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ABSTRACT 

 

Despite debate on the desirability of rules-based standards, no studies examine why accounting 

standards are rules-based. In the spirit of positive accounting research, we summarize and test 

five theories (litigation risk, constraining opportunism, transaction complexity, transaction 

frequency, and age) that could explain why some U.S. accounting standards contain rules-based 

characteristics. Litigation risk and transaction complexity contribute most reliably to cross-

sectional and time-series variation in rules-based standards. We find some evidence that frequent 

transactions and desires by regulators to constrain opportunistic reporting are also linked to 

rules-based standards. We find no evidence that standards become rules-based as they age.  
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I. Introduction 

 A common criticism of accounting standards in the United States is that they are too 

“rules-based.” Although no formal definition of rules-based accounting standards exists, the 

rules-based characteristics that draw the most criticism are bright-line thresholds, scope and 

treatment exceptions, excessive detail, and voluminous interpretative guidance (Donelson, 

McInnis, and Mergenthaler 2012). Critics claim these characteristics make U.S. GAAP overly 

complex, encourage transaction structuring, and discourage the use of professional judgment by 

preparers and auditors (Folsom, Hribar, Mergenthaler, and Peterson 2013). After the onslaught of 

accounting scandals in the early 2000s focused attention on accounting standards, many called 

for a switch to more “principles-based” accounting standards. The SEC is currently considering a 

shift to IFRS, which is more principles-based than U.S. GAAP (Donelson et al. 2012).  

 Despite the debate on the desirability of rules-based accounting standards, we are not 

aware of any studies that provide evidence about why accounting standards are rules-based. We 

identify and test five theories that could plausibly explain why some U.S. accounting standards 

contain rules-based characteristics. In the spirit of positive accounting theory (Watts and 

Zimmerman 1978), our goal is to begin to explain why accounting standards in the U.S. are the 

way they are in terms of their rules-based characteristics. Thus, we offer no normative evaluation 

as to whether rules-based accounting standards are “good” or “bad,” nor do we offer 

prescriptions as to whether more principles-based standards should or should not be adopted.  

 Explaining why standards contain rules-based characteristics is important in both 

advancing the accounting literature and informing policy debates. There is significant variation, 

both over time and across areas of U.S. GAAP, in the extent to which standards contain rules-

based characteristics. For example, the standard on leases is quite rules-based and has become 
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more rules-based over time, while the standard on inventory pricing and re-measurement was not 

rules-based when passed and has not become more rules-based over time. To our knowledge, 

there are no well-accepted or vetted theories in the accounting literature to explain this 

phenomenon. Without theories to explain such variation, it is difficult to offer normative 

evaluations of rules-based standards or to predict consequences of alternative standard-setting 

regimes. In fact, if factors that explain variation in rules-based standards are largely inert, then at 

least some rules-based standards are likely to exist under any standard-setting regime.   

 We begin our study by surveying the accounting, economics, and law literatures for 

theories that explain the evolution of standards. While the accounting literature deals directly 

with characteristics of accounting standards, law and economics studies deal more generally with 

the question of why systems of standards or laws take on rules-based characteristics. We identify 

five non-mutually exclusive theories that could explain why standards contain rules-based 

characteristics. To facilitate exposition, we give each theory a succinct label: litigation risk, 

constraining opportunism, transaction complexity, transaction frequency, and age. We briefly 

describe each theory here and provide additional description of the prior literature in section II. 

The first two theories deal with accounting-related enforcement activity. The first theory 

is litigation risk, which posits that the threat of private securities litigation and public regulatory 

litigation via the SEC generates demand for detailed guidance to allow clear compliance with 

GAAP and reduce litigation costs. This argument focuses on constituent demand by SEC 

registrants and auditors to have accounting standards establish “safe harbors” from litigation. 

The second theory is based on the desire of standard setters and regulators such as the SEC to 

constrain opportunism in financial reporting by managers. Under this theory, standard setters 

may increase the rules-based nature of accounting standards to constrain actual or perceived 
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reporting opportunism on the part of managers.  

 The third and fourth theories deal with the types of transactions covered by particular 

accounting standards, and are inherently linked with efficiency in applying GAAP. The third 

theory, transaction complexity, posits that standards involving complex underlying transactions 

will be more rules-based. Under this theory, complex transactions require detailed guidance 

regarding the scope of a standard and its implementation, as well as interpretive pronouncements 

as complexities tied to underlying transaction arise (Schipper 2003). The fourth theory is 

transaction frequency, which contends that specific rules are more efficient and less costly when 

the underlying transaction governed by the standard is fairly common and frequent. This theory 

is supported by Diver (1983), who points out that detailed rules are costly to write but relatively 

cheap to enforce and comply with, particularly when the underlying transactions are common 

and frequently encountered. The basic intuition is that it is inefficient and costly for preparers 

and auditors to continually exercise discretion when accounting for common, frequent 

transactions. Kothari, Ramanna, and Skinner (2010) put forth a similar argument.  

 The fifth and final theory is age, which contends that standards become more rules-based 

as they age because new accounting issues arise, preparers and auditors demand more guidance, 

and standard setters offer more detail and interpretive directives. Under this view, U.S. GAAP is 

more rules-based than, say, IFRS, “because it is older, [and] it has simply accumulated more 

guidance” (Leone 2010). The notion that standards become more rules-based with age is also 

supported by Ehrlich and Posner (1974), who contend that as transactions or phenomena age, 

they become more understood and less subjective judgment is needed to resolve disputes. It is 

somewhat unclear whether this theory is distinct from the other theories or implicitly relies on 

other factors in order to influence the rules-based nature of standards. However, we test the age 
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explanation separately as it is often advanced in discussions of rules-based standards.  

 To examine these theories, we follow Mergenthaler (2012) and determine whether a 

standard contains the following characteristics: (1) bright-line thresholds, (2) scope and legacy 

exceptions, (3) large volumes of implementation guidance, and (4) a high level of detail. We 

assign each standard in U.S. GAAP from 1953 to 2009 a rating on a scale of zero to four based 

on the presence of these characteristics, with a score of zero indicating the standard has no rules-

based characteristics and a score of four indicating the standard has all of the rules-based 

characteristics. We refer to this as the “RBC” of the standard.  RBC varies both cross-sectionally 

(across standards for the same year) and over time (across years for the same standard).    

 We first examine cross-sectional variation in the extent to which standards contain rules-

based characteristics. We find a positive relation between RBC and: 1) the number of times the 

standard was involved in public and private litigation, 2) the complexity of the transaction 

underlying the standard, and 3) the frequency (or commonality) of the transaction underlying the 

standard. We therefore find support for the litigation risk, transaction complexity, and transaction 

frequency theories. We find no relation between standards involved in accounting scandals and 

RBC, nor do we find that older standards tend to be more rules-based. Thus, we do not find 

support for the constraining opportunism or age theories in cross-sectional tests.  

 We next perform several time-series analyses to examine why standards become more 

rules-based over time. In these tests, we utilize proxies for the private litigation environment 

based on changes in legal standards for securities litigation, public enforcement activity in the 

form of SEC investigations, and the complexity of transactions covered by GAAP over time. We 

find some evidence that private litigation risk and transaction complexity are related to changes 

in rules-based standards over time. However, the proxies in these tests are less direct than those 
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in our cross-sectional analysis. We again find no evidence of standards becoming more rules-

based as they age, nor do we find increases in RBC after major accounting scandals.  

Finally, we conduct three targeted tests to further examine the effects of litigation risk 

and constraining opportunism on RBC due to the importance of these theories in the literature. 

First, supporting the litigation risk theory, we find that areas of GAAP targeted more frequently 

in public and private litigation during the 1997 to 2005 time period change to become more 

rules-based than areas targeted less frequently. Second, consistent with the constraining 

opportunism theory, we find that areas of GAAP mentioned as concerns by SEC officials in their 

speeches during the 1997 to 2005 time period change to become more rules-based. Finally, also 

consistent with the constraining opportunism theory, we find that standards violated in major 

frauds change to become more rules-based after major frauds occur. Overall, these targeted tests 

support the litigation risk and constraining opportunism theories.  

We contribute to the literature by providing the first empirical evidence regarding why 

certain accounting standards in the U.S. contain rules-based characteristics. Our results should be 

of interest to academics, standard setters, and regulators in light of the debate regarding IFRS. In 

particular, we find consistent evidence linking litigation risk and transaction complexity to rules-

based standards, and weaker or no support for other theories. Since litigation risk and transaction 

complexity are likely to remain high in the U.S., the demand for rules-based standards will likely 

remain high as well. As such, even if standards setters consciously move U.S. accounting 

standards toward a less rules-based system, such a change is likely to be short-lived as demands 

from constituents will likely lead to a more rules-based system over time. However, we provide 

only an important first step in explaining the current nature of accounting standards. As we 

discuss in Section IV, numerous opportunities for future research, particularly in the international 



6 

 

arena, on determinants of rules-based accounting standards remain.  

II. Literature Review and Hypothesis Development 

A. Rules-based accounting standards 

 A major criticism of U.S. GAAP is that it is highly “rules-based” compared to other 

accounting systems (e.g., SEC 2003). Although the most common characteristic associated with 

rules-based accounting standards is the existence of bright-line thresholds, other characteristics 

include excessive detail, scope and legacy exceptions, and voluminous interpretive guidance 

(FASB 2002; Nelson 2003; Schipper 2003; SEC 2003). Donelson et al (2012) discuss these 

characteristics in more detail and demonstrate that accounting standards in U.S. GAAP have 

more rules-based characteristics, on average, than accounting standards in IFRS for the same 

transactions.  

 However, there is substantial variation in the extent to which U.S. standards contain 

rules-based characteristics, both across standards and over time, and we are aware of no positive 

research examining reasons for this variation. Rather, studies focus on the implications of rules-

based accounting standards rather than the reasons the standards are the way they are.
1
 Below, 

we summarize several non-exclusive theories from the accounting, law, and economics 

literatures that could explain why some standards contain rules-based characteristics. These 

theories include litigation risk; constraining opportunism; transaction complexity; transaction 

frequency; and age. 

B. Litigation Risk 

 The most common explanation regarding why U.S. accounting standards are rules-based 

                                                 
1
 Numerous studies examine the effect of rules-based standards on financial reporting behavior. For example, 

Folsom et al. (2013) find that rules-based standards result in lower financial reporting quality. In addition, two 

recent studies examine the relation between rules-based standards and litigation (Donelson et al. 2012; Kadous and 

Mercer 2012). However, prior literature takes the nature of accounting standards as exogenous and does not examine 

the reason that some accounting standards become rules-based, while others remain relatively principles-based. 



7 

 

deals with the threat of litigation. The threat of private securities litigation and public 

enforcement litigation by the SEC shapes many business-related decisions because the U.S. is 

well-known for its litigious nature. In particular, audit firms and their clients have historically 

been subject to substantial legal exposure over accounting issues (e.g., Cook et al. 1992; Center 

for Audit Quality 2008). Thus, these constituents of accounting standard setters lobby for the 

type of accounting standards that are believed to reduce their threat of litigation and 

enforcement. In general, rules-based standards are preferred due to the belief that they provide a 

“safe harbor” from litigation (e.g., Schipper 2003). Constituents (e.g., audit firms and SEC 

registrants) thus demand such guidance from standard setters to reduce litigation costs.  

Specifically, rules-based standards “draw a sharp line between forbidden and permissible 

conduct, allowing persons subject to the rule to determine whether their actual or contemplated 

conduct lies on one side of the line or the other” (Schlag 1985, 384). By providing clear 

guidance, rules-based accounting standards provide a “safe harbor” from litigation and 

enforcement (Donelson et al. 2012). Schipper (2003, 68), for example, notes that this safe harbor 

aspect of detailed standards can manifest in two ways, “(1) reduced difficulties with enforcement 

bodies in after-the-fact disputes over a given accounting treatment, and (2) reduced incidence of 

litigation over allegedly defective accounting.” Kothari et al. (2010, 277) reinforce this point, 

stating that, during litigation, “auditors are better off citing a hard rule than an abstract principle 

that they have interpreted.”
2
 Ehrlich and Posner (1974, 265) confirm this view of rules in the 

legal arena, noting that rules increase the chances that innocent individuals will be acquitted if 

they stayed within the rules and “should make it easier for the parties to predict the outcome.” 

Overall, audit firms and their clients appear to have strong incentives to lobby for rules-based 

                                                 
2
 Some contend that rules-based standards may help plaintiffs once litigation is underway because it will be easier to 

establish violations of clear rules. However, Donelson et al. (2012) find no evidence to support this alternate view. 
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accounting standards as a way to reduce uncertainty with respect to litigation. 

C. Constraining opportunism 

 In addition to constituent demand for detailed rules, standard setters and regulators have 

incentives to create rules-based standards based on their own regulatory agenda. Detailed rules 

provide clear checks that make it easier to monitor and enforce GAAP (Erlich and Posner 1974). 

For example, if a company leased an asset for more than 75% of the asset’s useful life and 

treated the lease as an operating lease, then it would be easy to identify the violation by simply 

referencing the rule. Further, such a rule is easy to enforce as it provides clear cutoffs that 

distinguish acceptable from unacceptable behavior. Overall, rules-based accounting standards 

reduce managerial discretion and make it easier to identify GAAP violations and enforce 

GAAP.
3
  

In addition, rules-based standards lower enforcement costs. Erlich and Posner (1974) 

argue that rules are less costly to enforce because rules increase the marginal productivity of 

enforcement expenditures, decrease the marginal productivity of defense expenditures, and 

require parties to contest fewer issues. Rules also make it easier for parties to predict the 

outcome of the case and thus increase the likelihood that the parties will settle out of court, 

which is less costly (Erlich and Posner 1974).  

Finally, the clear guidance provided by rules also encourages compliance and may reduce 

the overall need for enforcement. Erlich and Posner (1974) predict that individuals are more 

likely to comply when rules are detailed because the likelihood that the prescribed behavior will 

be deemed illegal is lower, thus lowering the cost of engaging in the activity. Nelson et al. (2002) 

                                                 
3
 Some argue that rules-based standards allow firms to “structure transactions” such that they technically comply 

with the standard, but misrepresent the underlying economics.  Thus, regulators wishing to eliminate opportunistic 

behavior would not want rules-based standards.  However, this argument has more to do with a poorly written 

standard than rules-based versus principles-based standards.   
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confirm this general principle in an accounting setting, finding that detailed rules reduce earnings 

management through managerial discretion.
4
 Nelson (2003) notes that detailed rules constrain 

managers from opportunistic reporting by reducing discretion and forcing managers into 

reporting in a certain manner.  

D. Transaction complexity 

 Business transactions have become increasingly complex over the past several decades. 

Overall, this increasing complexity encourages more sophisticated and rules-based accounting 

standards. The more complex the underlying transaction, the greater demand for more guidance 

from constituents due to concerns such as litigation and enforcement, noted above. This 

constituent demand leads to more detail, interpretive pronouncements, bright lines and scope 

clarifications (Schipper 2003). Nelson (2003, 92) notes that many “accounting topics involve 

complex transactions with predictable characteristics, so it is possible to write standards that 

contain very specific thresholds….These sort of accounting topics are amenable to rules.”  

 In addition to added demand from constituents for rules-based guidance around complex 

transactions, standard setters and regulators likely want to prevent opportunism by managers in 

these areas. Absent specific rules, the accounting treatment of complex transactions is subject to 

substantial interpretation and different outcomes for the same transaction, resulting in decreased 

comparability (see Schipper 2003). In addition to the potential to account for complex 

transaction in different ways, complex areas also allow numerous options in how the underlying 

transaction is structured. Rules-based standards, at a minimum, ensure that similarly structured 

transactions are recorded in the same manner. Thus, standard setters also likely prefer rules-

based standards in areas dealing with complex transactions.  

                                                 
4
 Nelson et al. (2002) also note that rules-based standards may encourage transaction structuring, which is likely 

inconsistent with the desires of standard setters regarding financial reporting under rules-based standards. 
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E. Transaction frequency 

 According to the transaction frequency theory, the demand for rules-based guidance 

increases as the frequency of a particular type of transaction increases. For frequently occurring 

transactions, the most efficient standard-setting solution appears to be in the clear guidance of 

rules-based standards. Diver (1983), for example, contends that when the volume of disputes in a 

particular area is high, it is too costly to enforce laws or standards that require significant 

judgment. Instead, from an efficiency standpoint, it makes sense to have clear guidance and 

bright-line rules in such situations (Diver 1983, 75).  

Kothari et al. (2010, 277) also note that principles are less cost-effective and that rules-

based standards are more efficient when accountants and auditors do not have to “’reinvent the 

wheel’ on common transactions.” Schipper (2003, 69) makes a similar point, stating that the 

application of accounting standards in many situations requires the use of estimates, and that 

without rules-based standards, “individual firms and their auditors will have to work out the 

application details by looking to the standard’s intent. This issue seems particularly important as 

the number of required estimates and judgments increases.”  

In addition to lower cost in the preparation of financial statements, detailed rules and the 

standardized practice that results may have financial reporting benefits such as increased 

comparability (Kothari et al. 2010). Thus, this theory indicates that for frequent transactions, it 

would be inefficient to have numerous preparers and auditors repeat the same negotiation and 

search for the best accounting method when the issue could be resolved once by the standard 

setting body through the provision of detailed rules.  

F. Age 

 Numerous commentators highlight that standards, laws, and rules often become more 
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detailed over time. Schlag (1985, 424) notes that principles “are most appropriate when we lack 

knowledge or information about an issue. Thus, we can picture the development of a particular 

legal standard…leading to the development of specific rules.” This theory is also supported by 

Ehrlich and Posner (1974), whose economic model of rule-making predicts that as the underlying 

issue that a standard deals with ages, specific rules become more socially efficient. This is 

because all parties become more familiar with an issue or transaction over time, resulting in the 

issue becoming more understood, and thus the judgment required by principles-based standards 

is costly and not needed. A rule with clear guidance therefore summarizes efficiently what has 

been learned with prior experience (Ehrlich and Posner 1973, 266). Ellison and Holden (2012) 

make a similar prediction in a principal-agent setting, noting that rules “will become more 

complex and efficient over time” as more experience is gained with the behavior of the agent. 

Nelson (2003, 92) indicates a direct implication of this theory in the comparison of IFRS 

to U.S. GAAP, that “One reason why relatively younger standard-setting regimes like IAS 

appear more principles-based is that they have not had as much time to accrete rules.” Leone 

(2010) quotes an IFRS convergence consultant who expresses similar sentiments. Overall, this 

theory implies that new accounting standards will tend to become more rules-based as they age.  

G. Other Theories 

In addition to the five theories discussed above, there are other theories we do not 

examine that also make predictions regarding when standards will be rules-based. For example, 

Ehrlich and Posner (1974) predict that standards will be less rules-based when the economy is 

changing rapidly because detailed rules become obsolete quickly. They also predict that 

standards will be more rules-based when transactions are homogenous. While this argument is 
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related to the transaction frequency theory, the two theories are not identical.
5
 The primary 

reason we do not test these theories is the difficulty in obtaining reliable proxies for the relevant 

constructs.
6
  We focus on common, testable theories for which we can readily develop or obtain 

proxies. 

III. Empirical Results 

A. Cross sectional analysis 

 We begin by examining whether the five main theories are associated with the cross-

sectional variation in RBC (i.e., the extent to which standards contain rules-based 

characteristics). To examine this question, we estimate the following cross-sectional regression: 

RBCi = α + β1Ln(Litigation)i + β2Fraudi + β3Complexityi + β4Ln(Frequency)i  

+ β5Agei + εi          (1) 

 

This regression is estimated across all accounting standards in existence as of 2008. We 

use the cross-section of standards in 2008 because the measurement of some of the constructs of 

interest (e., litigation risk, transaction frequency) requires recent, machine readable data. For our 

dependent variable, we use a measure of rules-based accounting standards from prior literature. 

We discuss this variable as well as our independent variables and how they map into our 

constructs of interest below.  

Dependent Variable Measurement 

 Our measure of the rules-based characteristics of accounting standards is the RBC score 

used in studies such as Mergenthaler (2012), Donelson et al. (2012), and Folsom et al. (2013). 

The RBC measure is based on the intuition in Nelson (2003, 91) that “all standards can be 

                                                 
5
 Transaction frequency and homogeneity are not perfectly correlated. Leases, for example, are common across 

various business models and industries, but they can differ significantly in their terms. Overnight security repurchase 

agreements, on the other hand, are quite standardized, but are fairly uncommon outside the securities industry.   
6
 Some theories also focus on one aspect of rules-based standards. Schipper (2003), for example, posits that industry 

traditions and practices contribute to demand for scope exceptions, which are one component of rules-based 

standards. We focus on broader theories in this study.   
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viewed as principles-based, and the issues is the incremental effect on behavior when standards 

include relatively more elaborate rules.” RBC was developed in Mergenthaler (2012) and 

measures the extent to which each standard contains rules- based characteristics. Mergenthaler 

(2012) constructs RBC by first identifying characteristics commonly associated with rules-based 

standards. He identified these characteristics by reading discussions and commentaries of rules-

based standards produced by practitioners, standard setters, and academics (see, e.g., FASB 

2002; Nelson 2003; Schipper 2003; SEC 2003; U.S. House of Representatives Financial Services 

Committee 2006). In these discussions four common characteristics of rules-based standards 

were identified, which are: (1) bright line thresholds, (2) scope and legacy exceptions, (3) large 

volumes of implementation guidance, and (4) higher levels of detail.  

After identifying these characteristics, Mergenthaler (2012) coded each standard in each 

year to identify whether the standard contained each characteristic.
7
 Further, important to our 

study, he tracked changes made to each standard across time and thus tracked how the rules-

based characteristics of a standard changed over time. For example, FAS 5 was amended by FAS 

112 in 1993, which added quite a bit of detail to FAS 5. Mergenthaler’s (2012) RBC score picks 

up this additional detail that was added to FAS 5 in the year FAS 112 was implemented, 1993, 

and thereafter. Another common change made to standards is the addition of implementation 

guidance. Thus, it is important to track changes in the number of implementation guidance 

documents that apply to a standard each year as new guidance can be added each year. Overall, 

these procedures provide us with data that not only picks up the cross-sectional variation in the 

extent to which U.S. standards contain rules-based characteristics, but also the time-series 

variation in the rules-based characteristics of U.S. standards. Appendix A (included after the 

                                                 
7
 For coding, each standard gets 1 point each year if it has bright line thresholds, 1 point if it has exceptions, 1 point 

if it is in the upper decile of the sample for volume of implementation guidance, and 1 point if it is the upper decile 

of the sample for number of words in the standard.  
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tables) provides summary data about RBC including the RBC score of each standard when it was 

implemented, the median RBC score for each standard across time, and the most recent RBC 

score for each standard.
8
 

 Donelson et al. (2012) validate Mergenthaler’s (2012) RBC metric to ensure that it 

captures the rules-based characteristics of a standard by performing the following procedures. 

First, Donelson et al. (2012) examine a certain subset of standards the SEC identified as “rules-

based” or “principles-based” to see whether Mergenthaler’s (2012) RBC score measured these 

standards as more “rules-based” or “principles-based.”  They find that standard’s the SEC 

classifies as “rules-based” have a higher RBC (i.e., are more rules-based). Second, they examine 

whether the RBC score of IFRS standards is lower (i.e., more principles-based) than the RBC 

score of corresponding U.S. standards and find that RBC is significantly lower for IFRS 

standards, which is consistent with the notion that IFRS is more principles-based than U.S. 

GAAP. Finally, Donelson et al. (2012) conduct a factor analysis to examine whether the four 

characteristics measured in RBC represent a single factor and find that they do. Overall, these 

tests provide support for the RBC measure and validate that it captures the extent to which a 

standard contains rules-based characteristics.  

Independent Variable Measurement 

 The first independent variable is related to the litigation risk theory. The measure seeks to 

capture the extent to which each standard exposes companies to public and private litigation risk. 

To capture private securities litigation risk, we use the sample of accounting-related class-actions 

securities cases from 1997-2005 examined by Donelson et al. (2012). We read each plaintiff 

complaint from this sample and record the accounting standards the firm allegedly violated. To 

                                                 
8
 Detailed RBC data, including the underlying data used to construct RBC, is provided on Rick Mergenthaler’s 

personal website at http://www.biz.uiowa.edu/faculty/rmergenthaler/.  

http://www.biz.uiowa.edu/faculty/rmergenthaler/
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capture public litigation risk, we use the sample of restatements that result in an SEC 

enforcement action from 1997 to 2005 examined by Mergenthaler (2012). We then read the 10-K 

that describes each restatement and note the standards each firm violated. For each standard, we 

then calculate the natural log of one plus the number of times the standard was involved in public 

and private litigation over the 1997-2005 period. This measure, Ln(Litigation), captures how 

frequently a standard is involved in litigation. If the litigation risk theory is true, we expect a 

positive relation between litigation risk associated with a standard and its RBC.  

Our second measure is related to the constraining opportunism theory. This measure is 

based upon major corporate scandals that are revealed from the 1930s until today. We focus on 

this sample for several reasons. First, this sample represents the most egregious violations and 

thus provides the strongest setting to examine regulator reactions when accounting standards are 

brought to public attention. Regulators often respond strongly to such public attention in order to 

appear vigilant (see Clikeman 2009). These instances thus represent the most likely occasions to 

observe attempts to constrain opportunism. Second, since firms rarely admit to fraud, it is 

necessary to focus on clear instances of fraud. This eliminates accounting errors from our 

analysis, which likely will not lead to the same regulatory reaction.  

We identify accounting scandals from Clikeman’s (2009) summary of major modern 

accounting scandals. These scandals include National Student Marketing, ZZZZ Best, Crazy 

Eddie, the S&L crisis (particularly Lincoln Savings and Loan), MiniScribe, Waste Management, 

Sunbeam, Enron, and WorldCom. After identifying these major frauds, we identify the areas of 

GAAP violated in each fraud by examining SEC filings, court documents, and the historical 

narratives that discuss the frauds.
9
 The standards violated in these major frauds are then flagged. 

                                                 
9
 Clikeman (2009) also describes the frauds at Equity Funding and ESM Government Securities. However, these 

frauds primarily involved the simple forgery of documents (Equity Funding) and recording purely fictitious 
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Finally, we count number of times each standard has been violated in a major fraud to arrive at 

our fraud measure for each standard, Scandals. Revenue is the most common area of GAAP 

violated in frauds as it was identified as being violated in six separate major frauds. If standard 

setters respond to publicized incidents of managerial reporting opportunism with more rules-

based standards, we expect a positive relation between Scandals and RBC. 

We note that our measures of litigation risk – the frequency of involvement in private and 

public litigation – could also be picking up areas of GAAP that are frequently abused and, 

consequently, where regulators and standard setters might want to constrain opportunism. This 

could make interpretation of the evidence difficult. We address this concern in two ways. First, 

on the litigation front, in our time-series tests that follow we examine shifts in ex-ante litigation 

risk not tied to enforcement levels, lawsuits, or opportunistic reporting. Second, on the 

constraining opportunism front, we employ targeted tests later in the paper that focus directly on 

SEC officials’ concerns about opportunistic reporting as expressed in their public speeches.   

 Our third measure for cross-sectional tests is based upon the transaction complexity 

theory. We follow Donelson et al. (2012) to create a measure of transaction complexity. This 

measure captures the number of times the FASB or its predecessor bodies refer to the standard’s 

underlying transaction as complex. We obtain this information by searching each standard for 

complex*, complic*, or elabor* and reading the surrounding paragraph to ensure that the 

standard setter is discussing the underlying transaction as complex and not features of the 

standard itself. We then record the number of times the standard refers to the underlying 

transaction as complex to arrive at our measure, Complexity. If the complexity theory is true, we 

expect a positive relation between Complexity and RBC.  

                                                                                                                                                             
transactions (ESM Government Securities) (Clikeman 2009). Thus, it is difficult to believe that any change in 

accounting standard would be responsive to such simple frauds and we thus exclude them from our analysis. 
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 Our fourth measure is related to the transaction frequency theory. This measure seeks to 

capture the frequency with which a transaction underlying a standard is encountered in practice. 

To do this, we count the number of times key words associated with the standard and its 

underlying transaction are mentioned in firms’ 10-Ks. We obtain firms’ machine readable 10-Ks 

from the SEC’s EDGAR database. We measure this variable in 2008 as this is the year that we 

measure the cross-sectional variation in RBC. We provide a full list of these key words for each 

standard in Appendix A after the tables.
10

 The logged value of one plus this count variable is our 

frequency measure for each standard, which we denote as Ln(Frequency). An implicit 

assumption with this measure is that more frequent transactions will be discussed more than 

infrequent transactions in firms’ 10-Ks. If the transaction frequency theory is true, we expect a 

positive relation between Ln(Frequency) associated with a standard and its RBC.  

 Our final measure is tied to the age theory. We measure the age of the standard, Age, as 

2008 less the year the standard was initially implemented. If the age theory is true, we expect a 

positive relation between Age and RBC.   

Descriptive statistics   

 We report descriptive statistics for the variables we use in our cross-sectional tests in 

Panel A of Table 1. This table reports the mean, median, and standard deviation for each variable 

in our cross-sectional analysis. The mean (median) RBC score of all standards applicable in 2008 

is 1.11 (1.00). This suggests that the average standard applicable in 2008 only has one rules-

based characteristic. We also note that the mean (median) number of times each standard was 

mentioned in litigation (Litigation) is 52.8 (9.00). The distribution of Litigation is highly skewed 

so we use the log of one plus Litigation (Ln( Litigation+1)) in our analyses to ensure that our 

                                                 
10

 This method is similar to that employed by Folsom et al. (2013) who use a similar approach to identify standards 

the firm relies on and the extent to which each standard impacts the firm.  
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results are not driven by a few extreme observations. Next, the average standard’s underlying 

transaction is described as complex (Complexity) less than once (0.76 times) and only 29% of 

standard’s underlying transactions are described as complex by standard setters. Further, the 

mean number of times a standard’s key words are mentioned in a firm’s 10-K is 5.00 times. 

Finally, the average age of standards as of 2008 is 33.50 years old.  

Panel B of Table 1 presents Pearson correlations among our variables of interest. 

Consistent with the theories presented RBC is significantly positively correlated with litigation 

(Ln(Litigation)), complexity (Complexity), and transaction frequency (Ln(Frequency)). We also 

find that Ln(Litigation), Complexity, and Ln(Frequency)  are positively correlated, which is 

consistent with these theories overlapping to some extent and highlights the importance of 

examining the relation between RBC and these variables in a multivariate setting. Inconsistent 

with the age and constraining opportunism theories, we find no association between RBC and 

Age and RBC and Scandals. This casts doubt on belief that standards automatically become more 

rules-based over time or in response to publicized instances of reporting opportunism. Overall, 

though, this evidence is consistent with litigation, transaction complexity, and transaction 

frequency affecting RBC.  

Cross-Sectional Results 

 Table 2 presents the results of our multivariate tests examining the factors affecting the 

cross-sectional variation in RBC across standards. All p-values on non-intercepts are one-sided 

unless otherwise stated because the theories have directional predictions. We introduce each 

variable of interest individually in columns (1) through (6) to get a sense of the cross-sectional 

variation explained by each variable. First, in Column (1), we tabulate the results when only 

litigation risk, Ln(Litigation), is included in the model. Interestingly, not only is there a 
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significant positive association between RBC and Ln(Litigation) [p < 0.01], but about 17% of the 

cross-sectional variation in RBC is explained by Ln(Litigation). Hence, the magnitude of the 

effect of litigation risk on RBC appears to economically meaningful.  

 Second, in Column (2), we include only Complexity in the model and find a significant 

positive association between Complexity and RBC (p < 0.01). This suggests that standards 

governing more complex issues tend to be more rules-based. Further, we note that the adjusted 

R
2
 for this variable is 15.5%, which suggests that Complexity explains an economically 

significant portion of the cross-sectional variation in RBC as well. Third, we include only our 

measure transaction frequency in the model in Column (3). We find that standards governing 

frequent transactions tend to contain more rules-based characteristics (p < 0.01). The R
2
 in this 

model is almost 18%, which indicates that transaction frequency explains a significant fraction of 

the cross-sectional variation in RBC. In the fourth and fifth columns, we include Age and 

Scandals in the model for completeness. These variables have no significant univariate 

association with RBC (from Table 1), so they explain very little variation in RBC.  

 In the last column, we include all the independent variables. In this full model, our results 

for Ln(Litigation), Complexity, and Ln(Frequency) remain significant, but as before we do not 

find evidence to support the age or constraining opportunism theories. In fact, we actually find 

evidence of a significant negative association between Age and RBC (p < 0.05). This suggests 

that after controlling for transaction frequency, transaction complexity, and litigation risk, older 

standards tend to contain fewer rules-based characteristics, which is opposite of the prediction 

from the age theory. In total, proxies for the five theories we examine explain about 31% of the 

cross-sectional variation in the RBC of U.S. GAAP. In untabulated analysis, we find that the 

incremental R
2 

(following the approach in Collins et al. 1997) of Ln(Litigation), Complexity, and 
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Ln(Frequency) are 4.31%, 4.13%, and 3.56% respectively.  

 Overall, results from these cross-sectional tests provide support for the litigation, 

transaction complexity, and transaction frequency theories. Thus, standards are more rules-based 

when the underlying transaction is complex and frequent. Further, standards are more rules-

based when enforcement tied to litigation risk is high. We find no evidence that standards 

become more rules based as they age or in response to publicized accounting scandals.  

B. Time Series Analysis  

 In this section, we examine variation in rules-based characteristics of U.S. accounting 

standards over time and whether the theories in Section 2 help explain this variation. We begin 

with a graphical analysis of the average RBC of GAAP over time, and we decompose this 

evolution into three components (changes to existing standards, replacement of existing 

standards, and passage of standards in new areas). We then examine whether times-series proxies 

for the theories help explain times-series variation in average RBC and its three components. 

Graphical Analysis 

The solid line in Figure 1 represents the average RBC of all standards comprising U.S. 

GAAP each year from 1953 to 2009. We start in 1953 because there is very little time-series 

variation in RBC prior to 1953. The vast majority of standards (23 out of 26) in 1953 contain no 

rules-based characteristics (untabulated). The average RBC of GAAP standards increases 

steadily from about 0.10 in 1953 to about 1.10 in 2009. Given that the maximum possible 

average RBC score in any year is 2.2, this is a significant increase in the rules-based 

characteristics of accounting standards. Thus, Figure 1 lends support to the notion that U.S. 

accounting standards have become more rules-based over time. 

In Figure 1, we also decompose the change in average RBC into three components: 1) 
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changes due to amendments to existing standards or to issuance of interpretative guidance for 

existing standards (EXISTING), 2) replacements of existing standards (REPLACE), and 3) 

passage of standards in new areas where there is no existing standard beyond a pure disclosure 

standard (NEW).
11

  We do so for descriptive purposes and because some of the theories we test 

below apply only to certain components of changes in RBC. The age theory, for example, relates 

primarily to the RBC of existing standards as they age. Further, to the extent that a variable is 

associated with changes in RBC over time in our tests that follow, this decomposition allows us 

to see which components contribute most to the association. 

Overall, about 40% of the change in overall average RBC from 1953 to 2009 in Figure 1 

is attributable to the passage of new standards. Roughly 38% is attributable to changing existing 

standards to make them more rules-based. The remaining 22% is attributable to the replacement 

of old standards with different standards with higher RBC scores. Interestingly, the influence of 

NEW and REPLACE in increasing RBC appears fairly consistent throughout the sample period. 

Changes in existing standards (EXIST), on the other hand, have no effect on overall average 

RBC until the late 1970s.  

Because of the strong upward trend in average overall RBC evident in Figure 1, we first-

difference this variable in our regression tests that follow. Thus, we use changes in average 

overall RBC, as well as changes in the components, when testing the main theories. Doing so 

avoids the problem of using trended data in our times-series tests, whereby any upwardly 

                                                 
11

 An example of changes in existing standards is SFAS 5, which deals with contingencies and was passed in 1975 

with an RBC of 0. In 1992, this standard was amended to include a scope exception for post-employment benefits 

pursuant to SFAS 112, which increased the RBC for SFAS 5 to 1.  

An example of replacement is APB 17, which governed the accounting for intangible assets until 2001. 

This standard had an RBC of 1 when it was replaced/superseded by SFAS 142, which had an RBC of 2. An example 

of new standards is the passage of SFAS 133 on derivatives in 2000, which had an RBC of 3. There was no formal 

standard governing the accounting for derivatives prior to SFAS 133. The details of the component decomposition 

are discussed in Appendix B after the tables.  
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trending time-series variable might spuriously explain variation in average RBC over time. 

Figure 2 plots the changes in average overall RBC each year over the sample.  

Tests of Theories 

We next test how well the main theories explain time-series variation in RBC. Before we 

do, we note that due to data limitations, we cannot perform time series tests on the transaction 

frequency theory. To adequately test this theory, we would need a variable that captures the 

economy-wide frequency each year of the transaction underlying each standard. In the previous 

section, we used a variable that measured this frequency in a cross-sectional fashion with data 

from the more recent part of sample (2008). Because machine readable 10-K’s are only available 

back to the mid-1990s, we have no way to easily and comprehensively construct an analogous 

time-series variable to test the transaction frequency theory. 

From a practical perspective, it is not clear that the transaction frequency theory could 

plausibly explain the increase in overall RBC evident in Figure 1. In order to do so, it would 

have to be the case that GAAP in the early 1950s pertained primarily to relatively rare 

transactions, while GAAP in the 2000s pertained to relatively more ubiquitous and common 

transactions. Casual examination of GAAP standards in the 1950s suggests this is untrue. If 

anything, there has been an opposite trend in standard setting.  

Age Theory 

In Figure 1, a significant part (about 38%) of the increase in average overall RBC is 

attributable to changes in existing standards. This evidence seems consistent with the age theory, 

which posits that as standards age, they naturally become more rules-based. However, in the 

prior section we found that, contrary to the age theory, the age of a standard was negatively 

related to its RBC (i.e., older standards are less rules-based). There are two reasons for these 
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seemingly contradictory results. 

First, among existing standards, the shift toward more rules-based standards often occurs 

not long after the standard was originally issued. Such a shift in RBC is likely not due to the 

gradual aging of the standard and the demand for guidance over time but rather to the initial 

“breaking in” of a new and unfamiliar standard.
12

 If we modify our decomposition to exclude all 

changes to existing standards within three (four) years after their initial passage, the proportion 

of the change in overall RBC attributable to existing standards drops to 30% (22%). Thus, the 

significance of changes in existing standards in explaining changes in overall RBC is somewhat 

sensitive to the definition of an “existing” standard.  

Second, although those existing standards that do change have a non-trivial impact on the 

change in overall RBC of GAAP over time, the RBC of most existing standards does not change 

over time. Figure 3 plots the proportion of existing standards each year that experience an 

increase in RBC. Each vertical bar sums to 100% and the shaded grey portion represents the 

proportion of existing standards with an increase in RBC. Contrary to the age theory, most 

existing standards do not experience an increase in RBC over time, as the age theory would 

predict. From 1953 to 1978, not a single existing standard had its RBC change. Even when the 

FASB began amending standards or issuing interpretive guidance for existing standards in 1979, 

the number of existing standards affected was quite small. Overall, this evidence is consistent 

with the cross-sectional evidence in the prior section: the age theory is not supported by the data. 

Transaction Complexity, Enforcement, and Constraining Opportunism Theories 

To test the remaining theories, we estimate a time-series OLS regression of the form: 

 

                                                 
12

 For example, SFAS 142 had its RBC score increase the year after passage (from 2 to 3), and this increase 

contributed to an increase in the overall RBC of GAAP. This increase in RBC for SFAS 142 in 2002 was due to the 

issuance of interpretive guidance (EITF 02-7), which clarified impairment tests of indefinitely-lived assets. 

Arguably, this increase in RBC was attributable to the “breaking in” of SFAS 142. 
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 ΔRBC = α + β1ΔComplexity +β2Litigation + β3ΔInvestigations  

+ β4Scandals + ε          (2) 

 

Where ΔRBC is the change in overall RBC each year (ΔoverallRBC) or its components 

(Δexist, Δreplace, Δnew). ΔComplexity is the change in the average transaction complexity 

measure each year. The average transaction complexity is the average number of times 

(including zero) that standards in a given year mention the underlying transactions or economic 

phenomena as being complex. One limitation of this complexity measure is that for a given 

standard and its underlying transaction, the measure is static across time. It does not capture how 

the complexity of a given underlying transaction changes over time. Instead, times-series 

variation in this variable is driven by the addition to GAAP of new underlying transactions and 

their standards each year.
13

  Thus, if the transaction complexity theory is true, ΔComplexity 

should be positively related to Δnew, which is the change in overall RBC attributable to the 

addition of new standards. Because ΔComplexity does not capture how existing transactions 

become more or less complex over time, it should not necessarily be positively related to the 

other components of chavgrbc (exist and replace).  

To measure changes in litigation risk over time, we include proxies for higher litigation 

risk faced by firms or their auditors over time (Litigation) as well as changes in SEC 

investigations (ΔInvestigations). Litigation equals one for high litigation risk periods identified 

by Basu (1997), which are 1966-1975, 1983-1995. ΔInvestigations is the average yearly change 

in the number of logged enforcement investigations initiated by the SEC over the prior three 

years. This data is available in SEC annual reports, which are posted on the SEC’s website.
14

 We 

use time-series variation in SEC investigations rather than enforcement actions because the 

                                                 
13

 For example, when SFAS 133 comes online in 2000, the average transaction complexity of GAAP increases 

because derivatives are a complex transaction. From this point forward, however, the transaction complexity of 

SFAS 133 is fixed and it no longer influences changes in the overall transaction complexity of GAAP.  
14

 The index page for SEC Annual Reports is: http://www.sec.gov/about/annrep.shtml 
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former is more reliably available over the sample period. If the litigation risk theory is correct, 

coefficients on these variables should be positive.
15

 Finally, to proxy for the desire to constrain 

opportunistic accounting choices by management, we include a measure of publicized 

accounting scandals, using the same scandals from the prior section. Scandals equals the number 

scandals revealed over the prior three years.
16

  If accounting scandals lead standard setters to 

pass more rules-based standards to constrain perceived opportunism in accounting, the 

coefficient on Scandals should be positive.  

Panel C of Table 3 presents estimates from various specifications of equation (2). All p-

values are one-sided unless otherwise stated because the theories have directional predictions. 

The only variable that is significantly associated with changes in overall RBC is high litigation 

risk (p < 0.05) in specifications 2 and 5. The regression indicates that in low litigation risk 

regimes, the average increase in overall RBC is about 0.013 per year, while in high litigation risk 

regimes the increase in RBC doubles to 0.025 (0.013 + 0.012). While this is economically 

significant, the R-square from the regression is low (0.062). Further, the fact that overall RBC 

increases steadily even in low litigation environments suggests that other factors besides 

litigation contribute to the evolution of rules-based characteristics in GAAP. Still, the effect of 

litigation risk is important, and it is worth noting that changes in RBC are linked to a measure of 

ex-ante litigation risk not tied to actual allegations of accounting manipulation. This helps allay 

concerns that the link between RBC and the litigation measures in the cross-sectional tests is due 

to constraining opportunism. Turning to the components of changes in RBC, specifications 8 and 

9 indicate that the association between litigation risk and overall RBC changes is driven 

primarily by the replacement of old standards with different standards having a higher RBC.    

                                                 
15

 Note that SEC investigations could be related to both the constraining opportunism (regulator driven) and 

enforcement (preparer and auditor driven) theories. We discuss this issue further in the next section. 
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Specifications 10 and 12 support the transaction complexity theory, as the association 

between Δnew and ΔComplexity is positive (p < 0.05). When underlying transaction complexity 

increases from the addition of new transactions and standards to GAAP, the RBC of GAAP tends 

to increase. In untabulated analysis, we find that given the total change in transaction complexity 

over the sample period, the model in specification 10 predicts an increase in RBC from new 

standards of about 0.054, which is about 14% of the total increase in RBC from new standards 

over the period. While this is a non-trivial portion of the increase in RBC from new standards, a 

substantial portion remains unexplained. None of the other proxies in Panel C are significantly 

related to changes in overall RBC or its components in the predicted direction.
17

 

Overall, the main theories seem more adept at explaining cross-sectional variation in the 

rules-based characteristics of standards than they are at explaining why average RBC has 

increased over time in the U.S. The time-series tests do provide some support for the transaction 

complexity theory (at least for the effects of new standards) and the litigation risk theory. These 

findings are consistent with our cross-sectional tests and suggest that transaction complexity and 

litigation may be more important than other factors in explaining variation in RBC.  

The evidence from the time-series analysis is not consistent with the age theory. Given 

the lack of support for this theory in our cross-sectional tests, it seems prudent to reject this 

theory as a plausible driver of the rules-based characteristics of U.S. GAAP. Further, we do not 

find that opportunism concerns related to accounting scandals are associated with an increase in 

the RBC of GAAP in our time-series tests. This finding could be due to the fact that this factor is 

not an important driver of RBC over time. Or it could be that our tests lack power and/or we use 

                                                 
17

 We note that ΔComplexity is negatively associated with Δexist (p < 0.10). Recall that due to the way ΔComplexity 

is measured, the only component of RBC that it makes to associate with ΔComplexity is Δnew. The negative 

correlation with Δexist is likely spurious. Δexist was low (zero actually) in the 1960’s through the 1970’s, and this 

was a period where standards for fairly complex phenomena came online (e.g., foreign currency translation in 1976, 

and EPS calculations for complex capital structures in 1968).    
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poor proxies for concerns about managerial opportunism in our times-series tests. Consequently, 

we turn to more targeted tests of constraining opportunism in the next section.  

C. Targeted tests based upon changes in RBC 

In this section, we conduct targeted tests of a) private and public litigation, and b) 

constraining reporting opportunism. Thus far, in cross-sectional and time-series tests, we have 

found support for the litigation risk theory: higher litigation risk over time or across standards is 

associated with higher RBC. Given the importance of the litigation theory in the literature, in this 

section we examine whether standards involved in more litigation from 1997 to 2005 change to 

become more rules based following this litigation measurement period relative to before this 

period. If so, such a finding would corroborate the litigation risk theory.  

Also, thus far we have not found support for a link between publicized instances of 

reporting opportunism and higher RBC. This lack of a result could be due to low power in our 

time series or cross-sectional tests. In this section, we examine whether the RBC of areas in 

GAAP change to become more rules-based when they are a) mentioned more frequently as areas 

of concern in speeches by SEC officials, or b) involved in publicized accounting scandals. Such 

a finding would support the constraining opportunism theory.  

 For our first test, we use our Ln(Litigation) variable from our cross-sectional tests that 

measures the number of times the standard was cited in public and private litigation during the 

1997 to 2005 time period. We then measure the change in RBC for each standard from 1995 

(prior to our measurement of litigation activity) to 2008 (after our measurement of litigation 

activity). If litigation leads to more rules-based standards, we expect a positive association 

between the frequency with which a standard was involved in litigation and its change in RBC 

from the pre-litigation to the post-litigation period. 
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 For our second test, we seek to more directly capture the particular areas of GAAP that 

the SEC is concerned with from an opportunistic reporting standpoint (in the spirit of the famous 

speech by Arthur Levitt in 1998). We obtain SEC speeches on the SEC website and use the 

SEC’s search engine to search SEC speeches for distinct key-words associated with each 

standard. These key words are noted in Appendix A that follows the tables. After identifying 

potential hits via the key-word search, we examine each flagged SEC speech to ensure the SEC 

speech identified the standard as a topic of concern. We then create a variable labeled 

SEC_Mention that is equal to the number of times SEC speeches mention the standard as area of 

concern between the years 1997 to 2005. Finally, we measure the change in RBC for each 

standard from 1995 (prior to our measurement of SEC mentions) to 2008 (after our measurement 

of SEC mentions). If the SEC’s concern about opportunistic reporting in specific areas of GAAP 

leads to more rules-based standards, we expect a positive association between SEC_Mention and 

the change in RBC (∆RBC) from the pre-measurement to the post-measurement period. 

 Our third targeted test examines whether standards involved in major frauds experience a 

greater increase in RBC in the five years following the fraud than do standards not involved in 

fraud for this same time period. Consistent with our measurement of Scandals, we identify major 

frauds committed from Clikeman (2009). After identifying the major frauds committed, we 

examine the frauds to determine the areas GAAP violated and the date of the fraud. We then 

measure the change in RBC from the year prior to the fraud to five years after the fraud is 

committed. We do this for standards violated in fraud and standards not violated in the fraud. We 

then compare the change in RBC between the pre fraud and post fraud period for these two 

groups of standards (fraud standards and non-fraud standards). The variable entitled 

5YR∆_ALLGAAP is the average change in RBC for all standards not involved in fraud between 
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year t-1 to year t+5. The variable 5YR∆_SCANDALS_STDS is the change in RBC for standards 

violated in the fraud between year t-1 and t+5.  

 Panel A of Table 4 reports descriptive statistics for these variables. The mean (median) 

standard was cited in litigation 55.52 (11.00) times during the 1997 to 2005 time period. Further, 

the mean (median) standard was discussed in an SEC speech 7.42 (2.00) times from1997-2005. 

In our targeted tests, we use the logged version of these variables plus one to ensure that their 

skewness does not affect our results. Overall, there are very small changes in RBC for both the 

fraud and non-fraud standards, but the change in the fraud sample is larger (0.35 vs. 0.09). 

 Panel B of Table 4 reports the results of the first two targeted tests and documents a 

significant positive correlation between litigation risk and the change in RBC (p < 0.01). This 

suggests that standards targeted more in litigation had greater increase in RBC from 1995 to 

2008. This further corroborates the litigation risk theory. We also find a significant positive 

correlation between LnSEC_Mention and the change in RBC from 1995 to 2008, suggesting the 

areas the SEC is concerned about become more rules-based than other areas. However, we note 

the SEC mention variable is highly correlated with the litigation variable (corr. = 0.68). Thus, 

areas targeted in litigation tend to be areas mentioned in SEC speeches. This correlation 

highlights the difficulty in parsing out constituent demand (litigation risk theory) from regulatory 

demand (constraining opportunism) because the areas involved in litigation are also likely hot 

button topics the SEC is focused on. Hence, we do not attempt to completely separate these 

issues empirically. We do note, however, that our times-series tests find a significant positive 

link between changes in ex-ante litigation risk and overall RBC, which cannot be explained by 

the constraining opportunism story, but can be explained by the litigation risk theory.  

 In Panel C of Table 4, we perform our final targeted test. We stack the change in RBC 
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data for fraud and non-fraud standards and regress it on a SCANDALS indicator variable that is 

equal to one when the change in RBC is for standards violated in the fraud. This coefficient is 

positive and significant at the 10% level (one-tailed), providing some support for the 

constraining opportunism theory. Thus, unlike our cross-sectional and time-series tests, we do 

find some support for the constraining opportunism theory in this section. 

IV. Conclusion 

 This study provides initial evidence regarding why certain standards within U.S. GAAP 

have developed rules-based characteristics, while others have not. This topic is important given 

the significant and continuing debate regarding the virtues of whether accounting standards are 

rules-based or principles-based. Our evidence provides an important basis for future debates in 

that it helps explain the current state of accounting standards.  

 We find some evidence that more frequent or common transactions have more rules-

based standards and weaker evidence that publicized accounting scandals lead U.S. GAAP to 

take on more rules-based characteristics. Interestingly, we find no support for the contention that 

standards tend to become rules-based over time with age. Our results provide the strongest 

support for litigation and transaction complexity contributing to the demand for rules-based 

standards. Since the existence of a strong litigation system and complex transactions are likely to 

persist in the U.S., the demand for rules-based standards is also likely to persist.  

 At least two avenues for future research may prove fruitful. First, although we attempted 

to identify the most common theories for why accounting standards take on rules-based 

characteristics, there are undoubtedly other potential explanations that merit investigation. Thus, 

future work could focus on formulating new, testable theories to explain variation in rules-based 

standards. Second, testing our main theories within the U.S. offers benefits in that detailed and 
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reliable data is available on claims in litigation, SEC enforcement, transaction frequency, and 

other variables important to our tests. However, future work could look outside the U.S. to 

consider whether, to what extent, and why U.S. accounting standards are more rules-based than 

other accounting standards systems around the globe.    
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Figure 1: RBC Decomposition 
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This figure plots the average RBC across all standards in GAAP each year along with its three components: 1) changes to existing standards 

(existing), 2) changes due to replacement of standards with different standards (replace), and 3) passage of new standards (new). 
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Figure 2: Changes in RBC Over Time 
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This figure plots the change in average RBC across all standards in GAAP each year. 
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Figure 3: Percentage of Standards Changing Over Time 

 

 
 
This figure plots the proportion existing standards each year that are revised to increase their RBC score. No existing standards in GAAP were 

revised prior to 1979. 
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Table 1 

Descriptive Statistics and Correlations 

 
This table presents the descriptive statistics. Panel A presents the descriptive statistics of the variables 

used in the cross-sectional tests, and Panel B presents the correlation coefficients of dependent and 

independent variables used in our cross-sectional analyses. RBC is the 2008 RBC score of each standard. 

LITIGATION is the number of times the standard was cited in a public and private litigation between 

1997 and 2005. DESCRIPT is the number of times the FASB (or predecessor body) refers to the 

standard's underlying transaction as complex, complicated, or elaborate in the body of the standard. 

FREQUENCY is the average (mean) number of times the standard's underlying transaction is mentioned 

in a firm's 10-K in 2008. AGE is the age of the standard as of 2008. SCANDALS is equal to the number 

of times the standard was violated in the following major frauds: (1) National Student Marketing, (2) 

ZZZZ Best, (3) Crazy Eddie, (4) S&L crisis, (5) Miniscribe, (6) Waste Management, (7) Sunbeam, (8) 

Enron, and (9) WorldCom.        

 

 

Panel A: Descriptive Statistics 

                

Std. Dev. Variable    N    Mean   Median   

RBC      92  
 
 1.11 

 
 1.00 

 
 1.24 

LITIGATION      92  
 
 52.80 

 
 9.00 

 
 95.36 

LN(LITIGATION)      92  
 
 2.40 

 
 2.28 

 
 1.96 

SCANDALS      92  
 
 0.41 

 
 0.00 

 
 1.31 

COMPLEXITY      92  
 
 0.76 

 
 0.00 

 
 1.92 

COMPLEXITY_IND      92  
 
 0.29 

 
 0.00 

 
 0.46 

FREQUENCY      92  
 
 5 

 
 0 

 
 13 

LN(FREQUENCY)      92  
 
 0.88 

 
 0.27 

 
 1.17 

AGE      92  
 
 33.50 

 
 31.00 

 
 15.01 

 

 
Panel B: Pearson Correlation Coefficients 

  RBC LN(LITIGATION) SCANDALS COMPLEXITY LN(FREQUENCY) 

LN(LITIGATION) 0.42         

  (<.0001)         

SCANDALS 0.12 0.51       

  (0.25) (<.0001)       

COMPLEXITY 0.41 0.28 0.08     

  (<.0001) (<0.01) (0.45)     

LN(FREQUENCY) 0.43 0.50 0.13 0.34   

  (<.0001) (<.0001) (0.22) (0.00)   

AGE -0.13 0.11 -0.05 -0.04 0.19 

  (0.22) (0.28) (0.62) (0.70) (0.07) 
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Table 2 

Factors affecting the cross-sectional variation in RBC across standards 

 
This table reports results examining the cross-sectional variation of RBC across standards. More specifically, we examine whether the litigation 

risk, constraining opportunism, transaction complexity, transaction frequency, and age theories help explain the cross sectional variation in RBC 

across standards. All variables are defined in Table 1. ***, **, * denote one-tailed statistical significance at the 1%, 5%, and 10% levels, 

respectively. 

 

 

 
  

Variable Coeff. T-stat Coeff. T-stat Coeff. T-stat Coeff. T-stat Coeff. T-stat Coeff. T-stat

Intercept 0.47 2.91 *** 0.91 7.14 *** 0.71 4.81 *** 1.47 4.65 *** 1.06 7.87 *** 0.91 3.18 ***

LN(LITIGATION) 0.27 4.40 *** 0.19 2.53 ***

COMPLEXITY 0.26 4.21 *** 0.15 2.49 ***

LN(FREQUENCY) 0.46 4.53 *** 0.26 2.34 **

AGE -0.01 -1.25 -0.02 -2.30 **

SCANDALS 0.11 1.16 -0.09 -0.93

R
2

N

16.8%

92

(1)

9292

17.7%15.5%

(5) (6)

30.8%

92

0.4%

92

(4)

0.7%

92

(3)(2)
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Table 3 

Factors affecting the times-series variation in RBC changes and its components 

 
This table reports results examining the time-series variation of RBC. More specifically, we examine whether the complexity, litigation, and 

litigation risk theories help explain the time-series variation in RBC. Panel A presents descriptive statistics on the variables used in our time-series 

analyses. Panel B provides pearson correlation coefficients. Panel C provides multivariate analyses examining the factors affecting the time-series 

variation in RBC. All variables are defined in Appendix B and Table 1. ***, **, * denote one-tailed statistical significance at the 1%, 5%, and 

10% levels, respectively. 

 

 
Panel A: Descriptive Statistics 

            Std. 

Dev. Variable   Mean   Median   

ΔOVERALLRBC 
 
 0.018  

 
 0.009  

 
 0.025  

ΔEXIST 
 
 0.007  

 
 0.000  

 
 0.012  

ΔREPLACE 
 
 0.004  

 
 0.000  

 
 0.013  

ΔNEW 
 
 0.007  

 
 0.000  

 
 0.020  

ΔCOMPLEXITY 
 
 0.012  

 
 0.000  

 
 0.064  

LITIGATION  
 
 0.411  

 
 0.000  

 
 0.496  

ΔINVESTIGATIONS 
 
 0.007  

 
 0.014  

 
 0.090  

SCANDALS 
 
 0.536  

 
 0.000  

 
 1.044  

 

 
  



40 

 

Table 3 (Cont.) 

Factors affecting the times-series variation in RBC changes and its components 
 

Panel B: Pearson Correlation Coefficients 

  ΔOVERALLRBC ΔEXIST ΔREPLACE ΔNEW ΔCOMPLEXITY LITIGATION ΔINVESTIGATIONS 

ΔEXIST 0.33             

  (0.01)             

ΔREPLACE 0.51 -0.07           

  (<.0001) (0.61)           

ΔNEW 0.72 -0.17 0.02         

  (<.0001) (0.22) (0.88)         

ΔCOMPLEXITY 0.15 -0.23 0.11 0.26       

  (0.27) (0.09) (0.43) (0.05)       

LITIGATION 0.25 0.05 0.30 0.09 0.18     

  (0.06) (0.74) (0.03) (0.51) (0.19)     

ΔINVESTIGATIONS -0.06 -0.15 0.01 0.01 0.01 -0.07   

  (0.65) (0.28) (0.96) (0.95) (0.95) (0.58)   

SCANDALS 0.01 -0.15 0.10 0.04 0.12 0.20 0.21 

  (0.95) (0.27) (0.46) (0.79) (0.39) (0.14) (0.13) 
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Table 3 (Cont.) 

Factors affecting the times-series variation in RBC changes and its components 

 
Panel C: Multivariate Tests Examining the Time-Series Variation in RBC 

 

MODEL DEP. VARIABLE INT.  ΔCOMPLEXITY LITIGATION ΔINVESTIGATIONS SCANDALS R

1 ΔOVERALLRBC 0.017 *** 0.057 0.022

5.09 1.10

2 ΔOVERALLRBC 0.013 *** 0.012 0.062

3.01 1.89 **

3 ΔOVERALLRBC 0.018 *** -0.017 0.004

5.36 -0.46

4 ΔOVERALLRBC 0.018 *** 0.000 0.000

4.71 0.06

5 ΔOVERALLRBC 0.013 *** 0.043 0.012 ** -0.010 -0.001 0.077

2.93 0.82 1.68 -0.27 -0.31

6 ΔEXIST 0.006 *** 0.001 0.002

2.96 0.33

7 ΔEXIST 0.007 *** -0.045 * 0.002 -0.015 -0.001 0.092

3.27 -1.72 0.73 -0.81 -0.85

8 ΔREPLACE 0.001 0.008 ** 0.087

0.37 2.27

9 ΔREPLACE 0.001 0.010 0.007 ** 0.003 0.000 0.092

0.25 0.40 2.02 0.14 0.25

10 ΔNEW 0.006 ** 0.080 ** 0.068

2.31 1.98

11 ΔNEW 0.006 0.004 0.008

1.60 0.67

12 ΔNEW 0.005 0.077 ** 0.002 0.002 0.000 0.070

1.49 1.83 0.33 0.08 -0.03
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Table 4 

Targeted Tests Examining the Impact of the Enforcement Theory on RBC 

 
This table presents the results of three targeted tests that examine the impact of the litigation risk theory 

and constraining opportunism on RBC. Panel A presents descriptive statistics while Panel B reports the 

results of the targeted tests that examine whether litigation risk or SEC attention affect the change in 

RBC. Finally, Panel C reports the results of a targeted test that examines whether the RBC of standards 

violated in major frauds become more rules-based from the year prior to the fraud (t-1) to five years after 

the fraud (t+5). In this analysis, we compare the change in RBC for standards violated in the fraud to 

those not violated in the fraud over the same time period (t-1 to t+5). Variable definitions are as follows. 

ΔRBC is the change in the RBC score of a standard from 1995 to 2008. LITIGATION is the number of 

times the standard was cited in a securities class action lawsuit complaint between 1997 and 2005. 

SEC_MENTION is equal to the number of times key-words associated with the standard were mentioned 

in SEC speeches that noted the standard as a topic of concern between 1997 and 2005. 5YRΔ_ALLGAAP 

is the average change in RBC for standards not violated in major frauds from year t-1 to year t+5. 

5YRΔ_SCANDALS_STDS is the change in RBC for standards violated in major frauds from year t-1 to 

year t+5. SCANDALS_IND is equal to one if the change in RBC from year t-1 to year t+5 relates to 

standards violated in a major fraud and is equal to zero otherwise. ***, **, * denote one-tailed statistical 

significance at the 1%, 5%, and 10% levels, respectively.  

 

 
Panel A: Descriptive Statistics for Targeted Tests 

                

Std. Dev. Variable    N    Mean   Median   

ΔRBC      84  
 
 0.19 

 
 0.00 

 
 0.67 

LITIGATION      85  
 
 55.52 

 
 11.00 

 
 98.34 

LN(LITIGATION)      85  
 
 2.44 

 
 2.48 

 
 1.99 

SEC_MENTION      85  
 
 7.42 

 
 2.00 

 
 15.31 

LN(SEC_MENTION)      85  
 
 1.24 

 
 1.10 

 
 1.22 

5YRΔ_ALLGAAP      20  
 
 0.09 

 
 0.08 

 
 0.05 

5YRΔ_SCANDALS_STDS      20  
 
 0.35 

 
 0.00 

 
 0.75 

 

 
Panel B: Litigation Risk and SEC Attention Targeted Tests 

  

ΔRBC LN(SEC_MENTION) 

      

LN(SEC_MENTION) 0.28     

  (0.01)     

LN(LITIGATION) 0.28 0.68   

  (0.01) (<.0001)   
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Table 4 (cont.) 

Targeted Tests Examining the Impact of the Enforcement Theory on RBC 
 

Panel C: Major Frauds Targeted Tests 

            

Variable    Coeff.   

T-

stat   

Intercept   0.09   0.78   

SCANDALS_IND   0.26   1.54 * 

            

R
2
   3.4%   

N   40   
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Appendix A 

RBC Detail 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

ARB 43_1a 1953 2008 1 1 1 

"Unrealized profit" OR "Capital surplus" OR "accounts 

receivable due from officers" 

ARB 43_1b 1953 2008 0 0 0 (profit OR loss*) /5/ "treasury stock" 

ARB 43_2a 1953 2008 0 0 0 Comparative Financial Statements 

ARB 43_2b 1953 1966 0 0 0 N/A 

ARB 43_3a 1953 2008 0 0 0 working capital 

ARB 43_3b 1953 2008 0 0 0 ("offset* securit*" /5/ "tax* pay*")  

ARB 43_4 1953 2008 0 0 0 inventory 

ARB 43_5 1953 1970 0 0 0 N/A 

ARB 43_6 1953 1975 0 0 0 N/A 

ARB 43_7a 1953 2008 0 0 0 "quasi reorganization" 

ARB 43_7b 1953 2008 0 0 0 "stock dividend" 

ARB 43_7c 1953 1956 0 0 0 N/A 

ARB 43_8 1953 1966 0 0 0 N/A 

ARB 43_9a 1953 2008 0 0 0 depreciat* 

ARB 43_9b 1953 2008 0 0 0 depreciat* 

ARB 43_9c 1953 2008 0 0 0 depreciat* 

ARB 43_10a 1953 2008 0 0 0 (real OR personal) /5/ property taxes 

ARB 43_10b 1953 1967 1 1 1 N/A 

ARB 43_11a 1953 2008 0 0 0 "cost plus fixed fee" /5/ contract* 

 

This Appendix provides further detail on RBC including: (1) the year the standard was passed (FRSTYR), (2) the year the standard was superseded (LSTYR), (3) 

the RBC score of the standard calculated the year the standard was passed, (3) the median RBC score of the standard across time, (4) the RBC score of the 

standard calculated the last year the standard was applicable (RBC_LSTYR), and (5) the key-words used to search SEC speeches and 10-Ks to generate our 

FREQUENCY and SEC_MENTION variables. We only generated key-words for standards that were effective in 2008 because our tests using this key-word 

search require 2008 data. In the key-word column, standards superseded before 2008 are coded as “N/A.”  Further, if a standard had not been superseded, we 

coded LSTYR as 2008. 
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Appendix A (cont.) 

RBC Detail 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

ARB 43_11b 1953 2008 0 0 0 "government contract*" renegotiat* 

ARB 43_11c 1953 2008 0 0 0 

Terminat* /5/ ("War contract*" OR "Defense 

Contract*") 

ARB 43_12 1953 2008 0 0 0 "foreign exchange" /2/ (gain* OR loss*) 

ARB 43_13a 1953 1966 0 0 0 N/A 

ARB 43_13b 1953 2005 0 0 0 N/A 

ARB 43_14 1953 1964 1 1 1 N/A 

ARB 43_15 1953 1972 0 0 0 N/A 

ARB 44 1954 1958 0 0 0 N/A 

ARB 45 1955 2008 0 0 0 "percentage of completion" 

ARB 47 1956 1966 1 1 1 N/A 

ARB 48 1957 1970 0 0 0 N/A 

ARB 49 1958 1966 0 0 0 N/A 

ARB 50 1958 1975 0 0 0 N/A 

ARB 44r 1958 1988 0 0 0 N/A 

ARB 51 1959 2008 2 2 4 

consolidation AND ("special purpose entities " 

OR (majority /5/ own*) OR "intercompany" OR 

(control* /5/ interest) OR (majority /5/ interest)) 

APB 1 1962 1988 0 0 0 N/A 

APB 2 1962 2008 0 1 1 "investment credit*" /5/ tax 

APB 3 1963 1971 0 0 0 N/A 

APB 5 1964 1976 1 1 1 N/A 

APB 7 1966 1976 1 1 1 N/A 

APB 8 1966 1986 1 1 1 N/A 

APB 9 1966 2008 1 1 1 "extraordinary item*" 
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Appendix A (cont.) 

RBC Detail 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

APB 10 1966 2008 0 0 0 

"Interperiod tax allocation" OR "offsetting 

securities against taxes payable" OR 

"installment sales method" 

APB 11 1967 1988 1 1 2 N/A 

APB 12 1967 2008 0 0 0 

"allowanc* disclos*" OR "allowance* classif*" 

OR (Disclosure /2/ Deprecia*) OR (debt /2/ 

amortiz* /2/ discount) OR (debt /2/ expense* /2/ 

premium) 

APB 14 1966 2008 0 0 0 

"convertible debt" OR "debt issued with stock 

purchase warrants" 

APB 15 1968 1997 3 3 3 N/A 

APB 16 1970 2001 2 3 3 N/A 

APB 17 1970 2001 0 0 1 N/A 

APB 18 1971 2008 2 2 3 "equity method" 

APB 19 1971 1988 0 0 0 N/A 

APB 20 1971 2005 1 1 1 N/A 

APB 21 1971 2008 1 1 1 "noninterest bearing note" 

APB 22 1971 2008 0 0 0 disclos* /5/ "accounting Policies" 

APB 23 1971 2008 1 1 1 

"Undistributed earnings of subsidiaries" OR 

"Intangible development costs" OR "stock 

savings and loan associations" OR 

"policyholders' surplus" OR "statutory reserve 

funds" 

APB 24 1971 1988 1 1 1 N/A 

APB 25 1972 1994 0 0 1 N/A 

APB 26 1973 2008 1 1 1 early extinguish* /5/ debt 

APB 27 1972 1976 1 1 1 N/A 

APB 28 1973 2008 0 0 0 interim financial reporting 
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Appendix A (cont.) 

RBC Detail 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

APB 29 1973 2008 1 1 2 "nonmonetary transaction*" 

APB 30 1973 2008 0 1 1 "extraordinary item*" 

APB 31 1973 1976 1 1 1 N/A 

SFAS 1 1973 1975 0 0 0 N/A 

SFAS 2 1975 2008 1 1 1 research /2/ development* 

SFAS 5 1975 2008 0 0 2 (contingen*/2/  gain) OR (contingen* /2/ loss) 

SFAS 7 1976 2008 0 0 0 "development stage enterprise" 

SFAS 8 1976 1982 0 0 0 N/A 

SFAS 12 1975 1993 1 1 2 N/A 

SFAS 13 1977 2008 3 4 4 "lease*" 

SFAS 14 1976 1997 1 1 1 N/A 

SFAS 15 1977 2008 1 2 2 "debt restructur*" 

SFAS 16 1977 2008 0 0 0 "prior period adjustment*" 

SFAS 19 1978 2008 1 3 3 ("successful efforts" OR "full cost") /5/ oil 

SFAS 31 1979 1988 0 0 0 N/A 

SFAS 33 1979 1986 2 2.5 3 N/A 

SFAS 34 1979 2008 0 0 0 (interest /5/ "capitaliz*") 

SFAS 35 1980 2008 1 1 0 "defined benefit pension" 

SFAS 43 1980 2008 1 1 1 "compensat* absence*" 

SFAS 44 1980 2002 0 0 0 N/A 

SFAS 45 1981 2008 0 0 0 "franchise revenue*" 

SFAS 47 1981 2008 1 1 1 ("purchase commitment*" OR "purchase obligation") 

SFAS 48 1981 2008 1 1 1 (sale* OR revenue*) /5/ "right of return*" 

SFAS 49 1981 2008 1 1 1 "product financing arrangement" 

SFAS 50 1981 2008 0 0 0 ("Record industry" OR "Music Industry") /5/ licens* 
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Appendix A (cont.) 

RBC Detail 

 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

SFAS 51 1981 2008 0 0 0 "Cable Television Compan*" 

SFAS 52 1982 2008 1 1 2 "Foreign Currency Translation" 

SFAS 53 1981 2000 0 0 0 N/A 

SFAS 57 1982 2008 1 1 1 "related parties" OR "related party" 

SFAS 60 1982 2008 1 1 2 insurance /3/ ("short duration" OR "long duration")   

SFAS 61 1982 2008 0 0 0 "title plant" 

SFAS 63 1982 2008 0 0 0 broadcaster* AND broadcasting 

SFAS 65 1982 2008 1 1 1 "mortgage loans" OR "mortgage backed securities" 

SFAS 66 1982 2008 2 3 3 (sale /5/ "real estate")  

SFAS 67 1982 2008 1 1 1 capitaliz* /5/ "real estate project" 

SFAS 68 1982 2008 1 1 1 

"Research and Development Arrangement*" OR "research 

and development obligation" 

SFAS 71 1983 2008 1 2 3 "allowable cost*" /5/ "regulat*" 

SFAS 74 1983 1985 0 0 0 N/A 

SFAS 77 1983 1996 1 1 1 N/A 

SFAS 80 1984 1999 1 1 1 N/A 

SFAS 81 1984 1992 1 1 1 N/A 

SFAS 86 1985 2008 1 1 1 "Internal* /5/ Develop*" /5/ "Software" 

SFAS 87 1986 2008 3 3 4 "pension" 

SFAS 88 1985 2008 0 0 1 (settlement OR curtailment) /5/ "defined benefit pension" 

SFAS 89 1986 2008 1 1 1 changing prices /5/ inflat* 

SFAS 93 1988 2008 0 0 0 (depreciation /5/ "not for profit")  

SFAS 95 1988 2008 0 0 0 "cash flow statement" OR "statement of cash flows" 

SFAS 96 1988 1992 1 1 1 N/A 

SFAS 97 1988 2008 1 1 1 "Universal Life Type contract*" 

 



49 

 

Appendix A (cont.) 

RBC Detail 
 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

SFAS 101 1988 2008 0 0 0 "Discontin* of Appl*" /5/ (fas OR "Statement no.") 

SFAS 105 1990 2000 1 1 1 N/A 

SFAS 106 1992 2008 3 3 4 "Postretirement Benefits Other Than Pensions" 

SFAS 107 1992 2008 1 1 1 "Disclos*" /5/ "Financial* Instrument*" /5/ "Fair Value" 

SFAS 109 1992 2008 3 4 4 "income tax*" 

SFAS 113 1992 2008 0 0 0 

(Reinsurance /5/ (short /1/ Duration")) OR (Reinsurance /5/ 

(long /1/ Duration)) 

SFAS 115 1993 2008 2 3 3 

("available for sale" OR trading OR "held to maturity") /5/ 

securit* 

SFAS 116 1994 2008 1 1 1 

"Accounting for Contributions Received and Contributions 

Made" 

SFAS 117 1994 2008 1 1 1 ("Not-for-Profit" /2/ "financial statement")  

SFAS 119 1994 2000 0 0 0 N/A 

SFAS 121 1995 2001 1 1 1 N/A 

SFAS 123 1995 2005 4 4 4 N/A 

SFAS 124 1995 2008 1 1 1 "Investments" /2/ "not for profit organizations" 

SFAS 125 1996 2001 1 2 2 N/A 

SFAS 128 1997 2008 2 2 3 

(comput* /5/ "earnings per share") OR (calculat* /5/ 

"earnings per share") OR (disclos* /5/ "earnings per share") 

OR (presentat* /5/ "earnings per share") 

SFAS 129 1997 2008 0 0 0 disclos* /5/ "capital structure" 

SFAS 130 1997 2008 1 1 1 "comprehensive income" 

SFAS 131 1997 2008 2 2 2 "segment disclos*" 

SFAS 133 2000 2008 3 3 3 (derivative* /5/ instrument*) OR (hedg* /5/ activit*) 

SFAS 136 1999 2008 1 1 1 "transfer* of asset*" /5/ "not-for-profit" 

SFAS 140 2001 2008 4 4 4 transfer* /5/ financ* asset* 
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Appendix A (cont.) 

RBC Detail 

 

 

ORG STD_NUM FRSTYR LSTYR RBC_FRSTYR RBC_MEDIAN RBC_LSTYR KEY-WORD 

SFAS 141 2001 2008 3 3 3 "business combinations" OR merger OR acquisition 

SFAS 142 2001 2008 2 3 3 ("goodwill" OR "intangible asset*")  

SFAS 143 2002 2008 2 2 1 "asset retirement oblig*" 

SFAS 144 2001 2008 2 3 3 (impair* /5/ "long lived asset*") 

SFAS 146 2002 2008 0 0 0 

(restruct* exp*) OR (restruct* charg*) OR (restruct* 

activit*) OR (restruct* reserv*) 

SFAS 150 2003 2008 1 1 1 

"instruments with characteristics of both liabilities" /1/ 

equity 

SFAS 154 2005 2008 0 0 0 

("change in accounting principle" OR "change in an 

accounting estimate"  OR "correction of an error") 

SFAS 157 2007 2008 2 2 2 "fair value measurement*" 

SFAS 159 2007 2008 1 1 1 "fair value option" /5/ securit* 

SFAS 123r 2005 2008 2 2 2 ("stock option*"  /5/ grant) OR ("restricted stock" /5/ grant) 

SFAS 141r 2008 2008 2 2 2 "business combinations" OR merger OR acquisition 

SFAC 5_6 1985 2008 1 1 1 earned /5/ (realized OR realizable) 

SAB 101 1999 2008 1 1 1 

"Persuasive evidence of an arrangement"  OR "Delivery has 

occurred" OR "services have been rendered" OR ("seller's 

price" /4/ fixed) OR "Collectibility is reasonably assured" 

SOP 97_2 1997 2008 2 2 2 Software /5/ Revenue 

EITF 00_21 2000 2008 2 2 2 revenue /5/ multiple deliverables 
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Appendix B 

ΔRBC Decomposition 

 

The change in average RBC across all standards can be decomposed into three parts: 1) Changes 

due to changes in existing standards (EXISTING), 2) changes due to replacement of standards 

(REPLACE), and 3) passage of new standards (NEW).  

 

Definitions: 

eit = RBC of existing standard i in year t. Existing means the standard survived from year t-1 to t. 

Et = total number of existing standards in year t. 

repit = RBC of replacement standard i in year t. Replacement standard means the standard will be 

replaced by a replacing standard in year t+1.  

REPt = total number of replacement standards in year t. 

recit = RBC of rescinded standard i in year t. Rescinded means the standard will not survive into 

year t+1 and will not be replaced. 

RECt = total number of rescinded standards in year t. 

newrepit = RBC of replacing standard i in year t. Replacing standard means the standard replaced 

a replacement standard from year t-1.  

NREPt = total number of replacing standards in year t. 

newit = RBC of new standard i in year t. New means no prior standard for this area existed.  

Nt = total number of news standards in year t 

 

Mean overall RBC at time t = 1/(Et + REPt + RECt)*Σ(eit+repit+recit) = A 

Mean overall RBC at time t+1 = 1/(Et+1 + NREPt+1 + Nt+1)*Σ(eit+1 + nerepit+1 + newit+1)=B 

Change in average RBC = B-A 

 

EXISTING  = 1/(Et+1 + REPt + RECt)*Σ(eit+1 + repit+recit)  - A 

REPLACE  = 1/(Et+1 + NREPt+1 + RECt)*Σ(eit+1 + newrepit+1 + recit)  -  

     1/(Et+1 + REPt + RECt)*Σ(eit+1 + repit+recit)   

NEW  =B - 1/(Et+1 + NREPt+1 + RECt)*Σ(eit+1 + newrepit+1 + recit)   

 

Note, EXISTING+REPLACE+NEW = change in average RBC from t to t+1. Also note, the 

effect of rescissions of standards is folded into NEW.  

 

 

   

 

 

 
 


