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1 Introduction

Ramanna (this issue) argues that the big question at the centre of International
Financial Reporting Standards (IFRS) research is: “is the political process underlying
IFRS facilitating the production of economically efficient standards?”, and presents
evidence that is informative about the political process underlying IFRS adoption
decisions. I agree that Ramanna’s big question is a fascinating one and use this
comment to explore how it might come to be answered. The evidence in Ramanna
(this issue) speaks to the political process underlying IFRS, the first part of
Ramanna’s big question. This represents a valuable contribution because it illus-
trates the power of political variables to explain variation in country-level IFRS
adoption decisions. More research of this sort will be needed to answer the first
part of Ramanna’s big question.

I begin this comment by arguing that financial reporting regulators, stan-
dard-setters, accounting practitioners, and researchers lack the knowledge they
would need to evaluate the economic efficiency of accounting standards, the
second part of Ramanna’s big question." The “knowledge problem” impeding

1 Accounting standard-setters recognize that economic efficiency is an ambitious evaluative
benchmark by which to judge their work. As a practical matter, they instead aim to produce
standards that are net beneficial, a lower but still ambitious benchmark. They have used the
language of cost/benefit analysis (FASB, 2012; IASB, 2010) and, more recently “effect analysis”
(EFRAG, 2012), when discussing their evaluative frameworks. In this comment, I use the
cost/benefit evaluative framework because it has long been used by standard-setters themselves
and is a lower, and hence more realistically achievable, benchmark than economic efficiency.


http://www.doi.org/10.1515/ael-2013-0004
http://www.doi.org/10.1515/ael-2013-0001
http://www.doi.org/10.1515/ael-2013-0013
http://www.doi.org/10.1515/ael-2013-0003
http://www.doi.org/10.1515/ael-2013-0031

DE GRUYTER Evaluating Accounting Standards =— 79

evaluation of accounting standards is in large part a consequence of the nature
of the standard-setting task, in which centralized policymaking is deployed to
impact a fuzzy set of social and/or economic outcomes in the extremely complex
environment of our modern global economy. Many centralized policymakers
perform similar tasks facing similar constraints; how do they deal with the
knowledge problem? The most common approach is to rely on experts or panels
of experts whose knowledge is expected to give them insight into the likely
causal relationships between policy tools and outcome variables. While expert
skill can be very impressive under certain conditions, available evidence sug-
gests that it is likely insufficient to produce net beneficial accounting standards
because of the complexity of the task and the limited availability of feedback
about the quality of prior decisions. Why, then, have the world’s financial
reporting regulators increasingly gravitated toward systems for setting account-
ing standards that rely heavily on the intuitive power of experts? I argue that the
political costs of publicizing the knowledge problem and asking financial state-
ment preparers and users to bear the costs required to solve it may explain why
accounting regulators have not pursued knowledge-generating systems of
regulation.

Recognizing the limits of their expertise, a number of non-accounting pol-
icymakers have used large-scale field experiments specifically to facilitate eva-
luation of their policies. Field experiments involve testing the impacts of a
proposed policy intervention in the field, rather than in the experimental
laboratory or in the minds of experts performing thought experiments, by con-
structing groups of subjects, at a minimum including a control and treatment
group, applying the proposed policy to the treatment but not the control group,
and observing how outcomes differ between the groups of subjects (Greenberg &
Shroder, 2004). Experimentation by centralized policymakers confronts the
knowledge problem directly by providing causal information about the relation-
ships between a given policy and its purported costs and benefits. While
accounting standard-setters have demonstrated some willingness to perform
small-scale field studies, the “knowledge problem” with accounting standard-
setting is likely to persist because of political barriers discouraging the imple-
mentation of large-scale regulatory experimentation and other potential solu-
tions to the knowledge problem. The proposal to allow multiple competing
financial reporting standard-setters in the United States is a policy innovation
that could partially sidestep the knowledge problem. A competitive system could
potentially facilitate the identification of which standards among a collection of
available choices are relatively efficient (from the perspective of firms) though
market feedback, reducing the extent to which the system relies on the powers
of expert judgment to identify efficient standards.
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Ramanna’s (this issue) main contribution is to provide some insight into the
decision-making of national financial reporting regulators in the context of IFRS
adoption decisions. Research of this kind is essential if we are to understand the
properties of accounting standards because the structure of accounting stan-
dard-setting institutions is determined by political processes. My conclusion in
this comment is that a robust understanding of the net economic and social
effects of accounting standards is likely out of reach unless standard-setters
specifically design policies to study them. Answering Ramanna’s big question
will likely be impossible unless we first answer a smaller question: what would
it take to convince financial reporting regulators and/or accounting standard-
setters to take self-evaluation seriously?

2 Accounting standard-setters’ knowledge
problem

Accounting standard-setters agree that evaluation of the quality of standards is a
critical part of effective standard-setting, as evidenced by their support, in
principle at least, of cost/benefit analyses for each new standard (FASB, 2012;
IASB, 2010).2 An ideal cost/benefit analysis of a proposed standard would likely
involve three steps: (1) identify a list of the potentially material types of both
direct and indirect costs and benefits, (2) forecast their magnitudes, and (3) com-
pare the aggregate forecasted costs with the aggregate forecasted benefits.
However, it is widely recognized in the accounting and legal literatures and in
public statements by the standard-setters themselves that steps 1 (identify the
costs and benefits) and 2 (forecast their magnitudes) are not possible given the
current state of accounting knowledge (Easterbrook & Fischel, 1991; FASB, 1991;
IASB, 2010; Watts & Zimmerman, 1986).

Because they admittedly cannot systematically evaluate the net economic
effects of their standards, standard-setters rely instead on the expert judgment of

2 Before the 1970s, standard-setters paid little attention to the “economic consequences” of
their standards, viewing their task as primarily technical and involving only “fair presentation”
and sound measurement (Zeff, 1978). However, since the mid-1970s, there has been a steadily
increasing emphasis by standard-setters and their constituents on the economic and social
consequences of accounting standards (Zeff, 1978). The cost/benefit constraint discussed by
both the FASB and IASB (FASB, 2012; IASB, 2010) is a manifestation of this trend and I assume
in this comment that the broad social and economic impacts of accounting standards are
relevant for evaluations of their quality.
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board members, and comments solicited from outside parties, to assess whether
new standards are likely desirable. These expertise-based assessments are what
constitute the “Benefits and Costs” section of new standards.> Given that
accounting standard-setting boards are populated by well-regarded experts,
perhaps they are able to accurately identify important costs and benefits of
new standards, forecast their magnitudes and determine when a proposed
standard will likely be net beneficial. Unfortunately, decades of research on
“clinical” versus “statistical” predictions in a wide array of human endeavours
suggests that expertise in accounting is likely not sufficient for accurately
predicting the costs and benefits of proposed accounting standards
(Kahneman, 2011; Kahneman & Klein, 2009; Meehl, 1954; Tetlock, 2005). The
primary reason is that performing a cost/benefit analysis of a proposed standard
requires standard-setters to make complex economic predictions (What are the
expected costs/benefits? How large are they likely to be?) in situations where
diagnostic feedback about the quality of their prior predictions is generally
unavailable. These conditions, namely a low-validity/low-feedback environ-
ment, have been shown to limit the quality of expert judgment, to the extent
that experts are routinely outperformed by simple quantitative models that make
forecasts based on only the subset of the information sets used by the experts
that could be readily quantified (Kahneman, 2011; Kahneman & Klein, 2009;
Meehl, 1954; Tetlock, 2005).*?

3 FASB (1991, p. iii) puts it this way: “... the Financial Accounting Standards Board is frequently
challenged to measure the expected benefits to the large and diverse community of users of
financial information versus the costs of that information. In most cases, the best that can be
done is conscientious judgmental assessment of costs and benefits.” (emphasis in original).
IASB (2010, QC38-39) puts it this way: “When applying the cost constraint in developing a
proposed financial reporting standard, the Board seeks information from providers of financial
information, users, auditors, academics and others about the expected nature and quantity of
the benefits and costs of that standard. In most situations, assessments are based on a
combination of quantitative and qualitative information. Because of the inherent subjectivity,
different individuals’ assessments of the costs and benefits of reporting particular items of
financial information will vary.”

4 Examples of situations in which experts are either outperformed by simple models, or their
performance is indistinguishable, include: forecasts of the future academic performance of
incoming college freshman by experienced and well-trained student counselors versus a two-
variable (high school rank and college aptitude test score) model (Sarbin, 1943); forecasts about
whether paroled prisoners would commit further crimes by prison psychiatrists versus an
unweighted model based on 21 observable prisoner characteristics like age and length of prison
term (Hakeem, 1948); bankruptcy prediction by bank loan officers versus a multivariate model
using five financial ratios (Goldberg, 1976); predictions of children’s intelligence scores based
on the “incomplete man” test interpreted by an expert versus interpretations by an “actuarial”
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Estimating the costs and benefits of a proposed standard is a complex
problem, as are the problems studied in the literature on clinical versus statis-
tical prediction. But the task of evaluating accounting standards differs from the
tasks studied in that literature. If an ambitious investigator were to embark on a
study of clinical versus statistical prediction of the net social impact of a
proposed accounting standard, the investigator would discover that existing
literature does not specify a comprehensive set of variables to include in a
relevant quantitative model, and would find that the technology to make the
measurements required to test whether the experts or the models made better
predictions does not exist. In other words, though possible in theory, the task of
performing cost/benefit analyses of accounting standards is rendered impossible
in practice by the lack of quality theories to guide the construction of prediction
models and the absence of the empirical technology required to assess the
quality of prior predictions.

Research suggesting that experts struggle with prediction in low-validity/
low-feedback environments has been available to the world’s financial reporting
regulators, but many of them have nevertheless structured accounting standard-
setting institutions to rely on expert judgment. It is not clear why this is so and
understanding it will likely require further insight into the political process of
designing standard-setting institutions. One potential explanation is that
accounting standard-setting organizations may be designed to serve purposes
other than the promulgation of economically efficient accounting standards.
Indeed, accounting standard-setting institutions can be viewed as buffer orga-
nizations intended to insulate parent organizations from the public pressure and
controversy that seem to be an inevitable part of accounting standardization, a
political purpose Horngren (1972) argues the APB served for the SEC. If they
serve as political buffers, the usefulness of accounting standard-setting organi-
zations may depend more on their ability to manage conflicts among constitu-
ents than on their ability to produce efficient standards and their robustness to
political threats may depend more on their effectiveness at promulgating stan-
dards that are maximally “socially acceptable” than on the economic efficiency

model (Popovics, 1983); and the prediction of geo-political events by policy and subject matter
experts versus simple time-series models (Tetlock, 2005). Expert performance improves when
the conditions for learning improve, which is when information signals available to them are
reliable indicators of how available decisions will impact outcomes of interest and when timely
feedback is available to them about the actual outcomes of decisions previously made
(Kahneman & Klein, 2009).

5 Meehl (1954) is the seminal work in this literature. Reviews and meta-analyses of this
literature include Dawes, Faust, and Meehl (1989); Grove, Zald, Lebow, Snitz, and Nelson
(2000); and Aegisdottier et al. (2006).
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of their standards (McLeay, Ordelheide, & Young, 2000, p. 79). In other words,
the selection process shaping accounting standard-setting organizations may
favour institutional structures and practices that effectively manage outsiders’
perceptions of the standard-setter’s legitimacy above structures and practices
that promote efficient standard-setting and effective ex post evaluation of existing
standards (Suchman, 1995).

In summary, accounting standard-setters cannot perform traditional, quantita-
tive cost/benefit analyses so they substitute judgment-based analyses. Existing
evidence suggests that their judgment-based analyses are likely insufficient to
distinguish net beneficial from net costly standards. The missing ingredient whose
absence makes effective evaluation of accounting standards impossible is knowl-
edge, specifically knowledge about the sources of material costs and benefits of
standards and their likely magnitudes as they are experienced by the many diverse
producers and consumers of accounting information. To the extent that such knowl-
edge exists, it is dispersed, idiosyncratic and continually evolving, which make it
difficult to collect and aggregate (Hayek, 1945). The knowledge problem could be
addressed directly, by improving the knowledge of accounting experts serving on
standard-setting boards, or indirectly, by restructuring standard-setting institutions
so that the evaluation of standards relies less on expert knowledge.

3 Field experiments could potentially relieve the
accounting standard-setters’ knowledge
problem

Solving the standard-setters’ knowledge problem directly through the discovery
of new evaluation-relevant knowledge is complicated by practical constraints
limiting applicable research opportunities. The informativeness of quasi-
experiments on topics relevant for the evaluation of accounting standards is
frequently limited by small sample-sizes, limited observable variation and
uncontrolled confounds (Ball 2008; Hail, Leuz, & Wysocki, 2010; Jamal, Maier,
& Sunder, 2003; Kachelmeier & King, 2002). Laboratory experiments offer a
means of dealing with uncontrolled confounds, but to be tractable, frequently
involve significant simplification and abstraction away from the policy questions
faced by standard-setters (Abdel-khalik, 1994; Kachelmeier & King, 2002). These
conditions are not unique to accounting policymakers and, as already discussed,
a frequent outcome in such situations is that policy is determined by experts
using judgment. But in some cases, frequently when they encounter other
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experts with whom they disagree, policymakers use their policymaking tools to
create new knowledge about how their interventions influence outcomes of
interest. These “field studies” can be viewed as a “bridge between laboratory
and naturally-occurring data in that they represent a mixture of control and
realism usually not achieved in the lab or with uncontrolled data, permitting the
analyst to address questions that heretofore were quite difficult to answer”
(Levitt & List, 2009, p. 2). Field studies may, therefore, offer a means of easing
the knowledge problem of accounting standard-setters because they can estab-
lish, with a higher degree of certainty than previously employed methods, how
features of policy impact relevant outcomes in the real world.

Large-scale field experiments would not eliminate the need for expert judg-
ment. The designers of field experiments have to make decisions about which
policies to study, among which groups their impacts will be measured, and what
sorts of impacts deserve attention. In practice, these decisions are made by groups
of experts. If, as I have argued previously, expert judgment is likely insufficient to
distinguish net beneficial standards from net costly standards, why should we
expect that expert judgment is sufficient to execute effective field experiments? My
answer is that relatively more is understood about how to conduct effective field
experiments than is understood about how to subjectively evaluate accounting
standards. Cases where centralized policymakers have used their policy tools to
generate new knowledge in an effort to improve future policymaking are many.
Examples are reviewed for economics in Levitt and List (2009) and Card,
DellaVigna, and Malmendier (2011), for political science and development in
Humphreys and Weinstein (2009), for criminology in Sherman, Farrington,
Welsh, and MacKenzie (2002), for micro-banking in Karlan and Appel (2011), and
for the management of firms in Bandiera, Barankay, and Rasul (2011). Greenberg
and Shroder (2004) is a broad review cutting across many disciplines. Field
experimentation by accounting standard-setters can be viewed, therefore, as the
deployment of expertise where it is relatively valuable (the design and execution of
field experiments) as a means of improving the quality of judgments where the
power of expertise is relatively limited (the evaluation of accounting standards).

4 Why don’t standard-setters use large-scale
field experiments?
Centralized decision makers in many fields have shown that large-scale field

experiments can be a profitable means of gathering evaluation-relevant informa-
tion, and accounting standard-setters admit that they lack such information
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(FASB, 1991; IASB, 2010). But accounting standard-setters have not used large-
scale field experiments to relieve their knowledge problem.® In this section, I
propose reasons why this might be so: cost, expert confidence and concerns
about fairness.

Conducting field experiments can be a costly endeavour. In financial report-
ing, field experiments would inevitably reduce, at least in the short-term, the
comparability of financial statements, one of the purportedly significant benefits
of financial reporting regulation. Firms incur implementation costs any time a
new standard is issued, costs they would likely be less willing to bear if they
knew that the change is experimental and may be temporary. There are also
typically significant costs involved in designing a field experiment, implement-
ing it and measuring the constructs of interest. Given such costs, field experi-
ments themselves must also be subjected to a judgment-based cost/benefit
analysis. Before a large-scale field experiment can be carried out, standard-
setters and their constituents must come to expect that the long-term gains
from conducting the experiment justify the short-term costs.

Experts are defined as people who are skilled or knowledgeable about a
particular field and they frequently show remarkable intuitive powers in their
domain of expertise (see Gobet & Charness, 2006; Larkin, McDermott, Simon, &
Simon, 1980; Shenk, 2010). Experts are justifiably confident about the accuracy
of their domain-specific expectations, but the psychology literature suggests that
experts and non-experts alike have difficulty estimating the accuracy of their
predictions; they tend to be confident in situations where they are competent but
don’t adequately adjust down their level of confidence in situations where they
are less competent (Kahneman, 2011; Lichtenstein & Fischhoff, 1977; Plouse,
1993). Overconfidence could potentially explain the frequent statements by
standard-setters and other expert commentators that IFRS adoption is, or
would be, economically beneficial despite the limited and inconsistent evidence
supporting this view (Dzinkowski, 2012; FCAG, 2009; G-20, 2009; ICAEW, 2009;
SEC, 2010).” In addition, if standard-setters are unjustifiably confident in the
quality of their standards, their subjective cost/benefit analyses may be biased.
Overconfident standard-setters may be unlikely to recognize the potential for
biased assessments of their own work and fail to see a need to take additional

6 Accounting standard-setters have used small-scale field experiments primarily to study
implementation costs (FASB, 2010).

7 One cannot distinguish whether confident public statements reflect the speakers’ underlying
beliefs or if they are politically motivated. For example, those involved with the IASB may wish
to appear confident to outsiders as a means of building the IASB’s legitimacy as a transnational
rule-maker (Richardson & Eberlein, 2011).
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steps to facilitate a better understanding of the links between accounting
standards and economic and social outcomes.

To maximize their internal validity, field studies frequently randomly
assign subjects to differing experimental conditions. While random assign-
ment is a valuable means of strengthening the inferences that can be drawn
from an experiment, it can be controversial because it is perceived among
many experimental subjects (Erez, 1985), academics and policy makers (Cook
& Payne, 2002) as unfair. One can imagine that firms would not react well if
they were randomly assigned by the IASB or FASB to use, or not to use, an
experimental financial reporting method that materially impacts their finan-
cial statements. As a consequence of the repugnance of random assignment,
even in situations where all parties agree that there is a need to learn more
about how policy tools impact important outcomes, implementing field
experiments would likely be controversial. There would have to be a con-
sensus among firms and regulators that the long-term benefits of improved
knowledge about the effects of standards outweigh the short-term costs
imposed by random assignment. Building such a consensus would likely be
a politically difficult task.

While large-scale field experiments could potentially produce valuable new
evaluation-relevant knowledge, this knowledge would inevitably be provisional
because accounting standards are just a piece of a broad institutional context
influencing the production of financial statements (Ball, Kothari, & Robin, 2000;
Ball, Robin, & Wu, 2003). Causal knowledge produced by accounting standard-
setting field experiments would likely become outdated as changes in other
parts of the institutional context influenced the demand for accounting informa-
tion. As a result, accounting standard-setters would need to maintain an
ongoing project of field experimentation to preserve the quality of their
evaluation-relevant knowledge.

Accounting standard-setters would have to overcome significant barriers
before they could implement field experiments. But similar barriers exist for
all field experiments carried out by centralized policymakers. Given that all field
experiments are costly and many still occur, the evidence suggests that there are
many cases in which the barriers to field experimentation have been sur-
mounted. A tendency toward overconfident predictions is common among all
people, yet centralized decision-makers in many domains have been convinced
that they need the new knowledge available from field experiments to inform
their decisions. All randomized experiments are in a real sense unfair. Pricing
experiments inevitably give unequal treatment to customers, medical experi-
ments inevitably give unequal treatment to patients, education experiments
inevitably give unequal treatment to students, experiments in charitable giving
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inevitably give unequal treatment to the needy, and so on (Harford, 2011). But
field experiments employing random assignment have been carried out in these
fields anyway. The barriers to experimentation by accounting standard-setters
are certainly significant. But they are not necessarily insurmountable.

5 Conclusions

Ramanna (this issue) presents evidence suggesting that international political
forces influence national IFRS adoption decisions and argues that the big ques-
tion in IFRS research is whether the political process underlying the production
of TIASB standards facilitates the development of efficient standards. In this
comment, I offer a pessimistic view on the likelihood of producing efficient, or
even net beneficial, standards given our existing framework for setting account-
ing standards and our poor understanding of the types of material costs and
benefits and their magnitudes. I argue that large-scale regulatory field experi-
ments, which have successfully facilitated the evaluation of regulations in many
non-accounting domains, are a potential means of gathering the information
that would be required for standard-setters structured like the FASB and IASB to
produce net beneficial standards. However, convincing standard-setters of the
need for more information, and convincing the broad accounting community
that the cost of acquiring such information is justified, would likely be a political
challenge.

Field experimentation is a method that could help accounting standard-setters
as they are currently structured, centralized bodies of experts writing uniform
standards for all public firms, collect evaluation-relevant knowledge. But, because
they are likely to be costly and controversial, field experimentation within the
existing institutional framework may not be feasible. Other methods for producing
evaluation-relevant knowledge and increasing the efficiency of accounting stan-
dards could involve significantly changing the institutional structure of account-
ing standard-setting as a means of reducing the reliance of accounting standard
evaluation on expert judgment. One potentially fruitful approach that has been
proposed in the accounting literature is competition between two or more
accounting standard-setters (Hail et al., 2010; Kothari, Ramanna, & Skinner,
2010; Sunder, 2002). Standard-setter competition is a reform that could potentially
improve the efficiency of accounting standards, even if it did not generate
new evaluation-relevant knowledge, as market feedback in the form of greater
demand for one set of standards over another may encourage standard-setters to
maximize the net benefits of their standards, at least from the perspective of firms.
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Standard-setter competition could also produce evaluation-relevant knowledge if
observable firm choices are informative about the features of standards that make
them attractive to firms (Sunder, 2010).

The existence of standard-setter competition in other economic domains
suggests that it could be a feasible approach in accounting (Jamal & Sunder,
2011). But like many features of standard-setting systems, standard-setter com-
petition would involve uncertainties and trade-offs. The most obvious trade-off
of competition relative to the current system for setting accounting standards is
a probable reduction in financial statement comparability. The consequences of
standard-setter competition for economic efficiency would depend on the extent
to which the choice enabled managers to run their firms more efficiently,
perhaps by making use of their relatively rich knowledge of their firms’ parti-
cular local circumstances when choosing among available accounting standards
(Hayek, 1945), and on the extent to which the preferences of managers in firms
correlate with the preferences of other parties impacted by their choice of
accounting standards, with higher correlations leading to greater macro-level
efficiency. Relative to field studies, the data produced by standard-setter
competition would likely be less diagnostic because, with competition, firms
self-select into conditions. But standard-setter competition would likely reduce
the extent to which the evaluation of standards would require drastic improve-
ments in accounting knowledge. Standard-setter competition may also be less
costly to implement than field studies if firms have incentives to make pro-social
use of the discretion standard-setter competition would afford them (Dye &
Sunder, 2001).

My primary argument is that expertise-based systems for setting accounting
standards could work better if the experts running them had better methods of
observing and learning from the outcomes of their decisions. But developing
and deploying such methods would likely be difficult. Standard-setter competi-
tion is an alternative to our current system for setting accounting standards that
demands less of those setting standards because feedback about the impacts of
prior decisions, in the form of market-based changes in the demand for a given
system of standards, is baked into the system.

The spread of IFRS, the design of accounting standard-setting bodies,
and, as I argue here, building the consensus required to produce information
to evaluate accounting standards, are all likely the outcomes of political pro-
cesses about which little is known. Much more work like Ramanna’s (this issue)
will be needed to get answers to our big questions about how political forces
impact the design of accounting standard-setting systems and about how alter-
native standard-setting systems might impact economic efficiency and social
justice.
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