Seminar Final Review

1. Accounting Theories (Meaning and Weaknesses) – purpose of accounting
a. Thermometer theory
i. The income statements are like a thermometer; they are calibrated to measure correctly. Even though the accounting rules/standards are arbitrary, they are the same for everyone and therefore represent true income. This was effective for 2nd wave industries (tangible assets) but fails for 3rd wave industries (intangible assets).
b. Baby bonus theory
i. Baby bonus provided by the government after WW2 to families that had 4 children or more with incentive of rebuilding population. The choice of accounting standards is similar. Rules that compel certain disclosures make some firm look like they are performing better/worse than their peers which results in rewards/sanctions. The rule may make some better off while making others worst off.
c. Stop light theory 
i. Stop on red and go on green are arbitrary rules that facilitate social interaction. Same thing for accounting. Standards may be arbitrary but they facilitate interactions among businesses.
d. Crystal Ball Theory
i. Financial statements help predict the future economic performance of the firm. This used to be good with the market was stable. But it is not anymore, financial statements represent past performance and not future performance therefore is no good for predicting the future anymore.
2. Newest and Best Accounting Theory: Agency Theory
a. Theory: A principle (shareholder) hires an agent (management) to whom decision making authority is delegated. Problem: each party acts in their own interest. 
b. Power imbalance (objective is to reduce imbalance)
i. Management may consume too many prerequisites (company cars, jets, conferences in exotic locations…)
ii. Managers may choose easy projects  (conflict arises to decide acceptable project risks), investors want riskier projects because more profitable
iii. Conflict is aggravated by information asymmetry: uneven distribution of information. Managers have private (insider) information that is not available to shareholders.  This gives rise to the two following problems.
c. Adverse selection: fear of making a poor decision because of the lack of information
d. Moral hazard: Behaviour of management cannot be observed by investors
e. So how do we motivate management? Accounting converts private information into public information. In order to achieve goal congruence, principle and agent share profits. So if management takes on riskier projects their profits increase.
f. Managers are opportunistic and pursue their own interest. “like rats”
g. As a result, constraints are imposed to control their behaviour:
i. Investors design management compensation contracts (bonuses, stock options…)
ii. Creditors impose debt convenants
h. Positive Accounting Theory: A subset of Agency theory
i. CONSIDERS ASSYMETRY OF INFORMATION BETWEEN AGENT AND PRINCIPLE, RECOGNIZES THE POWER IMBALANCE THAT OCCURS WHEN MANAGEMENT IS ABLE TO ACT UNOBSERVED FOR ITS OWN BENEFIT A THE DETRIMENT OF THE PRINCIPLES, PURPOSE OF ACCOUNTING IS TO ADDRESS THIS POWER IMBALANCE
j. OBJECTIVES OF ACCOUNTING: SERVES TO AMELIORATE THE POWER IMBALANCE BETWEEN AGENT AND PRINCIPLES: 
i. ADVERSE SELECTION IS ALLEVIATED THROUGH THE RELEASE OF ACCOUNTING INFORMATION THAT AIDS DECISION MAKING
ii. MORAL HAZZARD IS ALLEVIATED THROUGH THE RELEASE OF ACCOUNTING INFORMATION THAT AIDS MONITORING OF MANAGEMENT
k. Projects of disclosure
3. Accounting’s Role in Decision Making
a. Evaluating risk of interaction with firm
b. Reason why accounting changes slowly
i. Accounting system is stuck in the 2nd wave technology. Focused on tangible assets measured at historical cost. This diminishes the utility of accounting. Accounting needs a “paradigm shift.”  A paradigm is a shared collection of beliefs. There is a conflict between a new and an old paradigm until there is sufficient evidence, then the new paradigm will be accepted (also need a demand for this.)
ii. Changes have been proposed:
1. Triple-entry accounting
2. Abandoning historical cost, switching to current costing
3. Expanding reporting to include non-financial information
iii. Adoption of IFRS is the biggest change in financial reporting. It’s been in process for years.
iv. Costs of standard setting
1. Complex (more increase complexity and require more expertise)
2. Production costs (more work hours and equipment required)
3. Standard setting costs (very expensive and time consuming to implement)
4. Need to remember the cost/benefit trade-off
a. Pareto Optimality Criterion: making one party better off without adversely affecting other parties. Improving reporting standard increases investors gain without affecting management. However, there is a loser because it costs management more money to increase disclosures.
b. Partial Pareto Optimality Criterion: Gains to one party exceeds the losses to the other parties.
v. Incompleteness of Standards:
1. Social-Preference Completeness: Individuals can identify their own preference but a group cannot reach consensus
2. Decision-Procedure Completeness: How should the item/transaction be reported? No standard exists for every single contingency. Use professional judgement. This relies on semantic judgement – a judgement that is influenced by cultural norms. Semantic judgement affects application of conceptual framework while using professional judgement.
c. Investors want accounting to be: (whether auditor A or B does the job, should be same)
i. Internally consistent: achieving the same number every time we measure
ii. Externally valid (Accuracy is key): producing numbers which represent economic reality (FMV)
iii. Importance of continuously improving accounting standards 
1. Additional information reduces the uncertainty of risk for investors
2. GAAP needs to address the specific needs of users, but it was designed years ago when the world was slower
3. 3rd wave environment requires professional judgement
a. Client pressures can cloud PJ
b. Audit fees are going down (auditors are skimming accounts)
d. FACILITATE SOCIAL INTERACTION, THE MORE ACCURATE THE INFO THE MORE EFFECTIVELY IT BENEFITS DECISION MAKING, AS A RESULT INVESTORS DEMAND INTERNALLY CONSISTEND AND EXTERNALLY VALID AND CONTINUOUS IMPROVEMENTS (PART C)
4. Accounting’s Role in Monitoring
a. Contact between management and shareholders
i. Wealth redistribution: PAT, Control management to reach goals, Social/Political Influences, Pareto Optimality Issues
1. Occurs at individual and social level
2. Individual: power imbalance exist between corp and individual members of society, transfer of power and control over natural resources to society to achieve greater balance, balance comes from holding corps accountable for their conduct in area of environmental resources
3. Failure to price environmental inputs results in goods being underpriced, when they are recognized, future goods and services will be overpriced. Putting redistribution of wealth from future generation onto current generation (bad)
ii. ROLE: it’s the responsibility of accountants to recognize, measure and report the financial performance and position of a corp. environmental resources is one of the factors of production and must be accounted for (just like raw materials). 
b. ACCOUNTING OUTPUTS = BASIS OF CONTRACT BETWEEN MANAGEMENT AND SHAREHOLDERS; SO OUTPUTS OF ACCOUNTING HAVE CONSIDERABLE WEALTH REDISTRIBUTION EFFECTS:
i. ACCURATE MEASUREMENT IMPROVES ASSESSMENT OF WEALTH TO BE DISTRIBUTED TO MANAGEMENT, PRINCIPLES AND CREDITORS
ii. MEASURES THAT ARE BASED ON FULL DISCLOSURES  (FINANCIAL AND NON-FINANCIAL) PREVENTS MANAGEMENT FROM MISAPPROPRIATING SOME OF THE WEALTH OF THE FIRM

5. Accounting Outputs are not Neutral
a. In the interest of disclosures (management) attempt to influence perception of performance (to smooth income, increase net income, decrease net income)
b. The choice among accounting methods is affected by management objectives
c. Auditors make a cost/benefit trade-off to determine scope of an audit.
d. AS A RESULT OUTPUTS ARE NOT NEUTRAL, INFLUENCED BY THE INTERESTS OF DISCLOSURES (MANAGEMENT) WHO WANT TO INFLUENCE PERCEPTION OF THE FIRM’S PERFORMANCE AND THE WAY IN WHICH THE FIRM’S WEALTH IS REDISTRIBUTED
6. Accounting Rules are not Neutral (intrinsic)
a. Political lobbying (firms will lobby to affect accounting rules and will de-list from the stock exchange to escape compliance)
b. Rules reflect social choice (Standards are altruistic, objective is to enhance social welfare, can also be for self-protection)
i. Winners and losers
1. When standards aren’t neutral its because they are influenced by a bias, in turn F/S are misleading/incomplete/unsuitable
ii. This is reflected in (4 theories: baby bonus, pat, paratio optimality)
c. Standards should be neutral because:
i. Issues of ethics and effectiveness (promote well-being of individual/entire society, control may be exercised over their decision making)
ii. Financial statement contamination (content is subjective but bound by standards and professional judgement to ensure credibility)
iii. Need for feedback (investors need feedback to make next decision)
iv. Constitutionality concerns
v. Implications for efficient capital markets
d. RULES ARE NOT NEUTRAL; THERE IS CONSIDERABLE POLITICAL LOBBYING (CHOICES AMONGST POSSIBLE ALTERNATIVE METHODS) AND THE RULES CHOSEN REFLECT THE SOCIAL CHOICE ON THE PART OF THE REGULATORS SINCE ANY CHANGE WILL RESULT IN WINNERS AND LOSERS (BABY BONUS, PARETO OPTIMALITY AND PAT)
7. ROLE OF ACCOUNTANTS
a. Accountants must balance the following while reporting (public relies on us)
i. Honesty
ii. Thoroughness
iii. Transparency
b. Public relies on us to be:
i. Independent
ii. Professionally skeptical 
iii. ethical


Session 6
· Financial Disclosures:
· Releasing information regarding the economic performance, financial position and future prospects of a firm to outside parties. May be released to comply with the law or voluntarily. The info can be historical, or future-oriented.
· Factors that influence disclosure:
· Organizational structure (open or closed): Some firms are very transparent and forthcoming with disclosures and others are very closed and limit their disclosures to compliance.
· Economic incentives: financial rewards/punishments for actions and outcomes
· Competitiveness
· Good news/bad news (good encourages competition/bad discourages competition)
· Investor behaviour (assume the worst and demand investor premiums)
· Influence (disclosures in attempt to influence investors, timing)
· Standards and rules
· Competitive rules: voluntary rules adopted by corps to ensure mutually beneficial competition
· Coercive rules: when one party has authority over another (ie: tax laws)
· Mimetic rules: members of a group are expected to behave in a similar manner, non-compliers are expected to explain their deviation from the norm
· Normative rules: explain how to do things
· Earnings management
· A purposeful intervention to either mislead stakeholders or to influence contractual outcomes that depend on reporting numbers
· 6 areas where information is managed:
· Information categories (the more aggregated the more can be buried, the greater detail the more transparent)
· Values of numbers (recognition policies, ex: aggressive recognition)
· Redundant disclosures (management selects different info to disclose to different audiences, leaves users with incomplete picture)
· Timing (good news/bad news controversy)
· Interpretation (management spin information to manage how it is interpreted)
· Managing 3rd party interpretation (management attempts to influence how 3rd parties interpret financial disclosures)
· WHY? Part of job description, minimize financial and political costs and maximize managers’ wealth (often at expense of shareholders)
· To avoid scrutiny from shareholders, CRA, Government, Analysts…
Session 7
· Professionalism
· Originated in the middle ages; Individuals professed to devote their lives to the service of God
· Has a hire calling then a trade
· Motives for seeking professional status (5)
· Lack of supervision by outsiders
· Monopoly over line of work
· Personal identity
· Power to determine who is admitted or rejected from the profession
· Power to discipline colleagues who deviate from values and practices
· Problem with sociologist’s professional attributes (way of determining profession)
· List fits imitators and genuine professionals
· Characteristics of a professional
· A profession is an occupancy that has authority
· Can intimidate by threatening to withdraw services
· 2 conditions: Cruciality and Mystique
· Cruciality: service is necessary for prosperity or survival
· Mystique: technical know-how, specialized training, beyond the capabilities of ordinary mortals
· For accountants:
· Cruciality: performs services not for own interest but for the public good, responsibility to 3rd parties. “The watchdog”
· Mystique: the use of GAPP and GAAS
· Changing face of accounting
· Role of accountants has changed in the 21st century
· Must now add value in financial analysis and strategic decision-making skills
· Consulting has also widened the scope of the profession
· New image: fun-loving accountant
· Firms hire ppl that are like them
· Well-rounded
· Individuals who can market themselves and the firm
· All relationship based
· Changing accounting image may not be desirable 
· New focus from protecting public interest to pleasing client
· Accounting standards fail to keep pace with rapid business changes
· Who will watch the watchdog
Session 8
· CSR: companies realising the benefits of improving their economic, social and environmental performance
· Legitimacy Theory: to gain access to limited resources, a corp’s value system must be congruent with the larger social system. Only by sharing society’s values does the corp become a legitimate citizen of that society with equal/valid claim to the scarce resources
· Globalization has weakened the role of the government. As a result, government began forming partnerships with industry. So society lobbying is ineffective.
· So society started punishing corps directly:
· On stock market
· Boycotts
· Courts…
· Now triple bottom line is becoming the norm (profit, people, planet) CSR begins
· CSR themes
· Human rights
· Labour
· Security
· Community support
· Business standards and corp governance
· Health promotion
· Environment
· Accounting for the environment
· Economic consequences: should be included in cost of goods and services because environment is an input. 2 costs associated to environmental accounting
· Internal (private) costs: conventional costs include anything to prevent harming environment, cannot always be in $$$ form
· External (societal) costs: can be in $$$ form but some need to be address qualitatively (accounting ignores these costs as externalities)
· Social contract: society permits a corp to operate and use resources as long as it operates in a manner consistent with social expectations (need to be a legitimate citizen)
· Careful, could be greenwashing (managing public impression)
· Recognition
· Life cycle analysis recommended to determine all environmental costs 
· ABC and Full cost accounting are recommended to ID all environmental costs
· Recognize an environmental liability when it is probable that an environmental obligation will occur, when it can be measured with reasonable accuracy
· Once recognize it should be expensed if no future benefits from the activity or capitalized if costs provides increased future benefits
· Environmental auditing
· Currently focuses on measurement and attestation of pollution discharges and site contamination
· Why develop a good environmental image
· Legislation
· Financial penalties
· Financial incentives
· Environmental reporting is influenced by
· Environmental lobbying (by society)
· Industry sector
· Corporate challenges (environmental reporting increases environmental fines reported publically, number of environmental articles in media and negative financial results. Argument is that disclosures are meant to distract from bad news)
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