flow

changes equation (2), however, is significantly negative at the lo~o level (using a
nonparametric test). The interquartile range of the non-intercept estimates shows

that the sign of parameter estimates differ from one firm-specific VAR to

another. Only the estimates of (322 are almost all smaller than zero, and thus do

not have opposite signs. By averaging parameter estimates, significant

coe~cients of opposite signs can be canceled rendering a mean coefficient of

zero. A better method of aggregating the results is a procedure suggested by

Christie (1990). Accordingly, I compute the mean t-statistic for each parameter,
which is the average of 35 t-statistics adjusted for differences in degrees of

freedom. The Z-statistic then offers a test for the hypothesis that the mean t-
statistic is zero, assuming the coefficients are cross-sectional independent." More
precisely,

1 - E; t; w;~N

Where,
w; - {(v; - 2)Iv;} ~'2
is the inverse of the standard deviation of t; and where v; denotes the degrees of
freedom. The Z-statistic is distributed unit normal, where Z- t N1z. The mean t
is the Z-statistic when the observations are perfectly cross-sectional correlated.
By assuming there is no negative correlation among the coefficients, the Z-
statistic under independence and the mean t bound the true Z-statistic.

The average t-statistic of lagged cash flow changes in the cash flow changes

equation (2) reinforces the results of the Wilcoxon test. Its value is -10.47, which

is significant at the lo~o level. In addition, it is apparent that the problem of
opposite signs of parameter estimates is not trivial. The contribution of lagged

" Since the assumption of independence might be violated in this sample, results
should therefore be considered with some caution
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earnings changes in the cash flow changes equation (2) as measured by the
average t-statistic (0.27) is significant (p-value-0.06). The same holds true for
the contribution of lagged earnings changes in the earnings changes equation (1).

The average t-statistic of (311 is 0.63, while the Z-statistic is significant at the lo~o

level (Z-3.73). Overall, these findings suggest that a VAR(1) specification for
earnings and cash flows is very descriptive of the data-generating process.

Since the coefficient on lagged eamings changes in the cash flow changes
equation (2) attains significance in the presence of lagged cash flow changes, [

conclude that earnings are incrementally informative about future cash flows (as
stated in hypothesis 1 A). Further evidence on the informativeness of earnings
and cash flows is obtained by a series of restriction tests, which alternatively can

be thought of as bivariate Granger causality tests (Hamilton, 1994). A Wald-
statistic provides a test on whether the change in residual sum of squares, caused

by the imposed restriction, is significant. The Wald-statistic is distributed

asymptotically as x2 with one degree of freedom under the null hypothesis that

(3;~-0. Specifically, I test whether restrictions on the full model (equations 1' and
2), significantly affect the explanatory value of the model. I proceed by
computing the Wald statistic and its associated p-value for each firm. I then

conduct a binomial test on the number of firms in which the restrictions have a
significantly adverse effect on explanatory power, i.e., the p-value associated
which each firm's Wald-statistic has to be smaller than 0.10. I first test whether
taking the specification of the original model (equation 1 and 2) deteriorates the

performance of the full model. This is a test of whether the constraint 4CF,-~ - 0

in the earnings changes equation ( 1') is overly restrictive. For ten firms, the
Wald-statistic on over-restriction is significant (p-value~0.10). A binomial test

on whether ten significant cases of over-restriction on a sample of 35 firm can be
attributed to chance ( setting the probability of a significant Wald statistic equal to
0.50), does not reject the null (p-value-0.99). In other words, the constraint on
lagged cash flow changes in the earnings changes equation ( 1') is not overly
restrictive. The restricted model (equation 1 and 2) has as much explanatory

power as the unrestricted model (equation 1' and 2). This is direct evidence on
hypothesis IB; cash flows are incrementally uninformative about future eamings.

Second, I test whether adding the constraint 4X,-i-0 to equation 2 deteriorates

the explanatory power of the system of equations (1') and (2). In eleven cases,
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the Wald-statistic on over-restriction is significant (p-value~0.10). The results of
a binomial test show that this finding does not exclude the possibility that the
change in explanatory power happened by chance (p-value-0.98). This test
provides some counter-evidence to the earlier finding that lagged earnings are
informative about future values of cash flows, in the presence of knowledge
about the history of cash flows. Given that the mean t-statistic of ~X~-~ in the
equation 2 was only significant at the l00~0 level, this implies that some caution
should be exercised when arguing the informativeness of earnings for cash flows.

Finally, I apply both previous constraints, i.e., I use ( 1) while constraining ~X,-~

- 0 in equation ( 2). These constraints result in significant Wald-statistics for 25
firms in the sample. A binomial test shows that this finding can not be attributed

to chance (p-value~lo~o). Hence, excluding information about cash flows when
predicting earnings, and at the same time excluding information about earnings

when predicting cash flows, is less successful than using the full model.
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Notes: [bold] Significantly different from zero at less than the 0.01 level (two-tailed). [bold and
italics] Significantly different from zero at the 0.05 level (two-tailed). [rlalres] Significantly
different from zero at the 0.10 level (two-tailed). These results are for the cross-sectional
distribution of vector autoregressions for 35 firms. Each time series contains between 51 and 69
observations. Top and bottom lo~o of the distribution of parameter values and differential Theil's
U statistics is excluded from the sample to control for influential obscrvations.

Panel A(C) [E]: The Wilcoxon Signed Rank test repor[s the p-values of the hypothesis that the
mcan value over 35 (25 `large accrual') [ 10 `small accrual'1 firms of the estimated parameter
equals zero. The estimation of the VAR system is by feasible generalized least squares. The
mean t-statistic is the weighted average of 35 (25) [ 10] t-statistics. The Z-statistic provides a test
of the h}~pothesis that the mean t-statistic is zero, provided that the coefficients are cross-
sectionally independent.

Panel B(D) [F]: This panel shows the mean {mcdian} differential Theil's U-statistic bctween
the firm-specific VAR model and the martingale model (U - 1) for earnings and for cash flows
for all (25 `large accrual') []0 `small accrual'j firms for leads I-8 out-of-sample. The Sign test
is more appropriate than the Wilcoxon test if the distribution of the random variable is not
symmetric, as indicated for the earnings (cash flow) distribution with a superscript a(b).

Panel B of Table 7 contains the forecasting evaluation of the firm-specific VARs

in predicting future cash flows and earnings changes over 1-8 year horizons. To
evaluate the reported statistic, it is helpful to note that the U-statistic of a

martingale model equals one by construction. The martingale equivalent of

equation (1) is simply, ~X, - 0. Likewise, the martingale equivalent of (2) is

4CF~ - 0. The computations are similar to the earlier forecasting evaluation in

Table 6. I determine the differential U-statistic (i.e., UVAR-Umartingale) and average

over all 35 firms. If both models predict equally well, this quantity should by

zero. Panel B reports the average and median values of the differential U-statistic
for both earnings and cash flow series for lead 1-8. I test the hypothesis that the

average of the differential U-statistics is zero by nonparametric Wilcoxon Signed
Rank and Sign tests for each lead. The tests generally reject the null hypothesis

for both series -often at the So~o level for earnings and at the lo~o level for cash

flows- indicating that the VAR improves forecasts over the simple martingale

model. The improvement is substantial, ranging between 0.03-0.06 for earnings

and between 0.02-0.09 for cash flows. Median improvements are more modest,
especially for cash flows and particularly at higher leads. The forecasting

improvement tapers off at higher leads for both series, although the average
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differential U-statistic remains significant. The improvement obtained by VAR-
modeling outdoes the progress by univariate ARIMA models. This is clearly true

for cash flows, for which AR1MA-modeling did not render better prediction
results. It also holds for earnings, the magnitude of the average U-statistic is

substantially larger for VAR models than for univariate models.

The findings of Panel B embolden the earlier claim that earnings are helpful in

predicting future cash flows (Hypothesis lA). The VAR-modeling strategy uses

the information about current earnings and cash flows present in unexpected cash
flows and earnings to estimate the system of equations more efficiently. The

better results obtained by VAR modeling compared to ARIMA-modeling suggest
that unexpected earnings are indeed informative about future cash flows. Note

that this procedure is a joint test of the informativeness of expected and

unexpected earnings.

Hypothesis 1C states that the incremental informativeness of earnings is less in

steady state firms with low variability in working capital requirements. In such

organizations, cash flows and earnings will not differ a great deal. The

incremental informativeness of accruals (and hence earnings) is expected to be
low. I investigate potential differences in the informativeness of accruals in

steady state and non-steady state companies by partitioning the sample in the
fashion described in Section 4.2.

Table 7, Panels C and D present the parameter estimates of equations (1) and (2)

as well as the forecasting statistics for the group of firms with consistently large

accruals, n-25. To reiterate, for this group of finns, 1 expect earnings to
contribute significantly in explaining future cash flows. In other words, I

hypothesize that the mean t-statistic on R21 is significantly different from zero.

Panel C shows that the mean t-statistic on R21 is not statistically different from

zero. In addition, in contrast to the posirive average parameter estimate of (321 in

Panel A, the mean parameter estimate has changed signs (from 0.11 in Panel A to
-0.14 in Panel C). The mean values of the other parameters have not changed
greatly and neither have the median values of all parameter estimates. This
suggests that the results are influenced by extreme negative observations. The
lagged earnings changes variable in equation (1) has also lost its significance.

Only lagged cash flow changes in equation (2) retain its significance.
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The forecasting statistics in Panel D indicate that there is little reason to believe

that the VAR(1) model improves earnings forecasts. The Sign statistic (which is

appropriate due to the skewness of the distribution of the differential U-statistic)

indicates significant improvement only at the very short-run (one year ahead).

The model still improves cash flow forecasts over martingale models. The mean

differential U-statistic ranges between -0.11 (at lead 1) and 0.01 (at lead 3). The
improvement is significant at leads 1, 3, 5-7 and marginally at lead 8. The

magnitude of the improvement is of the same order as in the full sample of Panel

B.

Table 7, Panels E and F hold the results for firms with small accruals, n-10. The

significance of (3Z~ is again of primary interest. For small accrual-firms, I do not

expect earnings to contribute significantly to the explanation of future cash

flows. The mean t-starisric on (321 is 0.35 (its associated Z-statistic is 1.10) which

is not significantly different from zero at conventional levels. Both lagged
earnings changes in equation (1) and lagged cash flow changes in equation (2)

are significant at the lo~o and l00~0 level, respectively. The average parameter

estimates are not similar to those reported in Panel A. The average estimate of

(321 is noticeably higher, as are the average estimates of Ri~ and (3u. The signs of

the average parameter estimates, however, do not differ from the findings for the

complete sample.

Panel F presents the forecasting statistics for the sample of firms with small

accruals. Consistent with the hypothesis of earnings being less incrementally

inforlnative about future cash flows for this sample, the improvement of the

VAR(1)-model relative to the martingale model is negligible for the cash flow

series. Indeed, only the forecast of the first lead is significant at the So~o level. The

average differential U-statistic at lead 5 is significant at the l00~0 level. At all

other leads, tests reject the hypothesis that the VAR(1) model improves

predictive capabilities. Nevertheless, the average values of the differential U-

statistic are not small, ranging between -0.04 and -0.08. Comparable average

values of the forecasting evaluation statistic are obtained for the earnings series,

which range between -0.05 and -0.09. I find significant differential U-statistics

at lead 1( l0a~o level), 3(So~o level), and 4-5 ( l00~0 level).
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In summary, the empirical evidence does not reject hypothesis 1C, which states
that the informativeness of earnings is higher in (non-steady state) companies
with large fluctuations in working capital requirements and with long operating
cycles.

3.5.3 Estimation of the equilibrium relation between cash flows and
earnings

The testing procedure described in Section 4.3 shows that in 23 out of 35 firms
the time-series of earnings and cash flows are cointegrated. A linear combination
of the two series is stationary. The testing procedure relied mostly on the trace
statistic for robustness reasons. Following the results of Johansen's (1988) test

for cointegration, deterministic components are included in some of the firm-
specific models. Thus, the models that are estimated may include either a trend or
an intercept, or both. I do not report estimates for these components since they
are not germane to the results.

The structure of Table 8 is comparable to Table 7. Hypothesis 2 states that taking
account of the restrictions on the size of accruals implied by the accrual
accounting system improves forecasts of future earnings and cash flows. The
mean t-statistic and corresponding Z-statistics (Panel A) show that the
cointegrating equation (equilibrium errors) between earnings and cash flows is
highly significant in explaining both future cash flows and earnings. Specifically,
the mean t-statistic on a, is -1.06 (associated Z-statistic is -5.09) which is
significant at the lo~o level. The explanatory power of the cointegrating equation
is even higher in the cash flow changes equations. The mean t-statistic on az is
1.67 (associated Z-statistic is 8.02, p-value~ I o~o). Lagged earnings changes and
lagged cash flow changes are helpful in predicting future values of earnings and

cash flows. All ~-coefficients are significant. As expected, the significance of

~,Z, the coefficient on lagged cash flow changes in equation (1) is weakest (p-
value-0.02).

Panel B reports the forecasting performance of the VEC-model (equations 7 and
8). The mean differential U-statistic for earnings ranges between f0.02 and
-0.15. At leads 6-8, the martingale earnings models, perform better than the VEC
model, although only (marginally) significantly at lead eight. Note that the
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median differential U-statistics are consistently negative, indicating that the
VEC-model improves prediction for a material part of the sample. Substantial
improvements over the earnings martingale prediction are made at lead one,
where the average differential U-statistic is -0.10 (median is -0.07) and lead two,
with a mean differential U-statistic is -0.15 (median is -0.05). Thence, the VEC-
predictions continue to outperform the martingale predictions until lead 6,
although the improvements are no longer significant.

The VEC-model also improves the prediction of future cash flows over the

martingale model. I find significant average differential U-statistics at leads one,

seven and eight (of -0.05, -0.06, and -0.07, respectively). The remaining values

ofthe average differential U-statistic do not differ significantly from zero. Again,

the median differential U-statistic remains negative at all leads, while the

averages at lead three to six are positive. It is noteworthy that the cash flow

predictions of the VEC-model gain the upper hand at long horizons. The VEC-

model puts restrictions on the size of accruals, similar to those put in place by the

accrual accounting system. In particular, earnings and cash flows must converge

in the long run. This knowledge can be used to iine-tune long horizon predictions

as in VEC-models. The evidence in Table 8 suggests that VEC-modeling can be

profitable at least for cash flows.

The comparison of VEC and VAR(1) models (Tables 7 and 8) is not clearly in

the advantage of either one. The VEC-model dominates VAR(1) predictions for

earnings in the short-run and for cash flows in the long run. The VAR(1)-model

performs better in the remaining cases. The VAR-model is generally more

consistent in the sense that it provides improvements over the martingale model

at all horizons and for both the earnings as well as the cash flows series.
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Notes: [bold] Significantly different from zero at less than the 0.01 level (two-tailed). [bold and
italics] Significantly different from zero at the 0.05 level (two-tailed). [rtalres] Significantly
different from zero at the 0.10 level (two-tailed). These results are for the cross-sectional
distribution of VECs for 23 firms. Each time series contains between 51 and 69 observations. a
~b~ denotes skewness of the eamings (cash flows) distribution.

Panel A: The Wilcoxon Signed Rank test reports the p-values of the hy~pothesis that the mcan
value over 23 firms of the estimated parameter equals zero. The estimation of the VEC system
is by maximum likelihood. The mean t-statistic is the weighted average of 23 t-statistics. The Z-
statistic provides a test for the hvpothesis that the mean t-statistic is zero, provided that the
coefficients are cross-sectionally independent.

Panel B: This panel shows the mean {medían} differential Theil's U statistic between the firm-
specific VEC model and the martingale model (U - 1) for eamings and cash flows for all 23
firms for leads 1-8 out-of-sample. The Sign test is more appropriate than thc Wilcoxon test if
the distribution of the random variable is not symmetric.

3.6 CONCLUSIONS

The main question in this chapter is do managers use accruals to communicate

information that is useful in the contracting process of a fitm or do they use

accruals in an opportunistic fashion? I argue that an efficient (in contrast to an
opportunistic) use of accruals means that earnings are incrementally informative

about future cash flows relative to current and past cash flows. I use two

measures to ascertain the incremental informativeness of earnings about future

cash flows. Specifically, I adopt an aggregate t-statistic measure and i formulate

a metric to evaluate forecasting performance. Both measures point in the same

direction; eatnings are incrementally informative about future cash flows. I also

find that earnings are more useful in growing or declining companies than in

steady state firms. In the latter, the size of accruals is limited since working

capital requirements are relatively constant. The evidence here is, however,

weak. This may be due to the indirect way in which steady state fitms are

identified. In addition, I show that cash flows are, generally, uninformative about

future earnings.

Although not the main point of interest in this research, a number of interesting

results on forecasting are presented. First, univariate models outperform

martingale predictions for earnings up to eight years ahead. Applying a systems
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framework that enables the simultaneous modeling of earnings and cash flows

and that takes account of cross-serial correlations between the variables as in a

VAR or VEC model improves forecasting performance over martingale

predictions considerably. This finding has an important impact on all application

areas in which expectations about future earnings and cash flows play a role. At

the very least, it suggests that modeling earnings as a martingale or an IMA(1,1)
process is fraught with problems.

Finally, I argue that the accrual accounting system provides researchers with

additional knowledge about the long-run relation between cash flows and

earnings. Over the life span of the firm, earnings and cash flows have to be equal.
Over finite horizons, this implies that earnings and cash flows cannot diverge too

much; accruals are bounded. Empirically, I show that modeling this feature of the

accrual accounting system in a VEC improves the forecasts of both earnings and

cash flows in the short-run. I also provide evidence that long-horizon predictions

of cash flows benefit from a VEC-model.

The final word as to whether managers report efficiently or opportunistically has

not yet been said. After an early literature which made opportunistic behavior in

accounting matters palpable (and broached the subject for discussion), recently,

evidence has been accruing suggesting that efficiency considerations may
motivate a large part of a manager's accounting policy choices. This study adds

to the latter evidence by providing empirical findings supportive of efficient
reporting behavior. I also contribute to the literature by suggesting a

methodology that uses forecasting metrics to evaluate the degree of efficiency or

opportunism in managerial accounting choices.



4. The Economics of an Audit Firm:
The Benefits of Partnership Governance'

4.1 INTRODUCTION

Only recently have audit firms had the opportunity to choose between legal

forms. Audit firms operate in an increasingly litigious environment, and the

option to incorporate has been used to cap liability exposure. Both in the

Netherlands and internationally (e.g., U.K. and U.S.A.), a growing number of

audit firms have altered organizational forms from unlimited partnership to

corporation. Although there has been substantial work on the economics of both

partnerships and corporations, `very little time has been spent on studying the

audit firm as an organizational fotm, and related, the governance of them'

(McNair, 1991). The governance of audit firms was identified as a research

opportunity in auditing (Abdel-khalik and Solomon, 1989), but this does not

seem to have buttressed the study of this issue. Recently, Velayutham ( 1996) has

asked that some research be directed towards the effects of corporatization,

especially in the context of the audit profession's ability to self-regulate.

This chapter compares the governance characteristics of both legal forms when
applied in audit firms. Specifically, the dissemination of decision rights in each
organizational form and the incentive and performance measurement systems
employed are related to the demands of audit technology. In the extant literature,
explanations of the organizational form of audit firms often refer to the incentives

The hospitality of KPMG the Netherlands during the research period is gratefully
acknowledged. Parts of this chapter were written while I visited the William E. Simon

Graduate School of Business Administration, University of Rochester Gijs Bak, Jan

Bouwens, Jan Klaassen, Ken Kotz, Paula van Veen-Dirks, and especially George

Hendrikse provided valuable comments on earlier drafts of this chapter. I am also

indebted to Stuart Turley (Joint Editor) and two anonymous reviewers of The British
Accounting Review for their helpful suggestions. This chapter is based on two earlier

publications, Van Lent (1996b, 1999).
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it provides to auditors to be competent and independent (Watts and Zimmerman,

1986). Audit firms have evolved as unlimited partnerships because this

maximizes the amount of assets available as collateral bond for independence and
competence. Unlimited liability also encourages mutual monitoring among

auditors thereby providing a quality guarantee (Fama and Jensen, 1983a). The

unlimited liability trait of partnerships can also be seen as a signal which

functions to overcome information-asymmetry on the market for audit services

(see Barzel, 1982). Unlimited liability signals that a firm stands to loose

everything in a negligence lawsuit. Audit finns would be well-advised to deliver

high quality work when exposed to this kind of risk.

The literature suggests a number of alternative motives for the partnership form.

The audit firm is better informed about the quality of auditors due to the

proximity of the partners and their specific knowledge about market conditions.

An audit firm is therefore better equipped to screen the quality of prospective

auditors than clients are. Then, it is more efficient to let the clients select the
audit firm, and have the audit firm perform the selection of individual auditors.

The audit firm thus serves as a screening device. Gaynor and Gertler (1995), and

Lang and Gordon (1995) explore the role of partnerships in providing insurance

against idiosyncratic shocks to the employee's human capital. Here, the

partnership works as a risk-sharing device. To shield partners from unsystematic

risk, income should be shared equally among partners (Gilson and Mnookin,

1985). Income sharing on an equal basis appears to be an important feature of

partnerships, both in practice and in theory. Farrell and Scotchmer (1988), for

example, define a partnership as a coalition that divides output equally. Kandel

and Lazear (1992) argue that a partnership is a team in which all members are

residual claimants, although their profit shares do not have to be equal. The

partnership form is also viable because it facilitates the supply of teams for

complex cases (in which joint production is necessary). Moreover, (capital) cost

sharing might provide an additional reason for forming a partnership.

Given all these motives for organizing audit firms as partnerships, what are the

consequences of shifting to a corporation fonn? The motivation for this chapter

stems from the lack of understanding about what happens when audit firms alter

legal form. Can audit firms incorporate while maintaining partnership artifacts
that extant literature suggests being benign in performing audit services?
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Williamson ( 1975) argues that hierarchical forms ( such as corporations) dominate
partnerships since they have superior bounded rationality properties, better

control instruments to monitor behavior, and offer risk-bearing advantages.
Williamson (1975, 1985) analyzes organizational forms in terms of their

governance characteristics. I adopt this `incomplete contracting' methodology

(see also, Grossman and Hart, 1986; Hart and Moore, 1990) in the present

chapter to analyze the governance characteristics of partnerships and corporations

(hierarchies). Specifically, I argue that there are three critical organizational rules
determining performance. First, the allocation of decision rights concerning the

use of the firm's assets; second, the performance measurement; and third, the

reward systems of an organization (Jensen and Meckling, 1992). If a partnership

is to be an efficient form, the advantages of its structure in terms of these three

elements should be maintained after switching legal forms.

I define a partnership as an organizational structure in which the residual control

rights on the use of a firm's assets rest with (a subset of) the joint agents working

in the organization. Thus, the agents are in joint assembly empowered to revise or
terminate contractual relations stipulating the rules of using an asset. These

decisions might be made either by majority or unanimous vote. Agents can only

sell their rights to other owners, i.e., they cannot sell their rights to outsiders, nor

are they allowed to take their rights with them when they leave the partnership.'

A central element in the partnership definition concerns the decision rights of a
firrn's assets. In incomplete contracting theory, the main assets used in its

operations can characterize a firm. I argue that an audit firm's main assets are

brandname and specialized knowledge or human capital. Owing to the economic
dependencies between these assets and the inalienability of the human capital,

partnership governance appears to be efficient. It minimizes investment problems

and facilitates cooperation between auditors and this increases the value of the

firm.

This definition closely resembles Hart and Moore's (1990) concept of partnership.
These authors, however, impose a majority rule and rule out the case of unanimity. If
all agents in a firm have residual control rights, then the partnership equals a workers'
cooperative in this view.
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Thus, the main research objective is to identify which governance structure

(partnership or corporation) puts the assets of an audit firm to work more

efficiently. An in-depth case study at the large Dutch audit firm KPMG

substantiates the analysis. This firm has recently altered legal form to become

incorporated. In studying this firm, I pay especial attention to the question

whether KPMG was able to retain the beneficíal aspects of a partnership

organization in its new structure. Contracting theory is employed in this chapter

primarily as an orienting framework in order to draw attention to several salient

features of audit firms such as information asymmetries, risk sharing, incentives,

and contracting costs.

Section two proceeds with addressing the research objective by reviewing

incomplete contracting theory. Some propositions about audit firm organization

are derived in the same section. Section three illustrates how these propositions

can be used to analyze the actual organization of an audit firm. This section

contains a case study report of a successful Dutch audit firm, KPMG the

Netherlands. Section four concludes the chapter.

4.2 ECONOMIC CONTRACTING THEORY AND THE AUDIT FIRM

Section 2 discusses the audit production function and its consequences for the

choice of an efficient governance structure (2.1). I briefly discuss incomplete

contracting theory (2.2), before turning to determining the appropriateness of two

alternative governance structures, i.e., partnership and conventional firm, for

audit firms (2.3). Section 2.4 completes the definition of partnerships and

conventional firms in terms of incentive systems and worker freedom.

Partnerships often use income sharing as compensation mechanism; Section 2.5

evaluates explanations for this empirical finding. Finally, Section 2.6 discusses

efficient alternative governance choices and explanations as to why firms have

not adopted these alternatives.
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4.2.1 The nature of auditing and the benefits of the partnership model
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Auditing is a type of monitoring activity that increases the value of the firm
(Jensen and Meckling, 1976). If management and ownership are separated,
incentive problems arise because managers can pursue their own goals instead of
the objectives of the owners. In markets characterized by rational expectations,
the costs ensuing from these incentive problems are borne by managers.
Managers benefit from credibly restricting their opportunistic behavior.
Enforcement of the ( implicit) contracts in which managers restrict their activities,
requires independent monitoring, a function that can be fulfilled by auditors
(Watts, 1977). The demand for auditing as a contractual enforcement mechanism
depends on its quality, which may be defined as the market-assessed joint
probability that auditors fmd breaches of contracts and their willingness to
disclose these breaches (Watts and Zimmerrnan, 1983; DeAngelo, 1981a). Thus,
the quality of an audit is a function of auditor competence and independence.

Competence and Human Capital
The auditor's ability to find contract breaches is a function of his professional
competence or human capital. Human capital is an asset needed in the production
of audit services. As with any other asset, investments have to be made to build

and maintain human capital. Potential distortions in investment decisions will be
a main argument in favor of partnership governance. Therefore, some attention
needs to be directed towards the nature of this asset (as well as to the second
main asset, brand name). I argue that an auditor's competence is two-
dimensional. First, some human capital will be general-purpose (Russell, 1985).
Investing in audit knowledge will improve the auditor's productivity when
working for any possible employer. Second, some of an auditor's knowledge is
specific, i.e., its value within the current employment relation is much larger than
outside it. For example, by performing his job well, an auditor is likely to inspire
trust and loyalty in his clients. Over the course of time, he learns the needs of
customers, and he acquires specialized knowledge about particular markets and
clients.
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Brand name capital
Managers can exert pressure over auditors not to disclose a contract breach, for

example, by threatening to switch to another auditor. Auditor changes will be

costly for auditors if they invest a fixed cost when establishing a relation with a

client (to get acquainted with his business) and if this cost can only be recovered

in case of continued employment (DeAngelo, 1981a, 1982). Auditing will,

however, be ineffective as an enforcement mechanism, if the market - because of

these pressures- rationally expects the auditor never to disclose contract breaches.

Note that ex post evaluation of audit quality by clients may be difficult for

several reasons. First, consumers of audit services may lack audit sophistication

to conduct a thorough evaluation. Second, the lack of quality may only be

revealed slowly when undetected errors become manifest. Third, it is difficult for

consumers to ascertain the incentives of the contract between the auditor and his

client. These incentives, however, determine the likelihood of disclosing

discovered contract breaches. In addition, outsiders usually do not have access to

audit working papers or to the working procedures used in an engagement.Z

To create a demand for audit services, an offsetting cost of nondisclosure needs

to exist. To be a credible instrument in enforcing contracts, auditors require an

incentive to be independent. Ever since the earliest occurrences of auditing,

reputation capital has provided exactly such an incentive (Watts and Zimmerman,

1983). Reputation is valuable because it allows auditors to ask a premium fee for

their activities (Getzen, 1984; Greenwood, Hinings and Brown, 1990).

Consumers of audit services use reputation as a proxy variable to gauge the

quality of an audit, which is hard to observe directly (Getzen, 1984; Barzel,

1982). Reputation is costly to gain and is easily destroyed by not fulfilling market

expectations. Therefore, it is an effective bond against opportunistic behavior by

auditors, at least to such extent that the market is willing to assign some greater

than zero probability to auditors disclosing a contract breach upon discovering

one. Auditors signal their reputation via costly investments in brand name capital.

Auditors may also signal their reputation by providing multiple services under the

same brand name (KPMG, PriceWaterhouseCoopers,), as is common practice in

the industry. In a sense, a firm's entire reputation depends on each service

z I am grateful to an anonymous referee from The British Accounting Review for

delineating the subtleties of assessing audit quality.
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supplied. The substantial investments in communicating a firm's brand name and

establishing a reputation are firm specific. Outside the industry, it will not yield a

premium on the services rendered.

In summary, the demand for audit services depends on the market's assessment
ofthe auditor's competence and independence. Therefore, two assets are required
for producing audits: human capital and brand name. The ownership of these
assets determines the efficiency of their use and the distortion in investment
decisions. The following section identifies the ownership structure that is most
efficient in terms of minimizing investment distortions and usage incentives.

4.2.2 Markets and hierarchies

Contracting theory studies the governance of contractual relations (Williamson,

1993). The branch of this literature dealing with incomplete contracts assumes

that specifying a comprehensive long-term contract to govern the terms of the

relation in advance is prohibitively costly to contracting parties, owing to

complexity considerations. Moreover, as agents behave opportunistically, the

contract is subject to ex post renegotiations (Williamson, 1985).

The incompleteness of contracts will cause ex post bargaining problems in

particular if a party to a contract needs to make irreversible investments in assets

that have a higher value within the contractual relation than outside it. An

investor's bargaining power and share of the value of the contract ( ex post

surplus) may be insufficient to compensate for the costs of the ex ante investment

in these specific assets. Since the contractual terms are incomplete, the other

party may behave opportunistically in unforeseen cases, expropriating part of the

value in ex post bargaining (`the hold-up problem'). Consequently, the investor,

anticipating the post-contractual behavior of the other party, will choose the level

of investment inefficiently by not investing in the highest surplus-generating

project. Governance structures arise in response to expropriation hazards and

prospective maladaptations in contracting (Williamson, 1983). They determine

the incentives to invest in a contractual relation. The main result of incomplete

contracting theory holds that the governance structure should be chosen to

minimize distortions in investment decisions caused by ex post bargaining

problems. Incomplete contracting theory acknowledges two extremes on a
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continuum of possible governance structures, markets and hierarchies. Compared
with market governance, hierarchies rely more on administrative controls and less

on incentive intensity. Internal coordinating mechanisms are used (and not

market prices) to guide individual actions (Williamson, 1993, 1998). The cost of
governing contracts via markets or via hierarchies is determined by the specificity
of assets. When asset specificity is low, the costs of market governance are

assumed relatively small. Likewise, the cost of hierarchical governance will be

low when asset specificity is high. Hierarchies circumvent ex-post-bargaining
problems associated with high asset specificity by allocating the right to decide in

previously unforeseen circumstances to one party to the contract. The holder of

the residual decision rights is the owner of the asset (Hart and Moore, 1990).

Diffèrent forms of hierarchies
Hierarchies differ according to the chosen allocation of residual decision rights
(ownership). Changes in ownership will affect the incentives of the agents

involved. I define two hierarchical ownership systems to apply the analysis to the

audit firm: the partnership (P) and the conventional firm (CF). The residual

decision rights in a partnership rest with the joint auditors. Single partners cannot

decide on the use of the firm's assets on their own. Partnerships that apply

majority rules ( Pm) should be distinguished from those that apply unanimity rules

(P„). In a conventional firrn, the residual decision rights rest with a single owner.
This owner employs auditors and grants them access to the firm's assets.

Consider the simple example of a firm consisting of three auditors. In P,,, all three

auditors have to agree on the use of an asset, while under majority Pm, a joint

decision of two auditors suffices. In a CF, a single owner~auditor decides on the

access to the assets, the remaining two auditors can use the assets only if the

owner grants them that right. Thus, incomplete contracting theory describes a
firm in terms of its governance, or ownership, structure. The question is how to
assign ownership of a firm's assets to minimize investment distortions caused by

ex post bargaining.
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4.2.3 Towards a titting governance structure
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Contracting parties within an audit firm are vulnerable to haggling and

expropriation by other parties because the main assets of an audit firm, human

and brand name capital, are specific (Williamson, 1983). Residual decisíon rights
affect ex post bargaining power and the division of ex post surplus by influencing

asset usage. In turn, the division of surplus will affect the contracting parties
incentives to invest in a contract (Hart, 1989). The main assets of an audit firm

are different on one decisive aspect: alienability. Whereas human capital is

inalienable, a firm's brand name is alienable. It can be bought and sold,
somewhat like a capital asset (Getzen, 1984). The ownership of an inalienable

asset must rest inherently with the individual auditor. In addition, part of the

inalienable asset human capital is not firm specific. Investments in general-
purpose human capital will contribute to an auditor's labor market value. On the

other hand, investments in specialized knowledge about an audit firm's clients

are valuable only within the audit firm. This causes a hold-up problem; the other
party may try to expropriate more than its share after the auditor has made his

specific investment. Faced with the choice between investing in an asset with

(specialized knowledge) or without (general-purpose knowledge) hold-up
problem, an auditor has incentives to over- (under) invest in general-purpose

(specialized) capital.3

The central problems is, therefore, to present agents in the audit firm with

sufficient incentives to invest optimally in specific assets that are necessary to

produce audits, i.e., in alienable brand name and in inalienable human capital. I
posit that partnership governance provides the best incentives to mitigate

3 Note that, were the asset alienable, the auditor would be able to sell the asset if he
ended his employment with the firm. If the audit firm could convincingly commit itself
to paying a sufficient amount for this asset, the underinvestment problem would not
be as large. The underinvestment problem is exacerbated, however, because the audit
firm has little incentive a priori to stimulate employee investment in specialized
knowledge since employees may leave the firm. Indeed, the audit firm itself faces a
hold-up threat. Thus, the firm is apt to provide incentives that discourage turnover,
and `weave seasoned employees into the very fabric of the firm' (Russell, I985, p.
233). In addition, the audit firm will provide incentives for seasoned employees to
accumulate specialized knowledge.
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investment distortions. Specifically, partnerships promote harmonious adaptation
and preserve the continuity of the relation between the individual auditor and the

firm by reciprocal exposure of specialized assets. Compare the incentives to
invest in brand name in a partnership and in a conventional firm. In CF-

ownership, the returns on brand name capital accrue to the single owner of the

asset. Since brand name investments are valuable only within the employment

relation, employees will decline to contribute to the investment since they are
subject to expropriation risk. The single owner in a CF anticipates the behavior of

his auditors-employees and will compensate by overinvesting himself. Thus,

distortions in investment decisions are abound. In contrast, in partnerships the

joint partners invest in the brand name. Since all partners are joint-owner and

capture part of the proceeds, they will all have an incentive to invest. What's

more, ownership includes the right to exclude someone's access to the asset.

Without brand name, defecting auditors do not earn a comparable return on
investment (Greenwood et al., 1990). Thus, P-ownership reinforces investment

commitments by threatening to deny defecting agents access to the brand name.

A similar analysis holds for maintaining the value of brand name investments by

providing high quality audit services. The effectiveness of reputation capital to

bond against adverse behavior depends on its sensitivity to bad news about

delivered quality. In this fashion, the incentives of clients and of the audit firm

are aligned, both benefit from delivering the contractual quality of service. A

single auditor can hurt the reputation of the firm, and thus all partners, by
deviating from the agreed-upon level of service. Peer evaluation or mutual

monitoring is an efficient instrument to maintain the quality of audits, because

quality evaluation by outsiders is more costly than by insiders. It is also a

credible mechanism, because the self-interest of monitor and client coincide. In a
CF, however, employee-auditors do not benefit from the return on brand name

investments, since all proceeds accrue to the owner. Any time spend on

overseeing the efforts of colleagues will therefore go unrewarded and employees
will want to leave the task of assessing audit quality to the owner. The owner in a

CF will compensate by overinvesting in monitoring activities. Under P-

governance, the wealth of all partners depends on the value of the brand name.
They will have a strong incentive to deliver stipulated audit quality and to

monitor the effort of other auditors.
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The audit production function imposes a mutual reliance relation between
specialized assets, i.e., human and brand name capital. Their value in conjunction

is much higher than when employed separately. The assets are complementary
(Milgrom and Roberts, 1995), i.e., increasing one asset raises (or does not

decrease) the marginal profitability of the other. Many manifestations of strong

complementarities within the audit firrn exist. For example, an auditor who builds

on his specialized knowledge by improving personal relations with clients, adds
to the audit firm's reputation. When an audit firm decides to sponsor a soccer

team, it may open doors to new clients for individual auditors. P-governance uses
the complementarities most efficiently. P-ownership provides a hostage-type

solution to the investment problem by separating the ownership of two kinds of

assets that are much more valuable in conjunction (Williamson, 1983). Recall
that human capital is inalienable. Therefore, its ownership rests by each

individual auditor. In P-governance, brand name capital is owned by the joint

auditors in the firm. If the complementarities between brand name and human

capital are sufficiently strong, then the threat of being excluded from the benefits

of the brand name will be sufficient to mitigate investment distortions.'

Proposition 1a: The audit production fi~nction induces complementarities
between brand name and human capital that are sufficiently strong to provide
profrt opportunities when both assets are combined in one firm. If the auditors

jointly own the brand name and thus capture the proceeds from maintaining and
investing in it, they will have a sufficient incentive to invest (nearly-optimal) in
both assets. A partnership ~overnance structure assigns ownership rights ~~f the

brand name to all agents in the firm (in joint a.ssembly). Partner.ship governance
will thus be the optimal structure for audit firms.

The credibility of agreements on investment levels can be strengthened by
threatening with maximum punishment for deviant behavior. The punishment of

denying defecting agents access to the brand name can be maximized by
requiring a unanimity decision rule for the employment of the firm's assets
(Halonen, 1994). Voting theory suggest that unanimity is the only rule to lead to

Pareto-efficient decisions (Buchanan and Tullock, 1962). Unanimity voting is,

' Note that the concept ofasset complementarity encompasses the idea that the value of
reputation capital is highly sensitive to the actions of individual auditors.



]04 The Economics of an Audit Firm

however, time-consuming and it encourages strategic behavior. Therefore, I

expect unanimity to be applied only in essential decisions, such as the access-to-

assets decision. Otherwise, a simple majority rule is preferred.

Proposition 1 b: An audit firm (with a partnership governance system) will
employ a unanimity rule to decide on the access to and employment of the firm's

main assets. .Simple majority rules will be usedfor all other joint decisions.

Thus far, I have characterized an audit firm as a set of strongly complementary

alienable and inalienable assets of which the residual decision rights are owned

by the individual auditor (inalienable) and the auditors in joint assembly

(alienable). The asset usage decisions in such a firm are made unanimously. The

analysis suggests that a level of asset complementarity (kZ) exists where H~~(k) ~

H~F(k) (k~kZ), with Hp~, the costs of partnership governance under unanimity

rule, and H~F, the costs of conventional firm governance. Figure 1 illustrates this

statement.

Governance costs

Hr~(k)

kZ Asset complementarity
Figure 1: Ownership structure and asset complementarity.
Notes to Figure I: k~ denotes the level of asset complementarity above which partnership
governance dominates conventional firm governance; H~F is the costs of conventional firm
governance; Hp" denotes the costs of partnership governance.

Hc~(k)
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4.2.4 Measurement costs and the audit firm as system of attributes
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Holmstrom and Milgrom (1994) argue that the choice of appropriate governance

structure and the efficient alignment of incentives are dependent. Choices

between task environment, incentive systems, and asset ownership can be

combined such that its attributes reinforce each other. A firm can be viewed as a

system of complementary attributes, which important elements include the

ownership structure, the performance evaluation and reward system, and the

array of tasks each agent has to perform (Holmstrom and Milgrom, 1991).

Complementary to employee ownership of assets are strongly output-based

incentives, which provide sufficient reason to maintain the value of the asset, and

employee discretion about the activities he has to perform. Alternatively, single

ownership of assets is complementary to weak incentives for measured

perfonmance and severe restrictions on the employee's activities.s The exogenous

variable determining the efficacy of each system is the cost of ineasuring

performance. High costs of ineasuring performance, which implies that some

important aspects of an agent's work are difficult to evaluate, suggest low

emphasis on output-based rewards, and hence, single ownership of assets and

restricted employee activities. The first system of attributes completes the earlier

definition of P-governance, while the second system describes the elements of

CF-governance. Figure 2 summarizes the measurement cost approach. A level of

measurement costs (mZ) exists where HP(m) ~ H~~(m) (m~m,), with H~F(m) the

costs of conventional firm governance and Hh(m) the costs of partnership

governance, both as a function of ineasurement cost m. Auditors in a firm have

the requisite skills and knowledge to review the efforts of their peers. The

measurement costs within an audit firm are therefore likely to be modest. This

constitutes the second reason why P-governance is expected in audit firms.

Figure 3 summarizes the stylized differences between P- and CF-governance in

terms of asset ownership, performance evaluation system, and the range of task

assigned to each agent. Note, performance-based rewards can, in practice, also be

found in companies that otherwise would be described as CF-structures. Nothing

in the above analysis excludes this possibility. 1 only suggest that owing to the

5 Holmstrom and Milgrom (1994) refer to these systems as `ownership' and

`employment' respectively.



] 06 The Economics of an Audit Firm

complementarity of the system's attributes the mazginal productivity of a firm's
assets will increase if perforlnance-based rewards are employed in P-governance.

Governance costs

m,

~r(m)

Measurement costs

Figure 2: ownershrp structure and measurement costs
Notes to Figure 2: m~ denotes the level of ineasurement costs (m) above which
conventional firm governance dominates partnership governance; HP (H~F) is the cost of
partnership (conventional firm) governance.

4.2.5 Incentives and performance evaluation

Williamson (1998) has called the choice of appropriate governance choice

`second order economizing'. Thereafter, `third order economizing' prevails,

which entails getting the marginal conditions right. As I discussed in the
preceding section, second and third order-economizing decisions aze dependent. I

argued that strong performance-based rewards are complementary to P-

governance. Performance-based rewards differ in the extent to which they base

compensation on the value of the mazginal product of an agent. The literature
suggest that many partnerships employ a(seniority-based) income sharing

system, in which a parmer's compensation depends on the performance (profit)
of the entire firm. An income sharing system does not account for differences in

the marginal product among partners. Two reasons can be brought to attention for
the dominance of sharing systems in partnerships. First, sharing systems provide
the best incentives for peer monitoring needed to maintain the value of brand

HP(m)
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name investments (Kandel and Lazear, 1992). Second, sharing systems allow the

audit firm to function as an insurance device against idiosyncratic shocks to an

auditor's human capital (Gilson and Mnookin, 1985).

Complementarity of Assets (k)

Measurement Costs ofTasks (m)

k high ~ m low

. Joint ownership of brand
name capital

. Perfotmance-based rewards

Partnership

. Low restrictions on worker
freedom (job design)

k low ~ m high

. Single owner possesses
brand name capital

. Fixed compensation

Conventional Firm

. Significant restrictions on
worker freedom (job
design)

Figure 3: Conventional f~'irm versus Yartnership Governance

Auditors have to perform several tasks including maintaining their own quality,

soliciting new clients, and monitoring colleagues. For analytical purposes, one

can divide these tasks into two categories, those directly related to the audit

firm's output and those chiefly aimed at adding to the brand name capital. The

interest of the audit firm is to have the auditor devote time to each activiry

according to the firm's marginal conditions. If an auditor is compensated on his

marginal product, an incentive will be created for individual auditors to maximize

their own revenue. Little motivation will exist for spending time on non-billable

activities as monitoring the effort of colleagues. Kandel and Lazear (1992) show
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that a sharing system provides the best incentives for peer monitoring. Under a
sharing system, all activities that increase a firm's profit also benefit the

individual auditor. Since mutual monitoring adds to the firm's brand name

capital, this task increases the firm's performance. Therefore, auditors will devote
time to it.

Auditors can diversify their human capital by joining an audit firm (Gilson and
Mnookin, 1985; Gaynor and Gertler, 1995). Human capital is (due to its
inalienability) difficult to diversify and auditors are therefore exposed to
unsystematic risk. Audit firms offer opportunities for diversification by
combining industry specialists and seeking clients in extended geographical
areas. The first measure reduces industry-specific (business cycle) risk, by the
usual portfolio arguments. Auditors are likely to have poorly diversified client
portfolios in geographical terms, because firms usually prefer their auditor to be
close to their location (Greenwood et al., 1990). Audit firms may cater to a
national or even international market and thereby forego specific local up- and
down swings. Diversification advantages will arise, however, only if income is
shared equally.

The benefits of a sharing system may fall short if the firm becomes large. The
marginal payoff to an auditor is only a fraction of what he generates for the firm,
and this fraction decreases as the firm grows (Getzen, 1984). Free rider problems

in maintaining the standard of effort and quality of work may arise. That is, an

auditor may rationally decide to rely on the monitoring efforts of his colleagues.
At the margin, this activity will not be compensated sufficiently by a higher share

of profits. Free rider incentives can be mitigated by changing the income shares a

partner receives (Kandel and Lazear, 1992). Alternatively, firms may
institutionalize mutual monitoring.

Proposition 2a: Since quality assessment of audits is costly to outsiders, the
inspection of audits is organized largely within the audit frrm.

Proposition 26: In a partnership system, the auditors own the assets of the

audit firm, including the reputation capital. Since the value of this asset is

highly sensitive to the market's perception of the audit firm's competence and
independence, the owners have a powerf:~l incentive to perform the monitoring
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function. A sharing reward system complements the monitoring incentives

provided by asset ownership.

Proposition 2c: In large audit ftrms, the expected costs of free riding on the

monitoring efforts of other partners are smaller than the benefits. 'lo uphold

the firm's reputation for competence and independence, free riding incentives

in large auditftrms are ct~rbed by institutionalizing the monitoringfunction.

Section 1 described how audit firms function as screening devices to determine

the quality of auditors. The audit firm itself will not be completely capable of

ascertaining the qualíty of a prospective member of the firm. Therefore, audit

firms employ a promotion system in which lower echelon auditors receive

relatively less pay. As the quality of the auditor is slowly revealed over time, the

share seasoned auditors receive as partners compensates them for their

`underpayment' as juniors. The underpayment also serves to tie successful

auditors to the firm, since they will only receive pay according to their marginal

productivity in the long run. Low quality auditors who attempt to pose as high

quality ones will find the costs of doing so prohibitively high; they will be

revealed as imposters before they have had a chance to reap the benefits of

becoming a partner. Firms with high brand name investments will extend the

membership hierarchy by increasing the compensation gap between partners and

new entrants. High brand name investments demand a safeguard against misuse;

the screening function of the audit firrn will thus gain importance. Prospective

members of the audit firm will be asked to make higher investments in terms of

foregone payments in earlier years to meet these screening demands.

Proposition 3: The compensation of pariners relative to new entrants to the

auditfirm which is organized a.s a partnership is commensurate to the value of

the brandname investment.

In summary, Jensen and Meckling (1992) suggest that the organizational problem

must be solved by designing a set of rules for the firm, which allot the decision-

making rights to the agents throughout the organization. I identified the ways in

which decision rights of a firm's assets are allocated. I also determine the fitting

performance measurement and reward systems in these firms. The nature of the

auditor's activities requires that residual decision rights be allocated to the joint
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auditors. The result is a partnership governance system. Economically dependent
(in)alienable assets, modest costs of performance measurement, and multiple task

activities characterize the nature of the auditor's work. An incentive system based

on sharing the income of the firm ensures the proper use of the decision rights

allocated to the agents. In Section 3, I will use the framework developed above to

analyze the organization of a large Dutch audit firm: KPMG the Netherlands.

4.2.6 Alternative efficient mechanisms and path dependence

In preceding sections, I argued for the relative efficiency of partnership

governance in audit firms compared to conventional firm governance. This does

not exclude the existence of alternative mechanisms that may efficiently solve

governance problems in audit firms. The history of the audit profession suggests

that the partnership form has evolved as an efficient form in response to

prevailing market conditions. Nevertheless, the current predominance of

partnerships may be a manifestation of path dependence. Market conditions may

be such that alternative governance systems would fit better, but firms are slow to

change existing structures, especially those that were successful in the past

(Nelson and Winter, 1982). For example, Greenwood et aL (1990), suggest that

large accounting firms are moving towards more hierarchical structures, which

are characterized by more centralized decision making and increasing reliance on

marginal productivity rewards. Partnerships, according to these authors are less

effective in promoting market penetration, client growth, and profitability. The

rise of management consultancy services within the audit finm may promote more

attention to these aspects, and therefore, consultancy divisions may espouse more

hierarchical forms. As consultancy divisions gain prominence in audit firms, CF-

governance is expected to replace the P-form. One should recognize, however,

that consultancy services might not rely as heavily as audits on the independence

of partners. If consultancy crowds out the audit part of the firm, the equilibrium

might be upset profoundly; namely, the reason for P-governance (comple-

mentarity) will disappear. Then, following the earlier analysis, one would indeed

expect a move towards a CF-structure.

Explanations as to why alternative governance structures have not occunred

should be sought - within the context of this study - in the nature of the audit

firm's assets and their economic dependencies. For example, franchises have



4.2 Economic contracting theory and the audit firm 111

often been applied to organize joint use of brand name capital. Worker's co-

operatives allow employee-ownership. Both alternative mechanisms might be

viable alternatives to partnerships. Explanations as to the predominance of

partnerships can only be preliminary without further study. It would seem that

franchise-governance is adopted to administer the use of one main asset, brand

name. In contrast with P-governance, especially specific human capital is much

less an issue. As such, workers' activities are well-defined and workers' freedom

is restricted to ensure no damage is done to the brand name. Complex

dependencies between multiple main assets and conflicting incentives are non-

existent or rather easily solved. Likewise, co-operatives use unanimity voting

rules for all decisions and may therefore be less effective in dealing with markets

in flux.

I evaluate the likelihood of the path dependence scenario by examining the

history of the audit profession. If the causes that gave rise to the dominance of

the partnership model are still prevailing, then the explanation of path

dependence will be less appealing. A lot may be learned from identifying

alternative governance solutions throughout the ages. Examination of the reasons

as to why they arose and why partnership and professional societies (as I show

below) outperformed them may answer questions concerning the viability of P-

governance.

The evolution of the audit profession has gone through stages in which the audit

function was first performed by committees of shareholders. Watts and

Zimmerman (1983) argue that a shift occurred due to the increased complexity of

performing audits in the second half of the 19`h century in the U.K. Thence, it

became possible to specialize in auditing and to earn a reasonable return on such

a specific investrnent. The capital mazket grew immensely in the same period. To

earn a living, auditors had to signal their quality to an increasing number of

market participants. Gaining reputation became commensurately expensive. Two

new contractual forms provided alternative efficient mechanisms to signal quality

to the market: (1) the professional society and (2) the large audit firm (Watts and

Zimmerman, 1983, 1986).

Littleton (1933) describes how the Scottish and English professional societies

azose to provide information about an auditor's reputation in bankruptcy cases
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after 1850. These societies enabled market participants to determine the quality

of auditors by certifying their members' abilities. They subjected their members

to examinations and other admission requirements to ensure their competence.

They also took measures to guarantee independence by setting up ethics

committees and adjudication procedures. From bankruptcy proceedings the

certification of the societies spilled over to the audit market. The brand names

`chartered accountant' in the U.K. and `certified public accountant' in the U.S.

replaced the need for individual auditors to establish a costly personal reputation.

The threat of loosing one's membership provided sufficient incentives to share

the costs of building and maintaining the society's brand name.

Audit firms, in the legal form of unlimited partnerships, evolved as a second

mechanism to signal reputation to the capital market (Watts and Zimmerrnan.

1983). In unlimited partnerships, auditors put their entire wealth at stake when

delivering an audit service. What's more, an auditor in an unlimited partnership is

also liable for the actions of his colleagues. The legal liability provides incentives

against acting opportunistically (Fama and Jensen, 1983b) when delivering a

service and it motivates auditors to perform peer monitoring tasks. Watts and

Zimmerman (1986) argue that the ties between the reputation of an individual

auditor and his firm are much closer than with a professional society. For

example, members of a society do not accept liability for each other's actions.

The incentives of auditors to deliver quality services are stronger within an audit

finm than within a professional society.

The demand for audit services depends on the market's assessment of the audit

quality. Professional societies and partnerships have evolved as efficient

mechanisms to provide credible quality signals. Since quality uncertainty remains

an important feature of the audit market, the dominance of partnerships can be

explained in terms of an e~cient response to prevailing market conditions.
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Historically, the audit profession in the Netherlands did not develop exactly
along the same lines as in the U.K. Dutch auditors have never been much
involved in bankruptcy cases as liquidators. Nevertheless, as in the U.K., the cost
of signaling their independence and competence (in both auditing and financial

consulting) to a growing market grew. This is an economic explanation for the
establishment of a professional society in 1895. Membership to this society was

an important guarantee for quality, especially since there was no equivalent of a

`chartered' or `certified' accountant in the Netherlands until 1967. Not before
1967, was the accounting profession regulated and became the title of

`registeraccountant' (chartered accountant) protected by law. In a sense, the

importance of brand names in the market appears to have been even more
significant than in the U.K. What's more, not until the implementation of

regulation on annual reporting in 1971 became audits mandatory for limited
companies.

Pieter Klynveld, an auditor in Amsterdam, founded KPMG in 1917. Presently,
the company headquarters are located at Amstelveen. The company has grown
from a one-person audit firm to a multi-service organization providing audit

services, consultancy, and tax advice. KPMG has long been one of the largest
audit and consultancy firms in the Netherlands. It employed 3,693 people in
1994, including 308 partners. Sales were 742 million guilders (roughly equal to
420 million U.S. dollars).6 At the time of the field study, the firm was involved in
a major restructuring, in which business groups replaced the existing disciplinary
departments such as tax, auditing, corporate finance, EDP auditing, pension and
retirement advice, recruiting, and management consultancy.'

6 Source: annual report KPMG 1994.
' Details on the interviews of this chapter are in Appendix to Chapter 4: key

informants.
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4.3.1 Solving the residual decision-right assignment problem at KPMG

Joint decision making and majority rules. Proposition la claims that the

specification of the audit production function implies that the conjunction of

brand name and human capital in a single firm provides benefits. In addition, the

brand name should be owned jointly by all auditors. As a Big-Six finm, KPMG

has substantial brand name investments Oat stake (Craswell et al., 1995). KPMG

does not allow outside ownership, its most senior employees jointly own the

assets, as expected under proposition la. The allocation of ownership rights was

not changed when KPMG was incorporated. As a corporation, KPMG could have

invited outside providers of capital to take a share in the firm. Notably, it did not

choose to do so. Interestingly, ownership is not available to all employees of the

firm. Only auditors and consultants can become partners, i.e., individuals

involved in the firm's production. Senior staff employees, like the chief of human

resources and the head of the marketing department were excluded from

partnership. The managerial board of the firm indicated that this might change in

the future.

Proposition lb suggests that two kinds of decisions should be distinguished. First,
decisions about the access to and employment of the main assets of the firm,

which are expected to be made jointly and by unanimity. Second, all other
decisions that have to be made jointly, which are expected to be ruled by simple
majority.

During the incorporation process, KPMG's statutes and bylaws were changed

such that unanimity was no longer required for a number of major decisions.

Instead, a 75o~o-majority rule was introduced to govern these decisions.

Specifically, the promotion of an employee to partner (similar to the issue of

equity), the dissolution of the firm, mergers and acquisitions, and changes in

partnership contracts involve a 75o~o-majority vote. All these issues (implicitly)

involve access to KPMG's brand name. Almost all other issues that need to be

decided jointly (approving the annual report, formulating corporate policy,

approving budgets) were subjected to a simple majority rule in accordance with

proposition lb.g It is relevant to note that the managerial board was given more

8 Statutes and Bylaws KPMG Holding NV 12I30~1994.



4.3 The governance of KPMG the Netherlands 115

discretion after incorporation. For an increasing number of decisions ex ante
approval of joint owners was no longer required.

Operational decisions and information asymmetry: mutual monitoring. As

Section 2 emphasized, the most important concern for any audit firm is to
maintain its reputation for independence and competence. Audit firms can
address this concern in essentially three different ways. First, by structuring the

incentives induced by the ownership of the firm's assets. Most auditors in the
firm, however, are not partners; hence, the ownership of the assets at risk does

not bond them. Auditors make many operational decisions in their day-to-day
work. Efficient use of an auditor's specialized knowledge will require the
delegation of decision rights on the audit work to the individual auditor even if he

is not a partner. The behavior of nonpartners is somewhat bonded by their
potential future promotion to partner. Nevertheless, a need to monitor behavior
exists, especially of nonpartners. As argued in Section 2, the interest of the

owners of the brand name asset coincides with those of the clients. Thus, the

former are most likely to carry out the monitoring tasks. Consider the rules for
issuing audit opinions at KPMG. Audit opinions are the responsibility of the lead

partner of an assignment. Assignments with a relatively low audit fee require the

approval of a second CPA (not necessarily a partner). Assignments with higher
audit fees need to be approved by two partners. Third-partner consultation is
required to resolve disagreements. This elaborate network of mutual monitoring

guarantees the quality of work. Partners play the most important role in this
monitoring network as proposition two predicts. Especially in large

organizations, the incentives provided by ownership of the assets may not be
sufficiently powerful to overcome the high costs partners face if they have to
monitor the behavior of all other auditors. Thus, the second way in which (large)

audit firms address the issue of maintaining their reputation is by overcoming the
incentives of partners to free ride on the monitoring efforts of others (Kandel and
Lazear, 1992). Hence, proposition 2c's claim that large organizations will

institutionalize monitoring. At KPMG, the establishment of a technical
department in the early 1970s formalized prior arrangements (interview with
chief of the technical department). The first guidelines of the technical

department dealt with situations in which mutual consultation about audit

problems is required. Moreover, the technical department took upon itself the
task of arbitrage in case of disagreements between partners. Consultation became
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required when issuing qualified opinions. Interestingly, the decision rights remain
at all times in the hands of the lead partner of the assignment. The (potentially
dissenting) opinions of the technical department are laid down in the audit
dossier and can be used in the performance evaluation of the partner. The
technical department maintains a relatively independent position in the firm. The
managerial board cannot overrule its decisions. Its decision rights concerning the
maintenance of a standard of quality are rather substantial. For example, the
department contains a Quality Control Group that monitors the adherence of
auditors to the technical department's guidelines. Using the result of audit dossier
reviews in every employee's performance evaluation clearly signals the
importance of the guidelines (interview with chief of the technical department
and chairman of the auditing department). Using specific measures of audit
quality in the compensation of auditors (and in the decision to promote them) is
the third manner in which audit firms try to uphold their reputation capital. That
is, the reward system is explicitly used to curb adverse behavior of auditors.

Accepting and dismissing clients: information asymmetry. Partners of audit firms

are evaluated on their ability to attract new clients. They have an incentive to

welcome prospective clients. Clients differ in terms of the degree oflitigation risk

they impose on the firm. Owing to the incentive system, partners have a

propensity to weigh the degree of risk exposure relatively low in their acceptance

decision. The risk is borne by all partners of the firm, while the benefits of

attracting a new clíent accrue only to the auditor involved. To control this

adverse incentive, partners at KPMG who attracted new clients need to have their

decision approved by the chairman of their local office. The decision to accept a

client is based on some criteria that try to gauge the risk the client will impose on

the firm. In cases of disagreement, the managerial board has the final say

(interview with chief of the technical department). Doubtful clients are subjected

to a closer investigation which includes (but is not limited to) ascertaining the

potential client's reputation in the market, gathering information from banks and

members of the client's supervisory board as well as inspecting the client's

financial condition. An important criterion for accepting clients concerns the

prospects of net benefits of auditing the client. Only if the costs of auditing the

client are expected to be more than offset in the future, will a client be accepted.

Initial low-balling is permitted, however.



4.3 The governance of KPMG the Netherlands 117

The rules for dismissing clients are similar. Obviously, partners do not have an
incentive to dismiss clients. Therefore, the dismissal right is allocated to the

regional chairman. The managerial boazd has to approve the regional chairman's
decision (interview with chief of the technical department). Note that this

structure seems to bias against dismissing clients. Nevertheless, each client is
subject to an annual evaluation after which the relation with the client may be
terminated. This evaluation is part of a partner's performance evaluation. One of

the items the partner is judged upon concerns the quality of his client portfolio.
Especially suspect clients aze given greater consideration in the evaluation.

Corporate strategy decisions and information asymmetry. A managerial board is
necessary to oversee a large firm and to coordinate the organization's units and
departments. The sheer number of partners prevents joint decision making on

day-to-day issues. Some partners aze selected to carry out managerial duties. The
management of a lazge professional service organization involves specific

knowledge. Sufficient decision rights have to be delegated to the managerial

boazd to make optimal use of their specialized knowledge. The tasks of the
KPMG managerial board include strategic planning, the management of

headquarters (central staff), and representative duties. Especially human resource

management is considered important. In addition, the members of the managerial
boazd aze engaged in servicing (the lazgest) clients. Managerial involvement in

(essentially) operational tasks is typical of audit firms. KPMG managers at every
level aze also involved in client service (interview with a managerial boazd
member, the auditing department chairman and the chief human resources). The

partners of the firrn aze able to scrutinize (due to their proximity) the actions of
the managerial board. A problem of information asymmetry can nevertheless
arise, because management has the opportunity to expose the firm to excessive
risk without beazing the burden.

Solving information asymmetry.~ separating decision management and control.

To summarize, in both key operational and strategic decisions there is an

opportunity to behave in an adverse manner owing to information asymmetries.
The separation of decision making and risk bearing exacerbates the potential

consequences of this opportunity. The decision maker is able to impose an
excessive risk on the firrn. Fama and Jensen (1983a) argue that separating
decision-management and decision-control rights reduces the costs associated
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with the separation of decision making and risk bearing. These different kinds of
decision-right are then partitioned aznong distinct agents. Decision-management
rights encompass the rights to initiate and implement recommendations for
resource allocation. Decision-control rights are the rights to ratify initiatives and
to monitor the implementation of resource commitments. In this fashion,
decision-management rights on accepting new clients are decentralized to
individual partners, while the decision-control rights are assigned to the office
chairman. The decision rights allocated to the managerial board aze of the
decision management type; the shareholders retain the decision-control rights
(interview with member of managerial boazd). For example, the shareholders
annually approve the proposals of the managerial boazd about firm policy,
strategy, and budgets. Takeovers of firms with annual sales exceeding 5 million
guilders have to be approved by the shareholders, while the managerial board is
involved in the selection of suitable takeover candidates and the subsequent
bidding. Finally, shareholders have to approve the termination of a partner's
contract or changes in contractual stipulations. Hence, in accordance with
proposition 2, the owners (partners, shazeholders) conduct the tasks of decision
control or mutual monitoring.

Managerial hold-up and involvement in client relation.s. Managers at every level

in KPMG aze involved in supplying services to clients. Efficiency would require

managers to specialize in managerial tasks, leaving operational audit duties to

lower level employees. The involvement of management in operational duties,

however, is a solution to the hold-up problem managers face. Managers have to

invest time to obtain the specialized knowledge to run a large professional service

firm. This is a specific asset. Shareholders choose the boazd members and these

appointments are temporary. When a manager has not been re-appointed after a

period of service, he may not have had the opportunity to capture the proceeds of

his investment. If the managers were to stop servicing clients, this problem would

be exacerbated. Effectively, the manager would then have disinvested his

inalienable asset, human capital. Consequently, it may be difficult to restart an

audit career. Managers keep servicing clients to ameliorate the hold-up problem

by increasing the set of alternative employment possibilities (outside options) in

case the managerial position is terminated.
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The role of performance measurement and rewazd systems is to motivate

employees to strive for organizational objectives. Individuals have an incentive to
behave in a benign manner when standazds of performance are established that
help to motivate agents to fulfil the organizational goals and strategies and agents

aze rewazded and punished accordingly. In the discussion of incentives at KPMG,
I distinguish between the reward system for partners and for other employees.
Recall propositions 2 and 3 which state that a sharing system is expected in case
of high brand name investments and in case mutual monitoring is paramount to
the success of the firm.

Rewarding partners. Rewards are related to finn performance at the partnership

level. KPMG uses a`profit point system' in which `profit points' are allocated

annually to individual partners. Subsequently, the points are given a value
depending on the earnings of the holding ( the consolidated earnings over all

disciplinary departments). The amount of allocated profit points thus deten.nines

the payment of the partners. Seniority, hierazchical position in the organization,
the degree of involvement in major accounts, and performance detenmine in turn

the allocation of points (KPMG internal documents GWE~CvdV~MvdL~jvk and

GWElla~jvk). The differentiation in payments among partners is rather modest.
There has been a trend, however, to move towazds mazginal productivity-based
pay and greater variation in compensation. This implies that more elaborate

systems for measuring a partner's mazginal productivity have to be developed. A
growing emphasis on mazginal productivity may hamper cooperation between
partners in the future. Another issue to note is that agents will minimize the effort

they put into an unmeasured activity (Holmstrom and Milgrom, 1991) if not
every task is included in the measurement of productivity. In addition, auditors
aze less shielded against idiosyncratic risks in such a system, as outlined in

Section 2.

The performance measurement at KPMG is based primarily on the annual
performance reviews of partners (KPMG internal document: GWE~laljvk). This
review covers a variety of tasks, including acquisitions (proposal success rate),
networking, publications, position on professional boazds, client porifolio
management, professional expertise, audit quality, financial management of client
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portfolio, management of audit teams, coaching of team members, behavior
towards colleagues and subordinates, and effort. This comprehensive review
encompasses the most relevant attributes of the partner's performance. The
problem of minimizing effort in unmeaswed tasks is, therefore, likely to be a
minor issue. The incentive system employs as many direct measwes of
performance as possible. The quality of the service supplied to clients, for
example, is measwed by a client service evaluation survey (interview with the
marketing department chief). Likewise, the Internal Quality Group details the
quality of audits. A coaching evaluation survey measwes coaching and guidance
skills (interview with the human resowces chief).

Rewarding partners based on their marginal productivity exposes them to

unsystematic risk, which could have been effectively foregone if the firm were to

continue using a sharing incentive system. Two factors, however, ameliorate the

effects of the marginal productivity approach. First, each pariner's pay depends

not only on his marginal productivity, but also on the performance of the holding

company. Recall that the value of the profit points is based on the holding

company's earnings. Imagine the case where a partner does not perform well in

any given year. He will be awarded relatively few profit points. If the entire firrn,

however, fared well, the value of each profit point will be high. The

underperforming partner will still make higher wages than when he is self-

employed. Thus, the profit point system mitigates volatility in the earnings of the

partners. Second, the performance review includes an evaluation of the client

portfolio on which a partner works. The size of the clients, industry

developments, changes in the apex of a client's organization, as well as other

aspects are considered when determining a partner's rating in this area. If an

auditor works in a downbeat market, below average results will not automatically

translate into fewer profit points.

The marginal-productivity incentive system does not enhance cooperation

between agents. Inherently, such a system induces partners to increase their own

marginal productivity, not the productivity of the entire firm. In a multi-service
organization, the potential benefits of referring clients are high. An auditor who

encounters a tax problem has an incentive to try to solve it himself in a marginal

productivity system instead of refemng it to the firm's specialized tax
department. One of the reasons that audit firms provide management consulting
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services might be that auditors have a standing relation with a client and will be
the first to be consulted if problems arise. Audit firms with management
consultancy departments capitalize on the relation the auditor has with his client.
For example, it is estimated that sixty percent of the work of KPMG's Cotporate
Finance department results from auditor referrals (interview with chairman,
Corporate Finance). These benefits of the auditor-client relation can only be
captured if the auditor is willing to refer his clients to specialized areas of the
audit firm. This inclination will depend on the incentive system. The sharing
system facilitates referrals; the marginal productivity approach does not.

Two qualifications have to be made. Referrals contribute indirectly to every

partner's pay. First, they increase the holding company's earnings and thus the

value of the profit points. Nevertheless, the marginal effect of an increase in

profit point value owing to referrals is likely to be outweighed by the probability

of earning an extra profit point in the performance evaluation due to increased

revenues. Second, the perforntance review incorporates the number of referrals to

other partners as one of the elements on which a partner is evaluated. Providing

substantial referrals is likely to contribute to a positive review. However, this

incentive appeazs to be weak. Referrals are just one of many review items.9

Rewarding nonpartners. The rewazds of nonpartners at KPMG are less variable

than those of partners (interview human resources chief). Nevertheless, efforts

aze being made to link the compensation of senior managers to annual profits.

KPMG employs a profit sharing scheme for all employees. Senior management's

profit shaze has recently been made commensurate to individual performance.

Excellent performance leads to a share of 1.5 times the base rate, while meager

results lead to half of the base rate.'o Performance is also a major factor in

9 An internal survey at KPMG indicated that only ten percent of the employees thought

that not every opportunity is taken to refer clients to other parts and services of

KPMG. On the other hand, thirty percent of the employees stated that parochial
interests often prevail over KPMG interests. Source: ISR 1995: Toward a class of its

own. A survey at KPMG.
Still, only 260~0 of the employees believed that rewards are sufficiently related to
performance. Source: ISR 1995 (rbidem).

io
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determining which manager makes partner and, for that matter, which junior
moves up to higher levels.

KPMG's hierarchy consists of five levels: trainee, junior manager, manager,

senior manager, and partner (internal document KPMG: HRM at KPMG). The

ratio of pay between partners and trainees is approximately 10:1. Proposition

three suggests that this ratio should be high in a big-six firm. An employee has to

obtain certain levels of proficiency in core competencies of the audit or

consultancy business to be promoted. At the two lowest levels, most attention is

paid to the achievement of academic and professional degrees (for example,

becoming a CPA). Employees have to be able to operate independently as either

auditors or management consultants. The ability to manage teams and to form

effective relations with clients is paramount at the (senior) manager's level. At

the partner level, the focus is on the ability to acquire new clients and keep

effective relations with existing clients. Thus, at lower hierarchical levels, the

investment in human capital is considered the principal concern. Employees are

acquiring the general skills necessary to become a professional in their field. At

higher levels, contributing to the brand name capital gains importance.

KPMG has adopted a strict up-or-out promotion policy, especially in the audit

department (interview with human resources chief). Employees who are not

promoted to the next rank have to leave the firm. This keeps the autonomous

growth of labor cost in check. Labor costs will increase annually owing to the
senioriry effect, even if employees are not promoted. The maturity of the audit

market does not allow an unlimited growth of personnel. Consequently, the

number ofjobs at each hierarchical level is relatively fixed. Employees who are

not promoted would block the way up for auditors at lower levels of the firm. In

contrast to the non-growth audit market, the management consultancy group

faces more favorable market conditions. In this group, the up-or-out policy is

followed less strictly.

In short, proposition two suggests that a sharing incentive system is most

appropriate in partnerships. The case evidence indicates that KPMG is cunently

in transition from a sharing towards a marginal product system. This, in turn,

suggests that the complementarities between the firm's asset (brand name) and
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the auditor's asset (human capital) are decreasing. The final section of this

chapter comments on this inference.

4.3.3 Investing in industry-specific knowledge: towards business groups at

KPMG"

KPMG restructured its departmental organization into business groups at the time

of the field reseazch. Such a restructuring inherently involves a reallocation of

decision rights. Since organizational structwe, perfotmance evaluation, and

reward systems have to fit together, the latter two must change as well.

KPMG regrouped audit, management consulting, and tax activities in business
groups. Nine such groups were planned, each consisting of industry-specialists

from auditing, management consultancy, and tax advisory services. Business

groups were actually implemented in `manufacturing industry', `financial and

professional service industry', `government', and `transport industry' in 1995.

The business groups service the lazgest clients of each industry. The idea is that

industry-specific information be gathered, bundled, and made available to other

parts of KPMG that work for smaller clients.

The structure of business groups also promotes the cooperation between tax,

auditing, and consultancy. The business groups are responsible for both sales and

profits. Employees are rewarded according to their contribution to the business

group, thereby providing an incentive for the employees to work together. This
mitigates the effects of the marginal productivity incentive system that KPMG

has been implementing. Note, however, that this method could increase the

unsystematic risk to which employees are exposed. Because rewards aze tied to
the performance of the business group, the pay to group members will be affected

by industry-specific events. KPMG tries to compensate for this effect by setting

standazds (lower standazds in industries that are witnessing a recession) and by

rewazding according to the extent to which the preset standards are met.

" This section is based foremost on interviews with the head of marketing, the head of
human resources, the chairman of the auditing department, and a member of the
managerial board.
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The Economics of an Audit Firm

In this chapter, I analyzed the propriety of two discrete structural modes
(Williamson, 1998) - the partnership and the conventional firm- for audit firms.
These governance systems can be seen as systems of attributes, which differ on
aspects such as worker ownership of assets, measurement costs, performance-
based rewards, multiplicity of tasks, and asset complementarity. Partnership
governance is most appropriate for audit firms, mainly because of the nature of
the main assets: brand name and human capital. When employing a partnership
structure, the joint decision on the use of and access to the brand name asset
should be made unanimously.

Output-based rewards are strongly complementary to partnerships. Owing to the

prominence of the asset `brand name' and the ensuing weight attached to mutual

monitoring devices, a sharing reward system prevails in audit firms coupling
compensation to performance while not discounting individual contributions.

Institutional artangements enhance mutual monitoring in larger firms.

I found at least two suiprising empirical results in the case study. First, the

unanimity rule was not applied. Nevertheless, the joint decisions on the access to

and employment of the main assets required a majority vote of 750~0. Second,

KPMG seemed to abandon the sharing reward system in favor of a marginal
productivity approach. Both the sharing system as well as the unanimity rule

promotes the protection of the brand name investment. These mechanisms also

ameliorate the hold-up problem of brand name investments. One might conclude

that the value of brand name investments is declining. This, in turn, suggests that
the uncertainty in the audit market about service quality is dissipating. It is not

prudent to speculate on the more general implications of one case. On the other
hand, not only at KPMG, but also in the Dutch audit profession, some concern

has arisen about a tendency to standardize the audit in such fashion that it

becomes less of a service and more of a commodity. If the audit indeed becomes
a standardized product, quality uncertainty will be lower than before. Another

possible avenue for explaining the reduction of quality uncertainty is by referring
to the growing in-house knowledge of audits. If clients grow more sophisticated
about audits, they may, for example, have an internal audit department, they will
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have less trouble infemng the quality of an audit firm (see also, Carr and

Mathewson, 1990).

Alternatively, a more appealing explanation for this phenomenon might be that

the incentives to maintain the investment in the brand name are not sufficiently

powerful, perhaps because of the size of the organization. The audit firm

increasingly relies on institutional arrangements (peer reviews, operating

manuals) to maintain the quality of audits. In such a case, the firm can downplay

the incentives to induce mutual monitoring. Instead, incentives can be structured

to increase the number of billable hours. The relation between the auditor's

activities and the value of the brand name is being diminished in this scenario. In

other words, the complementarities between human capital and brand name

capital are being reduced; more hierarchical structures might ensue.

Perhaps the main limitation of this study is that partnership governance is
compared to only one (although broadly-defined) alternative, the hierarchical
conventional firm. Alternative mechanisms to solve governance problems in audit
firms are possible. More study needs to be directed towards non-surviving
solutions of the past and the reasons why they perished. What's more, the
influence of non-audit parts on the organization of audit firms deserves closer
attention. Incentives may not be aligned between audit and non-audit part of the
firm, which can cause distortions in investment decisions. Efficient
administration of non-audit divisions might take the structure of a conventional
firm. When non-audit divisions gain the upper-hand in the audit firm, hierarchical
structures might prevail.

Although KPMG switched legal forms from `unlimited partnership' to

`corporation', the organizational structure was not changed in essence. The

economic attributes of a partnership were largely retained. Specifically,

ownership in the company was limited to the most senior employees of the firm

and essential decisions in the firm were made by the joint ownerslemployees. The

incomplete contracting literature offers an interesting perspective on the

economic mechanisms underlying audit firm organization. This chapter explored

these economic mechanisms by applying the insights of the incomplete

contracting literature to explain the organizational practice of a large Dutch audit

firrn.



5. Conclusions

5.1 INTRODUCTION

The rather innocuously sounding assertion `contracting is costly' has had

immense repercussions in accounting research. The incomplete contracting

branch of economics admits a role for institutions and thus for the institutional

phenomenon accounting. The use of economic theory to explain and to predict

accounting has led to significant scientific progress. This series of studies uses

costly contracting theory to investigate three areas: (1) the rule-development

process of financial reporting by Dutch All-Finance companies, (2) the question

as to whether managers report earnings efficiently or opporiunistically, and (3)

the organization of audit firms as partnerships. The main conclusion to be drawn

from the three studies in concord is that costly contracting, present in a relevant

guise in each of the essays, provides notable insights into the issues at hand.

Perhaps most importantly, it yields testable predictions about a wide variety of

accounting- and auditing-related phenomena. Many predictions are subsequently

borne out by the empirical evidence. In this chapter, I summarize the

contributions of each essay in Section 2. In Section 3, I discuss some possibilities

for future research, based either on limitations of the present studies (Section 3.1)

or on new applications of costly contracting theory (Section 3.2).

5.2 CONTRIBUTIONS

In Chapter 2, I discussed the lobbying efforts of interested parties in the
promulgation process of two accounting laws, which set forth reporting standards
for financial conglomerates. The main research question in this study was to
explain the equilibrium outcome of the regulation process in terms of the lobby
efforts of the interested-parties, their position, relative wealth, and access to
decision- makers. In addition to showing that costly contracting theory, here in
the guise of `pluralism', renders plausible explanations for the behavior of the
parties involved, I employed a research methodology that mitigates concerns
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voiced in the literature. Specifically, the mainstream approach to lobby reseazch

has been to identify the positions of lobbying agents by coding their reactions in

`comment letters' to the standazd setting body as `in favor' or `not in favor'.
Lately, this approach has been severely criticized. These critiques aze based on

findings of lobby reseazch in related fields (as in political science), which suggest

that the most important part of lobbying consists of hidden influence attempts.

Evidence of `latent' influence attempts was found. These attempts largely

determined the outcome of the regulatory proceedings. These results have an

immediate bearing on accounting research. The `comment letter' method is, due

to the exclusion of informal events, fraught with problems precisely because

comment letters aze publicly accessible. I adopt a research methodology that

explicitly examines events behind the scenes and reconstructs the complete

regulatory process. I identify pazties and moments that were decisive in the final

outcome of the regulation. In this fashion, the essay on Pressure and Politics in

Financial Accounting Regulation complements the `comment letter' approach.

While taking the same theoretical basis to develop hypotheses, i.e., costly

contracting theory, the essay augments the set of events and activities considered

in the research by employing the case study method. I find that much of the
regulatory interaction takes place through informal channels. This informal

interaction is shown to be oftentimes decisive in the final outcome of the

regulatory process. I predict the positions of the interested-parties in the debate

and the intensity of their lobby efforts using contracting theory. Empirical

evidence supports most predictions. I show the existence of institutional
differences in the access of interest groups to political decision-makers. These

differences play a role in the equilibrium outcome.

Chapter 3 is devoted to a debate in the accounting literature on financial

reporting practices by managers. Costly contractíng theory suggests that

managers have incentives to report both opportunistically and efficiently. I

discriminate between these two competing hypotheses by investigating the

information content of earnings vis-à-vis cash flows. The underlying idea is that
only efficiently reported earnings are a credible signal of management to

contracting parties. That is, only earnings that are not driven by opportunistic

motives will communicate information to the mazket beyond what is known by
examining cash flows. Cash flows are untainted by either efficiency or

opportunistic incentives since they do not require discretionary managerial
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involvement. I incorporate cross-serial correlation patterns between cash flows
and earnings into time-series models of both variables. I use the forecasting

performance of these models as a metric to discriminate between opportunism
and efficiency in managerial reporting. I find evidence that supports the
efficiency explanation of reporting practices. As a joint product of this study, I

find that a systems approach to modeling the time-series of earnings and of cash
flows contributes significantly to improving predictions about the future
compared to martingale models, which are often assumed in accounting research.

Finally, I argue (and provide empirical evidence) that the accrual accounting
property, which requires cash flows and earnings to be equal over the life span of

the firm, should be modeled explicitly in time-series models to improve forecasts
of future earnings and cash flows.

Chapter 4 contains the last essay. The subject matter is the organization of audit
firms. With the help of incomplete contracting theory, I investigate the benefits

of the partnership governance form, which dominates the audit profession, even
internationally. Although some large audit firms have been legally incorporated

to shield exposure to excessive liability suits, the investigation suggests that
many of the features of partnerships support the production of audit services.
Therefore, many of the defining elements of partnerships are predicted to persist
even after incorporation. In particular, I propose that partnership governance is
efficient in audit firms owing to the incentive effects associated with joint-

ownership of the main assets of the firm. Moreover, in order to mitigate free rider
problems and to provide sufficiently severe punishments in case of adverse
behavior, partnerships will use unanimity rules to decide on admitting auditors to
the parmership. To preserve the value of the firm's assets, auditors monitor the
efforts of their colleagues. I propose that the owners of the audit firm have the

best incentives to perform this costly monitoring function. The incentives to
monitor are strengthened by a profit sharing system. Especially, in large audit
firms, these incentives may not be sufficient. Large firms will institutionalize the
monitoring function to preserve quality and, hence, the value of their assets. I
also postulate that the compensation ratio of partners relative to new entrants to

the firm will be commensurate to the value of the investment in the main assets
of the firm. I present a comprehensive case study of KMPG to illustrate the
propositions derived; the findings reinforce the predictive and explanatory value
of incomplete contracting theory.
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5.3 FUTURE RESEARCH

Conclusions

Future research possibilities arise from avenues not taken in the essays in this
dissertation (Section 3.1) and also from applications of costly contracting theory
to other areas of accounting and auditing (Section 3.2).

5.3.1 Limitations and extensions of the current studies

The regulatory topic discussed in Chapter 2 was very well-suited for conducting

lobby research. The circumstances sunrounding the standard-setting process

limited the influence of the European Union on the goings-on, which enabled an

investigation of the Dutch scene without international events obfuscating the

issues. Nevertheless, in many cases the involvement of the EU or other supra-

national institutions on the accounting standard-setting process will be

noticeable. In addition, countries will try to exert influence on the outcome of the

regulatory process of these supra-national institutions. For example, as I

described in Chapter 2, representatives of the Dutch Central Bank were present at

the negotiations about the EEC-directives on reporting by banks and by other

financial institutions. The involvement of individual countries in standard-setting

processes is to a large extent institutionalized. It would be interesting to explore

the lobby attempts aimed at representatives in international bodies. In other

words, what determines the position taken by these representatives? Who has

access to these decision makers? The deliberations about a new standard in

international fora provide ample opportunities for answering intriguing questions.

How aze final decisions reached? Are large countries more influential than small

countries? What determines the debate between the EU and the rest-of-the-world

on accounting? What is the influence of powerful organizations, like the U.S.

Securities and Exchange Commission or the Financial Accounting Standazds

Board? Is there any influence of accounting theory on the decision-making

process? Again, costly contracting theory can facilitate theory development.

An issue that seems very amendable to this kind of inquiry is the standard-setting

process in the environmental disclosure area. For example, the Eco-Management

and Audit Scheme (EMAS) was enacted in 1993 in the European Union. Several

interest groups participated in the deliberations, often publishing official

statements on environmental disclosure issues (e.g. EFFAS, 1994; FEE, 1995;
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Deloitte Touche, 1993). Increasingly, (international) legal requirements will
demand firms to disclose environmental information. The Director of the United

Nations Transnational Corporations and Management Division writes that the

U.N. has been concerned by the lack of information disclosure by enterprises

operating in sectors with significant environmental impacts. An
intergovernmental working group of experts on accounting (ISAR) made a
number of recommendations on environmental disclosures. Compliance to these
guidelines has been `qualitative, descriptive, partial and difficult to compare'

(United Nations - Transnational Corporations and Management Division, 1992).

In the Netherlands, the Act on Environment Administration includes a chapter on

environmental reporting. The proposed alternatives in disclosing environmental
information include suggestions to incorporate `green numbers' in regular
financial reports or to publish a separate environment report. The potential

impact of environment accounting standards on both firms and users of financial
reports can hardly be underestimated. In view of these considerable interests,
significant lobby efforts and political pressure attempts may be expected.

By adopting the methodology proposed in Chapter 2, researchers can deliver an

accurate description of the political process including events at the international
level. The reciprocal relation between (inter)national standard-setters and interest

groups can, in this fashion, receive much needed attention. Specifically, the use
of costly contracting theory to identify the incentives of the parties involved,

enables the researcher to focus on salient aspects of the standard-setting process
and to explain the behavior of lobbying agents. The case study method ensures
relevant events be taken into consideration in the investigation.

In chapter 3, I use a sample of 35 firms with a sufficient number of time-series
observations to estimate the firm-specific models. This introduces an obvious
surviving-firm bias to the results. Different approaches are possible that might
reduce the survivor bias. In effect, I use a small number of firms observed for a
large number of time periods to let large-T asymptotics be appropriate.
Alternatively, one could increase the number of firms and reduce the required
time-series observations. By imposing cross-firm (industry) restrictions the
information in the data can be modeled more efficiently, thus gaining statistical
power. Dynamic panel data models could be an interesting method to explore.
These models explain current firm earnings by its past earnings and a common
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(industry) component in earnings (Hoogstrate, 1998). A known industry effect in
earnings is present. Extant accounting research has only recognized this effect in

a relatively provisional manner.

I also introduce forecasting statistics as a metric to discriminate between two
competing hypotheses on managerial reporting. I propose that forecasting
statistics can more generally be used to determine the information content of
accounting numbers. By defining information content as the explanatory value of
an accounting item in predicting future cash flows or earnings, relatively simple

tests on the informativeness of accounting can be conducted. Ultimately, an
accounting item can only be called informative if it improves forecasts of future
values of performance measures.

I argued in Chapter 3 that using a systems approach in forecasting studies will
substantially improve results. A straightforward extension of the results is
possible by modeling the constituent components of earnings separately. This
approach can determine the informativeness of, e.g., (non)operating earnings,

taxes and special items (as in Fairfield, Sweeney, and Lombardi Yohn, 1996).
What's more, since VARs en VECs offer significant improvements over

martingale models, the findings voice an eloquent plea for using more
sophisticated earnings and cash flow expectation models in capital-market
research.

The exploration of the organization of audit firms in Chapter 4 focused in

particular on the benefits of partnership governance. I derived several
propositions from costly contracting theory that were illustrated by a case study
of KPMG. The empirical fmdings of this study, however, did not constitute a
statistical test of the propositions. The case study intended to be the flesh to the
bones of the theory. Nevertheless, most of the propositions are easily transformed

to testable predictions (hypotheses). These hypotheses appear highly amendable
to large sample testing. For example, proposition 3 in Chapter 4 asserts that the
compensation ratio of partners and new entrants to the firm is commensurate with
the value of the audit firm's assets. Although compensation data is sensitive and
might be difficult to obtain, given data availability, the empirical procedure to
test proposition 3 is straightforward. The propositions aim at offering an
explanation for cross-sectional governance differences. Research that maps out
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these cross-sectional differences would be a welcome complement to the theory
provided in this thesis.

I briefly discussed the change to an industry focus for the organization of
practice. This change appears to fit nicely in the incomplete contracting
framework I developed in Chapter 4. First, the change towards an industry focus
provides greater opportunities for cross-selling services. This change can be
interpreted as a transaction cost minimizing proposal given that (1) audit is a key
source of leads for selling other services, (2) other services have higher margins
(3) there exist high transaction costs of transferring information about leads from
one division to another. Some of these assumptions have already been borne out
by empirical research (e.g., Parkash and Venable, 1993; Palmrose, 1988;
Simunic, 1984)). It seems that one of the key opportunities for hold-up arises
when higher margin activities are segregated within the firm, as happened in
Arthur Andersen. High-margin consultancy activities profit from refenals made
by audit partners. However, since consultancy allows higher margins than
auditing, consultants have an incentive to appropriate more than an equal share of
the proceeds of the partnership. Confronted with the hoarding threat by partners
from the consultancy part of the firm, auditors may be reluctant to undertake a
potentially efficient alliance. However, by reorganizing practice by business
segment, the ability of individual agents to develop a sustainable client base is
reduced; it requires all practitioners to remain part of the complete service group
for compensation purposes. As audit margins become increasingly subject to
downward pressure, auditors have incentives to protect themselves against
`Arthur Andersen-type' hold-ups. The exploration of alternative protection
mechanisms (in addition to the formation of industry groups) seems worthwhile.
An evaluation as to the extent to which industry groups are successful in curbing
opportunistic behavior by non-audit parts of the firm may offer additional
insights.

5.3.2 Costly contracting in future research

A central claim of this thesis is that the properties of accounting numbers arise
from the contracts they are used in. There are institutional constraints on
contracts, which differ between countries. Accounting rules evolve as an integral
part of the market and politics of each country. Ball (1995) argues that at least
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two distinct accounting groups can be distinguished: Continental European and

Anglo-American. The institutional differences between these groups are

significant. Perhaps the most determining institutional difference lies in the

extent to which accounting standards and practices originate in the public versus
private sector. Public sector, or code law systems prescribe regulations that range

from abstract principles to detailed procedures. Code-law accounting is generally
administrated by a(quasi-) governmental body. Private sector or common law

systems emphasize following legal procedure rather than legal rules. In a

common law system, the rules of contract, which include the accounting

standards used to prepare financial reports, evolve from individual action, by

becoming widely accepted methods of practice (Ball, Kothari, and Robin, 1997).

These legal systems complement a particular capital market mode. Capital

markets put requirements on the firm's contracts and the legal system aims at

facilitating contracting in this mode. Ball et aL (1997) predict systematic

differences in the properties of accounting data between common and code law

countries on aspects as timeliness and conservatism of earnings. With the

exception of Ball et al. (1997) the extant literature has not yet thoroughly

explored the effect of differences in the firm's contractual environment across

countries on the demands placed on accounting data. The predictions that

underlie the results in most of the literature are ad hoc. For example, Joos and

Lang (1994) refer to `variation in accounting philosophies across countries' to

explain differences in value-relevance of earnings and book values between

Germany, the U.K., and France. Granted, studies that include Germany usually

cite the country's reliance on debt financing as an explanation for the prevailing

accounting practices (Harris, Lang, and Móller, 1994, Joos and Lang, 1994).

Nevertheless, a systematic exploration of differences in capital markets,

institutions, and contractual arrangements may lead to hypotheses that are less ad

hoc. To illustrate this claim, consider a more specific example. While Ball et al.

(1997) focus on one summary statistic of the accounting system, i.e., income,

there is some evidence that, in addition to earnings, book values are associated

with returns (Hayn, 1995; Burgstahler and Dichev, 1997). An inquiry into the

incremental value-relevance of book values and in particular into cross-country

differences can increase the understanding of the influence of institutional

variables on accounting. U.S. evidence shows that there seems to exist a tradeoff

between the value-relevance of earnings and book values (Collins, Maydew, and

Weiss, 1997). That is, the value-relevance of U.S. earnings has declined over the
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past 40 years. This decline is more than offset by the increased value-relevance
of book values. Collins et al. (1997) argue that the decline in value-relevance of

earnings is due to the increased importance of one-time charges against earnings.

Basu (1997) shows that one-time charges are used to convey bad news in a
timely manner to the market through earnings. Hence, one-time charges are the

accounting means by which conservatism is made operational. Basu argues that

conservatism has increased over the past 40 years in the U.S. owing to increased
litigation. This finding is consistent with the evidence in Collins et al. that

earnings have become less value-relevant due to, inter alia, one-time charges. In

other word, Collins et al. claim that conservatism reduced the value-relevance of

earnings and simultaneously increased the value-relevance of book values. Since
earnings-conservatism is a property of accounting in common-law systems, the

decline in value-relevance of earnings is not expected, ceteris paribus, in code-

law countries. What's more, the increased value-relevance of book values vis-à-

vis earnings is also not expected in the latter countries, all other things equal. In

preliminary work, I show these considerations to be helpful in understanding the

properties of earnings and book values in the Netherlands (Van Lent, 1998e).
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Appendix to Chapter 2: Other Sources

Table A-1: documentation and archival records

Kamerstukken Tweede Kamer Vergaderjaar 1990-1991 22169 A-B, 1-3
Vergaderjaar 1991-1992 22169 4-9
Vergaderjaar 1992-1993 22169 ] 0-15

Handelingen Tweede Kamer 10 November 1992 22169 TK20
TK22

Kamerstukken Eerste Kamer Vergaderjaar 1992-1993 22169 84
84 Herdruk
84a-c

Handelingen Eerste Kamer 16 March 1993 22169 EK21
Staatsblad 1993 258
Kamerstukken Tweede Kamer Vergaderjaar 1992-1993 22896 A-B, 1-11
Handelingen Tweede Kamer ] July 1993 22896 TK86
Kamerstukken Eerste Kamer Vergaderjaar 1992-1993 22896 323, 323a
Handelingen Eerste Kamer 14 September 1993 22896 EK37
Staatsblad 1993 517
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Appendix to Chapter 2: Key Informants

Table A-2: details on interviews with key informants

Date
8 July 1994
17 August 1994
5 September 1994
13 September 1994

29 September 1994

Informant
M.W. Noordzij
Th. O. Vreugdenhil
S. Wortmann
W. Badon Ghijben and J. Kuijper
R. Boezer

Organization
VNO
CDA
Ministry ofJustice
ING
De Nederlandsche Bank

Note: Table A-2 contains the names of the interviewees, the organization with which they
are associated, and the date at which the interview was conducted.
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Appendix to Chapter 4: Key Informants

Table A-3: details on interviews with key injormants

Date

18 July 1995
19 July 1995

21 July 1995
21 July 1995
24 July 1995

16 August 1995
16 August 1995

Informant

J. Pulles
B. van de Veer
W. Mul
H. Both
J. Buisman
J. van Rooyen
C. van Tilburg

Position

Secretary of the Board of Directors
Chairman Auditing
Director Human Resources
Director Marketing
Head Technical Department
Chairman Corporate Finance
Member of the Board of Directors

Note: Table A-3 contains the names of the interviewees, the organization with which they
are associated, and the date at which the interview was conducted.
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Samenvatting in het Nederlands (Summary in Dutch)

1. INLEIDING

Accounting is een institutioneel fenomeen dat zijn eigenschappen vooral ontleent
aan de karakteristieken van de onderneming als economisch institutie. Het
economisch perspectief op accounting heeft geleid tot belangrijke vooruitgang in
de wetenschappelijke kennis van het domein. Binnen de micro-economie vindt

vooral de incomplete contracten-benadering toepassing bij het formuleren van
empirisch toetsbare beweringen. De incomplete contracten-theorie benadrukt de
rol van afspraken tussen partijen binnen en buiten de onderneming. Contracten
worden in deze optiek vooral gebruikt om de economische prikkels van actoren
met elkaar in overeenstemming te brengen om zodoende bescherming te bieden
tegen opportunistisch gedrag van een ander. De belangrijkste veronderstelling
luidt nu dat contracten incompleet zijn, omdat het prohibitief kostbaar is om over
alle mogelijke contingenties vooraf overeenstemming te bereiken. Accounting
alsook de accountants-controle wordt beschouwd als onderdeel van de
contracttechnologie van ondernemingen. Accounting is een middel om
institutionele prijzen binnen de onderneming te bepalen, hetgeen noodzakelijk is
met het oog op het ontbreken (of ongeschikt zijn) van marktprijzen om
beslissingen op te baseren. Accountants (`auditors') fungeren dan als arbiter met
als taak, een oordeel uit te spreken over de validiteit van het gebruik van het
accounting-systeem van een onderneming in het bepalen van institutionele
prijzen. De incomplete contracten-theorie creëert zodoende een economische
bestaansgrond voor accounting en de accountants-controle en levert daarmee een
vruchtbare voedingsbodem voor empirisch onderzoek. In deze dissertatie gebruik
ik de incomplete contracten-theorie in een drietal toepassingsgebieden. Allereerst
neem ik de gebeurtenissen rondom de implementatie van de regelgeving terzake
de jaarverslaggeving door gemengde financiële concerns onder de loep
(paragraaf 2). Vervolgens onderzoek ik de vraag of managers efficient of
opportunistisch gedrag vertonen in de financiële rapportage (paragraaf 3). Ten
slotte analyseer ik de gevolgen van het organiseren van accountantskantoren als

maatschap (paragraaf 4). Paragraaf 5 bevat enige conclusies.
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2. PRESSURE AND POLITICS IN FINANCIAL ACCOUNTING REGULATION

In het eerste essay wordt verslag gedaan van het wetgevingsproces inzake de
jaarverslaggeving door gemengde financiële concerns. Met name is aandacht

besteed aan de interactie tussen belangengroepen. Er is tot op heden weinig

wetenschappelijk onderzoek vemcht naar de totstandkoming van regelgeving op

het gebied van de externe berichtgeving. Het bestaande (niet-Nederlandse)

onderzoek is meestentijds gericht op het formele regelgevingsproces. Een

dergelijke benadering verwaarloost een onderdeel van het proces dat

waarschijnlijk tot het meest belangrijke gerekend kan worden: het informele

circuit, de gebeurtenissen achter de schermen.

Gedurende de implementatie van de verslaggevingsregels voor gemengde
financiële concerns is gebleken dat veel van de interactie op informele wijze
plaatsvindt en zelfs van doorslaggevende betekenis kan zijn. De resultaten van dit
onderzoek pleiten dan ook voor het verbreden van de standaardmethodologie in
het lobby-onderzoek.

De wijze waarop in Nederland de regelgeving op het gebied van de externe

berichtgeving is georganiseerd, biedt doorgaans weinig gelegenheid tot een

nadere analyse van wetgevingsprocessen op Nederlands niveau. Enerzijds zijn of

worden veel aspecten op Europees niveau gedirigeerd, anderzijds heeft de

wetgever een ruime rol toebedeeld aan buitenparlementaire regulering. Door

omstandigheden deed zich aan het begin van de jaren negentig (1990-94) een

gelegenheid voor tot een grondige bestudering van het Nederlandse

wetgevingsproces. In deze periode vond de implementatie plaats van de Wet

inzake de (geconsolideerde) jaarverslaggeving door banken (nr. 22169) alsmede

de Wet inzake de (geconsolideerde) jaarverslaggeving door verzekeringsmaat-

schappijen (nr. 22896). Deze wetten schrijven voor op welke wijze de verslag-

geving door gemengde financiële concerns moet worden vormgegeven.

Gemengde fmanciële concerns zijn zowel in het bank- als verzekeringswezen

actief De centrale kwestie in de regelgeving betrof de vraag of de bank- en

verzekeringsactiviteiten van de gemengde financiële concerns geconsolideerd

mogen worden weergegeven in de jaarrekening, en zo ja, of het wenselijk is om

aanvullende informatie omtrent de individuele activiteiten te verstrekken.
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Ik gebruik een variant van de incomplete contracten-theorie om de prikkels van

belangengroepen te identificeren en zo hun gedrag te voorspellen. Deze vorm van
incomplete contracten-theorie staat in de literatuur ook wel bekend als
`pluralisme'. De belangrijkste idee luidt dat macht in het politieke proces

gefragmenteerd en wijd-verspreid is, hoewel sommige individuen of groepen
meer macht kunnen hebben dan andere. Pluralisme doet tevens uitspraak over de
verwachte evenwichtsuitkomst van het politieke proces. De relatieve macht van
de betrokken belangengroepen (welke afhangt van de omvang van de
aangewende middelen) bepaalt de uiteindelijke uitkomst van de regelgeving. De

overheid wordt hierbij zelf gekenschetst als belangengroep. Het politieke proces
wordt vervolgens beschreven als een markt waarin politici concurreren om
stemmen te winnen. Op deze markt is een vraag- en aanbodzijde van wetgeving.

Wetten komen tot stand doordat actoren hun eigenbelang in het politieke proces
nastreven. Regelgeving op het gebied van de jaarverslaggeving kan dan ook

worden gezien als het product van een proces waarin regels worden vastgesteld
op basis van de relatieve invloed van de betrokken belangengroepen (vraagzijde)
teneinde het eigenbelang van de regelgevers (aanbodzijde) veilig te stellen.

Pluralisme blijkt voorspellingen te genereren die vervolgens worden ondersteund
door empirische bevindingen.

Met betrekking tot de uiteindelijke uitkomst van het wetgevingsproces kan
worden geconcludeerd dat de wensen van de gebruikers van de jaarrrekeningen

van gemengde financiële concerns het best tot uitdrukking komen in het
resulterende artikel 406 van Titel 9, BW2. Dit artikel garandeert dat bank- en
verzekeringsactiviteiten worden geconsolideerd en dat bepaalde afzonderlijke
informatie wordt verschaft over de onderdelen van het concern, inclusief
inforrnatie over het eigen vermogen, het belangrijkste strijdpunt in de kwestie.
Vooral de financiële pers en een grote beleggingsinstelling blijken een
belangrijke stem te hebben gehad in de totstandkoming van deze wetgeving.

Hoewel de voorkeuren van de gemengde financiële concerns uiteenliepen,
vormden de ondernemingen toch min of ineer een gezamenlijk blok. Zij

propageerden een berichtgevingsvoorschrift dat zodanige vrijheid aan de
ondernemingen bood dat de twee meest divergerende verslaggevingspraktijken

(die van de ING en Fortis) geaccommodeerd konden worden. De accountants van
de gemengde financiële concerns ondersteunden over het algemeen hun cliënten.
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Welbeschouwd ontstonden twee blokken: de gebruikers en De Nederlandsche
Bank aan de ene zijde, en de gemengde financiële concerns aan de andere zijde.
Het ministerie van justitie werkte in deze discussie nauw samen met de
bedrijfstak, terwijl het parlement (en met name de CDA-fractie) vooral oog had
voor de wensen van de gebruikers.

De belanghebbende partijen verschillen in de mate waarin zij gelegenheid hebben
te participeren in het formele wetgevingsproces. Er zijn met name ook

belangrijke verschillen in de mate waarin partijen toegang hebben tot
sleutelfunctionarissen in het wetgevingsproces. De ondernemingen en De

Nederlandsche Bank namen uitdrukkelijk deel aan de voorbereiding van de

wetsvoorstellen zowel op Europees als op Nederlands niveau. Het ministerie van
justitie nodigde de betrokken ondernemingen nadrukkelijk uit te contribueren aan

de discussies. De gemengde financiële concerns en een grote beleggings-
maatschappij hadden voorts rechtstreekse toegang tot de CDA-woordvoerder op
verslaggevingsgebied. De gebruikers waren vooral aangewezen op meer indirecte

middelen, zoals artikelen in de financiële pers, om hun mening te laten horen.

Hoewel ondernemingen in het algemeen hun invloed op de wet- en regelgeving
in de externe berichtgeving beter geïnstitutionaliseerd blijken te hebben, zijn
andere belanghebbenden in staat hun mening te uiten en invloed uit te oefenen op
het besluitvormingsproces.

3. CONTRACTING AND THE PROPERTIES OF ACCOUNTING

PERFORMANCE MEASURES

Het winstcijfer is een unieke enkelvoudige prestatiemaatstaf die voor vele
doeleinden wordt gebruikt. Het winstcijfer geeft als zodanig informatie over
voorbije zowel als verwachte toekomstige prestaties. Het bestaande empirisch
onderzoek suggereert dat de belangrijkste concurrent van het winstcijfer, de
gerealiseerde operationele kasstroom, minder succesvol is in het schatten van
toekomstige prestaties. Het accrual accounting systeem onderscheidt winst van
operationele kasstromen, met als doel economische voordelen met economische
offers zo nauwkeurig mogelijk te confronteren. Het winstcijfer biedt zodoende
een realistischer beeld van verrichte economische activiteiten en de daaraan
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verbonden verwachte netto-opbrengsten. Het accrual accounting systeem
gebruikt zogenoemde `accruals' om het winstcijfer af te leiden uit de
operationele kasstroom. Daarbij is het nodig dat managers een oordeel vormen
over hoe een bepaalde activiteit tot de realisering van de ondernemingdoelstel-
lingen zal bijdragen. Managers hebben over het algemeen superieure informatie
over de mogelijk impact van een economische gebeurtenis op de onderneming.
Het accounting systeem maakt het mogelijk dat managers deze informatie aan
contractpartijen communiceren en zodoende de informatie-asymmetrie vermin-
deren. Voorwaarde daarbij is echter wel, dat het accrual signaal van het
management geloofwaazdig is. Daarvoor dienen de prikkels die het management
heeft om zijn betrokkenheid bij het bepalen van het winstcijfer ten eigen dienste
te gebruiken, te worden gemitigeerd. Feitelijk suggereert de incomplete con-
tracten-theorie, twee concurrerende hypothesen omtrent het verslaggevingsge-
drag van managers: (1) managers rapporteren financiële informatie efficiënt, of
(2) managers rapporteren financiële informatie opportunistisch. In het derde
hoofdstuk fonmuleer ik een nieuwe methodologie om te discrimineren tussen de
genoemde hypothesen. De centrale idee is dat het winstcijfer alleen incrementeel
informatief is indien de rapportage op efficiëntie-gronden geschiedt. Met
incrementeel informatief wordt bedoeld dat het winstcijfer voorspellende (en
verklazende) waarde heeft voor toekomstige winsten (of kasstromen) in
aanvulling op wat reeds bekend is uit de analyse van de complete historie van
kasstromen. Ik gebruik derhalve tijdreeksmodellen om de voorspellingskracht
van winsten te onderzoeken en daarmee een uitspraak te kunnen doen over de
twee hypothesen. In aanvulling op de tijdreeksmodellen gebruik ik een ag-
gregatietest die in de literatuur werd gesuggereerd door Christie (1990). Beide
testen geven ondersteuning aan de efficiëntie hypothese. Ik vind derhalve geen
empirische gronden voor de bewering dat managers overwegend opportunistisch
gedrag vertonen in het totstandbrengen van het financiële verslag.

Als een bijproduct van het onderzoek naar de verslaggevings-motieven van het
management, toon ik aan dat het gebruik van multivariate tijdreekssystemen,
waarin cross-seriële correlaties tussen winsten, kasstromen en accruals expliciet
worden gemodelleerd, signifant betere voorspellingen omtrent toekomstige
winsten en kasstromen genereert, dan modellen die tot op heden in de literatuur
gebruikelijk zijn. Het bestaan van cross-seriële correlaties tussen de gegevens uit
het accounting systeem wordt afgeleid uit een contract-theoretische analyse.
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Voorts toon ik aan dat het expliciet modelleren van de eigenschap van het
accounting systeem, namelijk dat over de levenscyclus van een onderneming
winsten en kasstromen gelijk dienen te zijn, de voorspellingen omtrent toe-
komstige kasstromen en winsten verbetert. Deze eigenschap impliceert beper-
kingen aan de omvang van de accruals. Met andere woorden, winsten en kas-
stromen kunnen niet `te ver' uit elkaar lopen.

De hypothesen worden getoetst met behulp van een steekproef van 35 op de

Amsterdamse Beurs genoteerde ondernemingen, met voldoende observaties in de

periode 1920-1996. Op deze wijze zijn 2508 `firm-year' waarnemingen ver-

kregen. Ten slotte dient te worden opgemerkt dat, in tegenstelling tot het

merendeel van de bestaande studies, in hoofdstuk 3 is gewerkt met voorspel-

lingen buiten de steekproef, zodat het `overfit-en' van de data geen voordelen op-

levert.

4. THE ECONOMICS OF AN AUDIT FIRM

Accountantskantoren mogen sedert niet al te lange tijd de juridische vorm van

een naamloze vennootschap aannemen. Sindsdien hebben zowel internationaal

als in Nederland accountantskantoren besloten van rechtsvorm te veranderen, te

weten van maatschap naar N.V. In het laatste essay worden de gevolgen voor de

economische beheersing (`governance' is ook in het Nederlands als term in

zwang) van deze veranderingen geanalyseerd vanuit een incomplete contracten-

perspectief Ik concludeer dat accountantskantoren weliswaar van rechtsvorm

veranderen, maar dat in de huidige markt voor accountantsdiensten de

economische beheersingseigenschappen van de maatschap efficiënt zijn en

grotendeels behouden zullen worden, ook door de ondernemingen die de

juridische vorm van een N.V. aannemen.

De incomplete contracten benadering vraagt aandacht voor de rol van de

belangrijkste activa in de onderneming en met name voor de vraag wie de eigen-

domsrechten over deze activa bezit en welke effecten van dit bezit uitgaan op het

gedrag van economische actoren. Uitgaande van deze invalshoek identificeer ik

de twee belangrijkste activa in de productie van de accountantsdienst: de

merknaam (het reputatie-kapitaal) en kennis (human capital). In het hoofdstuk
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wordt aangetoond dat er belangrijke economische afhankelijkheden zijn tussen
de twee activa, in de vorm van Edgeworth-complementariteiten. Deze afhanke-
lijkheden zorgen ervoor dat het combineren van beide activa in één ondememing
efficiënt is. Dat wil zeggen het eigendom van zowel het reputatie- als het
kenniskapitaal dient zoveel mogelijk in één hand te zijn. Gelet op de
onvervreemdbaarheid van het kenniskapitaal van accountants, is het efficiënt de
accountants binnen een kantoor in vereniging eigenaar te laten zijn van het
reputatiekapitaal. Op deze wijze, zo toont de analyse aan, investeren accountants

bijna-optimaal in zowel het reputatie- als het kenniskapitaal. Een maatschaps-
vorm verleent het eigendomsrecht over het reputatiekapitaal aan alle maten te
zamen en is als zodanig de efficiënte structuur van het accountantskantoor
(propositie la).

Om ervoor te zorgen dat maten zich houden aan gemaakte afspraken over in-
vesteringen in het reputatie- en kenniskapitaal dient het verwachte economische
gevolg van het niet-nakomen van afspraken voldoende onvoordelig te zijn. Zo
zou een maat onvoldoende tijd kunnen besteden aan een controle-opdracht en
daarmee het kwaliteitsimago van het kantoor schaden. Dit kan worden voor-
komen door beslissingen omtrent de toegang tot de activa van het kantoor te laten
nemen op basis van een unanimiteitsregel (propositie ]b).

De gunstige eigenschappen van de maatschapsvorm kunnen worden versterkt
door maatregelen te nemen op het gebied van beloningen en bestraffingen. De
beargumentering van de verwachtingen terzake kan als volgt worden verwoord.
Het handhaven van de waarde van het reputatiekapitaal van het accountants-
kantoor vereist dat accountants de kwaliteit van diensten verlenen waarvoor ze
zijn gecontracteerd. Het bepalen van de geleverde kwaliteit door contractpartijen
is echter kostbaar, vandaar dat kwaliteitsinspectie grotendeels geschiedt binnen
het accountantskantoor zelf (propositie 2a). In een maatschap zijn de accountants
eigenaar van de activa van de onderneming, inclusief het reputatiekapitaal. De
waarde van het reputatiekapitaal is zeer gevoelig voor de perceptie van de markt
omtrent de kundigheid en onafhankelijkheid van de leden van de maatschap. Als
eigenaren hebben de maten derhalve een krachtige prikkel om de inspectiefunctie
uit te voeren. Een beloningssysteem waarin alle maten profiteren van het be-
haalde resultaat, door middel van niet-noodzakelijkerwijs gelijke delen, onder-
steunt de prikkel om de kwaliteit van de dienstverlening door middel van
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inspecties te garanderen (propositie 2b). In grote maatschappen zijn de prikkels
van het beloningssysteem onvoldoende om te voorkomen dat maten `meeliften'
op de inspectie-inspanningen van hun collega's. Om er toch voor zorg te dragen
dat de reputatie van het kantoor op het gebied van kundigheid en
onathankelijkheid wordt gewaazborgd, wordt de inspectie-functie in grote kan-
toren vaak geïnstitutionaliseerd (propositie 2c).

Accountantskantoren zijn daarnaast een instrument om goede accountants te
onderscheiden van minder goede. Accountantskantoren binden goede accoun-
tants aan het kantoor (en schrikken minder goede accountants af) door in de
beginperiode van de carrière van een accountant een relatief laag loon te bieden,
in compensatie voor hoge beloningen in de latere fasen van de loopbaan (met
name als men de status van maat heeft bereikt). Met andere woorden, kantoren
bieden accountants een beloning passend bij hun marginale productiviteit, doch
slechts op de lange termijn. In het eerste deel van zijn loopbaan ontvangt de
accountant minder dan de waarde van zijn marginale product, in het tweede deel

ontvangt hij meer. Het idee hierachter luidt dat de kwaliteit van een accountant
slechts langzaam bekend raakt. Indien een minder goede accountant zich

voordoet als een goede accountant dan zal binnen het geschetste beloningsbeleid
deze strategie geen voordeel opleveren. Ten tijde van de promotie naaz het

niveau waaz de hoge beloningen worden geboden, is de kwaliteit van de
accountant genoegzaam bekend. De in werkelijkheid minder goede accountant is
dan ook al als zodanig herkend en zal nimmer de vruchten ontvangen van zijn
strategie. Integendeel, hij heeft inmiddels een behoorlijke tijd gewerkt voor een
beloning lager dan de waarde van zijn marginale product. Naarmate het

accountantskantoor meer waardevolle activa heeft, zal het belang van het kunnen
onderscheiden van goede accountants toenemen. Immers, de potentiële schade
aan het reputatiekapitaal groeit. Derhalve luidt de voorspelling dat de
compensatieratio van maten ten opzichte van nieuwe accountants in het kantoor
evenredig zal zijn tot de waarde van het reputatiekapitaal (propositie 3).

Deze drie propositie vormen het ordeningsschema met behulp waarvan empirisch
onderzoek is verricht bij de Nederlandse vestiging van KPMG. Dit accountants-
kantoor is overgegaan van de maatschaps- naaz de N.V.-rechtsvorm. Ik toon aan
dat deze juridische gedaantewisseling slechts in zeer beperkte mate de econo-
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mische organisatie van het bedrijf heeft beïnvloed. De proposities worden niet

weerlegd in de confrontatie met de praktijk.

5. CONCLUSIES

In hoofdstuk 5 constateer ik dat de incomplete contracten-theorie bijzondere
repercussies heeft gehad op het accounting-onderzoek. Met name de rijkdom aan
institutionele aspecten die deze theorie toelaat, maakt haar geschikt (als basis)

voor (empirisch) accounting onderzoek. Hoofdstuk S vat de contributies van elk
essay samen en geeft weer wat mogelijke beperkingen zijn van het verrichte

onderzoek. Uitgaande van deze beperkingen, worden mogelijkheden voor
toekomstig onderzoek geopperd. Tot besluit evalueer ik of andere toepassingen
van de incomplete contracten-theorie binnen het empirisch accounting onderzoek

mogelijk zijn. Met name richt ik de aandacht op de mogelijkheid om met behulp
van contracttheorie verklaringen te geven voor de cross-sectionele verschillen
tussen landen voor wat betreft eigenschappen van accounting-informatie. In het

bijzonder kan hier gedacht worden aan verschillen in conservatisme, tijdigheid en
relevantie. Voorzover deze verschillen reeds empirisch zijn gedocumenteerd is de
verklaring die ervoor wordt geboden ad hoc. Een systematische economische

analyse van de institutionele verschillen tussen landen op basis van de
incomplete contracten-theorie kan bijdragen aan een beter begrip. Mede met het
oog op de ontwikkelingen in de internationale vermogensmarkten lijkt dit geen
overbodige luxe.
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In three essays, the implicatíons of the costly contracting
approach in accounting are investigated. First, the consequences
of changing the set of acceptable accounting techniques in the
banking and insurance industry are examined. The regulations
imposed by a government ageney alter the contracting
equilibrium and cause some contractual parties to wield more
power in the new equilibrium. Second, the contractual function of
accounting earnings, cash flows, and accruals as institutional
prices is used to predict their cross-sectional and dynamic
statistical behavior. These properties of accounting numbers are
the outcome of an evolutionary process in which procedures
survive only if they are efficient within the contracting mechanism
of firms. Cross-sectional differences in the properties of these
numbers can be explained by the wide variety of contracting
mechanisms employed by firms, each of which face a myriad of
contracting partners and circumstances. Managers are found to
use accounting earnings to improve contracting with outside
parties. Third, the organization of audit firms is examined. The
organizational architecture of audit firms is related to the role of
auditing in a firm's contracting process. The value of the services
provided by auditors as adjudicators depends on the degree to
which they are able to guarantee the independence and
competence of their certification procedures. The contractual
arrangements of audit firms are explored, primarily focussing on
the changes that occur owing to limiting the legal liability of
auditors. The efficiency of the organization of the firm is evaluated
in terms of the 'fit' between its contractual arrangements and the
demands placed on the audit firm by customers and by owners of
production factors.
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