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21st century scandals: towards a risk
approach to financial reporting scandals

KEES CAMFFERMAN* and JACCO L. WIELHOUWER

School of Business and Economics, Vrije Universiteit Amsterdam, Amsterdam, Netherlands

Financial reporting scandals in the 21st century have been followed by many changes in the
regulatory framework of financial reporting. While it is natural to ask for research evidence
on the effectiveness of these changes in preventing new scandals, we discuss some of the
difficulties in conducting this type of research as well as limitations of commonly used
approaches. We argue as the central point of this paper that both research and regulation
should be based on an explicit acceptance of a permanent risk of financial reporting failure,
rather than working on the assumption that this risk can and should be ever further reduced.
Acceptance of this point of view can turn what is currently a scattering of unconnected
research efforts into a coherent research agenda with potentially high relevance. Facing the
existence of permanent financial reporting risk leads to a series of interconnected questions
including the measurement of this risk, both actual and as perceived by various stakeholder
groups, communication and education concerning these risks, and mechanisms to share or
transfer these risks.

Keywords: Accounting scandals; financial reporting regulation; financial reporting quality;
regulatory policy; risk management; accounting research agenda

1. Introduction

Unquestionably, public debate about financial reporting during the early years of the 21st

century has been dominated by the theme of scandals. ‘Enron’ has become firmly established
in the collective memory as one of the biggest financial reporting scandals of all time, but
the sense of crisis in financial reporting around 2001 would probably not have emerged if
Enron had been seen as an unfortunate but isolated incident. It was the occurrence of a
number of scandals in a short period of time, leading to common enumerations such as
‘Enron, WorldCom, Tyco, Xerox, etc.’, as well the unprecedented collapse of a big-5 audit
firm, that fed the notion of a systemic crisis in financial reporting. The swift passage of the Sar-
banes-Oxley Act of 2002 with its stringent requirements to improve the financial reporting
environment, and the deep impact it had on the accounting and reporting processes of
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companies, helped to solidify the prevailing perception that something was fundamentally
wrong with financial reporting, requiring a strong regulatory response.

Both Enron and Sarbanes-Oxley were first and foremost domestic events in the United States,
but they reverberated around the world. There were some signs of Schadenfreude in countries
who had long been told that their financial reporting was inferior to that practiced in the
United States, but this was probably not the prevailing sentiment.1 At any rate, subsequent scan-
dals in other parts of the world, such as Parmalat in Italy, strongly suggested that problems with
financial reporting were pervasive rather than local. The overseas impact of Sarbanes-Oxley
coincided with a variety of regulatory reforms in financial reporting in countries around the world.

The widespread perception that financial reporting went through a period of crisis at the
beginning of the 21st century, justifying a decisive regulatory response, naturally leads to the
question: was the regulatory response effective? Have we reason to believe that we learned
from the scandals in the sense that the world is now a better place in which such scandals are
less likely to occur? More particularly, what academic evidence is there concerning the effective-
ness of accounting regulation introduced since ‘Enron’ in preventing scandals?

While these questions are natural and legitimate, a large part of this paper is devoted to dis-
cussing why they are very difficult to answer. The assumption underlying these questions is that a
scandal is followed by improved regulation, which in turn leads to a demonstrably lower risk of
scandals. We first illustrate that there is no simple link between the 21st century scandals and
recent changes in financial accounting standards. We then discuss that research provides
limited insight in the second link – regulatory responses leading to a lower probability of scandals.
The reason is that research often concentrates on changes in averages (e.g. average reporting
quality) and thus provides limited insight in the tail-end risk of accounting scandals. We therefore
argue that the focus on prevention of accounting scandals should be complemented, both in prac-
tice and research, with a focus on measuring the remaining risk and on how society should cope
with it.

Most people, even without the benefit of research evidence, are unwilling to believe that the risk
of financial reporting scandals has now been eliminated. Greater and lesser scandals simply con-
tinue to happen in various parts of the world, as illustrated by recent financial reporting problems
of companies such as Toshiba (Japan), Daewoo Shipbuilding &Marine Engineering (South Korea),
Steinhoff (South Africa), Carillion(UK) and Folli Follie (Greece). Such anecdotal evidence is sup-
ported by compelling theoretical arguments why the risk of major financial reporting incidents
cannot be eliminated, and is likely to remain non-negligible, such as cost–benefit considerations
of optimal deterrence (Becker 1968) or of not fully removing information asymmetry (Hölmstrom
1979). If that is true, should policy makers and researchers not face up to it, and consider the ques-
tion: how does, and how should, society cope with a permanent risk of accounting scandals? This is
different from the dominant perspective in regulation (including standard setting) as well as
research, which is focused on designing better processes to improve financial reporting quality.
While there is nothing wrong with this by itself, demonstrating improvements is not the same as
asking the question: what risks of major accounting incidents still lurk in the tail-end of the distri-
bution? And how can we help society to live with these risks?We believe that this question opens up
a large and underexploited area of research with potentially high policy relevance.

This paper is organized as follows. In Section 2, we explain our understanding of the nature of
financial reporting scandals, and briefly recapitulate the reasons for believing that they are inevi-
table. Sections 3 and 4 contain, in a sense, the negative part of our argument as we argue that our
knowledge of the effectiveness of 21st century regulation in preventing future financial reporting
scandals is limited. In Section 3 we discuss, by way of historical illustration, the weakness of the
link between the numerous financial reporting failures that collectively constitute the poorly
defined category of ‘21st financial reporting scandals’ and changes in financial reporting
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standards. In Section 4, we review empirical academic research on market effects and changes in
financial reporting quality following changes in standards or other regulation, to show that typical
research approaches and findings relate to average reporting quality rather than the tail-end of the
quality distribution containing the risk of scandals. In Section 5 we argue that research directed at
preventing accounting failures should be complemented with a research agenda based on the
assumption of a permanent risk of financial reporting failures. We propose and discuss lines
of research aimed at understanding actual and perceived levels of financial reporting risk
(Section 6), creating risk awareness about financial reporting risk and the relation to precautionary
actions (Section 7) and approaches for stakeholders to reduce, transfer, or share these risks
(Section 8). Section 9 concludes.

2. Financial reporting scandals

2.1. Financial reporting scandals: relevant concepts

Financial reporting scandals are not easily defined, but it is helpful to explain the main concepts
used in this paper. We introduce a distinction between financial reporting failures and financial
reporting scandals.2 With ‘financial reporting failures’ we refer to any situation where it
becomes clear that a company’s financial reporting in some sense falls short of what people
expect of it. Many financial reporting failures have only limited impact and are dealt with as
routine occurrences in the practice of financial reporting.3 Financial reporting scandals are
those financial reporting failures that, despite the general inevitability of such failures, occasion
surprise and indignation in society at large, prompting the question: ‘how could this happen?’. We
offer no exact predictions as to when failures become scandals, but assume that ‘scandals’ can be
expected when the failure is large, when it is associated with immoral behaviour or negligence of
duty by those responsible, rather than with unintentional error, and when adverse consequences
are suffered by many stakeholders.4

The definition of financial reporting failures is deliberately broad. Its main elements, ‘short-
fall’ and ‘expectations’, imply that financial reporting failures can be thought of as manifestations
of an expectations gap. While the expectations gap concept is often applied to auditing (e.g.
McEnroe and Martens 2001, Mock et al. 2013), it can also be applied to financial reporting
(Mohs 2017, Bricker 2018). Using frequently used concepts (Porter 1993), we can analyse finan-
cial reporting failures as consisting of:

− a deficient standards gap (standards deficiency failure): financial reporting produced in
compliance with the regulatory framework falls short of what stakeholders expect; and

− a deficient performance gap (compliance failure): financial reporting falls short of what can
reasonably be expected given the normative requirements (‘standards’) of the applicable
regulatory framework.

When applied to auditing, an audit failure or audit scandal is either a failure to comply with
auditing standards, or a mismatch between auditing standards and what the stakeholders expect
auditors to do or be able to do.5 When applied to financial reporting, the parties involved and
their roles are more diverse, but in general terms the distinction between the two types of gaps
can still be made. We use the term ‘regulatory framework’ or ‘regulation’ to refer to the entire
system of formalized arrangements which constrains management’s discretion over financial
reporting (company law, corporate governance arrangements, accounting standards, audit, secu-
rities market regulation, etc.) and which aims at providing constituents with relevant and reliable
information.
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Generically, ‘regulation’ can be thought of as consisting of ‘standards’, i.e. the normative
description of the qualities expected of financial reporting and of the roles the various parties
involved have to play in order to produce that quality of reporting, and ‘enforcement’, which
includes all arrangements to ensure compliance with ‘standards’. Some parts of the regulatory fra-
mework have a double aspect, the most obvious example being auditing standards. Similarly, a
securities regulator is part of the arrangements for ‘enforcement’, but if the securities regulator
fails to live up to its own job description (‘standards’) we have a deficient performance gap,
and if the public attributes greater powers to the regulator than it actually has, there is a deficient
standards gap. We make these distinctions not in order to introduce an elaborate taxonomy of
financial reporting scandals, but rather the reverse: for our purposes it is sufficient if we can
look at financial reporting scandals using just two basic categories: the regulatory framework
hasn’t functioned as intended, or there is something wrong with the intent implied in the
design of the regulatory framework.

In practice there is a large grey area where it may be disputed whether a company’s financial
reporting is or is not in compliance with the regulatory framework (see, for instance, the discus-
sion of creative accounting in Jones 2010). For our purpose, it is sufficient that financial reporting
failures of all kinds –minor and major, relating to standards or performance and, if the latter, both
intentional and unintentional – are known to happen, have often happened, and will, as we argue,
continue to happen, and that the distribution of financial reporting failures has a tail where failures
become scandals.

A final concept we introduce is that of the financial reporting environment. This includes
the regulatory framework of ‘standards’ and ‘enforcement’, but also all other factors with a
bearing on the quality of financial reporting. An important factor is direct scrutiny by parties
with an interest in financial reporting. In many jurisdictions the regulatory framework is based
on the assumption that regulation will be supplemented by a degree of vigilance on the part of
stakeholders in financial reporting. A lack of such scrutiny may contribute to financial reporting
failures. An expectations gap will exist if it is commonly but erroneously assumed that such
scrutiny takes place.

2.2. The inevitability of financial reporting scandals

The theoretical literature in (behavioural) economics provides many arguments to support the
hypothesis that financial reporting failures are inherent in financial reporting in an enterprise
economy.6 These start with the conflicts of interest at the heart of organizations managing
scarce resources, including but not limited to the classical principal-agent setting of managers
versus owners. Financial reporting is conceived as a means to mitigate the problem of information
asymmetry arising in such settings, but, because of cost/benefit considerations, information asym-
metry will not be fully removed (Hölmstrom 1979). This creates room for opportunistic behaviour
that may perhaps be priced but which will, for the same cost/benefit reasons, never be fully
exposed or sanctioned (Becker 1968, see Polinsky and Shavell 2000, for an overview of economic
theory related to enforcement and sanctions). Financial reporting also involves significant extern-
alities which may lead to outcomes that are suboptimal from a societal point of view. All of the
preceding implies that a continuous stream of financial reporting failures, great or small, will con-
tinue to occur, basically because the costs of full prevention would be too high, or would be
shared differently from the benefits.

This applies not only to compliance type failures, but also to standards deficiency failures. The
conflicts of interests and the costly nature of financial reporting solutions will be reflected in the
positions taken by various constituents in the standard-setting process, which itself is a costly
activity. Participating in standard setting (as defined by us in a wide sense, so including legislative
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activity) and keeping up to date with accounting standards is costly as well, so at any point in time
accounting standards are likely to be out of line with the expectations of some stakeholders.

In a random distribution of financial reporting failures, some will be large enough to be seen as
scandals. In addition, people may have incentives to turn failures into scandals for reasons such as
shifting blame to others, the hope of higher compensation for losses occasioned by the failure, or,
in case of politicians or the media, raising one’s own profile. Turning failures into scandals is
facilitated by the information asymmetry which characterises not just financial reporting as
such, but also the regulatory framework and the financial reporting environment. Even if one
knew, for instance, prior to the financial crisis, that banks’ loan loss provisions were based on
an incurred-loss model, it was still relatively easy to claim to be shocked by the extent of
under-provisioning revealed by the crisis.

All in all, the permanent presence of conflicts of interests, the different preferences of various
constituents, and the limitations of what can be achieved given cost constraints imply that finan-
cial reporting failures of various kinds will inevitably continue to occur.

3. Weak link between financial reporting scandals and change in financial reporting
standards

One of the clearest examples of financial reporting scandals with an identifiable regulatory
response is the case of ‘Enron etc.’, followed shortly afterwards, in 2002, by the Sarbanes-
Oxley Act. As discussed in Section 4, this swift sequence of events has spawned a considerable
amount of empirical research into the effectiveness, or effects, of this response. Because the scan-
dals were quickly followed by a response that was explicitly linked to the scandals, the effects of
the response could be studied without major confounding effects. Yet it may be argued that, for all
its prominence, the Enron/Sarbanes-Oxley paradigm is of limited use in understanding the
complex relationship between financial reporting scandals and developments in financial report-
ing regulation since the beginning of this century.7 A fundamental reason is that financial report-
ing regulation evolves for many reasons and under the influence of many factors, and not just in
response to scandals.8 This is considered from three angles in the following sections. The first
angle is the sometimes long response lag between scandals and regulatory change. The second
relates to the fact that regulatory reforms are informed by multiple events over time resulting
in a moving target. The third angle is that many accounting reforms are a consequence of inter-
national developments rather than a response to national scandals. In this section, for the sake of
brevity, we focus on regulatory responses involving financial reporting standards. It would be
possible to make similar observations about other regulatory responses, such as audit reform.

3.1. Long response lags

While the Sarbanes-Oxley Act was an almost immediate response to a series of financial reporting
scandals, it was not the full response. The regulatory fall-out continued for years afterwards and
is, in fact, still working its way out. This can be illustrated by the topic of accounting for leases.
Section 401(c) of the Sarbanes-Oxley Act required the US Securities and Exchange Commission
(SEC) to conduct a study on ‘off-balance sheet transactions, including assets, liabilities, leases,
losses, and the use of special purpose entities’, to assess the adequacy of generally accepted
accounting standards with respect to off-balance sheet transactions, and to come up with rec-
ommendations for improvement. Large-scale off-balance sheet treatment of assets and liabilities
was, of course, a major element of the Enron case (Healy and Palepu 2003). In its report published
three years later (SEC 2005, p. 105–6), the Commission recommended that the Financial
Accounting Standards Board (FASB) should add a project to its agenda to revise the leasing
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standard, preferably in cooperation with the International Accounting Standards Board (IASB).
As the SEC acknowledged, revising lease accounting was not a new idea. Since the 1990s, it
had repeatedly been observed that the current accounting standards (FAS 13 and, internationally,
the closely related IAS 17) were unsatisfactory in that they resulted in off-balance treatment for
most lease contracts in the financial statements of lessees. Yet, it was generally assumed that a
revision of lease accounting would run into major opposition, and it appears that the SEC’s ‘sug-
gestion’ was decisive in getting the FASB and the IASB to include a joint project on accounting
for leases among the major projects in their February 2006 Memorandum of Understanding
describing their convergence agenda (see Camfferman and Zeff 2015, p. 334–341, p. 577).
The two boards did succeed in issuing new and converged leasing standards (Topic 842 and
IFRS 16, respectively), but only in 2016 and after a long and challenging process. For most
affected reporting entities, the new standards will first be implemented in 2019. Even those cur-
rently engaged in implementing the new standards could be forgiven for being only vaguely
aware of the chain of events linking these standards to the scandals of the first years of the century.

Arguably, lease accounting was not a major issue in the case of Enron and other scandals
occurring around the same time, so the scandals perhaps provided no more than a convenient
opportunity to push for a reform that had been favoured for some time among accounting standard
setters and regulators. In contrast, the off-balance treatment of special purpose entities (SPEs) was
at the core of the Enron scandal (Powers et al. 2002). In response, the FASB produced additional
guidance with limited scope in 2003.9 By June 2002, if not earlier, the IASB also recognized the
need to take up the topic of consolidation of SPEs in order to be seen to respond to Enron (Camf-
ferman and Zeff 2015, p. 558), but its project evolved into a general revision of accounting for
interests in other entities, including general consolidation criteria and accounting for joint ven-
tures. Along the way, further complications arose in attempts to develop new standards together
with the FASB, prompted by the same SEC (2005) report that provided the impetus to reform
lease accounting. In the convergence process, the FASB struggled to expand its original
limited-scope solution into a more general revision of the relevant topics. In 2010, the FASB
dropped its ambition to produce a new general consolidation standard. In 2011, the IASB suc-
ceeded in publishing a package of standards (IFRS 10, 11 and 12) around the topic of consolida-
tion. Because of a problematic European endorsement, these standards became mandatory in the
European Union only as of 1 January 2014. By then, the financial crisis erupting in full force in
2008 had produced a new scandal around accounting for SPEs. By creating structured financial
products, many banks had obtained off-balance treatment of loan portfolios that had been off-
loaded onto SPEs, while remaining exposed to significant risks on these portfolios. Although it
was convenient for the IASB that it could point out, under the political pressure arising out of
tottering and collapsing banks, that it was already working on accounting for SPEs, this probably
obscured the historical link between IFRS 10 and Enron.

3.2. Moving targets

Long time-lags between scandals and regulatory responses may mean that the original impetus for
starting a standard-setting project is lost sight of. The case of financial instruments is the most
evident and the most significant case of a very long reform trajectory where the perception of
the problems to be solved has changed significantly over time. Arguably, the process – which
is now nearing its end with the implementation of IFRS 9 and the completion of its section on
portfolio hedging (dynamic risk management) – began as a response to several clusters of twen-
tieth century scandals.

One set of scandals was formed by the US Savings and Loan (S&L) crisis in the 1980s. While
this was a tangle of issues involving failures in banking regulation, banking supervision,
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corporate governance, and audit, one of the themes that emerged was that measuring financial
assets and liabilities at market value would provide the necessary transparency in banks’ financial
position that had been lacking in the case of the S&L’s (see, for instance, Young 1995). ‘Fair
value’ began to acquire prominence as a benchmark solution in accounting for financial instru-
ments, not least because SEC Chairman Breeden pressed the FASB to require fair valuing market-
able securities in SFAS 115 (1993; see Johnson and Swieringa 1996).

Another line of scandals was formed by a string of disclosures of large, derivatives-related
losses, including cases such as Nippon Steel Chemical (1993), Metallgesellschaft (1993),
Showa Shell Sekiyu (1993), Procter and Gamble (1994), Orange County (1995), Daiwa (1995)
and Barings (1995).10 These scandals created a sense that ‘new financial instruments’ urgently
required a better accounting solution and established as axiomatic, at least among accounting
standard setters in the English-speaking world, that all derivatives should be measured at all
times at fair value.

Against this background, the FASB and the International Accounting Standards Committee
(IASC, as it then was) had been working on accounting for financial instruments from the late
1980s through the 1990s, with standards in place around 2000 that significantly expanded the
scope of fair value accounting for financial instruments. A draft standard based on ‘full fair
value’ accounting for all financial instruments was circulated as a discussion piece in 2000 by
an international group of standard setters (JWG 2000). However, opposition to fair value arose
as well. By the early 2000s, if not before, proponents of fair value regularly presented fair
value as a response to past scandals (mainly of the deficient standards type) while opponents
could argue that it contained the seeds of future scandals (both of the deficient performance
and the deficient standards type).11 These debates flared up again in the financial crisis. The ques-
tion of whether the crisis was in some sense caused or aggravated by accounting standards for
financial instruments (i.e. mainly a standards deficiency type of scandal) has been debated at
length (e.g. Véron 2008, Magnan 2009, McSweeney 2009, Pozen 2009, Barth and Landsman
2010, Laux and Leuz 2010, Badertscher et al. 2012, Kothari and Lester 2012, Cooper 2015).
Although one can’t say that a consensus has been reached, it seems a fair characterisation that
accounting specialists have tended to deprecate accounting’s impact relative to other factors
such as the quality of banking supervision. Yet, there is no question that significant numbers
of people were scandalized, or professed to be so, by such issues as the alleged pro-cyclicality
of fair value measurements, continued mandatory measurement at fair value of assets when
markets had become illiquid, or the recognition of gains on liabilities measured at fair value
reflecting a deteriorating own credit risk.12 The current standard, IFRS 9, reflects a deliberate
decision by the IASB that a mixed-measurement model for financial instruments will be the
long-term solution. But it can hardly be said that the balance between amortised cost and fair
value measurement in IFRS 9 reflects a consensus on the optimal use of fair value for financial
instruments to prevent future scandals of whatever kind.

Similar observations might be made about accounting for loan losses: the FASB’s and the
IASC/IASB’s adoption of the incurred-loss model were aimed at curbing banks’ earnings man-
agement by means of loan loss provisions, a topic which had attained at least a moderate
degree of scandalousness during the 1990s (Camfferman 2015). Nonetheless, in the aftermath
of the financial crisis the incurred-loss model became a scandal by itself (‘too little, too late’).
Especially in the United Kingdom, IAS 39 was vociferously decried as ‘not fit for purpose’,
not least because of its requirements for loan loss accounting (LAPFF 2011). As a result, IFRS
9 introduces an expected-loss model, but again there is no consensus that this is the best way
to prevent future scandals.

A final example of how, over time, regulatory responses to scandals can lose focus is the dis-
cussion of principles-based standards versus rules-based standards. After Enron, there was a
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widespread view that US GAAP was too rules-based, at least more so than IFRS, and that this had
contributed to the outburst of accounting scandals at the start of the century. For some time, both
the IASB and the FASB aimed to move their standards away from bright-line rules and towards
more generally worded guidance requiring a greater degree of judgment. The IASB still describes
its objectives in terms of standards ‘based on clearly articulated principles’.13 Yet its output of
standards is mixed. Few would regard IFRS 9 with, for instance, the arbitrary 12-month
horizon for estimating credit losses in the absence of significant increases in credit risk, as the
epitome of a principles-based standard. On the other hand, the IASB’s ‘disclosure initiative’ is
a clear attempt to discourage an attitude of mere compliance with formal disclosure requirements
on the part of reporting companies and auditors. In general, the IASB is responding to mixed
signals from constituents who appear to vacillate between a professed preference for substance
over form and a reluctance to leave too much discretion to management.

Arguably, IFRS 8 Operating Segments is as good an example as any of a principles-based
standard, given that it is heavily based on the principle of the ‘management approach’. Yet
IFRS 8 was the object of considerable criticism, particularly in Europe, primarily for not contain-
ing sufficiently specific requirements (see Crawford et al. 2010). Similar concerns that the corre-
sponding US standard allows too much ‘gaming’ can be heard today (Peters 2018). In the UK, the
report on the Parliamentary Enquiry into the demise of Carillion did not find fault with principles-
based accounting standards as such, but did emphasize that revenue recognition on construction
contracts and goodwill impairment was highly dependent on estimates and judgments (House of
Commons 2018). In doing so, the report illustrated the potential for scandal to arise out of differ-
ent assessments of how such estimates and judgments should be made.

Overall, even though the 21st century scandals led to a widely held view of principles-based
standards as a possible remedy, and even though it is likely that this view has had a practical
impact on standard setting, there was no clearly identifiable response that could be the subject
of a policy evaluation relying on measurable effects on reducing the risk of financial reporting
standards failure.

3.3. Local scandals and international regulation

Undoubtedly, the adoption of IFRS by many jurisdictions around the world has been the single
most important factor in the development of financial reporting since the beginning of this
century. Yet in many of the adopting jurisdictions, the transition to IFRS was not a direct response
to local accounting scandals.

It is clear that the decision to adopt IFRS in the European Union, announced in 2000, was not
driven by any specific accounting scandal or with a distinct view of how IFRS might reduce the
risk of future accounting scandals. The main drivers for the adoption were the policy of creating a
single European capital market, as well as the threat arising during the late 1990s that US GAAP
might become the de facto accounting standard for European enterprises accessing international
capital markets (Van Hulle 2004). It is true that, in June 2002, European Commissioner for the
Internal Market Frits Bolkestein welcomed the enactment of the EU’s IAS Regulation by
saying: ‘IAS are the best standards that exist… they are part of making sure Enron cannot
happen here’ (Bolkestein 2002). Given that the IASB was at that very moment considering the
necessity of changes to its standards with respect to SPEs, as indicated above, this was little
more than a politically useful statement. Bolkestein’s statement may have reflected the view, men-
tioned above, that IFRS (IAS) was principles-based and in that sense superior to US GAAP in
preventing scandals, but he would have had little or no evidence to support it.14

In Japan, as another instance, an accounting reform (the accounting ‘big bang’) had been set in
motion in the late 1990s in response to accounting scandals, or at least a perception of abuse of
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accounting standards (see Benston et al. 2006). By the early 2000s, it was widely believed that this
had brought Japanese standards to a high level of internationally acceptable quality. Nonetheless, a
convergence programme with IFRS followed for a brief period between 2009 and 2012 with a view
to future mandatory application of IFRS. This happened not so much because of fresh accounting
scandals, but because of a perception that IFRS was becoming the de facto global standard.
While those who opposed a move to IFRS did not necessarily predict that it would be the cause
of future scandals, they did tend to criticise it for being less conservative than Japanese GAAP,
for allowing more managerial discretion, and for being too principles-based (Tsunogaya 2016).

These examples could be multiplied across many jurisdictions, but they would not change the
overall picture. Already from before the beginning of this century, we have seen an almost continu-
ous stream of greater and smaller changes in financial reporting standards. Although some of these
changes were directly inspired by accounting scandals, the total package of changes is only weakly
related to these scandals, both in terms of timing as in terms of the justifications for the changes.

4. Research on effectiveness of regulatory response

Regulatory responses can include changes to any aspect of the regulatory framework, that is, both
to standards and to enforcement as defined in Section 2. Both types of responses have been exten-
sively studied, but not, typically, with a direct focus on the link between these regulatory
responses and scandal prevention. A notable exception is the recent historical study by Hail
et al. (2018) on the relation between corporate scandals and regulation across many countries
and over the last two centuries. The results, however, do not indicate a high degree of success
of regulation in preventing corporate scandals, as the authors find that new regulations are gen-
erally followed by an increase in corporate scandals.

As we discuss in this section, much research takes an ‘average view’, that is, it analyses
whether some measure of reporting quality increases on average in the wake of new regulation.
Similarly, investor reactions to new regulation are frequently analysed. While these can be made
firm-specific, and so reveal more than averages, these reactions capture more than the effective-
ness of new regulation. In this section we discuss, first, some research on the market effects of
financial reporting failures, and then research on regulatory response to such failures. The
latter discussion is organized according to two perspectives. First, we discuss studies addressing
the question: ‘how does the market perceive the proposed regulatory response?’, and second,
‘what is the quality of the new accounting information?’. In the end we conclude on the insights,
or lack thereof, in relation to the ability of new regulation to prevent scandals. The discussion of
the different types of analyses are not intended as an overview of all relevant research, but as an
illustration of the main research approaches applied to these types of questions.15

4.1. Market effects of financial reporting failures

Before providing an overview, in Sections 4.2 and 4.3, of research on the effects of regulatory
responses, we first briefly discuss research that shows that financial reporting scandals matter.
The causes and consequences of specific, high-impact events have been studied in case studies
(e.g. Rezaee 2005), and it is evident that those directly exposed to firms at which major scandals
took place do suffer, such as employees who may lose their jobs in a bankruptcy or a corporate
restructuring. Even so, research has with few exceptions (e.g. Sadka 2006, for the distorting effect
of financial reporting fraud on product markets) focused on the impact of financial reporting fail-
ures on financial markets.

The study by Palmrose et al. (2004) documents large negative abnormal returns for firms in the
period surrounding restatement announcements, that is, for financial reporting failures with rather
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less impact than Enron,WorldCom, or Ahold. They show that market losses on restatements due to
fraud are economically and significantly larger than those not involving fraud (−20% vs. −6%
respectively). Anderson and Yohn (2002) show evidence of increased information asymmetry
and a decrease in the extent to which investors rely on information. In line with this, Wilson
(2008) reveals lower earnings response coefficients for restating firms in several quarters following
a restatement. If such negative returns for the firm reporting the failure would be the only market
effect, then regulators could argue that such an effect is firm-specific, that firms have incentives
to reduce firm-specific risk, that investors can diversify their investments, andmaybe that investors
are to some extent insured against this loss by the audit and the possibility for claims against audit
firms (see Section 8 for further discussion of these issues).16

The market effects of reporting failures extend, however, beyond the firm where the failure
took place. Akhigbe et al. (2005) show that firms with direct exposure to Enron or firms that
were also in the oil and gas industry experienced significant losses surrounding the publication
of Enron’s accounting fraud. Similarly, Gleason et al. (2008) show negative spillover effects of
accounting restatements for firms in the same industry as the restating firm. The extent to
which firms suffer from restatements of a peer firm seems to depend on their accounting
quality. Donnelly (2008) shows that firms with weak corporate governance face a relative
decline in stock price compared to firms with stronger corporate governance surrounding the pub-
lication of the Elan accounting scandal in Ireland.

Another channel through which negative effects can spill over is through the perceived quality
of the audit. An accounting scandal can cast doubt on the quality of financial statements of other
clients of the auditor involved. In the case of Enron, Chaney and Philipich (2002) document
market losses for other clients of Arthur Andersen, and even stronger for the Houston office
clients, on the day that Arthur Andersen acknowledged shredding certain documents (although
Nelson et al. 2008, show that these effects are not significantly negative when controlling for
the changes in oil prices on the same day). Weber et al. (2008) document that clients of
KPMG experienced negative abnormal returns on days surrounding events in the case of
ComROAD AG (a scandal breaking in Germany in 2002). The abnormal returns vary with indi-
cators of the demand for high-quality audits such as the probability of default and the number of
subsidiaries, supporting the idea that the consequences of a scandal spill over to other clients of
the auditor involved due to a loss in confidence in the quality of the auditor’s work.

Finally, financial reporting failures may negatively affect the stock market in general as valua-
tions are based on a certain amount of trust that the systems of accounting and auditing work as
they are supposed to work (Unerman and O’Dwyer 2004). This implies that major reporting fail-
ures (financial reporting scandals) may affect the perceived quality of these systems, resulting in a
general loss in trust. This would yield a loss in value (due to a higher required risk compensation)
for all firms in which the confidence in the financial reporting is affected. Wielhouwer (2015)
shows evidence of general losses in value on days that financial reporting irregularities are dis-
closed in The Netherlands. The effects for incidents in other countries seem negligible, in line
with the idea that perceptions are most affected by incidents occurring in the country itself.

All in all, there is some evidence that financial reporting failures have considerable market
effects that extend beyond the firms directly involved. The next two sections consider what
research does and does not tell us about the effects of regulatory changes on the probability of
accounting scandals.

4.2. Market perception of regulatory response

Market responses to new regulation reflect several aspects simultaneously. When a new account-
ing standard or other regulatory change is announced, the market anticipates both implementation
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costs for firms and changes in financial reporting quality. In case of proposed regulation, this is all
weighed with the probability that the proposal will be implemented, with or without modifi-
cations. A market response can thus be seen as an average effect of whether investors perceive
the proposal as efficient and as likely to be implemented. Assuming a high level of efficiency
of securities markets, positive changes in abnormal returns around events related to the proposals
are evidence that expected benefits exceed expected costs.

As an example consider the study by Li et al. (2008) on the events surrounding the introduc-
tion of the Sarbanes-Oxley Act. The speed of the Sarbanes-Oxley legislative process makes an
analysis of the market reactions possible as news concerning the act may have come as a surprise.
More often, legislative events are to some extent anticipated, or news only gradually leaks to the
financial markets, making an analysis of market responses difficult. Li et al. (2008) find that the
market reacted positively to events that signalled a higher probability that the draft law would be
enacted. This leads to the conclusion that on average the market expected the benefits to exceed
the costs.

The study of Sarbanes-Oxley by Hochberg et al. (2009) is notable for its extensive analyses of
costs, benefits, and potential explanations of observed effects. It is also a good example of an
analysis that uses market effects that go beyond the average by studying effects for different
groups of firms, namely lobbyists against Sarbanes-Oxley and non-lobbyists. They first
analyse lobbying behaviour and show that firms with higher agency problems were more
likely to lobby against strict implementation of Sarbanes-Oxley. They then show that these lob-
bying firms did not experience a stronger increase in audit costs post Sarbanes-Oxley, thus refut-
ing the explanation that high cost was the reason for their observed lobbying behaviour. They
show that in the period prior to implementation of Sarbanes-Oxley, these lobbying firms with
higher agency problems, on average, had positive abnormal returns, which suggests that the
market expected that Sarbanes-Oxley would resolve some of the agency problems. This is in
line with the evidence of Li et al. (2008) that the positive stock price effects are most pronounced
for firms that engaged relatively more in earnings management.

Khan et al. (2018) recently studied market perceptions of FASB accounting standards issued
between 1973 and 2009. They show that events prior to and including the issuance of the final
standard are, in the case of most standards, not associated with changes in shareholder value, indi-
cating no expected benefits in excess of costs. Surprisingly, a number of standards did not reduce,
but increased estimation risk for the firms affected by the standards. Similarly, there are several
studies of the capital market effects of IFRS adoption (see ICAEW 2015, for an overview of
the effects in the European Union). Although there seems to be evidence that generally the
cost of capital is lower after IFRS adoption, this may well be attributable to simultaneous
changes in the enforcement level of adopting countries (Christensen et al. 2013).

While event studies on the introduction of new accounting standards or other regulations are
highly relevant, strictly speaking they do not provide evidence that the risk of financial reporting
scandals decreases, even if investors are positive about the change in financial reporting quality.
The closest to such evidence is the analysis of differential effects that show that investors value
these regulations more for groups that were expected to have the highest risk of failure. In general,
such analyses provide evidence on whether regulations are economically beneficial, but not on the
risk of failure per se. The reason is that market effects are an average whereas major reporting
failures are events in the tail of the distribution. Although the average quality increases and
firms with lower quality reporting benefit more on average, the highest-risk cases may remain
unaffected.17 Conclusions on the risk of major reporting failures rest on the implicit assumption
that a positive average share price reaction means that the entire distribution of reporting quality
shifts to the right, or that the average positive effect is due to a high increase in financial reporting
quality of the firms with the lowest quality. Although not necessarily wrong, as long as it remains
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an assumption one cannot tell whether a positive share price reaction to a change in regulation
indicates a decrease in the risk of extreme events.

A further limitation of event studies is that they require clearly identifiable events in relation to
new or proposed requirements. While the Sarbanes-Oxley Act provided opportunities for this type
of research, the discussion in Section 3 highlighted that it is common for the accounting standard
setting process to extend over a long period of time, with few discrete events that can be related
clearly to any share price reactions.

4.3. Quality of new accounting information

A large body of research addresses the consequences of newly introduced standards or other regu-
lations for the quality of accounting information. Important research questions are ‘what is the
amount of information that financial reporting contains?’, ‘to what extent do financial reporting
numbers explain market value or changes therein?’, ‘what is the quality of the accounting infor-
mation?’ and ‘to what extent can managers manage the earnings of the company?’

Assessing the amount of information in financial reporting numbers by reference to stock
market returns has been a fertile topic of research since Ball and Brown (1968) and Beaver
(1968), giving rise to a vast number of studies. One can evaluate, for instance, whether there is
more news value in earnings announcements after implementing a new standard. An example is
Landsman et al. (2012) regarding the change in information content of earnings following the
implementation of IFRS. Also, based on the idea that prices lead earnings, one can see whether
the returns over a period are associated with the information in subsequent earnings announcements
(e.g. Aboody and Lev (1998) on the capitalisation of software R&D expenses). An alternative way
of analysing changes in accounting are value relevance studies based on the theoretical framework
of Ohlson (1995). These studies are similar in spirit to the association studies of long term returns
and accounting information, but examine to what extent the firm price can be explained by a set of
core financial reporting numbers (Barth et al. 2001). Ahmed et al. (2006) study, for example,
whether recognized derivative fair values under SFAS No. 133 are more value relevant than the dis-
closures in the notes prior to this standard. Some differential insight can be gained by analysing
whether the coefficients of accounting numbers are lower when, for example, corporate governance
is poorer (e.g. Song et al. 2010, on the fair value hierarchy under SFAS No. 157). Studies of infor-
mation content and value relevance evaluate whether reported numbers on average contain infor-
mation or are on average more or less strongly correlated with share prices, which is a joint
estimate of their association with expected future cash flows and their perceived reliability. These
insights are, however, of limited use in assessing the risk of reporting failures, and even less in asses-
sing these risks in the tail of the distribution.

Other studies analyse whether characteristics of accounting information – e.g. accruals
quality, or timely loss recognition – have changed after the introduction of new regulations
(see, e.g. ICAEW 2015, for a review of empirical research on the introduction of IFRS in the
European Union). High quality accruals are important and valuable for informing investors
about firm performance, and are priced by the market (e.g. Rayburn 1986; Francis et al. 2005).
Lobo and Zhou (2006) show that firms report lower discretionary accruals and recognize
losses in a more timely fashion after the introduction of Sarbanes-Oxley. Ashbaugh-Skaife
et al. (2008) show that remediation of internal control weaknesses, which are reported after the
introduction of Sarbanes-Oxley, is associated with an increase in accrual quality. Although it is
highly relevant to see whether in general firms have higher accrual quality, have more timely
loss recognition, or make more conservative accounting choices, these analyses again only
provide insight in average effects for all firms or at best for subsets of firms with, for example,
higher agency problems.
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Finally, many studies investigate the effect of new regulations on earnings management.
Studies may focus on total accruals or on an aggregation of activities such as expenses (e.g.
Cohen et al. 2008, on the introduction of Sarbanes-Oxley) or on specific accrual items in the finan-
cial statements. Schrand and Wong (2003), for example, show that after the introduction of SFAS
No. 109, well-capitalized banks used the valuation allowance for deferred tax assets for income
smoothing. Fonseca and González (2008) show that earnings management by banks using loan
loss provisions depends on the quality of accounting disclosures in a country. Such analyses
show that when managers strive for a specific objective, they may use discretion in accounting
to realize these objectives, and how this is influenced by regulation. Apart from the already fre-
quently noted limitation that these are average effects, studies on earnings management (whether
based on accruals or other indicators) are of limited relevance in explaining financial reporting
failures. Most of the accounting variation observed in such studies is expected to be within the
boundaries of the financial reporting framework, rather than the extreme behaviour leading to
financial reporting failures with high societal impact.

4.4. What do we learn regarding the prevention of scandals

All these studies contribute important elements to our understanding of financial reporting and
its environment. However, this body of literature tells us little or nothing about situations when
financial reporting is not just a little less value relevant but totally beyond the borders of the
acceptable. This means that a large body of studies on the effects of changes in financial
reporting regulation uses methodologies that are not very suitable for, and do not directly aim
at, identifying effects on the probability of extreme failures of the deficient performance type,
that is, the kind of failures that may have provided an important motivation for the change in regu-
lation (Ball 2009a, Hail et al. 2018). These studies tell us even less about the probability of
scandals of the deficient-standards type. To the extent that they are based on patterns in account-
ing numbers (as many studies of accruals quality are), they do not consider public expectations
about accounting quality. If they are market-based, they assume that market prices correctly
incorporate the characteristics of the regulatory framework, thus assuming away the possibility
of a ‘deficient standards’ gap.

Nevertheless, it is possible to employ these methodologies in ways that come closer to eval-
uating the likelihood of future scandals. This is especially the case for studies of differential
effects of new regulation for certain groups of firms that can be expected to have the highest
risk of failures. Similarly, studies on the antecedents of financial restatements (e.g. Harris and Bro-
miley 2007; Bentley et al. 2013) can provide insights in what can be effective in preventing
certain types of reporting failures. But it should be noted that while restatements are financial
reporting failures, many restatements are not scandals with large societal impact. For good esti-
mates of probabilities in the tail of a distribution, many observations are needed or specific esti-
mation methods for extreme values need to be used.

5. Living with risk: need for a broader focus in policy and research

In Section 2 we argued that financial reporting failures are not indicators of relatively superficial
flaws in our regulatory system, but inherent at a fundamental level to the organization of our
society, so that failures will continue to occur. This argument is not novel. Yet the common reac-
tion of regulators to any scandal is to intensify regulation with a view to preventing future scan-
dals (Ball 2009a, Hail et al. 2018). The argument typically employed in such cases is that
‘confidence in financial reporting must be restored’ (Wielhouwer 2015). The question is legiti-
mate whether this is always the best response. If confidence in financial reporting has fallen in
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the wake of a scandal, one should at least consider whether these adjusted expectations better
reflect the reality of financial reporting failure risk. Why should one simply assume that confi-
dence, prior to the scandal, was at the appropriate level? Restoring confidence to levels beyond
what is realistic is doomed to lead to new disappointments. If one doesn’t know the actual and
perceived risks, one doesn’t know whether to take measures aimed at changing perceptions of
reporting failure risk (and, if so, whether upwards or downwards), or at decreasing the actual
risks of failure, or both.

Successful policy development should be informed by both expert calculations of actual risk
and people’s perceptions of it (e.g. Freudenburg 1988). However, these conditions for informed
policy development in accounting regulation are not met. In general, financial reporting regulation
has focused one-directionally on reducing the risk of financial reporting failures, raising expec-
tations that this risk may be ever further reduced – if not ultimately eliminated – by introducing
stronger regulation. Reporting regulation has not systematically been informed by research on
actual or desired levels of risk, nor on perceptions of such risk.

A focus on prevention of financial reporting failure or on incrementally reducing the risk of
financial reporting failure is not wrong, but it is not sufficient. It should be complemented by
awareness that incidents may still occur, and thinking ahead about managing the consequences.
Both in the practice of reporting regulation and in academic research, a focus on prevention or risk
reduction leaves major, and in some sense obvious questions unaddressed: how much risk of
financial reporting failure do we find acceptable? What is the actual and perceived risk? How
can we achieve desired risk levels and ensure that these are correctly perceived? How can stake-
holders better manage the degree of risk that will always be there?

If we may use a Dutch analogy, it may be necessary to keep increasing the height of the dikes,
but doing so blindly is not very helpful. One should have some understanding of the risks of
flooding. Moreover, it is dangerous to foster the perception that raising the dikes guarantees
safety from flooding. Active policy-making is necessary to ensure that people continue to have
realistic perceptions of the risk of flooding, that they know what to do in case of an emergency,
and to help them to take measures in advance to limit the damage in case of a dike breach.

The flooding analogy has its limits. That will also be true for analogies with other risks, ranging
from food safety to terrorism. However, thinking of financial reporting in terms of public policy risk
management, and exploring differences and similarities with other types of risks, is in our view a
fruitful way of discovering new perspectives and of identifying issues that are neglected in account-
ing regulation and academic accounting research. We do not by any means suggest that researching
or resolving these issues is easy, but that is not a good reason for continuing to leave them aside. In
the remainder of this paper, we begin to develop a research and policy agenda along these lines. The
three main elements of such an agenda would be the following:

First, understanding the extent of risk of major financial reporting failures and perceptions of
such risks. There is hardly any insight in the actual risk of financial reporting incidents occurring,
despite the fact that we are aware that these incidents will happen. Financial reporting practice and
research could benefit from more insight in the tail of the financial reporting failure probability
distribution. Minor or routine financial reporting failures create only limited risks, but it is the
extreme events that seem to drive confidence in the system, political pressure, and a call for
improved financial reporting standards or strengthened enforcement. Apart from the actual
risks, one has to deal with the perceptions of the risks. Risk perceptions are important in
several ways. They don’t map directly on expectations gaps of the ‘deficient standards’ type,
but they will be important determinants of such gaps.18 Following a scandal, the policy response
may be more rational or effective if people had a realistic assessment of risk. Prior to a scandal,
risk perceptions will influence how much effort people will make to understand financial report-
ing and financial reporting regulation, these perceptions will influence any precautionary
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measures people take, and, perhaps most importantly, risk perceptions will influence the level of
active scrutiny of financial reporting by interested parties. While a better perception of flood risk
will not by itself stop sea levels from rising, it may limit the consequences because people are
better prepared.

Second, and given the importance of risk perceptions, it is important to understand how these
can be influenced. Research on how to communicate information about financial reporting risks
and on how to educate users of financial statements about the possibilities and limitations of finan-
cial reporting should therefore be an important part of the research agenda. This should be
accompanied by research on whether increased risk awareness leads to stakeholders taking pre-
cautionary actions to protect themselves against the consequences of financial reporting risks.

Third, and following up on the previous point, given that with any level of quality of the finan-
cial reporting framework, financial reporting failures will continue to happen, the question arises
what stakeholders can do themselves to reduce, transfer, or share these inevitable risks.

As mentioned above, a plea for more attention to these three elements does not mean that reg-
ulators and academic researchers should stop efforts to improve the quality of the regulatory fra-
mework. In the next three sections, we outline how research and policy-making can extend their
agenda to address these elements. In doing so, we point out examples of relevant extant research
that could be used as starting points for a more coherent body of research on the issue of living
with a permanent risk of financial reporting failure. There are many possible starting points in the
literature, and we believe that these incipient lines of research would benefit from being seen as
part of a recognized research domain of ‘financial reporting failure risk’, that would take its place
next to long-standing research headings such as ‘value relevance’, ‘earnings management’,
‘voluntary disclosure’ or ‘audit quality’.

6. Research in extent and perceptions of financial reporting failure risk

6.1. Is there a gap between actual and perceived risks on financial reporting failures?

In Section 2, the notion of the expectations gap was applied to financial reporting failure. That
such an expectations gap exists might be inferred on an anecdotal basis from the fact that
some financial reporting failures become financial reporting scandals, but it is possible to consider
the gap on an empirical basis. Simply stated, the evidence discussed in Section 4.1 illustrates that
the risks of financial reporting failures are generally underestimated. The fact that trust-related
effects of restatements and scandals are observed for other firms (e.g. Gleason et al. 2008, Wiel-
houwer 2015) implies that the market updates its expectations about the risks, and perceptions
change. We suggest that this approach be used more widely in a systematic effort to chart expec-
tations gaps in financial reporting.

In the professional auditing literature, the expectations gap is a well-established idea. An
extensive research literature has documented the existence of audit expectations gaps of one
kind or another across a range of countries, mainly by means of comparing differences
between auditors and various other parties (investors, managers) in responses to survey questions
or by means of experiments (without any pretence to completeness, see for instance, Epstein and
Geiger 1994, McEnroe and Martens 2001, Lin and Chen 2004, Nazri Fadzly and Ahmad 2004,
Hassink et al. 2009, Gonthier-Besacier et al. 2016). Yet differences in perceptions of audit quality
do not translate easily into estimates of differences in perceptions of financial reporting risk and
differences in perceptions also provide limited evidence on the perceived absolute levels of risk.
Most of these studies do not focus on the tail-end risks of major financial reporting incidents, but
rather on differential perceptions of audit quality, or aspects of audit quality, in general (see James
2003, for a study focusing explicitly on fraud risk).
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All in all, there is evidence that perceptions of the risk of financial reporting failures, both
measured directly through studies of spillover effects and indirectly through studies on percep-
tions of audit quality, differ from the actual risks. The auditing literature has paid attention to
this and studies investigate whether new auditing standards contribute to lowering the expec-
tations gap (e.g. Gold et al. 2012). But while the gap between actual and perceived financial
reporting quality is often seen as an auditing problem, it is clearly a wider problem as discussed
in Section 2. And even in the auditing literature, limited attention has been paid to how to adjust
the expectations and make people aware of the risks that are inherent to a system of financial
reporting in which financial statements are produced and audited by people whose norms,
values, and interests may be quite different from those of a company’s stakeholders.

6.2. Understanding and measuring risk exposures

In order to obtain better insights into the risk offinancial reporting scandals and their consequences,
which are partly driven by the perceptions, thefirst topic onwhichmore research is needed is insight
into the size of the actual risks. As defined in Section 2, financial reporting failures include both
deficient-performance failures and deficient-standards failures. Although both can create real
risk exposures, we focus in this section on risks of the deficient performance type. Generally,
risk exposure is determined by the loss in case of an event multiplied by the probability of this
event. Insight into the risks of financial reporting failures requires more research on both aspects.19

First, more insight into the actual probability of a scandal occurring is needed. This goes
beyond trying to predict the probability of a scandal in a certain firm based on, e.g. financial
ratios or other characteristics (see, e.g. Bell and Carcello 2000). It requires predicting the likeli-
hood of a scandal in a certain period of time for a group of firms. As with many risky events, esti-
mating the likelihood based on the normal distribution is not adequate and underestimates risks
because the tails of the distribution are likely to be ‘fatter’ than the normal distribution. This
requires estimating the probability of extreme values.

Second, more insight is needed into losses in case of an event. Share-price reactions to reporting
scandals provide relatively straightforward indicators of the impact on shareholders. We have noted
above that these effects may not be limited to the firms in which the scandal occurs, but may spill
over to affect share prices of other firms. The fact that other stakeholders are exposed to risk has
been noted in the literature, for instance in comments on the plight of Enron employees (e.g.
Kochan 2002, Arnold and De Lange 2004, Rezaee 2005). While it is clear that employees can
lose employment and retirement benefits as a consequence of reporting scandals, charting employ-
ees’ exposure is complicated. Such losses will not be a direct result of the accounting failure (as in
the case of shareholders holding mispriced shares), but will be mediated by an ensuing event such as
a default or reorganization. The impact on employees will also be heavily dependent on institutional
arrangements such as protection of pension plan assets. Despite these challenges, the fact that
adverse consequences of accounting scandals for employees do from time to time provide occasion
for outrage and calls for reform does suggest that this is a topic meriting more (descriptive) research.

It seems worth the effort to build models that estimate the probability of extreme events to get
insight into the actual probability of scandals and to estimate the consequences of such an event.
Extreme value theory (or generalized extreme value theory) is widely used to predict probabilities
on extreme rainfall, floods, or other events (Kotz and Nadarajah 2000). It is applied in finance to
estimate the value-at-risk which can be used to determine capital requirements (e.g. Gilli and
Këllezi 2006, McNeil and Frey 2000, Neftci 2000).20 Separate dependency structures for
events may be needed to properly assess the risks (e.g. Poon et al. 2004).

The idea of extreme value theory is to estimate the tail of the distribution separately. Consider
for example all earnings restatement amounts over several years. The maximum restatement
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amount per year then follows a generalized extreme value distribution. In actuarial science often
the generalized Pareto distribution is used to model the distribution of events in excess of a certain
high amount (Embrechts et al. 1997). Using these limit distributions may provide insight into, for
instance, the probability of restatements with an amount in excess of x% of earnings; the prob-
ability of a scandal occurring in x years that leads to a default; the probabilities of scandals
with a market value effect greater than x billion, etc.

Insights from areas outside the financial world could also be applied to develop such models.
The three steps distinguished in Büchele et al. (2006) for flood risk assessment could serve as a
starting point to build models for financial reporting failure risk. A regional estimation of the risk
of extreme events; estimation of impact based on local characteristics; and damage estimation.
The fact that financial reporting scandals seem to occur not randomly over time but seem to be
somehow interdependent suggests that recent applications of copulas to model the dependence
structure between events is also an interesting research development (e.g. Rodriguez 2007,
Gudendorf and Segers 2010, Salvadori and De Michele 2010).

Applying these insights to financial reporting risk provides several opportunities to extend our
knowledge. Although relatively little data is available for financial reporting failures, probabilities
of extreme events can still be estimated by (generalized) extreme value theory. These probabilities
are likely driven by several local factors ranging from differences in regulation, accounting stan-
dards, audit practices, ethical norms, etc. This suggests that these models are best developed based
on local data. If applied to many countries or regions, this opens up the possibility of estimating
the extent to which differences in risk are driven by these local factors. To obtain insights into the
impact of such failures, one needs to consider to what extent risk mitigation mechanisms (see
Section 8) are in place in each region. Given an event of a certain size, the consequences can
be estimated based on exposure, risk mitigation, assumed or modelled dependency structures,
and lessons learned from historic events. Taking these aspects – probability and impact – together,
scenario analyses could yield insights into the distribution of damage in case of a scandal. This
would be a first step to assess the risk of financial reporting scandals. Combined with insights
into risk perceptions, the findings from such research could be highly relevant to policymakers.

6.3. Understanding and measuring risk perceptions

Risk perceptions are measured in a variety of settings, ranging from diseases (e.g. Brewer et al.
2004), nuclear power plants (e.g. Whitfield et al. 2009), internet shopping (e.g. Forsythe and Shi
2003), to investing (e.g. Wang et al. 2011). A common denominator is that perceptions depend on
many more factors than the actual risk and may be affected by people’s understanding of the issue,
familiarity with the issue, and/or by media coverage. Also, it is known that the risks perceived by
people often differ from the actual risk measured by advanced models or historic hazard rates (e.g.
Wang et al. 2011, Slovic 1987). Policy makers need to consider both perceived and actual risks
and take into account expert assessment and public perceptions because ‘risk communication and
risk management efforts are destined to fail unless they are structured in a two-way process. Each
side, expert and public, has something valid to contribute.’ (Slovic 1987, p. 285). We therefore
argue that future financial reporting policy may benefit substantially from measuring perceptions
of risks of financial reporting scandals.

The concept of perceived risk and different ways to measure it has been discussed since the
1960s (see e.g. Dowling 1986, for an early overview mostly related to consumers).

It seems promising to construct scales to measure stakeholders’ perceptions of the likelihood
that in a certain time frame a financial reporting incident will occur, their trust in the financial
accounting standards, the auditor, and government oversight. Such measures could be similar
in spirit to, for example, measuring the perceived risks of flooding (e.g. Grothmann and Reusswig
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2006) or, more qualitatively, the Global Risks Report series issued by the World Economic
Forum. As with actual financial reporting risks, perceptions of risk are likely to differ across jur-
isdictions or regions. In addition, such perceptions are likely to differ across stakeholder groups,
sometimes cutting across geographical boundaries. Active investors may well be aware of risks
across a range of jurisdictions of which the average citizen is not aware, despite the fact that
the latter may be exposed to such risks due to being an employee or a recipient of less than
fully funded defined-benefit pensions. How such instruments should be deployed remains to be
determined, but it is clearly preferable that data are gathered in a way that allows international
comparisons as well as insight into developments over time. Having established such scales
and measures and regularly measuring the perceptions by using stakeholder panels opens impor-
tant possibilities for research that could inform regulators.

First of all, measurement of these perceptions combined with insight into actual risks (see
Section 6.2) yields insights into the expectation gap across and within stakeholder groups. This
could inform regulators on where to focus when reforming standards or communicating the risks.

Second, regular measurement allows to study how events, media coverage, new standards, et
cetera affect these perceptions. They provide a basis for determining whether an incident has
really impaired trust, and, more importantly, whether trust needs to be restored or has actually
become more aligned with reality.

Third, studying cross-region differences may shed light on the extent to which government
intervention has affected risk awareness, which could be very relevant when studying people’s
motivations to take precautionary measures. Grothmann and Reusswig (2006) relate the pre-
vious experiences with flooding, the perceived future risks, but also the reliability of public
flood protection to an individual’s decision whether to take precautionary actions against flood-
ing. Similar in spirit, perceptions about risks related to financial reporting may be related to
decisions on whether to invest, to diversify investments, or to gather more knowledge. In
this way, it is possible to get insight into how scandals, new standards, or government interven-
tions translate into actual changes in behaviour through the changes in perceptions. Two aspects
deserving attention explicitly as important elements related to financial reporting risk are creat-
ing risk awareness (communication of the risks) and risk mitigation (precautionary actions
related to risks).

7. Communication and education to create risk awareness and stakeholders’ responses

Determining the perceptions of risks of different groups of stakeholders and the extent to which
they rely on, or trust financial reporting is only a first step. Stakeholders should ideally not under-
estimate the risks and should know how to respond to it. Again, as with perceptions, this needs to
be tailored to the stakeholder group, as investors may have higher awareness than employees or
the general public. Recall that, in general, research evidence based on share price reactions to
scandals suggests that even in the case of investors, perceived risk appears to be an underestima-
tion of actual risk (Gleason et al. 2008, Wielhouwer 2015). This is not necessarily a matter of
insufficient available information. There is a long line of research, going back to early work
such as Lee and Tweedie (1977), documenting the difficulties of financial statement users in
understanding and correctly interpreting information in financial statements (see also, e.g. Bartlett
and Chandler 1997). Although little of this research seems to be directly focused on assessing
risks of financial reporting failure, it seems plausible a priori that financial statement users will
find this at least as challenging as, say, seeing through different presentation formats for items
of other comprehensive income (Maines and McDaniel 2000).

We therefore distinguish two aspects of increasing risk awareness: ‘communication’, by
which we mean the incorporation and presentation of information relevant to financial reporting
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risks in the financial reporting by individual companies, and ‘education’, by which we mean the
enhancement of general knowledge about financial reporting risk.

An interesting example with respect to communication consists of the Key or Critical Audit
Matters (KAMs). These disclosures are meant to inform stakeholders about important issues
arising during the audit process and how the auditor responded. In the exposure draft on the
revised international auditing standards in 2013 in which reporting on KAMs was proposed,
the IAASB mentioned among the expected benefits:

… the IAASB is of the view that changes in auditor reporting may have positive benefits to audit
quality or users’ perception of it. This in turn may increase the confidence that users have in the
audit and the financial statements, which is in the public interest. (IAASB 2013, p.7)

We note that, even though the exposure draft also mentioned an increase in scepticism, an increase
in confidence on the part of financial statement users was seen as a key possible benefit. Yet,
instead of increasing confidence or positively influencing perceptions of audit quality, we
believe that the objective of the reform should perhaps have been to make these perceptions
more realistic. That this may have been the outcome is suggested by research into disclosures
of risk of material misstatements in the UK (similar in spirit to Key or Critical Audit Matters).
Lennox et al. (2018) show that these disclosures do not contain incremental information, but
are negatively associated with the value relevance of the financial accounting numbers. The
association between financial accounting numbers and stock price is weaker when more risks
are disclosed. The fact that these risks are now disclosed may contribute to more realistic percep-
tions about what can reasonably be expected from financial statements. This may in turn contrib-
ute to less damage if an incident occurs. Hence, a reform of audit regulation leading to a generally
lower perception of audit quality can be considered successful to the extent that this perception
has now become more realistic.

The findings of Lennox et al. (2018) suggest that the information contained in the KAM dis-
closures was already incorporated in prices by the capital market, but this does not imply that all
stakeholders were, or are now, aware of the risks. Indeed, Christensen et al. (2014) show that
KAM disclosure does affect investment decisions of nonprofessional investors, a result reinfor-
cing the need for caution in drawing inferences from market-wide effects in assessing risks of
major financial reporting failures and their potential impact on different stakeholder groups.

While there is an extensive literature on accounting education, only a modest part of it seems
to be directed at the question of how students’ perceptions of reporting failure risk can be formed
(see, however, Monroe and Woodliff 1993, Pierce and Kilcommins 1997, Boyle and Canning
2005, Siddiqui et al. 2009). More generally, the question of how the general public can be edu-
cated about the nature of financial reporting and about financial reporting risk seems to be almost
a blind spot in the accounting literature. A critical tone in the financial press in the 1960s led to
initiatives by the accountancy profession in the US, Canada, and New Zealand to give educational
seminars on accounting and auditing to financial journalists. These were believed to be effective
in that some of the participating journalists went on to write more constructive articles (Zeff 1972,
1979). While deflecting criticism from the accountancy profession should not be an end in itself, it
is clear that educating financial writers on financial reporting is important given their role in
forming public opinion. Yet as far as we know there is not much evidence on the existence or
effectiveness of such educational programs. More generally, studies do exist on financial edu-
cation and on increasing financial literacy that may provide insight both for practice and for
researching the effectiveness of such policies (e.g. Williams 2007, Bay et al. 2014, OECD
2005). Similarly, initiatives can be developed to increase awareness of what financial reporting
can and cannot do. We note that a criticism raised against policies of increasing financial literacy
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is that these may be ways of governments to shift responsibility to consumers (see Williams
2007), but in the light of evidence that risks of reporting failures are underestimated, at least
for now, unwarranted confidence in the regulatory system or the government seems to be the
greater potential problem.

Connecting the idea of communicating about and educating people on financial reporting
risks to the idea of measuring perceptions of risk (see Section 6), will allow us to investigate
the effectiveness of different educational strategies, or the cumulative effect of modified com-
munication (as in the case of KAMs). As investing in risk awareness seems necessary, research
can contribute by evaluating the effectiveness of programmes (see, e.g. Uggla 2008, on the
Swedish campaign to create awareness of the risks of climate change). However, improving
risk awareness is not an end in itself. To the extent that it reduces confidence in the regulatory
system,21 it should lead either to precautionary actions or more conscious acceptance of risk.
For example, awareness of the risk that personal information is abused reduces the level of
trust in e-commerce relationships, which in turn leads to an increased demand for control
(Olivero and Lunt 2004). This process is, however, not so straightforward in relation to risks
of extreme events, but again, research on, for example, flood risks may provide valuable insights
and starting points to study the relation between creating awareness, perceptions, and precaution-
ary actions. This relation is much more complicated than casual intuition suggests. Based on a
review of case studies, Wachinger et al. (2013) conclude that a risk perception paradox exists:
the assumption that higher perceived risk leads to better preparedness is not necessarily true.
They provide three possible explanations: People consciously accept the risks because the per-
ceived benefits are high enough; people assume that other parties will take responsibility for redu-
cing the risk or managing the consequences; or, people have few resources to take actions. The
first reason for not taking precautionary actions is related to the level of risk aversion. People
take actions if they are not only aware of the consequences but are also worried (e.g. Micheli
et al. 2008). This is perfectly aligned with the idea of consciously accepting the risks. The
second reason is related to trust in government, as more trust in government makes people less
likely to act themselves. The hazard literature distinguishes between natural and technological
disasters and suggests that, because the latter are less easily understood, the public is more
likely to rely on the government to deal with the risks and the consequences of disasters (e.g. Kas-
person and Pijawka 1985). Even though the distinction between the two may have become less
clear because of the influence of human behaviour on climate change and thereby its influence on
natural hazard rates (Wachinger et al. 2013), financial reporting risk is firmly in the sphere of tech-
nological or man-made risks. This points to an important lesson for the financial reporting
environment. Financial reporting quality is supported by a range of mechanisms including corpor-
ate governance, external audit, and government oversight. All these layers are standing invitations
for people to project any responsibility they may have themselves on to these quality-enhancing
mechanisms, making people less likely to take precautionary actions themselves. In that sense, a
decrease of trust in the regulatory system that does not reflect an actual increase in the risk of inci-
dents may be beneficial. The third reason why improved risk perception may not lead to better
preparedness – lack of resources – is broader than poverty. It can also relate to lack of knowledge,
skills or social support for setting up mechanisms to protect oneself and others against negative
consequences. It is likely that some stakeholders groups such as employees, when aware of their
exposure to financial reporting risks, will feel quite powerless to do much about it.

An important challenge in communicating or education about financial reporting risk is that
the information is not necessarily trusted. This problem exists generally in communications by
governments or experts about public risks (Wachinger et al. 2013), but is likely to be quite
severe in the area of financial reporting because expertise is concentrated with parties with a
clear interest at stake, such as reporting companies, their industry associations, and auditors.
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For instance, several studies do suggest that KAM disclosure reduces auditors’ exposure to liab-
ility risk because courts will note that KAM disclosure gives stakeholders a means of becoming
more aware of risks (Brasel et al. 2016, Kachelmeier et al. 2018). While such an effect is in prin-
ciple in line with the objective of creating risk awareness, it may become problematic when some
stakeholders do not have the capacity to assess the contents of the KAMs or to take sufficient risk-
reducing measures on the basis of the KAMs. If the main effect of KAMs is that of reduced
auditor liability, the information may be perceived as just a form of self-protection for auditors
rather than as an attempt to convey relevant information.

It would seem that independent academics have an important role in providing information
about financial reporting risk. In addition, academics may attempt to measure (dis)trust in finan-
cial reporting experts, paving the way for an evidence-based approach to education about finan-
cial risk in which expertise from practice plays an effective role.

In general, Wachinger et al. (2013) point towards participation processes as a way to manage
the complicating effects (undue reliance and lack of trust) of expert involvement in efforts to
increase trust in the information provided by experts. Participation stresses the responsibility of
the participants, and can increase trust in warning signals. In financial reporting regulation,
some element of stakeholder participation is often part of due process requirements, both in
case of private-sector standard setters such as the IASB or the IAASB, and in case of legislative
procedures. However, to our knowledge, the issue of financial reporting risk is not commonly
included among the relevant issues to be discussed in proposals for new or modified reporting
requirements,22 quite apart from the problem that consultation processes in financial reporting
tend to be characterised by relatively low participation on the part of financial statement users.
At the level of the individual company, a participative approach could for instance mean a
more active discussion with the auditor during general shareholders’ meetings of the limits of
the audit and the costs of additional levels of assurance, for instance to reduce materiality
thresholds below the normal requirements of applicable auditing standards.23 Research in the
area of financial reporting and auditing could focus on how to maintain trust in the expertise
of, e.g. auditors as they explain the limitations of their work and lower the expectations of
what can reasonably be expected.

As indicated, we argue that it could be beneficial to shift the balance from risk prevention to
living with the risks. The above section provides opportunities and challenges, but research
suggests that risk perceptions don’t have to be adjusted before starting to educate about precau-
tionary actions. Terpstra and Gutteling (2008) find, related to the change from prevention to risk
management for flood risk in The Netherlands 24, that, although people generally feel that the gov-
ernment is responsible for protection and although perceived risk is low, people see an equal
responsibility for themselves to be prepared for an event. They conclude that individuals may
therefore be open for education on this topic. So creating awareness and educating about precau-
tionary measures can go hand in hand.

8. Risk management by stakeholders

In general, the literature on the 21st century accounting scandals has tended to distinguish between
regulatory and market approaches to coping with the risk of financial reporting scandals (Ribstein
2002, Ball, 2009a). In that context, regulatory approaches mainly relate to reducing the risk of the
occurrence of financial reporting scandals, such as better accounting standards or better auditing.
While our main focus is not on such preventive measures by standard setters and regulators, we do
note that they could do more to help stakeholders to help themselves. The IASB’s Conceptual
Framework as revised in 2018 does not clearly articulate the risks to financial reporting quality
arising out of structural conflicts of interests. There are brief discussions of ‘manipulation’
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under the heading of ‘neutrality’ (para 2.15) and of ‘verifiability’ as an enhancing characteristic of
useful financial information (paras 2.30-32), but this doesn’t add up to a coherent view of how
financial reporting should cope with a permanent risk of failure. In the context of its disclosure
initiative the IASB should not just frame disclosure requirements in terms of more effective com-
munication, but also in terms of facilitating market scrutiny of financial information for signals of
reporting failure. This is an angle which is not discussed in the new chapter on disclosure in the
2018 Conceptual Framework.

So, while designing better standards is not in the scope of this section, we can still distinguish
between market mechanisms and regulatory mechanisms, but limited to mechanisms by which
stakeholders can deal with the risks inherent in a given regulatory framework of accounting stan-
dards, auditing, and enforcement.

8.1. Portfolio diversification versus information search

To the extent that investors (both equity and credit investors) are exposed to the risk of financial
reporting scandals, portfolio diversification offers a well-understood market-based risk manage-
ment tool. Diversification should be especially effective in dealing with compliance-type scandals
of the Parmalat type. If these are interpreted as random events, hitting specific companies without
prior observable signals of troubles ahead, they represent a form of non-systematic risk to which
diversification is a rational response. Diversified investors will remain exposed only to the sys-
tematic risk that major financial reporting failures will occur somewhere, sometime, with high
probability. However, if these are isolated incidents their impact on the return on the market port-
folio will be limited if not negligible.25 Because significant spillover effects as discussed in
Section 4 are essentially a form of systematic risk they will make diversification less effective
as a risk management technique. If spillover effects are limited in scope relative to the universe
of available investments the impact on systematic risk will again be low. But one can envisage
scenarios where spillover poses a significant systematic risk, for instance in case of investors
limited to securities of companies whose financial reporting is subject to the same weak national
system of compliance monitoring. Similarly, diversification may be less effective as a risk man-
agement technique in case of standards deficiency scandals where formal compliance with stan-
dards turns out to obscure significant risks across entire industries, as some have argued to be the
case with the incurred-loss model for credit losses.

To the extent that cross-sectional variation in financial reporting risk is observable one would
expect it to be priced, leaving conclusions about diversification as a tool to manage financial
reporting risk unchanged. However, if observing risk requires costly private information search
one would expect that some market participants choose active investment rather than diversifica-
tion as their strategy. Research has provided evidence that short-selling is associated with sub-
sequent earnings restatements, suggesting that short-sellers have an ability to identify increased
risk of financial reporting failure (Ribstein 2002, Karpoff and Lou 2010, Cassell et al. 2011).
In equilibrium, one would expect an economically rational investment in such scrutiny and there-
fore efficient pricing of financial reporting risk. Whether that is true in practice is an empirical
question with variable answers across settings (Ball 2009b). While, in general, it can be argued
that a combination of competitive processing of available information, efficient market pricing,
and diversification will provide a powerful mechanism for society to deal with the risk of financial
reporting failure, important issues remain. One such issue is whether research-based short-sellers
have incentives to create or exaggerate financial reporting scandals (Lee 2013). If so, what is the
effect of their activities on perceived levels of financial reporting risk?

Another important set of questions concerns the effects of portfolio diversification by inves-
tors on other groups of stakeholders such as employees or suppliers. These other groups cannot, or

524 K. Camfferman and J.L. Wielhouwer



only to a limited extent, reduce their risk exposure by means of diversification, implying that their
exposure, relative to their capacity to absorb losses, may be much larger than that of investors.
While it is likely that investors, in particular equity investors, will be first in line to take losses
from an accounting scandal, and that losses for employees and suppliers may be limited in
cases where the company survives the scandal, they remain at risk of tail-end failures of the
Enron- or Carillion type. Portfolio diversification may induce complacency on the part of inves-
tors with respect to accounting fraud (Omisore et al. 2011). This would seem to be a specific appli-
cation of the more general criticism that market-based approaches to understand or deal with
corporate fraud may trivialize such fraud by treating it just as any other business risk (Pontell
2005). The economically rational amount of scrutiny for investors may leave other stakeholder
groups, that cannot diversify their risk, exposed to a possibly unbearable level of risk, which
makes it important to research possible alternative risk-mitigating mechanisms.

8.2. Risk-sharing or risk-transferring mechanisms

If the risk of financial reporting failures cannot be diversified away, it may perhaps be shared or
transferred. Up to a point, mechanisms for sharing or transferring risks of financial reporting fail-
ures already operate in practice, but these may not always be well understood. The approach to
this topic in the literature is fragmentary, and it is not evident that the full potential of such mech-
anisms is already achieved.

8.2.1. Financial reporting failure as part of credit risk

The risk of compliance-type financial reporting scandals is, generally speaking, recognized as part
of the broader category of operational risks, including fraud risk, that is commonly distinguished
in discussions of credit risk (e.g. Van Gestel and Baesens 2009). In the context of credit risk, it is
also referred to as event risk (Anson et al 2004, p. 46). When considered as part of credit risk,
various kinds of credit risk derivatives may therefore be used to manage large individual
exposures to risk of financial reporting scandals.

Typically, credit risk derivatives are written on default events in general, without necessarily
specifying the cause of the default event. It is also plausible that credit investors will not attempt to
manage financial reporting failure risk separately from other categories of credit risk. Nonethe-
less, a better understanding of how and to what extent the pricing of credit risk reflects the risk
of financial reporting failure would be helpful. This subject has rarely been researched. Duffie
and Lando (2001) do show that uncertainty in the accounting information affects credit
spreads and Bhat et al. (2016) show that an improvement in transparency due to IFRS adoption
reduces credit default swap spreads. This transparency effect could relate to better insight in the
risk of default due to economic events and it remains to be further explored to what extent the risk
of accounting failure is reflected in the prices.

Another line of research would be the extent to which parties exposed to financial reporting
failure risk have access to credit risk derivatives. Many of these would seem to be available only
as Over-The-Counter(OTC)-instruments to relatively large market participants, although some
simple forms of credit insurance are also available to small- and medium-sized entities. That
credit risk derivatives are available to any significant degree to employees seems highly unlikely.
Whether credit risk derivatives would be of use to equity investors as an (imperfect) hedge against
financial reporting risk seems to be an open question.

What may be inferred from the literature is that credit risk management should not just be seen
as a way of managing financial reporting failure risk, but that it can also contribute to this risk. The
recent financial crisis highlighted problems with the large-scale use of structured products such as
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Collateralised Debt Obligations (e.g. Lang and Jagtiani 2010). Before the crisis such instruments
were widely seen as tools to improve the overall distribution of risk through the economy, yet it
turned out that they could also pose risks to financial stability. And while this was not primarily a
financial reporting failure it seems generally accepted that opaqueness introduced into banks’
financial statements as a result of a formally correct accounting treatment of structured products
was a significant factor in causing and/or exacerbating the financial crisis.

8.2.2. Deep-pocket insurance by audit firms

Awell-established line of reasoning in the professional and academic literature is that auditor liab-
ility provides de facto insurance against financial reporting failure (e.g. Griffin 1976, Wallace
1987). Evidence in support of this ‘insurance hypothesis’ has been found mainly in share
prices (e.g. Menon and Williams 1994, Numata and Takeda 2010, Brown et al. 2013) but also
in audit fees (Pratt and Stice 1994). The following observations can be made.

First, in line with earlier observations about empirical research, it can be said that empirical
evidence that ‘auditor insurance’ is incorporated in share prices or audit fees is welcome, but that
it does not tell us much about the adequacy of this form of insurance. While share price infor-
mation may give us some indication of the value attached by shareholders to this type of insur-
ance, it does not tell us whether from their point of view the ‘coverage’ of the insurance in relation
to its price is optimal. Share price information also provides little insight into the extent to which
other stakeholders, such as employees, may benefit from auditor insurance. More research of a
qualitative nature into the resolution of specific financial reporting scandals would help to see,
across jurisdictions, which parties do or do not benefit from auditor insurance.

Second, in the policy world auditor liability has been extensively discussed for many years. A
recurring issue has been whether auditor liability should be capped or not. However, this debate
has typically been carried on in terms of whether (un)limited liability is conducive to better audit
quality and a healthy structure of the audit market (e.g. whether unlimited liability creates barriers
to entry). See, for instance, the analysis by Samsonova-Taddei and Humphrey (2015) of the Euro-
pean debate on proposals issued in 2008 to limit auditor liability. However, discussions in the
policy sphere rarely seem to address the question whether an insurance function should deliber-
ately be included in the design of the auditing function. In other words, debate on the design of the
audit function is typically limited to maximizing assurance within realistic constraints such as
cost. In that view, legal liability serves mainly as a safeguard against moral hazard on the part
of the auditor. In addition, by restricting payments to liability established in a court of law, the
auditor is procedurally protected from arbitrary claims. However, as argued in a line of literature
(Ronen 2002, 2006, 2014, Cunningham 2004, Dontoh et al. 2013) one can consider more radical
changes in the audit model in terms of some form of financial statement insurance, in which insur-
ance firms underwrite the risk of financial reporting failure, and auditors then become agents of
the insurer rather than of the company.

8.2.3. Other types of insurance

Apart from the auditor, one could consider other forms of insurance. As in the case of credit risk
derivatives, such forms of insurance already exist, up to a point, but they have typically not been
thought of specifically in terms of coping with financial reporting failure risk. The most conspic-
uous example is unemployment benefits existing in many jurisdictions. These shield employees
from many risks, including the risk of job losses as a result of major financial reporting failures.
Similarly, rules on the funding of pension obligations may play an important role in reducing
exposure of employees to financial reporting failure. However, as is evident from indignant
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public reactions to highly publicized instances of such job losses or pension cuts, this protection is
not necessarily seen as adequate. In some jurisdictions, a legal liability of company directors for
company debts in case of default is assumed in case of specific failures to comply with legal
requirements relating to financial reporting. It could be considered whether in case of a
company default that is associated in defined ways with financial reporting failure, a liability
of directors for compensation to employees could be assumed. To be meaningful, the directors
would have to insure themselves against this risk, which would create a market for insurance
against a specifically defined segment of financial reporting risk. The feasibility of such insurance
is suggested by Cao and Narayanamoorthy (2014), who show that insurance premiums of Direc-
tors’ and Officers’ insurance against litigation by shareholders are positively associated with prior
earnings restatements and negatively with earnings quality. The limitation of this research to
shareholder litigation should be noted, though.

9. Concluding remarks

This paper started out with the commonly held perception that the start of the 21st century was
marked by a series of major accounting scandals, followed by equally important regulatory
responses, both in the form of improved accounting standards and in the form of enhanced enfor-
cement. This naturally raises the question of the effectiveness of these responses in preventing
future scandals. While we accept that this is a legitimate question, we argue three points in this
paper: first, that the nature of the historical events makes it difficult to research the question
empirically; second, that most empirical research with a bearing on the question is more con-
cerned with average levels of accounting quality than with tail-end risks of major accounting
scandals, and third, that it is not enough to focus on prevention of major financial reporting fail-
ures, both in practice and research.

The third point deserves particular emphasis. It is that that both accounting policy makers and
accounting academics should broaden their approach. Based on an explicit recognition of a per-
manent risk of financial reporting failure they should address, not as a side issue but as a major
component of their endeavour, the issues of understanding and measuring financial reporting risk,
both actual and as perceived, how to communicate financial reporting risk effectively and how to
educate financial statement users on these risks, and means and approaches of stakeholders to
manage their exposure to such risks, apart from any improvements made to the regulatory frame-
work. The question of ‘what level of financial reporting risk should we aim to achieve, and how to
manage that level of risk’ ranks alongside the ‘big unanswered questions in accounting’,26 and we
had better begin to address it. To be sure, initial attempts to explore these questions by means of
models and measures will be subject to important limitations and may well seem primitive.
Empirical research will require substantial investment in the construction of new datasets. The
road to findings with robust practical implications may be long. But these are not good reasons
for leaving this area unexplored. We should begin adding pieces to the puzzle, no matter how
imperfect the total picture will initially be.

One possible objection to this proposal must be considered: would an explicit and generally
shared acceptance of the fallibility of financial reporting not lead to an unacceptable increase of
moral hazard? If everyone assumes that failures will happen, will that not lower the threshold for
accounting misdemeanour? If stakeholders can protect themselves by various means, will this
lead to lower scrutiny and thus to increased moral hazard? Will standard-setters be able to
shrug off criticism of poor accounting based on their standards with the argument that ‘stuff
happens’? In our view, these questions may well be asked, as long as it is kept in mind that
we do not imply that improper behaviour or dereliction of duty go unpunished. When a
scandal happens, it should be investigated, and if guilt can be established it should result in
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criminal or administrative sanctions, or in civil liability. It may be that such an investigation also
brings to light deficiencies in the regulatory framework which may then be addressed. Our point,
however, is that we should stop the virtually automatic reflex to interpret each scandal as a sign
that the regulatory framework is flawed, a reflex which will encourage regulatory responses
merely for the sake of being seen to respond. Our point is that society should accept that
moral hazard is intrinsic to financial reporting, as well as to any attempt to regulate and
monitor financial reporting. For that reason, it may just as well be argued that continuous attempts
to improve standards, suggesting that this will reduce risks to a very low level or eliminate them
altogether, also increase moral hazard: this makes it easier in many cases for reporting companies
to shift any blame to auditors, regulators or standard setters. Awareness that risk of failures cannot
be completely eliminated allows standard setters to focus on designing standards in the way that is
most beneficial to financial statement users, taking into account costs and benefits. In the final
analysis, a widely shared awareness of the real risks in any financial reporting setting is the
only way to keep the risk of moral hazard manageable. In that light, a shift of emphasis from pre-
vention to management of risk is not a form of defeatism. Given the nature of financial reporting,
such an emphasis should always have been self-evident.
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Notes
1. For a nuanced German view see, for instance, Rüdiger von Rosen, ‘Nach Enron-Pleite: Vorsicht vor

Übernahme von US-Standards’, Die Welt, 11 February 2002, 12. For a review of reactions in
France, see Stolowy (2005).

2. Although ‘accounting scandal’ is more commonly used, we use ‘financial reporting scandal’ as a
broader term, and understand it to include ‘audit scandals’ as well.

3. For instance, restatement announcements as required by the US Securities and Exchange Commission
are financial reporting failures by our definition, but most would not be seen as financial reporting
scandals. Restatements represent a continuum ranging from minor to more serious failures, as illus-
trated by the distinction, introduced in 2004, between ‘Big R’ or ‘4.02 restatements’ and ‘non-4.02
restatements’ (see Scholz 2014).

4. Ball (2009a) observes that a public scandal occurs if an event is both unusual (infrequent) and ‘shock-
ing’ (contrary to norms). This is broadly equivalent to our first two conditions. We add the third (wide
impact) because we wish to highlight the importance of exposure to financial reporting risk.

5. In practice the distinction may not always be clear, especially when auditing standards require an
auditor to assess financial statement users’ expectations. See, for instance, the discussion of materiality
in ISA 320.A11.

6. For textbook treatments of basic concepts see for instance Christensen and Demski (2003) and Scott
(2014).

7. See Gross and Königsgruber (2012) for comparable observations on overly simplistic assumptions
underlying calls to evaluate, or actual attempts to evaluate, the effects of accounting regulation.

8. Another sense in which the link between reporting scandals and regulatory change may be weak is that
a change imposed directly and explicitly in response to a scandal may be designed primarily so that
regulators can be seen to act, rather than on the basis of a diagnosis of the underlying problem.
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9. FIN46Consolidation of Variable Interest Entities (January 2003), revised as FIN46R in December 2003.
10. See Dowd and Hutchinson (2010) and Kuprianov (1995).
11. For a nicely balanced set of views as of the first years of the century, see the collection of papers pub-

lished in the ‘fair value’ special issue of Revue d’Économie Financière, no. 71 (2003), also published in
English translation as a special edition.

12. See Plantin et al. (2008) for an economic analysis of the trade-offs between historical cost and mark-to-
market for financial institutions.

13. ‘Preface to International Financial Reporting Standards’ (2018), paragraph 6.
14. He might have cited a major fraud involving revenue recognition, among other issues, by the Belgian

company Lernout & Hauspie, which collapsed in 2001 and reported on the basis of US GAAP. Yet
claiming that the rudimentary requirements of IAS 18, as it was at the time, would have been more
effective in preventing accounting scandals than US GAAP would not have been plausible.

15. We restrict our attention to whether financial reporting itself, i.e., the final output, has improved as a
result of changes in regulation. We do not discuss research on specific elements of the process of pro-
ducing and supervising this output (e.g., whether the establishment of the PCAOB as initiated by the
Sarbanes-Oxley Act contributed to higher audit quality), as these are means to the end of higher quality
financial reporting. Nonetheless, we expect that the same general conclusion holds both for research
into financial reporting quality and for research into the underlying processes, which is that it does
not generally reveal much insight in the effects in the tail of the distribution.

16. Regulation could still be necessary and desirable because investors’ and management’s interests in
accounting may conflict, and because it may be an efficient way of resolving agency problems.
However, a firm-specific loss is not by itself a reason for enhancing the regulatory framework.

17. For instance, in case of the aforementioned studies, one cannot simply assume that firms lobbying
against a new standard, or firms with lower accrual quality, are the most likely to cause the next
accounting scandal.

18. Risk perceptions will reflect both the degree to which standards are correctly understood, and assess-
ments of the probability of deficient performance, given a certain understanding (correct or incorrect)
of the standards. Common understandings of the expectations gap imply an expectation of zero per-
formance failures. We would argue that, at the level of society as a whole, a ‘deficient performance
gap’ should be defined relative to a realistic assessment of the probability of performance failures,
given the actual requirements of the standards.

19. Regarding the probability of failure, the type of studies on the effects of regulatory changes discussed
in Section 4 provides some insight in whether the probability of failures has changed, although – as
indicated – mainly on average and not so much in the tail of the distribution.

20. Konstantinidi and Pope (2016) provide a method to forecast tail risk in future earnings based on esti-
mating quantiles for maximum events. This method may be more efficient than extreme value theory
for small sample sizes (Pisarenko and Rodkin 2017).

21. Unerman and O’Dwyer (2004) explain how Giddens’ concept of reflexivity implies that negative
experiences (incidents) affect people’s trust in the system. Creating risk awareness would do the
same without the negative experience.

22. For instance, in the 2018 consultation by the European Commission on the fitness of the EU frame-
work for public reporting by companies (European Commission 2018), a few questions were asked
in general terms about the effectiveness of the framework in terms of stakeholder of investor protec-
tion, but these made no distinction between financial reporting as a means of stakeholder protection
and the risks inherent in financial reporting itself. Similarly, the notion of ‘public confidence in finan-
cial reporting’ was mentioned as an element of ‘financial stability’, but no specific questions were
asked about actual levels of confidence and their appropriateness.

23. We note that in many jurisdictions and in many settings the parameters of financial statement audits are
essentially non-negotiable, if only to protect the interests of stakeholders other than shareholders.
Nonetheless, a general practice of involving shareholders more actively in discussion of risks, and
of the costs of extending audits beyond minimum requirements, may have important effects on under-
standing of financial reporting risk, and of responsibilities for this risk.

24. See Klijn et al. (2004) for this change from resistance towards resilience to flood risks.
25. Lambert et al. (2007) demonstrate how an overall increase in disclosure quality moves average cost of

equity closer to the risk free rate. But if, as we assume, there is a permanent risk of financial reporting
failure this will remain as element of the aggregate risk premium.

26. Although it was not identified as such in the 2007 AAA symposium on ‘big unanswered questions in
accounting’ (See Basu 2008).
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