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Considering the Effects of Accounting Standards
The Financial Reporting Standards Committee of the European Accounting Association has reviewed the EFRAG/ASB discussion paper Considering the Effects of Accounting Standards (January 2011).  Our comments, submitted on behalf of the European Accounting Association, are set out in this document. 

We appreciate that organisations which expose documents for comment prefer, for analytical purposes, that respondents give answers to specific questions posed in the document. Nevertheless, this presupposes that the respondent shares the view that these are the relevant questions. In our case we feel that a significant omission from the discussion paper is any detailed consideration of the available methodologies (and their characteristics) for carrying out any objective assessment of the effects of accounting standards and any consideration of the possible role of academic researchers.  As a professional association of researchers we have therefore provided a detailed discussion of this area, one where we hope our knowledge and experience can be used.
This document falls into three parts:
1. A summary of the positions taken.
2. Direct responses to the questions in the discussion paper.
3. A discussion of why, and how, academic research can assist regulators and standard setters in evaluating ex ante and ex post the effects of standardization.
There is also an appendix that names the EAA members who contributed to this response.
Summary

(A) Responses to the Questions in the Discussion Paper

We have identified seven key questions which encompass the issues raised in the paper and which we hope should help EFRAG and its group of standard setters to finalise their proposals.  
1. What are the effects of accounting standards?  

The effects of an accounting standard are ‘the consequences that flow from that accounting standard’.  Table 1 in our response to question 8 lists possible effects of accounting standards.  The effects are much broader than the consequences for the financial statements.  The effects include micro-economic and macro-economic consequences.  They may be positive or negative consequences and they may be different consequences for different parties.  Some effects can be, and should be, quantified.  Some effects are not quantifiable or cannot be quantified reliably.  

The proposed definition in paragraph 3.2 of the discussion paper references ‘the consequences that flow from that accounting standard’ to an objective.  That objective is important later but it is not part of the definition of effects.  
2. Which effects should a standard setter consider when developing an accounting standard?  

Throughout its due process, a standard setter should be aware of the broad range of effects of a proposed standard.  During that due process, the standard setter should:

a) decide whether to consider those effects as part of its due process;  

b) decide whether to carry out, or commission, an effects analysis; 

c) decide whether to rely on an effects analysis carried out by another organization or individual; 

d) decide which effects to take into account when writing the accounting standard; and 

e) demonstrate its awareness of, and its decisions about, the effects of the proposed standard in its due process documents. 

3. Which effects should a standard setter take into account when writing an accounting standard?    

When writing an accounting standard, a standard setter should take into account those effects which are relevant to the standard setter’s objectives and remit.  For example, the IASB should take into account the effects that a proposed standard may have on the decisions made by providers of capital and the costs of implementation to reporting entities and users of financial statements.  

Accounting standards can have major social and economic consequences which affect many parties and make some parties better off and some worse off.  Such considerations are the province of democratically elected parliaments.  Independent standard setters have no right (and therefore no duty) to interfere in these issues.  For example, when writing an accounting standard, the IASB has no right or duty to make some parties better off and some worse off or to maintain current wealth distribution.  

4. What is an effects analysis?  

An effects analysis should provide evidence about the effects of an accounting standard, in other words about the consequences that flow from that accounting standard.  The proposed definition in paragraph 2.2 of the discussion paper is too complex and too restricting.  It is also confusing and unclear.  We favour a shorter definition which focuses on evidence about the effects of an accounting standard.  
Section 5 of the discussion paper deals with how an effects analysis should be carried out.  We have several concerns about these proposals.  Suggestions about the effects analysis are mixed with comments on the standard setting process.  It fails to define what is meant by evidence.  It fails to consider different sources of effects analyses including academic research.  It is also very prescriptive: it sets out a “rules-based” approach to setting “principles-based” standards.  It requires things to be done but without any justification or explanation.  
As indicated, we believe that this is an area that calls for much further discussion, and we have included a separate section that reviews the research challenges of ex-ante and ex-post effects assessment.
5. Who should carry out the effects analysis during the development of an accounting standard?  
A standard setter must ensure that an effects analysis is carried out for stages A through D in paragraph 2.15 of the discussion paper and it must consider that analysis as part of its due process (see question 2 above).  The standard setter may carry out the effects analysis itself; alternatively it could delegate the process of carrying out the analysis to a working group within its institutional setting or to another organisation or other individuals (including academic researchers).  For example, the IASB must ensure that an analysis is carried out on the effects that a proposed standard may have on the decisions made by providers of capital and the costs of implementation to reporting entities and users of financial statements.  
For the reasons given in the answer to question 3 above, a standard setter should not carry out an effects analysis on those effects which are not relevant to its objectives and remit.  Any such effects analyses should be carried out by or on behalf of the appropriate government or regulatory bodies.  However, the standard setter should point out such potential effects. 
6. Who should carry out post-implementation reviews?  

Post-implementation reviews are effects analyses carried out after a new standard has been implemented (stage E in paragraph 2.15 of the discussion paper).  In order to safeguard the independence of the standard setting and review process, the standard setter should not carry out post-implementation reviews.  Instead, post-implementation reviews should be carried out by either a separate group within the standard setter’s institutional setting or by an external institution.  For example, post-implementation reviews of a new IFRS should be carried out by either an independent  group within the IFRS Foundation or an institution which is independent of the IFRS Foundation.  

7. When should post-implementation reviews be carried out?  

The first post-implementation review should be a clearly defined stage in the standard setting process.  It should take place between two and four years after the standard has been implemented in order to assess any benefits of the learning curve effects in applying the standard.  Furthermore, some effects cannot be assessed until later, for example capital and market effects.  The effects arising from changed economic environments cannot be assessed prior to any such change.  In that case, if further evidence accumulates, a further review should be done.  
(B) The usefulness of academic research in understanding the effects of accounting standards
Academic research as part of an effects analysis

The discussion paper talks about gathering robust evidence but does not appear to consider the possibility of using experienced researchers to do this. This section notes that academic researchers have knowledge of theory as well as expertise and competence on considering evidence and robust methodologies to apply.
Methodologies for effects analyses

This section notes that the discussion paper refers to field testing and canvassing opinions as possible methods for assessing effects. It elaborates different methodologies used in academic research. It notes that these may be more easily applied in ex-post research but can also bear upon ex-ante studies. This section also gives examples of such research that may be useful in assessing effects.

How to elicit research useful for effects analyses?
Assuming that the standard setter wanted to access the market for academic research, this section looks at different approaches to doing that. It suggests open competition maybe the most effective way of doing this, rather than direct commissioning.
(A)  Direct responses to questions in the Discussion Paper
	Preliminary Remarks: 

It seems to be appropriate that the DP uses the term ‘effects analysis’ instead of ‘cost/benefit analysis’, because it provokes a wider perception of what may be regarded as “effects” and it is not that easily associated with quantified or even monetary measures (see also paragraph 3.6).   However, the reasoning why the notion ‘effects analysis’ is used rather than ‘(regulatory) impact analysis/assessment’ 

 is not obvious for the reader of the DP.  

It is explained that the term was chosen to signal that what is envisaged is something different from regulatory impact analysis. In particular, it is argued that while ‘impact analysis’ often involves a quantified ‘cost benefit analysis’, this is not appropriate in the context of accounting standards (paragraph 2.3). This reference to ‘quantifiable’ cost and benefits can be found in the EU Impact Assessment Guidelines (15 January 2009) that state that costs and benefits should be estimated in monetary form, when this is feasible. Also the OECD states the cost/benefit analysis as a part of regulatory impact assessment (see comment to question 1)
.
The choice of ‘effects analysis’ might be due to the fact that this term has been used before in the context of IFRS. The IASC Foundation used the term ‘effects analysis’ in the Due Process Handbook for the IASB (see paragraph 2.5) , and the IASB itself used it to describe what was published in 2008 in relation to IFRS 3/IAS 27

. Similarly, EFRAG has supplied the European Commission so far with 27 so called ‘effect studies’
. Looking at the interpretation of the term ‘effect analysis/studies’ it becomes clear that a comparison of the costs and benefits of a standard (revision) is an integral part thereof. This is also highlighted in the comments to section 3, where it is explained that the definition of ‘effects’ also embraces a cost benefit comparison, although mostly not in quantifiable terms.  


If ‘effects analysis’ and ‘impact assessment’ are not perceived as synonyms then the question comes up, what do the EU or the OECD require to be done in addition to what is proposed for the IASB in the DP. The DP does not give an appropriate answer in this regard. 

We now turn to our answers to the DP’s nineteen questions. We believe that the questions do not follow a logical order. In particular, we found it necessary to consider the answers to Question 6 and some subsequent questions before we could properly address Questions 1 to 5. Nevertheless, we reply here using the DP’s order.

 

	1) Do you agree that ‘effects analysis’ should be defined, for the purposes of accounting standard setting, as ‘a systematic process for considering the effects of accounting standards as those standards are developed and implemented’ (paragraph 2.2)?

If you disagree with the proposed definition, or would like it to be amended, please provide an alternative definition, and please explain why you favour that alternative definition.
The proposed definition consists of five elements: (i) systematic, (ii) process, (iii) for considering, (iv) the effects of accounting standards, (v) as they are developed and implemented.

The definitions of impact analysis used by the OECD and the EU are:

Regulatory Impact Analysis (RIA) is a systemic approach to critically assessing the positive and negative effects of proposed and existing regulations and non-regulatory alternatives. 

Impact assessment is a set of logical steps to be followed when you prepare policy proposals. It is a process that prepares evidence for political decision-makers on the advantages and disadvantages of possible policy options by assessing their potential impacts. The results of this process are summarised and presented in the IA report. 

Contrasting the elements of the DP’s definition with the above,  we note the following:
i. Systematic – Similarly to the OECD’s definition, the proposed definition specifically refers to the quality of being systematic (‘methodical’ or ‘marked by thoroughness and regularity’
). In somewhat the same way, the EU definition refers to a set of logical steps, which one might presume are addressed in a systematic manner. Combined with the content of paragraph 2.10, systematic also means a formal order of actions that must be followed in a transparent way. 


The interpretation of systematic in this definition is very much related to the interpretation of the term ‘process’, see (ii). It may be interpreted as a step by step approach for singular events or points in time (such as a particular effects analysis at the exposure draft stage or the final standard stage) or it might be interpreted as the whole set of analytical actions carried out from the beginning and throughout the whole standard setting process.  Both interpretations of process should be taken into account and in both cases the actions taken have to be systematic. 

The use of the term systematic as a characteristic of the definition of effects analysis implies that assessments of implications that are not carried out on a systematic basis should not be called an effects analysis according to the DP. This is perhaps too strong a restriction on the meaning of effects analysis.  

With reference to paragraphs 2.8 and 2.10, it might be appropriate to include qualities such as transparent, objective and independent in the definition. 

ii. Process - One definition of process is ‘a series of actions or operations conducing to an end’
, which makes sense. The OECD defines impact analysis in terms of an ‘approach’ while the EU refers to it as ‘a set of logical steps’ and as a process.  There are thus variations, but they do not seem substantive.

More important is the issue raised under (i) above. There must be a differentiation between the process of a particular effects analysis at a specific stage and the whole process that is integrated in all the five stages (A-E) of standard setting referred to in paragraph 2.14. Although the DP refers to the effects analysis not as being simply a document but as a process that should be ‘open, consultative, iterative and ongoing’ (paragraph 2.16), the two interpretations of process should be differentiated. In order to avoid potential confusion as to which aspect of process is covered by the definition, it might be appropriate to restrict the concept of effects analysis to the point in time analysis (assessment) of potential or actual effects (this would also imply a deletion of the phrase ‘… as they are developed and implemented’ in the definition; see (v) below). This confusion could also be avoided, if the word process were replaced by approach as in the definition of the OECD (see above). 

iii. for considering -  One definition of consider is ‘to think about carefully’
.  
This interpretation does not imply a reaction (i.e. adjustments, changes, or even withdrawal of a proposal). It only means careful and thorough reflection on facts and/or expectations that may or may not result in actions.  An important part of consideration in this context means identification and evaluation/assessment of effects (see also 2.10 (f)).  However, if the consideration results in the identification of a major negative effect, than an appropriate reaction is seen as necessary (paragraph 2.10 (f); see also paragraph 5.4 (b) and (c) that contain a proposed decision rule).  

In the DP it should be stated that consideration does not imply that the standard setter should take, in all cases, corrective actions. The interpretation of consider might be clearer if the DP were to use the EU definition of  impact analysis in terms of  ‘a process that prepares evidence for … decision-makers on the advantages and disadvantages of possible policy options by assessing their potential impacts’.  
This more general interpretation of considering is also linked to the distinction in (ii) above, that the assessment of effects is an integral part throughout the whole standard-setting process, such that there should be particular analytical actions (processes) at specific points in time/stages of the standard setting process. Considering should embrace both types of processes. Related to this reasoning, it might also be argued that the term consider is not appropriate here, because the effects analysis should obtain evidence. This evidence is then considered by the standard setter in the standard development. 

iv. the effects of accounting standards – Concerning the definition of effects, see our answers to Questions 8 to 10. 

v. as they are developed and implemented – this refers to the five steps of standard setting explained in Section 2D of the DP. The application of effects analysis in the development stages of a standard (or amendment) and after implementation is crucial. See further comments to Question 4. However, it might be questioned whether the point in time when the analysis should be carried out should be an integral part of the definition of the analysis. It might be sensible to limit the definition to what is an effects analysis and to deal later in the DP with when it should be required.  This would also help to resolve the potential confusion with regard to the interpretation of the expression process (see above ii).
As a result of the above analysis, it might be worth reconsidering the definition, and making it shorter and clearer, by stating that ‘effects analysis is an approach that provides evidence about the effects of accounting standards’. 




2)  Do you agree that effects analysis should be integrated (or further embedded) into the standard setting due process (paragraph 2.7)? If not, why not? Please explain the reasons for your answer.

	
The integration of an effects analysis into the whole process of standard setting is an essential issue for standard setting. How should a standard setter otherwise arrive at decisions about its standards? Evidence of the impacts of alternative actions needs to be considered throughout the standard setting process and not be restricted to the final stage, when a regulator is basically faced with a take-it-or- leave-it choice. 

Incorporation throughout the process is also a major argument for the effects analysis being the responsibility of the standard setter (the decision-maker). However, here it might be important to differentiate between the responsibility for the organizational process and the responsibility for carrying out the analysis. A separation of responsibilities could be reasonable, especially with regard to the different stages of a standard setting process (see our comments on Question 3).  

In an ideal due process, the IASB should already carry out sufficient effects analysis. How can the IASB otherwise decide which new topic should become an agenda project, if not according to an effects analysis of the existing solutions? Why should they change a standard, if they have not considered the effects? 

Furthermore, effects analysis is already part of the IASB governance structure, because of a reference to cost/benefit considerations in the Conceptual Framework of the IASB. It could be argued that an effects analysis is also part of the IASB’s mission to act in the public interest. Effects analysis could also be seen as part of demonstrating the IASB’s legitimacy. 

The DP shows that the IASB has obviously not so far interpreted the role of effects analysis in this ideal or comprehensive way
. Therefore it is clear that the major challenge is not whether effects analyses should be in due process, but rather how to do it in a more substantive, structured, transparent, effective and efficient way. This might also be the reason why the DP uses the phrase ‘integrating (or further embedding) effects analysis’ in this context in Section 2 B. In addition, we believe that the relation between the outcomes of the effects analysis and the decisions of the standard setter need to become more transparent. This is also expressed by the DP in paragraph 2.9. 

Looking at the arguments in the DP which support integrating (or further embedding) effects analysis, it is claimed that such integration would help to meet the expectations of important institutions or bring standard setting in line with other processes of regulation, and would enhance transparency, accountability and credibility with regard to the standard setter. As a result of this, it would ‘contribute positively to delivering improved financial reporting’ (paragraph 2.10c). The DP does not refer to a direct link between the integration of effects analysis and better decision making of the standard setter that would lead to better contents of the standards. 

3) Do you agree that the standard setter should be responsible for performing effects analysis, and that the performance of effects analysis by any other body is not a sufficient or satisfactory substitute (paragraph 2.11)? If not, why not? Please explain the reasons for your answer.



The question of who should do the effects analysis is related very much to the scope of such an analysis. If it is supposed to be an integral part of the whole standard-setting process (see paragraph 2.7), the standard setter should, to some extent, be responsible for the organisation of the integrated analysis. However, it might be appropriate to use different bodies to carry out the analysis at different stages of the process (see our comments on Question 4). 

There is no doubt that the IASB should, at the very least, consider those effects that are relevant to the objectives of general purpose financial reporting as specified in its Conceptual Framework. However, the IASB should not be held responsible for performing an effects analysis on those effects that are not relevant to its objectives (such as tax or legal effects in different countries of IFRS application - see our comments in response to Question 9). 

The standard setter itself should do these analyses at Stages A through D (paragraph 2.15). However, it could delegate the work to one or more other bodies (in particular at Stages B, C, and D), as was done, for example, during the development of the IFRS for SMEs. Alternatively a special working group within the IFRS Foundation could be put in place to do this type of work for the project team. 

Stage E should not be carried out by the IASB itself, not least on the basis of the general governance principle of separation of managing and supervision, but also in order to safeguard independence in appearance and therefore the accountability and credibility of the IASB (characteristics that are put forward as major arguments for an integrated effects analysis in paragraph 2.8).  At this stage either a separate effects analysis group within the IFRS Foundation or an external institution should be responsible for the effects analysis. Here EFRAG could play a role, however, being a regional body, some might not see it as appropriate in relation to the global scope of the IFRS. Given that perspective, such a group could also be linked to the UN.   

The argument put forward in paragraph 2.13 that ‘if the standard setter does not perform the effects analysis, many of its benefits may not be fully realised’ is in our view very debatable.  In our opinion the best approach would be to install a sub-committee with relevant expertise under the Monitoring Board or the Due Process Oversight Committee (DPOC). 
4) Do you agree that effects should be considered throughout the life-cycle of a project to introduce a new accounting standard or amendment, but that publication of a document setting out the key elements of the effects analysis should be specifically required, as a minimum, at the following points in time in that life-cycle (paragraph 2.15)?:

A. When an agenda proposal on the project is considered by the standard setter;

B. When a discussion paper is issued for public consultation (this effects analysis is an update to ‘A’, to reflect the latest information available);

C. When an exposure draft is issued for public consultation (this effects analysis is an update to ‘B’, to reflect the latest information available);

D. When a final standard or amendment is issued (this effects analysis is an update to ‘C’, to reflect the latest information available); and

E. For new accounting standards and major amendments, a ‘post-implementation review’ is required, which is an analysis of ‘actual effects that should be performed and published when the pronouncement has been applied for at least 2 years, together with the publication of an associated document setting out the key elements of the review; a post-implementation review is not required for minor amendments.

If you do not agree, why is this? Please explain the reasons for your answer.

There is no doubt that the full potential of effects analysis is only realised if the analysis is applied throughout the standard setting process (see also our comments on Question 2). At each step in the development of a new standard or amendment there should be identification and evaluation of the potential effects of the proposed rules and concepts. 

To some extent this has already been incorporated into the present process of standard setting. The existing public involvement in due process (comment letters, public hearings, discussions with constituencies and members of the Advisory Council) might be regarded as part of an effects analysis because it is a kind of survey that the IASB carries out at each standard development stage. However, there is probably a significant bias in the responses because it is primarily the constituents that want to express contra-arguments who participate in this process. 

It should be stated that effects analysis is likely to be different in scope, depth and effort at different stages of the due process. For example, at Stage A, when the agenda proposal on the project is considered by the IASB, the Board should explain intended outcomes as part of its rationale for taking up the subject, but unforeseen issues and possible outcomes might be expected to arise as the project develops. 

With regard to the post-implementation review (Stage E) an extra point should be made. In general it is the responsibility of a standard setter to evaluate its standards on an ongoing basis. Consequently some kind of effects analysis should not cease with the first post-implementation review. However, the first post-implementation review should be a particular, clearly defined, stage in a standard’s life-cycle , observable for everybody interested in standard setting. For obvious reasons, mentioned above (Question 3), the effectiveness of a (new/revised) standard should not be assessed by the standard setter itself, but by another institution.  This effects analysis should take place within a particular timeframe, not necessarily after a period of two years; a period between two and four years might be more appropriate because of learning curve effects within the accounting community in applying the standard and the fact that many effects may take more time to become obvious.  In particular, market effects may require longer periods. Similarly, the effects arising from changed economic environments might not be evident prior to any such change. 

5) Do you agree that effects analysis should be undertaken for all new accounting standards or amendments, but that the depth of the analysis work should be proportionate to the scale of the effects (in terms of their

‘likelihood’ of occurring and the magnitude of the ‘consequences’ if they do occur), the sensitivity of the proposals and the time available (paragraph 2.19)? If not, why not? Please explain the reasons for your answer.
This seems to be common sense: there must be a materiality concern here. There should be room for the standard setter’s judgment about the likelihood or magnitude of consequences. But this judgment should be made when the IASB considers taking action in the first place. It should arise from the discussion of effects within the agenda decision.

This may be another reason that supports the idea of having an independent body responsible for the effects analysis, so that it can express an independent judgment as to whether the consequences are minor or unlikely. Also the constituents of the IASB might play an important role in this respect. If most of them think that an effects analysis should be carried out to a particular extent, they could require it from the standard setter (or whoever else is carrying out the analysis)
.
6) Do you agree that ‘effects’ should be defined, for the purposes of accounting standard setting, as ‘consequences that flow, or are likely to flow, from an accounting standard, referenced against the objective of

serving the public interest by contributing positively to delivering improved financial reporting’ (paragraph 3.2)? If you disagree with the proposed definition, or would like it to be amended, please provide an alternative definition and please explain why you favour that alternative definition.

We agree with the first part of the definition, i.e. that effects are consequences that flow from an accounting standard.  However, we do not agree that the definition should include ‘referenced against the objective ....’  The objective should not be part of the definition of effects, but is important at a subsequent stage in determining what action to take in response to identification of the effects, e.g. changing a standard or informing a regulator.

7) Do you agree that the term ‘effects’, rather than the term ‘costs and benefits’, should be used to refer to the consequences of accounting standards, in order to distinguish effects analysis from a CBA, on the

grounds that it would not be appropriate to require a CBA to be applied to standard setting (paragraph 3.7)? If not, why not? Please explain the reasons for your answer.

We agree that ‘effects’ is a more useful expression.  This is not only for the reason suggested in paragraph 3.7 (difficulty of quantification) but also because effects implies a wider range of issues (compared to those in paragraph 3.6).

We note that, unlike the two definitions quoted in the DP (para. 3.4), the proposed definition does not include a reference to who is affected.  It would be useful to clarify this.  Presumably, a wide scope is appropriate.

Incidentally, if paragraphs 3.7 and 3.8 imply that quantification is only needed on rare occasions, we would disagree.  We think that quantification should be attempted wherever it can be done reliably and practicably.

We believe that it would be useful for a subsequent paper to distinguish an impact assessment (such as required by the EU) from a cost/benefit analysis or an effects study, with respect to such issues as quantification.

8) Do you agree that the scope of the ‘effects’ to be considered, for the purposes of performing effects analysis, should include all effects, both ‘micro-economic effects’ and ‘macro-economic effects’ (paragraph 3.12)? If you disagree, please provide an alternative way of specifying what the scope of the ‘effects to be considered should be, and please explain why you favour that alternative.

The word ‘considered’ (in the Question and in paragraphs 3.12, 3.13, 3.15, etc.) could be misinterpreted.  We infer that the DP intends ‘identified/assessed’ rather than ‘acted on’ or ‘included as part of the arguments for changing a Standard’.  This is an important distinction, and greater clarity is needed.

Subject to that proviso, we agree that the scope should be wide. Any standard setter should, at the very least, be aware of the wide range of micro-economic and macro-economic effects that its standards might have, and then:

a) decide whether to include those effects as part of its due process;  

b) decide whether to carry out or commission an effects analysis; 

c) decide whether to rely on effects analyses carried out by another organisation; 

d) decide whether to modify its standards to accommodate these effects; and 

e) demonstrate its awareness of and decisions about the effects. 

We  note that this wide range of effects is far-reaching, complex and difficult to analyse.

We suggest a more detailed categorisation of effects, as in Table 1, which might help as an analytical tool.  This is not intended to be exhaustive, but illustrative.  It helps us to answer Question 9. Changes in financial reporting redistribute wealth among economic participants. Changes to financial reporting can also change the expected level (mean) and uncertainty (measured by variance, say) of future economic activity in future periods and hence its total value. A change in financial reporting that decreased the value of future economic activity can be presumed to be not in the public interest, even if it makes investors or some other sub-group better off. It would be helpful if a definition of public interest were established. We see the beginnings of a potential definition (though not a definition) in the IFRS Foundation Trustees’ Strategy Review of May 2011 that refers (para. A1) to 'effective functioning of capital markets, efficient capital allocation, global financial stability and sound economic growth'.

	Table 1 A Possible Taxonomy of Effects



	A
	Effects on providers of capital (positive or negative)

	(i)
	Benefits to analysts and other users in terms of reduced information costs and improved decisions because of improved accounting, including greater transparency. Some of these benefits to the users may be passed on to preparers as reduced cost of capital. Like other items here, the effects could be negative instead of positive.

	(ii)
	Initial direct costs to investors and creditors in understanding a change in the reporting requirements applicable to an entity and in implementing that change in financial analysis tools.

	(iii)
	Changes in continuing costs to investors and creditors in terms of understanding a change and implementing that change in financial analysis tools.


	B
	Effects on reporting entities (positive or negative)

	(i)
	Initial direct costs to the reporting entity of changing to a new requirement.

	(ii)
	Continuing costs in terms of preparation, audit, publication (these could be negative if a new standard is cheaper).

	(iii)
	Costs caused because competitors gain information (proprietary costs – but see D(iii) below) or because attention is drawn to the entity (political costs).

	(iv)
	Benefits (or costs) to the individual entity in terms of reduced (or increased) cost of capital caused by improved financial reporting. 

	(v)
	Other benefits to the entity from increased transparency (e.g. negative political costs).


	(vi)
	Benefits to the entity from an improved contracting environment arising from standards that make opportunistic behaviour by management less likely, partly arising from their foreknowledge of what will be reported.

	(vii)
	Better or worse decisions by the entity’s management, e.g. because of changes in understandings of its pension or lease liabilities.

	(viii)
	Any increase or decrease in a reporting entity’s (or other entity’s) tax bills.

	(ix)
	Effects on contractual arrangements, e.g. loan covenants.




	C
	Other micro effects

	(i)
	Economic effects on other stakeholders, e.g. employees, suppliers or customers. For example, a pension accounting standard might lead to a change in pension plans or their availability.

	(ii)
	Economic effects on other outsiders, e.g. the leasing industry might suffer if all leases had to be capitalised.

	D
	Macro effects

	(i)
	Stability (systemic) effects. Accounting changes can cause concerted behaviour among economic agents that can lead to instability (e.g. any effects of accounting on the solvency of banks or the stability of the financial system). A change that increases the expected value of economic production may nevertheless reduce its total value if the change increases the risk of instability.

	(ii)
	The success or otherwise of whole economies, e.g. improved allocation of capital resulting from better financial reporting, or improved contracting possibilities leading to reduction in agency costs (also a benefit to individual entities – B(vi)).

	(iii)
	Effects on factor markets, e.g. use of information by competitors may increase competition, stimulate production, lower prices and increase economic welfare by reducing monopoly profits.


We think that the argumentation in paragraph 3.15 is confusing.  In (a), it would be possible to demonstrate improved financial reporting without considering macro-economic effects.  The reason for identifying/assessing many effects is not because they affect the quality of financial reporting. Also, at the end of (b), we note that ‘consider’ is now being used to mean something beyond ‘identify/assess’ (see the beginning of our answer to Question 8, above).

9) Do you agree that a standard setter can only be expected to respond to an effect which is outside of its remit (or for which an accounting standard is not the most effective means of addressing the particular effect) by communicating with the relevant regulator or government body to notify them of the relevant issue and to obtain confirmation from them that they will respond appropriately to it (paragraph 3.17)? If not, why not? Please explain the reasons for your answer.

We agree that a standard setter should communicate with the relevant regulator or government body on possible effects of accounting standards which are within the remit of that regulator or body but which are outside the remit of the standard setting body.  However, in many instances, it will be impracticable for an international standard setter to communicate with all the relevant national regulators.

Prior questions that need to be resolved are: ‘What is the standard setter’s remit?’; and ‘Who establishes that remit?’. These are key issues. Presumably, the Monitoring Board and the Trustees are the relevant bodies.

We believe that the issue of whether and how to take account of the wide range of effects is complex and important.  We outline, below, three case studies.

Case I

In several countries, IFRS is now used for unconsolidated statements, so IFRS profits form the basis or the starting point for tax calculations. Potentially, then, any measurement change might affect tax bills. Revenue recognition is the most obvious current candidate. Some sectors/countries may see taxes increase/accelerate, others the reverse. This will have effects on earnings, dividends, cash flows, share prices, etc.

Should the IASB take account of all these effects?

The issue could also be asked at a national level. Suppose that the FASB, as part of convergence, proposes to abolish LIFO. This could have very large adverse tax effects on companies. Should this stop the FASB from abolishing what the IASB obviously thought was 'bad' accounting? 

Case II

Suppose that the IASB proposes to abolish the concept of operating leases. The leasing industry tells the IASB that this will greatly reduce the volume of business of lessors, presumably because companies only take out leases in an attempt to hide their liabilities. If the IASB presses ahead, lessor company staff will be sacked (and they are particularly located in Jersey and Luxembourg, whose governments complain). Lessor executives will lose pay. They will buy less champagne, which damages France disproportionately. And so on, to infinite regressions of effects.

What should the IASB do about all this? 

Case III

A standard setter proposed to require 'proper' accounting for defined benefit pensions. Up till then, a quasi-cash basis had been allowed. Companies say that the arrival of large and volatile net pension plan deficits or surpluses on balance sheet will have several disastrous effects: (a) share prices will fall, (b) loan covenants will be breached, and (c) companies will withdraw defined benefit schemes, thereby damaging the whole society for decades to come. What should the standard setter do about these effects? 

Our conclusions from these case studies are as follows.  On the tax issue, there are cases where a national standard setter should react (e.g. to the LIFO example) by warning the tax authorities and perhaps by setting a distant applicable date for a new Standard, to enable adjustments by tax authorities and taxpayers.  However, it is unlikely to be practicable for an international standard setter to be able to take account of the potential tax effects in many countries.  Anyway, a tax increase is as ‘good’ (for a country’s treasury) as it is ‘bad’ (for the entities).  Some other tax will not need to be as high.  We do not believe that the standard setter should change its Standards for these issues.

On the leasing case, we come to the same conclusion.  A fall in employment among lessors might be the result of removing a warping effect of previous standards which had fostered a leasing industry. As in all other cases, the standard setter needs to be able to show that there are likely to be benefits from the proposed change.

The pensions’ case is not essentially different from the leasing example. However, we see even greater political difficulty, because of the large transfers of wealth that might occur between employers and employees. This means that the standard setters need to be particularly careful that their reasoning and assumptions are reliable. Because of the large negative effects that may occur, the standard setter needs persuasive evidence that there are compensating benefits to other members of society. If such evidence is available, standard setters should not deliberately continue to create or maintain inferior financial reporting in order to appease powerful lobby groups or achieve (or avoid) particular economic or social objectives.

Our general point is this.  We accept that standard-setting is a political activity, in the sense that it can have major social and economic consequences, such that many parties can be affected.  However, it is not just that standard setters are not equipped to weigh up these issues; they should not be allowed to write accounting standards with the objective of creating or avoiding certain types of wealth redistribution effects (e.g. B (viii) or C (ii) in Table 1).  Such considerations are the province of democratically elected parliaments.  Independent standard setters have no right (and therefore no duty) to interfere in these issues.

Consequently, we think that the broad view (the well-being of the community at large) at the end of paragraph 3.22 is too broad but that standard setters need to identify/assess the impact of their work on the value of future economic production.  We therefore believe that standard setters should identify/assess a wide range of effects.  They should adjust standards for some (e.g. A and B (i –vii)); perhaps give long implementation dates for others (e.g. B (viii and ix)); and inform the relevant regulators in several cases (e.g. B (viii) and D (i)).  However, in many cases, there might not be an appropriate regulator, particularly at the international level.

10) Do you agree that ‘effects’ should be defined by reference to an objective, and that the objective should be that of ‘serving the public interest by contributing positively to delivering improved financial reporting’, where ‘serving the public interest’ means ‘taking into account the interests of investors, other participants in the world’s capital markets and other users of financial information’ (paragraph 3.19)?

If you disagree because you consider that ‘effects should not be defined by reference to an objective, please explain the reasons for your answer. If you disagree because you consider that ‘effects’ should be defined by

reference to an objective other than that specified above, please provide an alternative objective and please explain why you favour that alternative objective.

This question seems to repeat Question 6, to which we answered that we did not agree with the ‘referenced against ....’ part of the proposed definition.  The objective of improved financial reporting is relevant for deciding how to respond to effects, as in Question 9.  In our view, ‘improved financial reporting’ is too vague, and should be expanded upon by using ideas from the conceptual Framework. That is, the reference points should be expressed in terms that are relevant to standard setters, for example providing financial information about the reporting entity that:  

a) is useful to existing and potential investors, lenders and other creditors in making decisions about providing resources to the entity; 

b) is useful to the entity in determining the amounts of distributions to owners.  

Further, in our view improved financial reporting can only be assessed in relation to some underlying purposes of the activity that include a contribution to the welfare of society through: improved allocation of capital; better operating and more stable financial and factor markets; improved contracting possibilities; and, reduction of agency costs

The reference to ‘serving the public interest’ is not helpful. There are many other aspects of the public interest than improving financial reporting (e.g. enriching the contracting possibilities among economic actors, or enabling allocation of capital to its most productive uses).

11) Do you agree with the following clarifications of the term ‘effects’?:

a) Effects can be ‘positive’, ‘negative’ or ‘neutral’, as determined by whether they support, frustrate or have no impact on the achievement of the objective of serving the public interest by contributing positively to delivering improved financial reporting (paragraph 3.23);

b) Effects analysis will usually involve assessing the ‘marginal effects’ of an accounting standard or amendment, relative to the status quo that existed before its introduction, so the term ‘effects’ should, in general, be interpreted to refer to ‘marginal effects’ (paragraph 3.24);

c) The term ‘effects’ can be used to refer to both ‘one-off effects’ and ‘ongoing effects’ (paragraph 3.26); and

d) The term ‘effects’ can be used to refer to both ‘anticipated effects’ and ‘actual effects’, depending on what stage the effects analysis is at – before, during or after implementation of the new accounting standard

or amendment (paragraph 3.28).

If you do not agree with any of the above clarifications of the term ‘effects’, which one(s) do you disagree with and why? Please explain the reasons for your answer.

Part (a) appears to say the improved financial reporting is the only relevant effect.  However, for example, a Standard might improve financial reporting but at enormous cost to preparers.  Part (a) would call that a positive effect, but that would be misleading.

We generally agree with the proposals in Question 11 (b) to (d). In (c), it will be necessary to separate the one-off and ongoing effects. In (d), it will obviously be necessary to distinguish the two types of effects. During the development of a standard, the standard setter can consider only expected effects.  In a post-implementation review, a standard setter can consider both the actual effects and expected future effects. 

 12) Do you agree with the following further considerations concerning effects:

a) Effects analysis should involve considering effects in terms of both their ‘incidence’ (who is affected) and their ‘nature’ (how they are affected), and that the standard setter should be transparent about whether and why they consider that the effects on one group should receive greater weight, less weight or equal weight to the effects on any other group (paragraph 3.30); and 

b) Effects analysis should involve prioritising effects, possibly by ‘ranking’ them in terms of their ‘likelihood’ of occurring and the magnitude of the „consequences‟ if they do occur (paragraph 3.32).

If you do not agree with any of the above further considerations concerning effects, which one(s) do you disagree with and why? Please explain the reasons for your answer.
We agree that the effects analysis should consider effects in terms of both who is affected and how they are affected.  We also agree strongly that standard- setters should be transparent about whether and why they consider that the effects from one group should receive greater weight, less weight or equal weight to the effects on any other group.  This is far more important than any attempt to prioritise effects or rank them in terms of their likelihood of occurring and the magnitude of their consequences.  
In (a), the ‘considering’ in line 1 is again potentially confusing (especially given the ‘consider’ in line 4).  The discussion of weighting implies that ‘considering’ is now being used more widely than ‘identifying/assessing’.  Our answer to Question 9 is relevant here.

In (b), very large potential effects need to be assessed, even if seen as highly unlikely. This is partly because estimations of likelihood are error prone.

13) Do you agree that there should be a set of key principles underpinning effects analysis (paragraph 4.2)? If not, why not? Please explain the reasons for your answer.

14) Do you agree that the set of key principles underpinning effects analysis should be as follows (paragraph 4.2)?:

Principle 1: Explain intended outcomes (refer to paragraph 4.2);

Principle 2: Encourage input on anticipated effects (refer to paragraph 4.2);

Principle 3: Gather evidence (refer to paragraph 4.2); and

Principle 4: Consider effects throughout the due process (refer to paragraph 4.2).

If you disagree with the proposed set of key principles, or would like the principles to be amended, please provide an alternative set of key principles and please explain why you favour that alternative set.

We agree that a set of principles would be useful.  However, the four principles suggested seem more related to practicalities (Section 5).  We would prefer to see some objectives at this point. A further key principle should be that the effects analyses should be published.

For Principle 1, we do not see how a standard setter can explain the intended outcomes (other than in the most general terms) of a proposed accounting standard or amendment until it has considered the issues and possible requirements that will be in that accounting standard or amendment. It might be better if the principle were re-phrased in terms of: identify the problem that the proposed change to standards is addressing.  

We agree with Principle 2.  Constituents should be actively encouraged to provide input on the expected effects of a proposed standard or amendment.  This should happen throughout the project.  The standard setter should decide if and when to take account of this input (see Question 8).  

We agree in general with Principle 3, although the impression is given that effects are narrowly defined, which is probably not the intention The evidence may demonstrate that the proposals faithfully represent the underlying economic reality and produce information that has utility for users.  Some evidence may demonstrate the opposite.  Therefore, Principle 3 should emphasise the need for the standard setter (and others, when appropriate) to gather evidence and to assess that evidence (whether positive or negative) in the light of the standard setter’s objective.  We agree that the effects should be quantified when such quantification is practicable and likely to be useful to the standard-setting body when making its decision.  

We agree with Principle 4, although the ambiguity of ‘consider’ should be resolved once more. The principle should recognise that the effects analysis and deciding what to do about the effects may be more successful when carried out at particular stages in the standard-setting process rather than continuously.  For example, a standard setter may need to assess first the possible outcomes of a standard-setting project before taking account of some or all of those outcomes.  

15) Do you agree that the process that a standard setter should apply for validating the intended outcomes of a proposed accounting standard or amendment should include steps „a‟ to „d‟ of paragraph 5.2?

If you disagree with the proposed steps, or would like the steps to be amended, please provide alternative steps and please explain why you favour those alternative steps.
As a general comment on Section 5, we believe that it would be improved by distinguishing between (a) the process of particular analytical actions at specific stages of the due process, and (b) the organizational principle of integrating effects analyses throughout the standard setting process (see our comments to Question 1). More specifically, we think that 

· Part A should be presented in terms of an effects analysis to be carried out before the standard setting process starts. 

· Part B could be presented as general guidelines for carrying out effects analysis at any particular stage of the standard setting process. 

· Parts C and D represent topics related to (b). 

Another solution could be to restrict Section 5 to effects analyses carried out at specific stages of the due process (case (a)). 

The reader of Section 5 would also expect much more guidance on the type of research, studies etc. that might be appropriate for ‘robust evidence gathering’ (see 5.3 (f)). Here the section is silent.

In response to Question 15, we assume that Part A addresses the process that a standard setter should apply at the agenda setting stage to justify for itself and its constituents why it is taking a topic on the agenda. If, however, the steps outlined in Part A are meant to be applied in each particular effects analysis throughout the standard setting process, we believe that far more explanation is needed. 

With regard to paragraphs 3.6 and 3.7, it is interesting (but also confusing) that the DP uses the terms benefit and cost in 5.2 (b) as measures of the validation process rather than consequences or effects. We wonder whether this implies that, at this stage of analysis, quantitative measures are more likely than at other stages in the standard setting process?

With regard to terminology, it is also not clear why in the heading of Part A the expression ‘intended outcome’ is used rather than effects.  Are outcomes effects? They could be (and probably should be). Or are effects just part of the intended outcome? 

Before starting on a new agenda topic, it is obvious that the standard setting body should assess whether there is a need for a new/revised standard or not. This assessment involves a particular effects analysis that must be carried out thoroughly. Firstly, the standard setter has scarce resources and has to justify its spending. Secondly, the standard setter must justify every new agenda project with regard to its constituents and its mission statement. In order to fulfill its mission, it must believe that a project will lead to improved financial reporting. Thus, it has to make evaluations at the beginning of the whole standard setting process. 
Paragraph 5.2 (c) deals with a very important issue. The explanation of intended outcomes by the standard setter to its constituents is fundamental for the perceived legitimacy of the body. The expected positive and negative effects should be stated at the beginning of the standard setting process. Giving the public the possibility to comment on the standard setter’s tentative conclusions about the expected effects fits with other parts of due process, and would be a crucial change to the status quo. 

16) Do you agree that the process that a standard setter should apply for identifying and assessing the effects of a proposed accounting standard or amendment should include steps ‘a’ to ‘f’ of paragraph 5.3?

If you disagree with the proposed steps, or would like the steps to be amended, please provide alternative steps and please explain why you favour those alternative steps.

The combination of the heading of Section 5 – The practicalities of performing effects analysis – and of Part B – Identifying and assessing effects – suggests to us that the reader could expect practical and precise guidance on how effects can and should be identified and assessed. Unfortunately, this expectation is not met. 

We particularly find the lack of detail in paragraph 5.3 (a) troublesome. Instead of providing concrete, practical guidance on what type of activities the standard setter is expected to perform in order to identify effects, it says only that the standard setter should ‘complete initial research in order to identify effects’ and that this may include consideration of:  previous experience from other projects, the content of the Framework , the use of relevant models, such as scenario planning techniques etc. , information from constituents and the use of judgment by the standard setter. With the exception of the reference to relevant models, none of these suggestions is new or challenging. Instead, they are part of what the IASB has been doing over the past. 

As a result, the DP does not define, or even outline, what is meant by ‘robust evidence’ (see para. 5.3(f)). We acknowledge that this is a difficult issue, but also believe that it is essential that this key issue is addressed. 

As academics, we particularly question why there is no reference to academic literature and research in this section of the DP. We also believe that the IASB should carry out or commission ex ante research projects (such as surveys, interviews, case studies, economic model analysis).  On this, please see our overview of ex ante and ex post research in the final section of this response. 

In contrast to this lack of detail regarding the activities to be undertaken to identify effects (para. 5.3(a)) the DP is extremely explicit about how the standard setter should categorize the findings from its ‘research’ (paragraph 5.3 (b)). Such detailed guidance might be appropriate, for example for reasons of comparability. However, we believe such detailed prescription should be preceded by a thorough analysis of what types of categorizations are useful. Moreover, we believe, given the perception of identifying and assessing effects as something difficult and judgmental, that it may be appropriate to also allow room for flexibility. Therefore the very rules-based approach of effects analysis in the DP might not be appropriate for setting principles-based standards. 

We agree that it is important that the process is transparent and that the standard setter should expose its effects analyses for public consultation. However, it is necessary to ask in which form this exposure should take place. Is there a need for a separate step in the standard setting process or might an inclusion in the Discussion Paper or the Basis for Conclusions be enough?

The evaluation of the effects gathered is clearly a materiality judgment that is not primarily an academic issue but more a political one. At this stage in the process, the border between effects analysis and standard setting becomes hazy. Therefore it is necessary to expose the judgments made (provisional analysis) for public consultation. 

17) Do you agree that the process that a standard setter should apply for identifying options for the proposed accounting standard or amendment (options for achieving the intended outcomes of the proposed accounting

standard or amendment), and for choosing the preferred option, should include steps ‘a’ to ‘f’ of paragraph 5.4?

If you disagree with the proposed steps, or would like the steps to be amended, please provide alternative steps and please explain why you favour those alternative steps.

As mentioned in the preliminary remarks, Part C Identification of options is not primarily an issue of effects analysis but of decision making that is an overall duty of a standard setter. Here the authors of the DP give guidance with regard to the identification and selection of favourable options by the standard setter. We agree that this has to be done and that the decisions have to be based on the effects analysis. However the decisions themselves should not be considered to be part of it. The effects analysis should provide an appropriate basis of information to make a rational decision that is always a choice between different options.  If the decision making process is included in the definition of effects analysis then the whole standard setting process could be interpreted as an effects analysis because the effects analysis should have an direct influence on the outcome of the standard setting process. 

Indeed, the wording of paragraph 5.4 shows that the authors of the DP also see the choice of options as something that takes place after the effects analysis, otherwise the reference to the ‘effects adjustors’ would not make sense. 

Paragraph 5.4 (d) implies that standard-setting is a sort of mathematical calculation, especially in its level of detail. However, as already mentioned, the evaluation  and  choice of options involves little mathematical calculation and reasoning but rather a weighing up of many qualitative any semi-quantifiable factors. 

As already mentioned, it might also be questioned whether the choice of options is something that can be dealt with by applying a standardized, rules-based “routine process”? The complexity and the connectivity of the choices that have to be made might require a more principles-based approach. 

In our understanding, Part C does not only refer to a particular stage in the due process but is also relevant for the whole process. However, it is questionable whether the status quo option should remain one of the options throughout the process. During the process, the status quo should become a more and more unlikely option, otherwise the validation of intended outcomes at the beginning of the process would not have been carried out thoroughly enough.  

Here again the transparency issue is important. The standard setter should clearly document which option is preferred, and why. A deeper analysis of the effects, effects adjustors and prioritizations should then be performed for this preferred option.  It should then expose all this for public consultation (see paragraph 5.4 (d) and (e)). However, again, this transparency about the background to decision making, which has always already been visible to an extent in the Basis for Conclusions of each standard, should not be regarded as part of the effects analysis. 

18) Do you agree that the IASB should, to some degree, delegate to national standard setters and similar institutions some of the activities involved in gathering evidence of the effects of accounting standards, particularly consultation with constituents, and that these bodies should play a more active part in the due process to ensure that IFRSs contribute positively to delivering improved financial reporting (paragraph 5.5)?
In our view, collaboration with national standard setters is an integral duty of the IASB in fulfilling its mission. With regard to the effects analysis, the general idea that is put forward in the DP is comprehensible because an international institution cannot evaluate properly all major effects its accounting standards might have without collaborating with national institutions in countries that might be affected by the (new/revised) standard. 

However, the major question is how such collaboration can and should be organised. It is clear that the IASB cannot formally delegate standard setting to national (or other international) bodies. However, and this has been the case in the past, it can ask and encourage national standard setters and/or other institutions to comment during the due process and communicate national effects. 

That the IASB  has not always paid enough attention to those comments can, for example, be shown by the fact that it took German institutions (including the German standard setter) some years to convince the IASB that IAS 32 had to be revised for the case of puttable equity. Another example of collaboration is the field tests that were carried out during the due process of the IFRS for SMEs by various national standard setters. Collaboration with the IASB has become one of the major duties for national standard setters. 

However, it might be the case that there is a considerable number of countries that do not have an appropriate national standard setter or only one that does not have enough resources to collaborate with the IASB. 

In this context it is also important to think about the materiality judgments that the standard setter has to make with regard to which national effect has to be assessed as more or less important than the effects in other countries. This is a political judgment that is related to the comments to Questions 16 and 17.

With regard to collaboration with institutions, the DP again neglects the academic world. Why should the standard setter not collaborate with academic institutions in assessing national effects? 

Collaboration with other (national/international) institutions with regard to an effects analysis should be organized in a formal way. Here the IFRS for SMEs project can serve as a good example. This collaboration needs to continue throughout the standard development process.
National (or regional) institutions are also very important for the post-implementation review process. They should communicate their national experience with the (new/revised) standard to the IASB and also provide evidence through ex post research agendas (see our overview on research later). 

19) Do you agree that the next steps in developing and, subject to the results of public consultation, implementing the proposals put forward in this paper should include steps ‘a’ and ‘b’ of paragraph 6.2?
If you disagree with the proposed next steps, or would like there to be additional next steps, please provide alternative and/ or additional steps and please explain why you consider that those alternative and/or additional next steps are appropriate.

As regards the next steps proposed in the DP, we have concerns about the practicality of step (a) field-testing these proposals with a live IASB project. If the whole process was field-tested this could easily take five years. We support step (b) to ask national standard setters to share the benefit of their experience in this area, assuming that they have not already provided feedback by responding to this DP.

However, in as far as the main thrust of the DP is to suggest a system for enhancing the IASB’s incorporation of effects analysis in its due process, the next step should be to prepare a more detailed proposal and submit that to the Monitoring Board and Trustees. We note that post-implementation reviews are likely to be addressed by the IASB very shortly, and therefore we suggest that it would be unfortunate for the IASB not to have the benefit of EFRAG’s input in designing those reviews. It is likely to be much harder to influence the design at a later stage.

(B)  Why, and how, academic research can assist in evaluating the effects of standardization

1. Introduction 

This section provides an overview of why, and how, academic research can assist regulators and standards setters in evaluating the effects of standardization and regulation of corporate financial reporting and disclosure.
 We depart from the viewpoint of the recent discussion paper, “Considering the Effects of Accounting Standards” (ASB/EFRAG 2011, henceforth  DP), to argue that academic research is a valuable and often under-utilized resource that can help standards setters and policymakers to understand the possible effects of accounting standards and regulations. 

The DP stresses that an effects analysis is “a systematic process for considering the effects” (DP 2.2) and devotes much of the discussion to the process and definitions. However, it is remarkably silent on what constitutes the appropriate contents of an effects analysis. The DP lists four principles in Section 4, which speak to collecting input on anticipated effects and to gathering evidence, but remain vague as to how to analyze effects. We suggest that a discussion of effects analyses should include more specific views on the kind of evidence and its desired quality. 

In this paper, we provide input that should be helpful to generate views on these questions. We address the following questions: What are the benefits of using academic research as a part of an effects analysis? What kind of research methods and data can provide evidence on the effects of standards? How do methods and data differ for ex ante and ex post research? 

Consistent with the FRSC responses to the DP questions, we use the term ‘effects analysis’ in a broad sense to encompass the many possible costs and benefits realized by a wide range of stakeholders from the regulation or standardization of firms’ financial reporting and disclosure activities. While it can be challenging to undertake full cost-benefit analyses of proposed regulations or standards (see, e.g., Schipper 2010), we argue that the exercise of identifying the possible costs and benefits is very useful for researchers and policymakers to allow them to draw correct inferences and make informed decisions about the possible effects of regulations and standards.

We provide an overview of the effects that research has been dealt with and illustrate the approaches taken with particular examples to show how they frame their research to address effects of accounting standards and what they (can) find. It is not our objective to provide a broad survey of research in this area, and we are aware that our selection of examples is necessarily subjective. 

In summary, we strongly believe that academic research is best equipped to carry out research on effects of standards.
 Standard setters should not attempt to duplicate existing capabilities to perform effects analyses, but embed them in the process. In the last part of this paper, we outline how standard setters can elicit research useful for effects analyses. 

2. Academic research as part of an effects analysis 

The DP does not include much detail on ‘how’ to perform an effects study. Principle 3 of the DP states that an effects analysis should include a ‘comprehensive body or robust evidence to inform and support [the standard setters’] decisions concerning a proposed accounting standard and increasing the accountability of standard setters’; it further states that ‘standard setters will also need to consider how that evidence can best be gathered’ and prefers quantification of effects if practicable (DP 4.6). Further, the DP talks of ‘reviewing’ or ‘complete initial research to identify effects, do a ‘preliminary research’ or ‘provisional analysis, ‘apply a routine and transparent process for identifying and assessing effects’, ‘supported by robust evidence gathering’, and ‘engaging with constituents’ (DP 5.3). Given the presumption in the DP that the standard setters themselves are in charge for effects analyses, the DP explicitly refers to the constituents to be engaged in gathering evidence (DP 4.6) and suggests that ‘national standard setters and similar institutions’ may be delegated this responsibility (DP 5.5).
 

Surprisingly, the DP is silent about what other groups, in particular, the academic community, can contribute to effects analyses. In fact, the DP does not mention academic research at all. This is unfortunate as academic research has a long history of studying effects of accounting standards and, as we argue below, can play a significant role in effects studies that standard setters aim to implement.
 Other commentators have also encouraged accounting standards setters and regulatory bodies to rely more on the concrete evidence generated by academic research to inform policy decisions.
 In contrast, the DP gives the impression that standard setters themselves should invest resources into building capacity in performing effects analyses rather than use academic research to supply evidence, although the comparative advantage of academic research in this task is evident. 

We suggest that standard setters should initiate, moderate, and evaluate research efforts in effects studies, rather than try to duplicate the existing capabilities within the large global network of academic institutions engaged in research related to accounting standards and regulations. 

In the following, we identify and briefly discuss major benefits of academic research as they relate to effects analyses.
 

Academic research on effects of standards is generally based on theory. Theory provides guidance in determining where to look for consequences and, thus, what evidence to collect, particularly if one considers indirect and macro effects (see the discussion of empirically observable effects below. Often, expected consequences of a standard are based on intuition and common wisdom. A thorough analysis of the actions of preparers and users and their interaction can result in effects of standards that are not intended or not anticipated. Then, research can assess the net effects of the various consequences. 

Academic researchers have the expertise and competence to study effects of accounting standards, particularly considering the wide scope of possible effects, their complex interactions, and the difficulties to directly observe them. Research is innovative and develops new ways to gaining better insights into phenomena. Indeed, researchers’ expertise and competence are (or should be) the comparative advantage of research relative to other institutions that have different objectives. There exists a large global network of academic researchers that has already completed many studies on the effects of standards and this network is also actively working on new research related to recent updates to accounting standards. This academic network has the knowledge, prior experience and breadth of expertise that can complement the work of accounting standards setters. In contrast, standards setters generally do not have the in-house resources and expertise to undertake a comprehensive and rigorous research analysis of the possible effects of accounting standards. 

Academic research is generally rigorous and uses rigorous methodologies; therefore, results are more reliable than results of other processes to obtain insights into effects of accounting standards. Reliability is an important requirement for an effects analysis as it ensures the quality of the results. Rigor also commands that results are not over-interpreted or generalized to an extent that is not supported by the research, although both researchers and standard setters desire more general analyses. Some commentators complain that research is difficult to read and comprehend because it is rigorous. However, this does not imply that research should be less rigorous, but only that technical expertise is needed to interpret the results carefully.
 

There exists a competitive market for academic research. Researchers want to contribute to our knowledge of accounting by publishing innovative studies, so they have strong incentives to identify and evaluate as many effects of accounting standards as they can. This makes it unlikely that a first-order effect remains undetected. The competitive market also elicits several, perhaps contradicting, results on effects of standards. Several commentators complain about this characteristic, although it is evidence that the effects are less clear than anticipated or suggested or there are more consequences that jointly determine the effects of standards. Indeed, accounting standards operate in a highly complex economic environment and it would be surprising to find clear and undisputable evidence. A fortiori, claiming that a standard has a clear effect (which is what standard setters desire in an effects analysis) would make the quality of the underlying research suspicious. 

Finally, academic research is available at low direct cost for standard setters. The salaries and other costs of academic research are generally provided by other institutions interested in research output in general. 

3. Methodologies for effects analyses 

The DP does not include many statements on methodologies that can be useful, and should be used, in effects analyses. It states that one objective of effects analyses is to defend standard setters against assertions that they are too theoretical and look for the theoretically correct answer (DP 2.10 e). Otherwise, it suggests that standard setters gather evidence themselves or encourage constituents to provide input on effects of standards (DP 4.2). Typical examples for such endeavors to collect evidence may be public comments, outreach sessions, field studies, and particularly questionnaires. Questionnaires sent to constituents ask general questions about their opinions of perceived costs and benefits of a standard. Seldom are they evaluated any deeper than just counting the numbers of responses. Moreover, questions are inherently difficult to answer by any respondents in a questionnaire.
 

In this section, we provide an overview of research methodologies that can be, and are, used to assess effects of standards. We categorize them into theoretical and empirical approaches. Theoretical approaches are mainly useful to identify possible effects, including whether a standard or regulation is capable of achieving its intended effects. The strength of theoretical approaches is that they can be applied ex ante and can consider the possible effects of entirely new standards not previously observed in the past or in other jurisdictions. Theoretical approaches can be also be used to motivate and structure ex post empirical analyses of the effects of specific standards or regulations already implemented in various jurisdictions or time periods.

Empirical approaches attempt to bring in data to provide evidence on the possible effects of a specific set of historical standards or regulations in particular jurisdictions, time periods and institutional settings. While their main use is for ex post analyses, the results of empirical studies can be used to inform ex ante debates about standards that may be transposed to other jurisdictions or different institutional settings. Descriptive empirical studies can also feed into the development of a theory explaining the possible effects of accounting standards and regulations. Other empirical studies attempt to test theoretical predictions and possibly assess the absolute or relative importance of the hypothesized effects. 

3.1. Theoretical approaches 

We briefly discuss three different approaches: economic, behavioral, and normative research. Economic theory builds on asymmetric information and interests of interested parties that are not aligned. Accounting provides information that reduces information asymmetry among economic agents which use it to improve their decisions. A key feature is the thinking in equilibrium terms, i.e., by having each party taking into account the other parties’ decisions when determining their own decision strategies. Capital markets are one example, in which capital providers make inferences on what entities do not disclose or what their predisposition on earnings management is. Managerial and debt contracts are another example. These contracts use accounting information in specific ways to address and ameliorate agency problems. The usefulness for effects analyses is that models make the effects precise and help identify the net effects, counter-intuitive effects and unintended consequences of changes in standards. A disadvantage is that models simplify reality by making several, potentially restrictive assumptions. Thus, they cannot capture the richness of real decision-making environments. 

A second theoretical approach to the analysis of the effects of standards is behavioral research. We use the label ‘behavioral’ for approaches that include a variety of different methods that share the common idea that accounting affects individual and group behavior and is affected by this behavior. This approach draws on psychological theories that help explain how information is processed and acted upon by individuals in certain circumstances. Thus, it is useful to assess if an accounting standard achieves its intended effect. The approach also draws from sociological, philosophical, and organizational theories to analyze the effects of accounting rules and concepts on the organization, on other actors involved in the accounting environment, and society. It aims at critiquing accounting standards, for example, by highlighting their desirable or undesirable macro effects on society. 

A third theoretical approach is normative reasoning, which was particularly prominent in early accounting research. This research applies a deductive a priori approach to standard setting. A main feature of this normative research is that it assumes one or several objectives of accounting and tries to derive a consistent set of recognition and measurement rules that are supposed to achieve the respective objectives. It has produced several well-known accounting theories that are still used as conceptual underpinnings of accounting standards, such as the asset-liability approach and measurement concepts. It can also highlight potential inconsistencies within a standard or with other standards and their potential effects. Indeed, it appears that several of the more fundamental changes in accounting standards recently are based on a similar approach. 

3.2. Empirical approaches 

Before reviewing different methodologies, case and field, questionnaire, archival, and experimental research, we begin by discussing the types of effects that empirical research can analyze upon the adoption or the change of a standard or set of standards, and the types of empirical methodologies available to researchers. 

What are and where to look for effects?

In this subsection, we summarize the types of effects of an adoption of or changes to mandated reporting and disclosure rules that can be studied by empirical research.
 Effects are largest for a fundamental change in accounting standards, and this is the reason that a majority of empirical capital market studies the effects of the IFRS/IAS adoption in the EU and around the world. Some of the effects may not apply to or cannot be observed and isolated for smaller amendments of standards. 

Leuz and Wysocki (2010) highlight that both firm-specific and market-wide effects are relevant for empirically evaluating the outcomes of adopting or changing reporting standards and disclosure regulations. 

Knowledge of the firm-specific possible effects of both voluntary and mandated reporting and disclosure are relevant for evaluating the impact of accounting standards because they give insights on: (i) the nature and form of the effects, (ii) how mandated reporting and disclosure rules may differentially affect firms (including potential wealth transfers among firms and across various stakeholders), and (iii) which firms are likely to engage in avoidance strategies and how they may react, or which firms may lobby for or against a proposed regulation given its differential effects on firms. Market-wide effects of firms’ disclosures (both with and without regulation) are relevant because they capture outcomes that firms may ignore or not fully internalize when making their individual disclosure and reporting decisions. Knowledge of these market-wide effects and externalities provides a basis for identifying the effects of adopting or changing reporting standards and the enforcement of these standards.

Our response to the DP questions states the following categories of effects and provides examples for each of them: 

(A)
Effects on providers of capital; 

(B)
effects on reporting entities; 

(C)
other micro effects; and 

(D)
macro effects. 

From an empirical point of view, most studies focus on (B), the effects on reporting entities. They include changes in (i) companies’ reporting and disclosure practices; (ii) their direct expenditures to comply with new or modified standards; (iii) companies’ and managers’ real operating and investing activities; and (iv) market interactions between firms and investors, which also simultaneously looks at (A), effects on the providers of capital. We briefly describe empirically observable effects in each of these categories in turn. 

An obvious starting point in an empirical analysis of possible effects are companies’ actual reporting and disclosure practices; especially those practices directly referenced in the standards. These studies often compare the reporting and disclosure activities of firms affected by the (new) standards with the reporting and disclosure activities of a control group of firms not affected by the standards (such as firms in other jurisdictions), or changes in firms’ reporting and disclosure activities between the time periods before the change in standards, during the transition period, an after the adoption of the standards. To quantify and characterize firms’ reporting and disclosure activities, empirical studies often examine the properties of firms’ reported accounting numbers such as attributes like earnings comparability, earnings persistence and other accruals properties; the information content and decision-usefulness of reported accounting numbers; or, the volume, frequency, comparability and quality of firms’ disclosures.  

Companies often bear direct costs of complying with new or modified standards including the preparation, certification and dissemination of accounting reports. These direct costs can be substantial (especially during the transition period) and include the opportunity costs of those involved in the disclosure process. Moreover, fixed disclosure costs lead to economies of scale and can make standards compliance particularly costly for smaller firms. Empirical studies can examine direct costs paid by firms to external auditors, legal advisors, and consultants both during the transition period and future ongoing costs. In addition, there are internal compliance costs that will show up as administrative expenses and there may be changes in the number of employees involved in internal audit and compliance functions. Finally, there are education costs borne by both employees and employers as these parties need to make investments in knowledge applying and working within the new standards framework (see also Hail, Leuz, and Wysocki, 2010b).

Another effect of a change in standards relates to companies’ and managers’ real operating and financing decisions that are directly linked to or influenced by disclosure and reporting. These changes alter the distribution of future cash flows. For example, better corporate disclosures can improve managers’ production or investment decisions if investors and firms coordinate with respect to capital allocation via public disclosures and share prices. Empirical studies can examine changes in the types and intensity of the firm’s investments (such as allocations to Capex and R&D, relevant capital depreciation rates, foreign investments), and operating decisions (i.e., mix of fixed and variable costs, number of real operating segments).

 Similarly, studies in agency theory suggest that more transparency and better corporate governance affects firm value by improving managers’ decisions or by reducing the amount that managers appropriate for themselves (e.g., Shleifer and Wolfenzon, 2002). Therefore, accounting and disclosure standards may have observable real effects through changes in corporate ownership structure, insider ownership and trading activities, changes in governance structures, as well as other outcomes capturing both the prevalence of corporate malfeasance (such as changes in the detection and frequency of legal and regulatory enforcement actions).

Finally, empirical studies can examine the market interactions between firms and investors. The outcomes of these financing interactions can ultimately affect cost of capital and firm value. Current firm-specific disclosure theories typically focus on direct capital market outcomes of companies’ disclosure activities. Likewise, empirical studies of these capital market effects focus on related observable outcomes such as market liquidity of a company’s securities, the company’s cost of capital, and its valuation.  To investigate these capital market outcomes, researchers look to readily quantifiable attributes such as variation in securities’ trading volume, bid-ask spreads, price impact of investors’ trades, cost of issuing debt (including interest rates and inclusion of debt covenants), and implied cost of equity capital (a comparison of market prices with fundamental firm valuation based on accounting data). 

Studies can also examine measures of overall market activity as an indication of changes in the net costs of raising capital. Measures of market activity in a country include the number and monetary value of transactions related to IPOs and debt and seasoned equity issues, the types and mix of investors providing capital to firms (including retail investors, institutional investors, banks, private equity and debt providers, governments, and foreign investors), and the level, types and outputs of financial analysts and other financial intermediaries (such as analyst following, analyst forecast properties, ratings by debt rating agencies, etc.)

Category (C) includes other micro effects on other stakeholders. For example, changes in a firm’s reporting and disclosures activities can have indirect effects because information provided to capital market participants can also be used by other parties (e.g., competitors, labor unions, regulators, tax authorities, etc.). The effects of corporate disclosure also extend beyond competing companies. An individual company’s disclosures may have externalities that benefit non-competing companies in other industries by revealing relevant information about new consumer trends, technological shocks, best operating practices, governance arrangements, etc. This information can be useful to other companies for decision making but it can also help reduce agency problems in other companies. 

Therefore, empirical studies should examine these indirect or spillover effects which can include changes in product market competition, changes in the future terms of labor union contracts (especially with reference to contracts based on accounting numbers), and perhaps even changes in regulatory contracts and corporate tax rules and compliance. These types of spillover effects also tie back to the company’s reporting and disclosure practices because labor, tax and regulatory contracts based on accounting numbers will likely influence managers’ incentives to engage in earnings management and accounting manipulations.

Category (D) includes macro effects. Empirically observable effects in this category relate to changes in other institutions that support and interact with firms’ financial reporting and disclosure activities.
 A key insight is that various sets of institutions (such as the legal system, capital market infrastructure, education system) interact with and need to fit with a country’s reporting and disclosure regime and accounting standards in order for the ‘system’ to work. As noted in Leuz and Wysocki (2010), there are a number of economic justifications for adopting standards and mandatory disclosure rules in a market. In other words, accounting standards and mandatory disclosure can have a number of potential benefits and be socially desirable. 

However, to avoid the Nirvana fallacy, it is important to recognize that standards and mandatory disclosure regimes have costs and are not without problems. Specifically, mandatory regimes are costly to design, implement and enforce. In addition, it may be costly to modify a country’s or other related institutions so that they can effectively work with a new set of accounting standards. Therefore, empirical studies should also examine the amount of resources committed to designing, implementing and enforcing a set of standards. It should be noted that these institutional effects can result in cost savings relative to a previous regime (i.e., a decrease in expenses related to creating and maintaining domestic standards) or increased costs (i.e., investment in new enforcement capabilities to ensure compliance with new IFRS standards).

This brief review of potential effects documents the wide scope of potential consequences of the adoption or change in an accounting standard, and it is illustrative of how difficult it can be to capture all effects. Often, research focuses on observable effects only, thereby missing other perhaps important effects. 

Methodologies of empirical approaches 

In this section, we consider different empirical methodologies and group them mainly by the breadth and depth of the analysis. The more entities are studied, the lower is the depth of the analysis; hence, a tradeoff is necessary. 

Case studies and field studies are based on one entity or a few entities that are similar or different along certain dimensions. The advantage is that it is possible to research in depth the effects of standards in these entities, which provides a very realistic picture of costs and benefits of a standard. Actual decisions can be studied, and decision makers can be asked how a standard affect their decisions. Thus, they capture the richness of the environment and, thus, the possible effects of standards. However, there are some drawbacks to this approach. It is often difficult to get access to individual company data, particularly if they enter a publication. 

Another disadvantage is that it is difficult to assess how specific the results are to the respective entities and how generalizable they are. The more detail is considered, the stronger is the dependence of the insights on individual decision makers and the personal attitudes, the actual organization and its main players, and the economic and social environment the entity operates. Case studies and field studies are useful for ex ante and ex post research. Ex ante they provide insights particularly into the direct costs of implementing a standard and the effects users anticipate or perceive.
 Ex post they yield insights into how entities actually responded to the standard and to understand why they did so. 

Interviews and questionnaire surveys have a broader scope and collect information of many individuals or entities on the effects of standards. Interviews may elicit specific information, particularly if open questions are used. However, the number of interviewees is limited. Questionnaires can be sent to many people at a low cost, but it is often difficult to motivate the intended respondents to answer the questionnaire. Moreover, questions must be heavily structured, providing fixed categories, and the number of questions is limited to avoid too many non-responses. As such, questionnaires may not be sufficiently flexible to elicit the true opinions of respondents or the full set of circumstances. The answers to questions in a questionnaire and their statistical analysis can also affected by how they are formulated. 

Archival research has gained the most interest from financial accounting researchers due to the increasing availability of large databases of financial statement information, market prices, volumes and liquidity, analyst forecasts, management compensation, debt contracts, mergers and acquisitions, and so on. These databases are general-purpose data which are not specifically collected to study a particular effect of an accounting standard, but they can be used for that purpose. Thus, they allow researchers to assess the effects for a large sample of entities, which captures the average total effects. The disadvantage is that the databases do not contain the data that is desirable for a study, so that rough proxies must be used. 

Alternatively, researchers can complement the database with hand-collected data, although this puts a limit to the number of observations. Moreover, it is difficult to isolate the effects that result from a change in a standard from other changes that occur at the same time. Archival research is mainly useful for ex post research because standards that are not effective do not show up in the data yet (except for anticipatory reactions perhaps). It can be useful for ex ante research if it can build on environments in which the respective standards are different or by simulating effects based on actual data. However, inferences from such settings may not show up similarly in the environment in which an effect is analyzed. 

Experimental research generates data from laboratory experiments in which participants take on roles and make decisions based in a constructed economic context. Experiments look at decisions in a controlled environment, which allows for a variation of individual factors that are considered important for participants’ decisions while holding the other factors constant. Therefore, they are able to establish causal relationships between specific factors and the resulting decisions. They also allow inferences how participants make their decisions. Experimental research is particularly useful for ex ante research because it can generate results for any accounting standard regardless whether it exists or not in reality. A disadvantage is that the laboratory situation has to be simplified and participants may decide differently in real situations. This limits the generalizability of their results. 

3.3. Illustrative examples of research on effects 

In this section, we provide a small number of examples of research in each of the methodologies to illustrate the themes, the research design, and the results of research to aid in understanding and assessing the effects of accounting standards. It is not the purpose of this paper to provide a comprehensive survey of such literature, but we deliberately select examples from the, sometimes extant, literature. 

Examples of theoretical research 

In this subsection, we provide particular examples of theoretical research, including analytical modeling, behavioral, sociological, and normative methodologies. As mentioned earlier, theoretical research mainly aims at identifying and explaining potential effects of standards. 

An example of the use of analytical models to study the effects of standards is Plantin, Sapra, and Shin (2008). They examine effects of mark-to-market accounting on the volatility of prices in financial markets and, as a consequence, on the volatility of earnings for companies that use this accounting measurement rule. In an analytical model of the functioning of asset markets, the authors find that mark-to-market accounting can induce artificial volatility in these markets. If the market is not deeply liquid and the assets have a relatively long maturity, then mark-to-market accounting puts too much importance to the imperfect signal transmitted by market prices. Companies that are forced to recognize a decrease in the market price of the assets may decide to sell to limit book losses. However, given that the market is expected to become even less liquid, the fear of not being able to sell in the future may force other firms to sell as well. It is through this vicious circle that the original signal sent by a decrease in price is amplified by mark-to-market accounting, which creates artificial and accounting induced volatility in the market. 

Another example is the model in Ewert and Wagenhofer (2005), which examines the effects of a change in accounting standards that reduce the discretion of management for earnings management in a capital market setting. The direct effect of this change is a reduction in accounting earnings management, which is the objective of the tighter standard. However, there is another, undesirable effect: Since the market reacts to the reduction in accounting earnings management by increasing the value relevance of earnings, it increases incentives of management to take real earnings management activities, which are costly to companies as they affect real cash flows (e.g., by reducing R&D expenditures or offering rebates to induce early sales). The real earnings management reduces the value relevance again, albeit to a lower extent so that net value relevance is still increasing. Nevertheless, the tighter standard makes shareholders worse off. 

An example of the use of a behavioral approach to analyzing effects of accounting standards is the organizational approach by Ravenscroft and Williams (2009). They argue that the effects of accounting standards cannot be fully understood without contextualizing them within the history of accounting and the development of accounting professionals. The authors focus on the usefulness of SFAS 123R on the expensing of stock options. On one hand, the expensing of management stock options is a result of the reliance on efficient markets and the primary goal of financial accounting to provide information to market participants. On the other hand, if one considers accountability (or stewardship), then expensing management stock options is at odds with the view that management is responsible for expenses. Accountability is also impaired because determining the fair value of awarded stock options requires models and many assumptions, thus producing unreliable estimates. 

Durocher and Gendron (2011) study the comparability of accounting information induced by standards. Comparability is often cited as one of the main arguments in favor of convergence of accounting standards around the world and of IFRS adoption. This objective is rarely questioned in the common debate about accounting regulation, and its theoretical status and desirability is far from being clear cut. The authors use sociological theory to propose an explanation on how comparability is not questioned ex post even if it is questionable ex ante. This dynamic creates a vicious circle for the accounting standard setting process and fails to generate the independent criticism necessary to allow the standard setter to move forward and look for alternative objectives and approaches.

Power (2007) is an example of a sociological analysis of risk and risk management, which also lies at the heart of risk disclosures in accounting standards. It traces risk management to the bureaucratization of organizations, their accountability and legitimacy. The author stresses that changes in standards are seldom exogenous events, rather they coincide with or are preceded by other organizational changes. So, looking for effects of standards may fall short of capturing such joint evolvements and attribute too much to the change in a standard. 

An example of a normative approach is Hitz (2007) who explores the desirability of fair-value accounting and explicitly characterizes his analysis as a priori analysis. Under a strict measurement perspective and under ideal conditions of perfect and complete markets, he finds that the superiority of fair-value accounting is difficult to question. However, these ideal conditions are not a valid description of the real world. Hence, the strict measurement perspective has to be abandoned. The author analyzes two possible alternatives: decision-usefulness and the information perspective. The decision usefulness approach may support the use of fair value accounting in the mark-to-market version as a superior input to the valuation process.  However, it does not support the mark-to-model version of fair value because then it is difficult to sustain its superiority with respect to any other subjective forecast of future cash flow as an input for the valuation process. In the information approach, it becomes crucial to define what it is meant by “informative income” and the author notices the lack of such a definition in real life standard setting. 

Examples of empirical research 

In this subsection, we provide particular examples that highlight some of the recurring themes found in empirical studies of accounting standards and disclosure regulations. We begin with survey studies and then discuss archival event studies, archival analysis of capital market outcomes, and experimental research.

One approach to analyzing the effects of accounting standards is to directly survey the views and opinions of various stakeholders affected by a mandated reporting regime. For example, Lins, Servaes, and Tamayo (2011) survey a large sample of financial executives from companies in Europe and around the world to examine how and why these executives changed their companies’ risk management policies in response to changes in the accounting for derivatives. The authors document that nearly half of the executives claimed to have altered their risk management policies in response to those changes. In addition, they find that the surveyed executives were more likely to alter their risk management policies to smooth reported earnings if their company operated in countries with low disclosure standards. This example highlights that survey research has the advantage that it attempts to capture managers’ intended objectives rather than just the observed outcomes of managerial policies. 

Hjelström and Schuster (2011) report on in-depth interviews with the accountants of 17 Swedish companies after the transition to IFRS. The interviewees were mainly concerned about the costs of compliance with IFRS, including the belief that the standards did not reflect the underlying transactions, so that outsiders might form wrong perceptions, and potential competitive disadvantages particularly from extensive disclosures. Interestingly, they did not mention much benefits of the transition to IFRS which may be due to the fact that the accountants are oriented towards internal effects of accounting information. 

The most common empirical approach to examine effects of standards is archival research. A common methodology is to apply an ‘event’ study of stock market reactions to news about possible changes to accounting standards. These studies use large data sets that include many companies and events in an attempt to isolate the news effect of accounting standards. An example is Armstrong, Barth, Jagolinzer, and Riedl (2010) who examine the stock market reactions to events related to IFRS adoption in the EU.  The authors document a positive aggregate stock market reaction in Europe to news events that increased the chances of IFRS adoption in the EU. This suggests that investors viewed the possible introduction of IFRS as increasing shareholder value. The authors also find that the stock market reaction varies across types of companies and is greater for companies in lower-quality information environments and for companies in common law jurisdictions. In summary, event studies provide a powerful, ‘bottom-line’ effects analysis for one important class of stakeholders, namely shareholders. In addition, empirical event studies typically examine differences in the capital market effects across various types of firms from different environments and countries.  

Daske, Hail, Leuz, and Verdi (2008) is another example of a study that focuses on capital market outcomes, but compares and contrasts effects before and after a change in accounting standards. The authors focus on the adoption of IFRS in the EU and find increased stock market liquidity after adoption. In addition, they document a decrease in companies’ costs of capital and an increase in equity valuations. They also find that the market effects are not uniform across countries and across types of companies, but are most prevalent in environments or countries with strong enforcement and reporting incentives. However, studies like that cannot fully rule out other possible explanations such as concurrent changes in other institutional factors in a country as well as contemporaneous changes to firms’ other reporting incentives.

Another approach to empirical research on accounting standards is to focus on either a specific standard or a specific group of firms affected by a standard. For example, Ahmed, Kilic, and Lobo (2011) examine the effects of changes to derivatives accounting on U.S. banks. The authors find that, after the introduction of the specific SFAS 133 standard, banks had a greater apparent sensitivity to fixed-rate bond spreads for their interest rate securities that they reported under the hedging classification. The findings suggest that the new standard increased the risk relevance of accounting measures.

The study by Wu and Zhang (2009) is an example that examines non-capital market effects of accounting standards and delves into the world of contracting. The authors investigate whether IFRS adoption is associated with changes of companies’ internal evaluation procedures. Specifically, they find that CEO and employee turnover is more sensitive to changes in accounting earnings under IFRS for a large sample of European firms. These documented effects are consistent with the prediction that accounting earnings are more relevant for internal performance evaluation under IFRS compared to prior previous domestic GAAP regimes in the EU. This study highlights that there are wide-ranging effects from changes to accounting standards beyond the typical capital market outcomes. 

Archival data can also be used to simulate effects of changes in an accounting standard. For example, Fülbier, Lirio, and Pferdehirt (2008) use data from listed German companies to estimate the effect on a broad set of financial ratios for different methods of accounting for leases. They find that debt-equity ratios are affected, as expected, whereas profitability ratios and market multiples used for valuation do not change much. Moreover, most industries are only marginally affected by a change in the accounting method for leases. It may be more difficult to draw inferences on actual effects after a standard has changed if the size of the effects is more significant because if the simulation uses information that is available in the market and already embedded in the price. 

An example of an experimental approach is Xu and Doupnik (2011) who study the effects of alternative formulations of an intended standard. The authors use the case of revenue recognition and focus on the issue of the determination of the point in time when control of a certain resource shifts from the supplier or vendor to the client. The authors use accounting students as subjects for their experiment and provide them with one of six possible alternative text versions of the standard. The least precise version simply includes the principles; the most detailed version of the standard combines the principles with both indicators and examples; intermediate versions vary the number of indicators and examples provided. The subjects then judge whether control has been transferred or not in a specific case. The results show that indicators and examples are not perfect substitutes to make a standard more prescriptive, but indicators are more effective in guiding judgment than examples. In terms of confidence in their judgment, subjects became more confident if both indicators and examples were available. This study illustrates a particular strength of experimental research in that it can vary certain elements of a setting while controlling for other elements. 

4. How to elicit research useful for effects analyses? 

In the discussion above, we emphasize the market for academic research as a key feature to provide incentives to perform research that addresses effects of standards. For this market to function effectively, it is useful to feed in information about demand and to facilitate the collection and aggregation of studies. 

We note that standard setters have sometimes commissioned studies on particular research questions. While this leaves control of the process with the standard setter, it preempts the functioning of the academic market as the selection of researchers by the standard setter predetermines the methodology and the basic views of the study. We believe commissioned research is most useful if an issue is time-critical. 

Another option that comes closer to a market setting, but leaves some control with the standard setter, is to sponsor research projects that are selected by a competitive process, similar to general research funding in many countries. This is an approach that has been followed by some institutions. 

If the standard setter does not, or should not (due to governance concerns), intervene in the contents of effects studies, it is still useful to provide information about research opportunities that is useful to standard setters to generate awareness among academia. An example is a call for research on certain issues. This information can direct research efforts to these issues. To illustrate, we envision that standard setters communicate on their websites calls for effects analyses for specific standards, including the time frame.
 Researchers should have the opportunity to submit their research to the standard setter. The standard setter would establish a small board of academics that review work before it is made available to the public via the website, e.g., similar to the structure of the Social Science Research Network (SSRN). 

This open process provides maximum exposure of research on the respective standards. Whenever the standard setter wants to determine the effects of a standard, it summarizes and aggregates the research available by then. It can use academic experts to help in weighing the evidence. However, effects studies should not stop then, but research is an ongoing process. For example, more data or more advanced research designs may become available later, which can corroborate or even disprove earlier insights. Research is a trial-and-error process, and standard setters should be aware of the fact that any effects analysis is based on current knowledge, but not more. 

5. Summary 

This paper highlights why academic research can inform the policy debate on the possible effects of regulation and standardization of corporate financial reporting and how it can do so. It is a response to the recent discussion paper, Considering the Effects of Accounting Standards (ASB/EFRAG, 2011), which includes detailed views on the scope of effects, principles, and the process for effects studies, but is remarkably silent on the contents of effects studies, including what methodologies, research designs and data are suitable to study effects. 

We argue that academic research is a valuable resource that can help standards setters understand the possible effects of accounting standards. Our analysis suggests how academic research can be used by standards setters and policy makers to help inform their evaluation of the possible effects of accounting standards and regulations. We describe several approaches academic research has taken to address effects of accounting and disclosure standards, discuss their comparative strengths and weaknesses, and illustrate the approaches with particular examples from accounting research. 

We also discuss challenges of the research in the effects of accounting standards. That is the reason that there are many alternative theories and research methodologies that attempt to enhance our knowledge of effects. Only jointly, and by trial-and-error, they can provide a thorough picture of potential effects. 

Particularly in light the complexities and difficulties of effects analyses we strongly believe that academic research is best equipped to carry out research on effects of standards. They are the experts. Standard setters should not duplicate existing capabilities to perform effects analyses, but embed them in the process. We briefly outline a process how to make best use of accounting research for effects analyses. 
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� Regulatory Impact Analysis is a defined term in Wikipedia (�HYPERLINK "http://en.wikipedia.org/wiki/Regulatory_Impact_Analysis"�http://en.wikipedia.org/wiki/Regulatory_Impact_Analysis�). The term is also used by the OECD (http://www.oecd.org/document/39/0,3746,en_2649_34141_35258801_1_1_1_1,00.html). 


� The European Commission uses the term Impact Assessment (http://ec.europa.eu/governance/impact/index_en.htm)


� Introductory Handbook for Undertaking Regulatory Impact Analysis (RIA) Version 1.0 October 2008


� See paragraph 1.5 page 6 in DP.


� The IASB has also motivated this choice in similar terms: “we did not want to give the impression that we were undertaking a comprehensive regulatory impact assessment.” See Agenda paper 4 to the SAC meeting in February 2010 (paragraph 6)


� http://ec.europa.eu/internal_market/accounting/committees/efrag_endorsement_advices_en.htm


� See http://www.oecd.org/document/39/0,3746,en_2649_34141_35258801_1_1_1_1,00.html


� See IMPACT ASSESSMENT GUIDELINES 15 January http://ec.europa.eu/governance/impact/commission_guidelines/docs/iag_2009_en.pdf


� http://www.merriam-webster.com/dictionary/systematic?show=0&t=1307533219


� http://www.merriam-webster.com/dictionary/process


� http://www.merriam-webster.com/dictionary/consider


� This is also expressed by the references presented in paragraph 2.10.


� This aspect is also mentioned in the IASC Foundation Handbook of for the IASB, see reference in paragraph 2.21.


� While our paper uses terminology and examples that focus on accounting standards, our arguments are more generalizable and also apply to other types of financial reporting and disclosure regulations and the enforcement of these regulations. 


� Recently, in an effect analysis of IFRS 11 and IFRS 12 the IASB (2011, p. 3) acknowledges the usefulness of academic research for post-implementation reviews: ‘We encourage academic researchers to perform empirical research into the way our standards are incorporated into economic decisions.’  


� See also the responses to these proposals in the DP above. 


� For example, the U.S. Financial Accounting Standards Board (FASB) used the expertise of academic researchers to evaluate the economic consequences of the potential adoption of IFRS by the U.S. (see FASB comment letter to the U.S. Securities and Exchange Commission - www.sec.gov/comments/s7-27-08/s72708-65.pdf). A summary of this background research can be found in Hail, Leuz and Wysocki (2010a, b).


� See, e.g., Buijink (2006) and Singleton-Green (2010). 


� The discussion draws from Ewert and Wagenhofer (2011), Fülbier et al. (2009), Schipper (2010), and Singleton-Green (2010).


� It is not in the best interest of a standard setter to encourage (or perform by itself) research that is not rigorous and base its decisions about standards on its results. 


� E.g., the European Commission (2007) sent out a questionnaire in the endorsement process of IFRS 8, Operating Segments. Questions included “Do you think that the cost/benefit balance of replacing IAS 14 by IFRS 8 is positive […]?” or “Are you of the opinion that segment information based on the management approach provides greater accuracy for measuring individual segments and ultimately results in greater forecast precision than segment information based on IAS 14?”. On the other hand, a recent survey of the effects of IFRS 3 by the Australian Accounting Standards Board includes mostly descriptive questions rather than opinions (http://www.aasb.gov.au/admin/file/content102/c3/Initial_accounting_for_intangible_assets_acquired_in_Business_Combinations_-_Survey.pdf). 


� This overview draws from Leuz and Wysocki (2010), Hail, Leuz, and Wysocki (2010a, b), Leuz (2010), and Wysocki (2011). Additional surveys of effects of IFRS adoption are Soderstrom and Sun (2007), Brown (2011), and Pope and McLeay (2011). 


� See Wysocki (2011) for a discussion of the definition of institutions and how they evolve and interact with the accounting in a country. 


� The IASB frequently performs field studies during the deliberation of new standards for that reason. 


� See Ewert and Wagenhofer (2011), who suggest such a process for post-implementation reviews. See also recently IASB (2011). 
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