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Accounting

Orthodoxy:

Standards From
The Private Sector

The Accounting Profession Has Matured
Enough To Be Its Own Keeper

By Thomas A. Maddox

It is not empty patriotic rhetoric to suggest that it is generally preferable
to permit citizens and groups of citizens to solve their own problems to the
extent they can; to afford them the opportunity to respond to public de-
mands and concerns; and to seek their own solutions with as little govern-
mental intervention as possible. This traditional belief has been repeatedly
reinforced and reexpressed in recent times.!

Accountants these days may feel like
Charlie Brown who, in the song about
him as the class clown, laments, “Why
is everybody always picking on me?”
Truly accountants have been the whip-
ping boys of the Seventies taking the
blame for a variety of things from
coporate failures to social ills. The
reasons for public criticism of account-
ants are as varied as the motivations of
the different groups clamoring for
more federal government control over
seemingly every aspect of American
life. Two explanations offered most
often are the fantastic corporate
failures of the decade (most notably
Penn Central and Equity Funding),
and the disclosures of illegal corporate
compaign contributions, bribes and

kickbacks. Regardless of their motiva-
tion, the critics have hastened the re-
appraisal of the role of the accountant,
the rules by which s(he) is guided, and
the process by which those rules are
developed.

The accounting profession has not
been blind to this need for re-evalu-
ation, but has been somewhat dilatory
in its efforts at completing the job. For
instance, the commission organized to
study the responsibilities of auditors
(the Cohen Commission) issued its
final report early in 1978, nearly four
years after the commission was
formed. Undoubtedly, the report
would have been issued even later if
the Metcalf Committee’s Staff Study,
“The Accounting Establishment,” had

not speeded up the commission’s work.

A current project of the profession is
the conceptual framework of account-
ing standards, or as Forbes noted,
“sort of an accounting constitution.”2
Unfortunately, this topic has been cur-
rent for more than one decade and in-
cludes the issuance in 1970 of Account-
ing Principles Board Statement No. 4,
“Basic Concepts and Accounting Prin-
ciples Underlying Financial State-
ments of Business Enterprises.” The
relative infancy of accounting as a pro-
fession and the dynamic nature of busi-
ness are responsible for this seemingly
reversed approach to setting stand-
ards, i.e., setting standards without
broad objectives. Accountants were
required by business exigencies to “ac-
count” for innovative or unique trans-
actions without time for a study of any
economic or social aspects of the trans-
actions. One study commissioned by
the profession recognized the inherent
dangers of operating without an over-
all plan. The fear expressed was that
the development of standards may be
based on the operating needs of certain
industries rather than on the needs of
those who use the information to make
economic decisions.3
Who Shall Set Accounting
Principles?

The issue most critical not only to
the accounting profession, but to all
businessmen as well, is “Who shall set
accounting standards: the public or
private sectors? Indeed the issue may
concern the independent accountant
the least. This is the opinion of John
Beigler, senior partner of Price
Waterhouse. In a speech before The
Economic Club of Detroit, he indi-
cated that his opposition to govern-
ment standard-setting was not due to
self-serving reasons. To the contrary,
he says that “firms like mine can audit
to whatever standards prevail.” and he
is certain that standards set by govern-
ment would increase the complexity of
auditing to the extent that the demand
for accounting and legal services
would increase.4

Federal Standards Recommended
The question of standard setting was
addressed forcefully by the Metcalf
Committee Study previously men-
tioned. A specific recommendation of
the study was that the ‘“‘Federal
Government should directly establish
financial accounting standards for
publicly-owned corporations.”s The
study severely criticized the Securities
and Exchange Commission for
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delegating its authorized standard-set-
ting powers to the private sector and
urged congress to ‘“‘exercise stronger
oversight of accounting practices pro-
mulgated by Federal agencies.”¢ The
issue of private or public standards has
been kicked around for over half a
century beginning as early as 1914
when the Federal Trade Commission
indicated intent to establish uniform
accounting systems.’ Standard-setting
has remained in the private sector, but
it is certain that the effort to shift the
work to the public sector is gaining
momentum.

One basic argument against the pro-
mulgation of accounting standards by
the public sector is that considerations
by those charged with responsibilities
to the public are inherently political. A
federal board set up to issue standards
regardless of its organization, compen-
sation, or selection would not be insu-
lated from the pressure of Congress
acting on behalf of some special group.
It should be noted that two weaknesses
of the present system alleged by the
Metcalf Staff Study are 1) The stand-
ards are promulgated in response to
large corporate interests (as lobbied by
the large accounting firms), and 2)
current standards provide considera-
ble discretion allowing the manipula-
tion of financial results. The latter
point seemingly implies that some-
where the “true” accounting standards
exist; diligent and objective research
would discover these truths that the
accounting profession has obscured
due to their own self-interests.

Politics In Accounting

If the past be prologue then one only
has to review the action of Congress to
see the results of the “politics” of ac-
counting principles. Two controversies
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are available for analysis: accounting
for the investment credit and oil and
gas exploration costs. In 1971, the Ac-
counting Principles Board (pre-
decessor to the Financial Accounting
Standards Board) stated in its opinions
that the investment tax credit should
be amortized over the life of the asset
which gave rise to the credit. This
position was based on sound account-
ing theory. Congress, however, saw
that this treatment would lessen the
impact the credit would have on cor-
porate earnings. It passed a law
prohibiting auditors from prescribing
any particular accounting treatment of
the credit. Thus, most companies chose
to flow the entire credit for a year
through earnings all at once. Congress’
primary concern in allowing the credit
was to stimulate the economy, a con-
cern which spilled over to setting ac-
counting standards.

Oil And Gas Accounting

The second controversy was offi-
cially closed last year when the
Securities and Exchange Commission
ruled on accounting for oil and gas ex-
ploration costs, yet undertones of
debate still rumble. The original
standard was set by the Financial Ac-
counting Standards Board in Decem-
ber, 1977, with Statement No. 19
which mandated uniform accounting
for oil and gas ventures, namely, ex-
pensing most unsuccessful exploration
costs at once. An alternative method
previously available had permitted
amortization of unsuccessful costs
over the productive life of other suc-
cessful wells. The difference in the
effect of the two methods on earnings
is obvious. Suffice it to say that small
oil company earnings repoited under
FASB requirements would rise and fall
with the budgeted exploration plans,
giving those companies roller coaster
earnings records. Large oil companies
are not so vulnerable to the roller
coaster effect.

Immediately the lobbying of small
oil and gas producers impinged upon
Congress, who in turn pressured the
Securities and Exchange Commission.
The argument offered by the small
companies centered on the effect the
FASB ruling would have on their in-
come statements, with erratic earnings
year to year seriously impairing their
ability to raise capital for future ex-
plorations. Their plea came at a time
when energy source exploration was
becoming a grave concern to Congress.

On August 31, 1978, the SEC issued

Accounting Series Release (ASR) No.
253 “Adoption of Requirements for
Financial Accounting and Reporting
Practices for Oil and Gas Producing
Activities.” which in effect rejected
FASB Statement No. 19 by permitting
either full cost, or successful efforts,
accounting (although endorsing
neither) and proposing development of
an accounting method based on valu-
ation of proved oil and gas reserves. In
December, 1978, the SEC issued ASR
No. 257 and ASR No. 258, both related
to the problems of oil and gas account-
ing and both reaffirming its conclu-
sions in the earlier ASR No. 253. The
FASB then suspended certain require-
ments of the controversial Statement
No. 19. Congress, in its concern over
the economic consequences of an ac-
counting policy, had effectively pres-
sured the SEC to overrule what was
though by many to be a conscientious
effort toward a uniform accounting
standard.

Regardless of the merits of the posi-
tions taken by the two private bodies,
the APB and the FASB, one thing re-
mains clear: the public sector is suscep-
tible to pressure groups and bias.
Standards set by the public sector
would not assure any great degree of
uniformity. Just as the objectives of
federal tax policy are shifting from
raising revenue to achieving social and
economic goals, the objectives of a
public body in setting accounting
standards may shift from avoiding pri-
vate interest pressure and providing
uniformity to achieving similar eco-
nomic and social goals.

Cost Accounting Standards Board

The Metcalf Staff Study mentions
the Cost Accounting Standards Board
as evidence of an efficiently operating
public standard-setting body. This
may seem persuasive until one ex-
amines the scope of the standards
issued by the CASB as compared with
the scope of FASB standards. The
CASB was established to assure
uniform cost accounting for companies
working under government contracts,
primarily defense contracts. The
standards issued by the CASB affect
the internal accounting for costs and,
while there may be some effect on the
company’s publicly reported financial
position, such effect would probably
be minimal. In other words, the effect
on earnings of a standard issued by the
CASB would not be of sufficient mag-
nitude to influence an investor or po-
tential investor.



Another aspect of CASB standards
is the limited number of companies
which are required to follow them.
When the CASB was first proposed,
the accounting profession showed little
concern since only government con-
tractors would be affected. Since its
formation, however, the CASB's role
was broadened. Other government
agencies stated that all companies from
which services are contracted would
also have to comply with the stand-
ards. Even with an expanded role, the
CASB standards reach an increasing
number of companies but have only
minimal external effect on financial
results. The two bodies, the FASB and
the CASB, are not comparable.

An analogy can be drawn from a
championship poker game. Some of the
decisions to be made before the game
begins are the cards and chips to be
used, the ante, and the maximum raise
to be allowed. Clearly the cards and
the chips have little to do with the
amount of a gambler’s possible win-
nings or losses or how he will play the
game. The ante and the raise, however,
determine how long most gamblers
stay in the game; decisions as to these
amounts affect how the game will be
played. The CASB standards have re-
latively little impact in the financial
statements issued. The FASB stand-
ards, on the other hand, determine
how the game is played.

Conclusion

The accounting profession is res-
ponding to its critics and is setting its
house in order. The major areas which
have drawn the most criticism are
being addressed by special groups or
by the FASB, i.e., auditors’ respon-
sibilities (including fraud and illegal
payments), objectives of financial stat-
ments and financial reporting, and the
independence and objectivity of the
standard-setting body. A recent survey
of parties concerned with the prepara-
tion and interpretation of issued finan-
cial statements shows them to clearly
prefer that financial accounting re-
porting standards be set within the pri-
vate sector.® Harold M. Williams,
chairman of the SEC, believes that the
private sector should set accounting
standards.!0 In spite of the notorious
cases of irresponsible financial report-
ing and disclosure, the present system
of private standard-setting has served
the financial markets well. The evi-
dence suggests that the public sector
may be more susceptible to influence
peddling and public interest groups

than the present and recent past stan-
dard-setting bodies. The profession
has asked for time; time to allow a
private citizen group to seek its own
solution.

There is always the opportunity for
a legislative initiative. Perhaps the
ultimate argument for permitting the
accounting profession to carry out the
changes being adopted and imple-
mented is that if these are insufficient,
that will quickly become apparent.
Congress can then act in the light of
this experience.!! [ ]
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Make Your Day a Little Easier.

Finally ...

the First
Ladies
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Quartz
Alarm
Watch

So Many Uses

It's such a convenient reminder of the
important times in a busy day. You'll set it for
meetings, appointments and classes, to
remember medication schedules, pick up the
kids, check the parking meter, time recipes in
the oven, make an important call, even to wake
up in the morning.

Small and Simple to Set

The Ladies Quartz Alarm Watch by Windert
is attractive in gold tone or silver tone. And it’s
small — less than half the size of popular
mens alarm watches. Yet it has all the
electronic features:

JCC ,i| © Full 8digit constant display
Lt s —hrs, min, sec
[ ] '_|“”_ * Instant display of
[ it month, day, date
) 3'-'.: ® 24-hour snooze alarm, AM, PM,
), JL and on-off indicators
Plus:

* 100% solid state quartz movement

e Preprogrammed calendar — no resetting

« Alarm can be set to sound daily at the same time
« Light built in for easy night viewing

¢ Adjustable bracelet fits all sizes

* 15 sec/month accuracy

* One year limited warranty

TRY THE LADIES QUARTZ ALARM WATCH
FOR TEN DAYS AT OUR EXPENSE!

Admire its styling. Test the alarm. Examine the
electronic features and quartz accuracy. Then,
if you don’t agree that it is an exceptional
value, simply return the watch for a prompt
refund. There is no obligation.

Call us TOLL-FREE now!  ony $39 95

1979 R.J. Brenner Inc.
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brznnzr' 21751 Coolidge Hwy.

Box 37286
national markeling group  Oak Park, MI 48237

Dept. 113

YES . | want the convenience of the first Ladies
Quartz Atarm Watch. Subject to your 10 day
return priviledge and one year limited warranty.

Please rush me: [ Silver tone [ Gold tone
] My check is enclosed for $39.95 plus $3.00

per watch for shipping and insurance (Michigan
residents please add 4% sales tax).

Please Charge my credit card account

[JBA/Visa [[]Master Charge [] American Express
L R Exp

Name
Address
Clitys T s
State ___
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FOR FASTER SERVICE CALL TOLL FREE

ouns 800-621-5199

24 HOURS
In Jllinois cali 800- 972-5858
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