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The world benefitted from so many
Japanese innovations and contributions,
perhaps it is time that the accounting
world will benefit from a Japanese
accounting makeover.
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So, lastly, now okay I’m finishing. Lastly, the message to you, I have great
admiration for Japan and for the Japanese people. What I'm saying here is
that the world benefited so much from innovations, from contributions that
came from Japan. I think it’s time that you will have accounting scholars
in Japan who will help in also changing, improving the system. Not just
researching, as 1 said before on information that is already out, which is
important research, but it is limited. But thinking about the system itself
that provides information, what has to be changed in the system. T think this
is an extremely important thing to do, and I expect some of you to do this.

Thank you very much.
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I ZEEH
The Contributions of Accounting Research:
Achievements and Things to Do

1. Introduction

Good evening to all of you. Can you all hear me? It’s a great honor for me to be
here in Japan. It’s my fourth visit; my second visit to Hitotsubashi University.
Every time I enjoy more and more, so [ should come more frequently.

I want to thank the organizers of this beautiful conference, particularly Professor
Kunio Ito for inviting me. [ would like to share with you some of my ideas, some
of my experiences about accounting research, and in particularly to talk about
what [ have before, the contributions of accounting research to practice, to
society, to investors, to managers what we have achieved in my opinion, and what

we still have to do. We have a lot to do.

Basically, I am going to speak about, start with the way [ see research, the
contribution of the research, success in regulatory, managerial, investment research.
[ am going to give you six examples of research areas and what’ s the conclusion, the

importance of these conclusions to various constituencies.

So, the first one is fair value accounting. The second one is Sarbanes—0xley
consequences. The third one is managerial compensation, ‘Say on Pay’ . I will say a
few words about each one when [ speak about them. The fourth one, research about
corporate governance. As you see, each one is a big research area.

These four deal with contributions to the society, contributions to policymaking,
contributions to regulations. Then, one example from the earnings guidance, which
is contributions to management of all [ph] the companies, and one example about
managerial quality measurement which I think is a contribution to investors. So I
am going to cover at least six examples, contributions to society in general, one
example of management, one example of investors.

Then, [ am going to speak about lack of progress, no progress, not even some
serious efforts in a very, very important area, and this is changing the accounting
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model, changing the system that we are operating within. [ particularly speak about
one area in which I think there should be a significant change, and that’ s the
heavy reliance, a heavy dependence of accounting information on managers’ estimates
and projections. So, [ speak about the good and the bad in accounting research.

2. What We Had A Achieved

Let me immediately start with the first area, and that’s Fair Value accounting.
I’m sure you' re all familiar with Fair Value accounting, which is the attempt to
deviate, to get out of the historical cost system, and assign, put current values
on assets and liabilities with of course the subjectivity of current values. The
major questions that researchers raise about fair value accounting, is fair value
relevant for share valuation?

Do investors use this new information on current values, on fair values in valuing
securities, or is it like Warren Buffet, the great investor, probably the greatest
investors of all time, who once said that mark-to-market, which is fair value is

mark-to-myth, is mark-to-something which does not exist at all.

Contribution to shareholders, the second question is: Does fair value accounting
provide information for assessing the riskiness of companies? Third question is:
Since fair values are subjective, do managers manipulate the information on fair
values? And the fourth major question in this area is: Did fair value accounting
enhance, make the crisis - 2007-2008 financial crisis more serious because banks had
to report low values of assets, low values of equity, and lots of people claim that
accounting contributed significantly to the financial crisis.

We like to think about accounting as reflecting reality, measuring reality. These
people said, accounting affected reality and in a negative way, in a bad way.
Investors saw the balance sheets of banks with the low assets, then they dumped
the stock, they ran away, and the financial crisis became more serious than it
should have been.

These are four major questions that research in this area looked into. This is
very recent research, last 2 or 3 years, and you have the major research findings.
The first one is information on fair values, despite the fact that it is subjective
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information, some people said, not reliable information, particularly Level 3 fair
values. These are assets which are not traded in capital markets. Study after
study shows that investors indeed use this information. This information,

when it came out, affected stock prices much more than the historical values of
these assets and liabilities. So they put a little discount to this information
because of the subjectivity, but basically, they use this information.

One of the most important studies in this case is from a Ph. D. student of mine,
Kalin Kolev who is now teaching at the Yale Business School, and he shows, clearly
he said that Level 1, Level 2, and even Level 3 fair values are reflected in share
prices of companies. The answer to the first question is a clear Yes. This
information is indeed useful.

Regarding risk, whether the information tells us something about risk, that’s a very
important question. Robert Merton, who got the Nobel Prize for the work on options
in finance, wrote several papers years ago that the major failure of accounting,
the major failure of financial statement is that they don’ t provide any information
about the riskiness of the company. They provide some information on assets, some
information on liabilities, some information on income, imperfect information, but it

doesn’ t say anything about riskiness.

So this question whether fair value provided some information about the riskiness of
assets, liabilities, particularly of financial institution, a very important question,
and the answer again is a very positive, very Yes answer. [ did a study with
another person that shows that indeed fair value, particularly Level 3, provided
information about liquidity, liquidity of companies, so very important information.

Whether fair values are manipulated by managers, you will not be surprised, managers
manipulate almost everything. So there is no exception with the value; lots of
evidence that indeed managers try to manipulate, not that they just try, they even
succeed to manipulate fair values, particularly to show that the situation of their
banks, financial institution is better than it really is, so lots of things to think
about given this evidence by regulators, how to control, how to audit by auditors,
and others. Clearly, this information is manipulated, not by everyone, but by quite
a lot of managers.
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And the fourth question, and a very important question, because there was a huge
debate in the United States about this whether fair value contributed/made the
financial crisis worse than it really was, all the studies on this issue show that
that’ s not the case. The information always came after the event. If something
makes an event worse, it has to happen before the event to make it worse.
Information always came after the event, so it clearly could not have affected
that event itself.

If I summarize this research area, | think the research was very successful in
informing the public, informing regulators, informing policymakers about the value,
the contribution, the reliability of this new way of reporting financial information
in fair value. So [ think this is a good example of how accounting research can

contribute to, in this case, to the society, to the public as a whole.

My second research example has to do with Sarbanes-Oxley. Sarbanes—Oxley is a law
in United States that was enacted, as you see, in the year 2002. It came after
major accounting scandals of Enron and WorldCom, and Xerox, and lots of other
scandals. And there was a public outcry. People said where are the regulations?
How can such things happen? How can it happen that thousands and thousands of
employees of Enron lost everything, lost their pensions, lost everything, and
the financial report didn’ t tell us anything about it? So there is this law of
Sarbanes-0xley, which is a very large, very expensive, very costly law, and it has
lots of things.

[t set up an institution, the Public Accounting Board, which oversees, regulates
auditing firms. But here given the very limited time that I have, I would like to
focus on one aspect of the law which has to do with internal control weaknesses.

The law speaks a lot about internal controls.

These are the systems within companies to make sure that there is no fraud, there
is no embezzlement, that the financial report really reflects the realistic situation,
and Sarbanes-Oxley requires managers to give an opinion on the effectiveness, or on
the weaknesses in internal control, public report, and it requires the auditors to
audit the internal controls of the company and provide information on the report
about material weaknesses in this case, systems that do not operate well or do not
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exist at all.

Here were companies from 2002 coming out with report of internal control weaknesses.
This, of course, immediately gave material to accounting researchers to ask all kinds
of interesting questions. Does this interest shareholders, the internal control,
because lots of people said, Sarbanes-Oxley is so expensive? No one needs this
law. It doesn’ t help investors. It doesn’ t contribute anything. It’s just a big
waste of money. Several interesting questions were raised by researchers, and the
findings are interesting.

First of all, people looked at the investors’ reaction when the law was passed.
So there was a debate in Congress, and then finally, the law was passed or came
into effect. If investors indeed are positive about this, expect good things from
the law, you would see an increase in stock prices when the law was passed, when
something is good for investors, then they react positively to it. And indeed,
these studies show a very significant, well not very, but a significant increase in

stock prices when the law was passed.

What’ s more important is that when researchers looked at their internal weaknesses,
when companies say and auditors say that cash controls of their companies are
very weak, controls or no payments to vendors in other countries are very weak,
things like that, did this interest investors, was this important information to the
investors? Did they react? Did you see stock price changes? And indeed the study
showed that when companies reported weaknesses, they had to report weaknesses,
there was a significant decrease in stock prices when investors saw this report.
So, this is not something which is completely useless to investors. This is new
information which gave investors some new things to think about.

Positive, with respect to the law. The law may still be too expensive. These
studies did not do cost-benefit analysis. How much do we pay? How much did we
get from? It’s very difficult to do in this case. So, they looked at a narrow
area of how investors accepted this. And in this narrow area at least, there
are some good news. So, [ don’t say that this research covered everything.
It did not cover even 50% of everything. But it’s a start. It’s definitely a
start. Research also showed that when auditors, when the companies were audited
by larger auditors, more prestigious auditors, the decreases in share prices were
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lower. Somehow the investors had some trust in auditors that things will be fixed.

Finally, studies show that it had an effect, this report on weaknesses, on
problems, on failures, had an effect on financial analysts who predict the earnings
of companies. When companies talked about their weaknesses, those financial
analysts reduced, decreased the earnings forecast of these companies.

Summarizing this area of research, there is some good news. As | said before,
clearly lots and lots of work has to be done, particularly towards the money that
we are paying. But it is at least an interesting beginning.

The third area is a very important, controversial area. It has to do with managers’
compensation that the money that the managers get, particularly the top people, the
CEO, the CFO, this is, in many countries, in many countries a very hot issue. Lots
of people believe that managers get too much money. Lots of people believe that
the managers get increases in their pay while stock prices go down. So shareholders
are suffering, but they get increases. So there is a very strong public opinion in
United States, in other countries too about the amount of money that the managers,

top managers are given.

Say on Pay, Say on Pay means shareholders have a say, they can provide an opinion on

pay, on the managers’ pay. So, this whole thing came to be known as Say on Pay.

Say on Pay became a law in the United Kingdom in England, in 2002, meaning that
every public company has to get a vote, a vote from shareholders on managers’
compensation. So, there is a very detailed report on managers’ compensation.
Everything, cash, bonuses, stock options, pensions, everything, and then once
shareholders see this information they have a vote on them whether they approve
it, whether they want to change it.

So in 2002, in the UK, it became a law, but non-binding, non-binding means that
the company doesn’ t have to change, even if 60% of shareholders say, we object.
We think the compensation is too high; still the company does not have to change
it. A year ago, the law in the UK was changed to now it is binding. If there
is a majority against compensation, the Board of Directors has to decrease the
compensation.

n
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In United States, in 2010, 2 years ago, it was known as the Dodd-Frank law, which
is supposed to regulate banks and other financial institutions so that we won’ t
have another crisis. In this law, there is a mandatory requirement of Say on Pay.
All public US companies have to let their shareholders vote once a year, or once
in 2 years, or once in 3 years. Shareholders decide whether they want to do it
once a year, two, or three, and then there is this vote.

This vote is very influential, very, because if managers get a negative vote, it’s
a huge embarrassment. Citigroup, bank that I see offices here in Tokyo of, just 2
months ago, 55% of shareholders voted against the compensation of the CEQ in this
case, saying it is too high, given that the bank is not doing well, the stock is
not doing well. We don’ t want any increase in compensation.

So the results of empirical group research on it, and some interesting findings.
For example, studies both on UK and US data show that when there is a negative
vote, there is a good reason for the negative vote. And this is an important
study because lots of people said Say on Pay is nonsense because investors don’ t

understand anything. Shareholders don’ t understand anything.

They will just vote because they hate management or they will vote because they
hate the company, or something like this. This research clearly shows that this
is not the case. When there was a negative vote, there was a good reason. There
was no correlation between management compensation and the forecasts of the
companies, earnings, share prices, not related at all, so a very good reason for a
negative vote.

What’ s even more interesting is that people looked at what happened in the
companies after the vote. The year after, and it turns out that despite the fact
that it’s non-binding, the company does not have to reduce the compensation,
it was reduced significantly in the companies that got the negative vote. So the
vote was very effective, very effective. I know from experience. I know from
consulting to companies that the managers are afraid to get a negative vote.
They try to do anything in order not to get a negative vote. So this is a law

that has some, as Americans say, teeth to it. It really bites. Very important.
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And lots of people said there will be political influences, labor unions, others
will control the vote, and they will attack management, and they will do all kinds
of bad things. There is still no evidence, maybe in the future, but there is
still no evidence that there are political influences on Say on Pay. So again, [ ask
you to think about this area.

Here is a law, very revolutionary law. This is the first law that gives
shareholders real power; the first one that gives them real power. And we okay
research and ask, is it effective? Is it doing the job? 1Is it doing some good
things, and the only result, this is a very recent law so they have not much
research on it, but the only results are very encouraging results.

The fourth and last area in the regulatory society research has to do with
corporate governance. Again, lots of attention in United States, particularly
after Enron and all of these scandals on corporate governance, people said all
of these things happen because the governance, the Board of Directors was not
effective.  All the directors were friends of the CEO. They didn’t provide
any control, nothing. So laws were changed; regulations were changed. Public
companies in United States, in the UK, maybe other countries too have to have
a majority of independent directors, independent directors, directors that are
not working in the company, directors that have no business relations with the

company.

So, there was a big deed done about independent directors. If there will be a
lot of independent directors, we will not have Enrons, we will not have other
scandals. We will have companies that are very efficient. And there was lots
of research on it. The question is: Do governance reform improve corporate
performance? We have lots of independent directors and the board is more
effective. Do we see better performance? Do we see companies that have higher
earnings, are more efficient, are growing faster or not?

Here, the results are quite disappointing. There is really no evidence of any
strong correlation between independent directors and the performance of companies.
And of course when you think about this, you don’ t expect much because in all
these huge scandals like Enron and other companies, these all companies had
majority of independent directors in this case, and they didn’ t prevent any of
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these. All the companies in United States and in Europe that collapsed in the
financial crisis like Lehman Brothers, like Merrill Lynch, like those, all of them
had a majority of independent directors, and it didn’ t make any difference at all.
Some of you may have heard about Satyam?

Did you hear about Satyam, a very famous case? This is an Indian, large
information technology, Indian company with 45,000 employees. [t"s a large
company. In 2010, the CEQO of the company and the founder of the company wrote
a letter, you can see this letter on the web, wrote a letter to the Board of
Directors basically telling them, I manipulated the financial report for many years.
The assets are inflated by like 70% and the liabilities are understated by 50%,
earnings are overstated by 70% A huge fraud, huge fraud. This company had 80%
of its board were independent directors, some very famous professors, even they
helped on. So, that’s the evidence here.

What makes a difference is financial expertise. Several studies have shown that
if directors have financial expertise, they were accountants, they were auditors,
they were accounting professors, they know what they are talking about in terms
of financial - this has an effect on the quality of the financial report, less fraud

in this case.

Lots of discussion about separating the CEO from the chairing of the board. In
large, large US companies, about 50% now, the CEO, the Chief Executive Officer, is
not the chairman of the board, different, and in 50% the same person. Lots of
people say, this is very important for governance to have two persons basically
in—charge of a company. Study after study shows that it doesn’ t make any
difference. Companies with separate don’ t have better performance or less fraud
than companies where the CEO is also the chairman of the board.

In this area, you see the evidence, very mixed evidence. Some good, some not
good, but still it gives people lots of information, policymakers, clearly this
emphasis on independent directors, there is some good in it, but you cannot
completely rely on the independent directors. Directors have to be capable. They
have to be experienced. The fact that someone is independent doesn’ t mean that
he can contribute anything to the company. So, we really have to go far beyond

the corporate governance than what we are doing now.
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This is an example, as [ said before, of contribution to managers. As you see,
here 1 say that 1500 US companies give guidance. Guidance is a forecast of
earnings, of sales. Some give guidance on many other things. Other companies
don’ t give guidance. This again is a very hotly debated issue in the United States.
Lots of organizations are against guidance. They say that guidance leads to short-
term wins [ph] and all kinds of things. So, this is a very important question for
managers. Is guidance good or not good? That’ s where research comes in, and the
results are really very interesting.

Guidance, in most cases, guidance is good, good for shareholders, good for the
company, good even for managers because if you give guidance, you decrease the
volatility, the ups and downs of share prices because guidance decreases the
surprises. If you don’ t say anything during the year and then you report poor
earnings, earnings or losses, then there is a huge decrease in the stock price.
But if before that you say, you start giving information to shareholders, you say
we have initial signs that the situation is not so good, then there will be much

less of a disappointment, in this case.

Guidance also, companies that stop guidance, there is a nice study about that.
Looking at companies that gave guidance and then stopped, a significant stock
price decrease because investors who want this kind of information about the
future, as you all know, accounting information, information about the past, what
is important for investor is information about the future, and guidance, those
that stop guidance, the uncertainty of investors about the stock increases, they
lose financial analysts, and firms, usually when they see an increase in volatility,
give guidance to decrease the volatility.

So, this series of studies provide lots of information to managers. Professor Ito
[ph] mentioned in his discussion, and that’s the only thing that I understood when
he showed my book that he mentioned my book and [ now appear in United States
and recently, in London, in Rome, in Paris before CEO and CFOs talking about these
issues. Guidance is of great importance to everyone. Everyone thinks should [ give
guidance, should I give guidance? So, here is an example of research that provides
some important examples.

Last area of the six that [ have of contributions of research has to do with
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managerial quality. Now, the quality of managers is clearly the most important
asset that the company has. Every company can buy machines. Every company can
buy factories. Today, you can even buy patents, if you want. Managers, this
intangible asset, the quality of managers is extremely important. Indeed, when you
look at what the financial analysts write, they talk in terms of the management of
this company is of high quality. They know what they do, this and that, but they

can never measure it. Can you measure managerial quality?

With several groups of researchers, we developed two approaches to measure, to
put a number on managerial quality. At the end of this presentation, 1 have
studies that support everything that I say here. So, I' Il leave it open. If
someone is interested, you can look at the study. You can then download the
study, and look at it. But we have several studies, three published studies
on managerial quality. I have two papers recently, published one in Management
Science; one is coming in the Accounting Review. And the question is: Do these
measures predict the performance of companies, companies that have high measures

of managerial quality; are they doing better than those with low measures?

There is lots of research on it. For example, the quality measures are associated
with future business performance. There is a strong correlation between our
measures of managers’ quality and the future earnings, sales growth of companies.
Very strong. Studies also show that they predict future stock performance of the
companies. The study that they mentioned that is going to be soon published in
the Accounting Review shows that high quality managers manipulate less.

Now this may not be a great surprise because usually you manipulate because the
performance of the company is failing, that’s why you manipulate, otherwise you
don’ t have to manipulate. But it’s very nice to see that our measures really
predict low manipulation, higher quality of financial reports. So that’s just an
example of contribution of accounting research to shareholders, giving them a
measure, for the first time, a quantitative measure of the quality of management.
They have measures of assets, they have measures of liabilities, they have measures
of income. Now if they want to, they have measures of the quality of management
at a scale.

To summarize the first part of my talk about our contribution of research, 1
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mentioned six large areas, and I chose six because I know that I have limited time.
[ could give you more examples of this, but there are some successes of accounting
research. There are some successes. In some cases, it’s useful research, useful

to society, useful to managers, useful to investors.

3. What's To Be Done?

But I would like to move now to the second part of my talk, the area in which
[ don’t see any success. Not only that, I don’t even see any attempt to do
anything, which I find personally very depressing, and | see lots of young faces
here. I hope that some of you will hate this area and try to do something in it.
And I also see not so young faces, and I hope that those also will do this thing
not only the young ones. It’s a lot of work, but very important

Now, what am I talking about? [ am talking about a need to change the accounting
system. If you think about everything that I talked so far, there was not
one example of a change in the accounting system. All the examples were on
information that came from the system. This is very strange. If you read what
legal scholars, law professors write, and I read a lot of this, they always try
to change the legal system. They do research on laws that they say are bad laws

and have to be changed.

They draw right ideas for new laws. They always try to change the system. If
you think about economists, they always try to change the system. How should the
Federal Reserve operate better? How should social security operate better? How
should schools operate better? Same thing in psychology, same thing in sociology
The only area that people don’ t try to change anything, and 1 think about US
research, is accounting. Nothing. As if this accounting system, we got it from
God and cannot be changed.

Let me give you a specific example of where I think a change is very needed and
some suggestions for a change. You are all accounting professors. You know that
almost everything in the financial report is based on managerial estimates and
projections. Subjective estimates. This always comes as a surprise to outsiders
because they think that the accounting is about facts. Even the term accounting
comes from counting; 1, 2, 3, 4, facts, but there is nothing farther than this.

11
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Accounting has got nothing about facts, except for the cash balance on the
balance sheet, which hopefully is fact.

There are many cases in which even this is not a fact, but except for this, everything
is based on estimates. Accounts receivable is based on accounts receivable net
of the bad debt reserve. Inventories have to be written down when the market is
below cost. It’s an estimate. Assets are net of depreciation, which is an estimate?
All the items in the income statement are estimates.

The big items; pensions, stock options, all of these are estimates. Some are
estimates on estimates on estimates on estimates. The pension expense is based
on like five, six different estimates. How long employees will work until they will
get the pension? What will be their return on the assets that we put aside for
pension? Estimate after estimate after estimate. So, nothing in the financial
report is a fact. Nothing.

Now, there are two major problems about the estimates. The first problem is that
it used to be, and I’m sure many of you remember these times in which business
was client-serving. There were lots of regulations. There was no globalization.
There was not much competition. [t was easy to make an estimate of how much
money [ will get from accounts receivable in the future. Today, that’s an

entirely different situation.

The uncertainty about businesses increases every day. You can produce the greatest
electronic device that you have and you think it’s great and it will sell in the
future for years and years and someone makes a technological innovation that
makes your product worthless, worthless. Overnight, it’s worthless. So the whole
environment is a very risky environment, and for managers to make estimates becomes
more and more difficult.

There is, in United States, a law, and I don’ t know if you have it. You have to
write down values of assets, long—term assets, if the value is below the historical
cost, the book value, you have to write it down. How do you know what’ s the
book value? The FASB said you have to predict future cash flows 5, 10, 15 years.
Who can predict future cash flows tomorrow in this environment? So [ am talking
about things that affect the reliability of the financial reports, the reliability
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of the numbers that we provide. A) That managers themselves are using. In many
cases, managers are using the same information that they provide to outsiders in
this case.

So, the first problem with estimate is that it becomes more and more difficult to
do. The second problem is that managers manipulate the estimates. Study after
study show that most of the manipulations are done by managing the estimates. If
[ need to show a slightly higher income, I reduce the bad debt reserve a little.
Studies have shown that the write-off, the decrease of assets or goodwill,
managers usually postpone it for years because they don’ t want to show the
expense. Lots of manipulation.

And the reason why managers manipulate estimates is that you can never nail them
down, you can never show them that they are guilty. Even if it goes out, the bad
debt reserve that I had is only 50% of the losses that actually occurred during
the next year or two. In this case, managers will always say, no, this doesn’ t
say anything. At the time we made the estimate, this was the best information we
had. Then situation changed, then it was not a proper impact, not when we made
the estimate. So there are two major problems with estimates, and we don’t do

anything about it.

Let me quickly give you an example of the quality of information that we provide
to investors. Here is from the financial report, the 2010 financial report of
General Electric. They have a footnote on accounting procedures, as all companies
have, and they speak about their revenues. [I’m sure that some of you thought
when 1 am speaking about estimate that revenue, sales is not an estimate. This
is a fact. No, this is also in many companies an estimate. So see what General
Electric is saying, and I am reading the quote. ‘We estimate,” 1 put the words
estimate big so that you would see how many times it appears in this short quote.

‘We estimate total long—term contract revenues,” they produce things that take
years to produce, electrical generators, nuclear generators. [ don’t want to
speak here about nuclear generators, but that’s what General Electric is also
in the business. So, how do you determine the revenues? How do you allocate
the revenues over the years? They said we use estimate. We estimate long-

term contract revenues. We measure long-term contract revenues applying our
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contract-specific estimated margin. We routinely update our estimate. Finally, on
these agreements, loss is probable. In one sentence, they mention estimate and
probable like five times.

Now you would think to yourself that if General Electric really wants to provide
some information to - relevant, useful information to shareholders, they will tell
them how much of your total revenues is based on estimates. Isn’ t this an extremely
important information? Okay, we provide, we showed on our income statement, total
revenues of $110 billion.  Then, 25% of this is based on estimate, 75% is fact.

Isn’ t this important information? Clearly, they don’ t give you this.

So, what is the value of this footnote here? What does it tell me if they don’ t
tell me the size of the estimates? It doesn’ t tell me anything. What can I do
with this information? Useless information. Completely useless information. Now
this is - given the time, I will go a little quicker. Given the current accounting

philosophy, accounting regulation only increases the estimates in accounting.

[ am giving you here four areas which are in United States, recent accounting
rules, and all of them are estimates, huge estimates. Assets and goodwill write-
offs, I just mentioned. This requires estimating future cash flows or assets and
goodwill 10, 15 years. This is absurd. Just absurd. Fair value accounting, as I

talked about it before, is all based on estimate. Currently, it’s an estimate.

Stock option expense in United States, you have to show the value of stock
options. No one knows how to measure values of stock options. The regular
formulas like Black-Scholes and others apply to liquid stock options, stock options
that are traded in the market, employee manager stock options are not traded, are
not liquid. They have to hold them like 4, 5 years. No one knows how to measure
this thing. But accounting would require showing the value of the stock options.

No one knows how to measure it, but you have to show the value, the cost.
Almost all companies in the United States that show the expense of stock options
say the footnote, this is not reliable information. Don’ t depend on this. Can
you imagine a situation in which the managers themselves tell you, this is not
reliable information? When I tell it to students, they start laughing. 1 like
when they laugh when I tell them jokes, but not when they laugh when 1 tell them
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accounting to this day.

Now even the SEC wants companies to report on environmental risk, which is no one
even knows how to measure this thing. So, you have another layer of estimates.
Here 1 just want to show you, [ wanted to give a general idea of the essence of
this increasing role of estimates in accounting. And I measure the uncertainty
of earnings, the variability of earnings. The US companies S&P 500, the largest
500 companies in United States, the variability of their earnings over time from
the 60s, 70s, 80s, 90s, 2000, and as you see, the variability increases, the
uncertainty increases, meaning the earnings are less and less reliable because there
is more and more estimates in these earnings.

I Il jump this, and I want to do the next 6, 7 minutes speak about possible
solutions to this. There is basically, except for the several solutions that I
mentioned, there is no research on this issue. No one is interested in what I
think is the most serious issue in accounting. So just to give you a flavor of

the solutions, proposed solution.

First one comes from your countryman, Yuji Ijiri who is undoubtedly the most
profound thinker in accounting with really huge contributions. Yuji published
a paper, you see the reference of the paper, in 2002 on ‘Cash is a fact, But
Income is a Forecast,” estimate or forecast. And he proposes a beautiful
system, a simple system, as you see, an income statement that will have rather
than one column, will have three columns, will have facts. Revenues that are
facts, this is what I saw and forecasts like in General Motors, what is made from
estimates. Then of course, the total. Same thing with expenses. Expenses that
are a fact, expenses that are estimate.

So when you have these three columns and the effect on net income, this is
beautiful information. If I know that only 5% of net income is an estimate, then
I will say income is very reliable. When I know that 50% is based on estimates,
this is a very unreliable income number. When last year there was 5% estimated
income, this year 25%, [I'm going to ask management how come your information
becomes so unreliable. What happened? Explain to me. But without this
information, I don’ t know anything. So a simple solution, brilliant solution, but

no one, I haven’ t seen a single study after Ijiri developing this thing, trying to
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apply this thing, like nothing.

Second is my colleague in NYU Jim Ohlson. Many of you are probably familiar with
the name. Jim Ohlson has a proposal to build the income statement in a way that
will show estimates by reliability. Let’ s take two examples. For most companies,
the bad debt reserve can be computed very reliably. Companies have experience
the last 10, 15 years. Credit says how much they received. They can estimate
very reliably the bad debt expense. So, this is a reliable estimate. But then
there are estimates like 1 said, goodwill write—off or the stock options, which is
completely unreliable.

So Jim Ohlson said, it’s very important to provide, in the income statement, like
revenues and expenses which are not subject to any estimate, then those that
are subject to very reliable estimates, and then those that are subject to very
unreliable estimates, and then net income. It’s not very different from Ijiri’s
idea, but it includes an estimate. Ijiri looks at all estimates in one color. Jim
Ohlson says there are good estimates; there are not so good estimates. Let’ s make

a difference between the two. Very important.

Third one is Russell Lundholm who is at University of Michigan, and his idea is
that the managers will have to provide information on realization of estimates.
You have estimates and then you have what actually happened. And then in most
cases, accounting. Accounting is so relative that it doesn’ t provide for the
realization of company and makes an estimate for the bad debt reserve, but in the
financial report after that, a year or 2 years later, you never have information
about how many customers have actually been paid. Was the estimate 50% below,
10% above reality, the fact? So what Russell Lundholm says, managers should take
5 6, 7 major estimates.

There are hundreds of estimates in accounting, but the 5 6 biggest estimates,
biggest effects on income, and in the next financial report, a year later, they
should have a table showing last year, we made this estimate, here is the fact.
Can you imagine the effect of this on managers when they will know that they will
have to show the difference between estimates and fair and explain it, how many
times they then think about should they manipulate or should they manipulate when
they know that they have to, now they don’ t have to explain anything. So if
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this idea will come, this will increase significantly the reliability of the financial
report, significantly.

The last one comes from a paper that I have with Steve Ryan and Min Wu. This is
in 2008 Review of Accounting Studies. The idea for this paper, I’ Il finish in 2
minutes. [ see that she is looking at me concerned. 2 minutes.

The idea we got for this paper is that I was invited to talk to the FASB, Financial
Accounting Standards Board, several years ago, and when I talked about this, some
board member told me that, yeah, when I talked about this, then I said that when
you have big errors in the estimates, you have to provide a restatement, you have
to show the earnings of a year before, 2 years before with the facts, not with the
estimates, with the facts. So the board members told me, no one is interested in
earnings 1 year before, 2 years before. This is history. They forgot about the
history.

So we have this study, and of course, we can have a look at this study, and we
look at the earnings restatement. These are companies that come out and say
that earnings that we provided a year ago, 2 years ago, 3 years ago were wrong.
Wrong because we made mistakes. Wrong because of manipulation, there are all

kinds of reasons.

But what we have is now corrected earnings of 1 year, 2 years, 3 years ago, and
we can measure, you will see it in the paper, we can measure whether the FASB
people were right that investors don’ t care about corrections in the earnings
1, 2, 3 years ago - it turns out that they care a lot about it. There is a
significant market reaction to corrections of earnings 1 year ago, 2 years ago, 3
years ago.

So our suggestion is based on these researches that when there are significant
differences, whether it comes from manipulation or it comes from mistakes, when
there are significant differences between estimates and then what happened after
that, managers will have to issue a restatement report telling investors, 2 years
ago, we told you these earnings. No, the actual earnings 2 years ago, now based
on the information that we have, are different. Here are the earnings.
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Now, this may seem to you like a revolutionary idea. [ remember that [ talked
about it in London several years ago, and Tony Hopwood who is a great scholar,
who unfortunately died a few years ago, he said to me, Baruch, this is not a new
idea. All the government accounts are based on this. Indeed, when I thought
about it, [ said, wow, you are right. Now in United States, all the national
accounts like GDP are published four times, at the beginning, before, 10 days
before the end of the quarter, you get the first estimate of GDP, which is completely
based on estimates. Then a few years after the end of the quarter, they already
have some facts.

So, they give you the first revision. Their second revision, their third revision.
Every time you get new information. [ remember the economists a few years ago
wrote about one of these revisions in US GDP, and they said now we understand
the US economy, because the previous numbers that they gave made no sense.
Now we understand the US economy, they said. So our suggestion is that if the
key estimates, the big ones turn out to be wrong, then managers have really to
restate their income statement. Again, this will have a huge effect on managers
if they will know that they will have to restate and explain all of this, they will

take the estimate much more seriously than before.

So, lastly, now okay I'm finishing. Lastly, the message to you, [ have great
admiration for Japan and for the Japanese people. What I'm saying here is that
the world benefited so much from innovations, from contributions that came from
Japan. [ think it’s time that you will have accounting scholars in Japan who
will help in also changing, improving the system. Not just researching, as I said
before on information that is already out, which is important research, but it is
[imited. But thinking about the system itself that provides information, what has
to be changed in the system. [ think this is an extremely important thing to do,
and | expect some of you to do this. Thank you very much.

(Baruch Lev)

END
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