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-- Over the last several years some accountants have proclaimed that the United States should go from a rules-based accounting system to a principles-based system. They argue a rules-based system leads inevitably to accounting scandals. They point to Enron and WorldCom and hundreds of accounting restatements as prima facie evidence of their assertion. Unfortunately, they ignore large cultural and institutional differences between the U.S. and other countries and thereby miss the causes of these accounting scandals and restatements.



Graham Ward, president of the International Federation of Accountants, has recently added his comments to this cauldron of misinformation and false inference. Ward claims that detailed rules are "conducive to promotion of dishonesty" and touts principles-based accounting as leading to "integrity, transparency and expertise." What rubbish!
(As most proponents do, Mr. Ward doesn't bother to distinguish between rules and principles. They may think it obvious, but I think they don't bother with definitions because they are incapable of distinguishing between the two. For example, is the proposition "all debt should be capitalized at the present value of its expected future cash flows" a rule or a principle?)
Graham Ward ignores diversity in economics, law, culture, and history. In this way he overlooks some significant factors that are far better explanations for the recent incidents involving accounting lies. Three of these factors include the existence of the Securities and Exchange Commission, the development of civil law that gives rights to shareholders and to creditors, and the focus on short-term earnings.
While the SEC has its deficiencies, it is far better and far stronger than any of its counterparts in the world. Corporate executives who defraud investors and creditors face a higher chance of getting caught in the U.S. than in other countries. Business enterprises that file deficient reports with the SEC are more apt to get scrutinized and possibly fined than managers in other countries. One reason for greater securities fraud in the U.S. is that business crooks in other lands get away with it. If Rigas or Kozlowski were in Europe instead of America, would they now be in prison? Maybe, but I believe the odds less likely.
Complementing the SEC is a set of laws and a civil system that actually gives shareholders and creditors some rights and empowers them to seek remedies when managers act like thieves. No country matches the ability of aggrieved American shareholders to sue the bastards who enriched themselves at shareholder expense. While class action lawsuits are by no means perfect, they do supply a group of small investors with the chance to recover losses wrongly imposed on them. Even when a manager escapes justice in the criminal system, he or she may be punished through lawsuits. Fired HealthSouth CEO Richard Scrushy, for example, still faces civil suits and will have a harder time convincing a civil jury that he had no knowledge of the frauds at HealthSouth. If Scrushy had been a head of a European concern, would he suffer as much anxiety with his prospects? Possibly, but probably not.
On the negative side, American investors tend to be ridiculously near-sighted, whereas most foreign investors are relatively content with long-term results. U.S. investors want stock appreciation and they want it now. Moreover, they look at corporate earnings as one of the signals upon which to bid up or down the stock price, despite the fact that quarterly earnings have relatively low reliability. A principles-based system won't change this insane, short-term focus, nor will it add to the reliability of the earnings numbers.
Because of this investor myopia, corporate boards tend to compensate and to evaluate their top brass on the basis of short-term income. Contracts based on quarterly earnings give business managers incentives to inflate the numbers. Executives find it easy to inflate these accounting numbers because of the inherent limits on their reliability. The U.S. society provides managers with wrong incentives, and it supplies them with a means to distort the truth and look good to investors and creditors. A principles-based accounting regime will not modify investor focus in the short run, nor will it change the economic incentives for managers, nor will it affect the reliability of accounting numbers.
This discussion on principles-based accounting and its marvelous abilities to heal economic maladies remains unreasonable and indeed preposterous. U.S. society has some good forces that lead to greater apprehension of the bad guys, and it also has some dysfunctional aspects that tempt managers to commit securities fraud via accounting manipulation. As Graham Ward and others ignore these economic realities, they overlook social and economic variables that explain the incidence of accounting fraud in America versus the rest of the world. They overlook the explanatory variables and replace them with some dogma to justify their own agenda.
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