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This study had two basic objectives. The first was to 

determine the stock market reactions to the pension policy 

deliberations. The second was to further our understanding 

of the significance of the FASB's due process. The author 

selected 13 critical events that preceded passage of SFAS 

No. 87 and designed a quasi experiment to examine the stock 

market reaction around the above events. Two portfolios 

were constructed to test the hypotheses. The first 

portfolio consisted of firms in the experimental group 

(firms sponsoring a defined benefit pension plan) and the 

second portfolio consisted of firms in the control group 

(firms sponsoring a defined contribution pension plan). The 

two portfolios were matched on the basis of SIC code, debt 

to equity ratio and assets. 

Multivariate Regression Model (MVRM) methodology was 

applied to overcome several methodological problems 

associated with the traditional event study methodology. 

The results indicate that events 2, 5 , 6 and 8 induced 

market participants to revise their expectations about the 

costs imposed by SFAS No. 87. Event 2 represented the 

public hearing held by the FASB on the issues covered in the 



first discussion memorandum issued in February, 1981. Event 

5 was the issuance of the second discussion memorandum by 

the FASB. Some prior studies on the impact of accounting 

regulation on security markets have assumed that neutral 

documents like discussion memoranda, unlike an exposure 

draft or the final statement would not have a significant 

reaction on security returns. This study suggests that such 

an assumption may be erroneous. Event 6 was the Wall Street 

Journal report on the findings of the field test of the 

Preliminary Views and event 8 was the Forbes article on the 

status of pension policy deliberations. 

The results indicate that the deliberations preceding 

the issuance of SFAS No. 87 caused a stock market reaction 

on the experimental portfolio consisting of firms sponsoring 

a defined benefit pension plan. 
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CHAPTER I 

INTRODUCTION 

A pension is a form of deferred compensation paid at 

regular intervals over a period of time. The pension issue 

is of tremendous economic significance in the U.S. Pensions 

enable the work force to support the disabled and the 

retired. Lynn [1983] points out that pensions are not only 

a part of the income-transfer system but also a part of the 

wealth-transmission system. About 50 per cent of those in 

the private work force are covered by private pension plans 

and about 75 per cent of all government civilian employees 

are covered by pension plans other than social security 

[Lynn 1983, p.7]. Pension funds are probably the largest 

single source of funds and represent 16 per cent of all 

United States capital market investments. Litvak [1981] 

states that in 1978, new bonds and stocks worth $35.3 

billion were issued oy corporations in the United States and 

pension funds had a net acquisition of 63.7 per cent of the 

amount issued. 

From the accounting point of view, pensions have posed 

a major challenge to the Financial Accounting Standards 

Board (FASB). The pension issue was a priority item on the 

FASB's agenda and the FASB agreed to undertake a 



comprehensive reexamination of the accounting rules that 

currently govern the measurement and reporting of employers' 

pension costs and obligations [Kirk, 1981, p.2]. This 

process has occupied the FASB for the past several years and 

the Board issued Preliminary Views [FASB, 1982], two 

Discussion Memoranda [FASB 1981, 1983a], a special report on 

the results of a field test of the preliminary views [FASB, 

1983b], an exposure draft [FASB 1985a] and finally SFAS No. 

87, "Employers' Accounting for Pensions" [FASB, 1985b]. The 

Board reached a conclusion on the three primary issues --

selection of a single actuarial cost method, amortization of 

prior service costs and actuarial gains and losses, and the 

recognition of pension assets and liabilities on the 

employer's balance sheet. The most significant change is 

the recognition of a liability (minimum liability) on the 

face of the balance sheet itself, rather than in the 

footnotes to the financial statements when the accumulated 

benefit obligations exceed the "fair value" of plan assets. 

APB (Accounting Principles Board) Opinion No. 8 allowed 

prior service costs to be amortized over a period of twenty 

to thirty years and actuarial gains and losses to be spread 

over a period of 10 years or more; SFAS No. 87 requires both 

prior service costs and actuarial gains and losses to be 

amortized over the average service life of current 

employees. The new standard extends the disclosure 



requirements to include such additional information as 

funding policy, type of benefit formula, changes in fair 

value of assets during the period, and components of net 

periodic cost. 

A number of studies have attempted to measure the 

impact of mandatory changes in generally accepted accounting 

principles (GAAP) on stock prices and security returns of 

firms (Collins and Dent [1979]; Dyckman and Smith [1979]; 

Lev [1979]; Leftwich [1980, 1981]; Pfeiffer [1980]; Lys 

[1984]; Salatka [1984]; and Thompson [1984]). Why focus on 

security returns to assess the impact of mandatory changes 

in accounting principles? Schwert [1981] suggested that 

tests of the effects of regulation on economic profits using 

stock return data may be more successful than those using 

accounting data. He asserted that the accuracy of stock 

price data, the greater number of time series observations 

and the precision of financial models are some of the 

advantages of using stock price data. On the other hand, 

some of the disadvantages of using stock price data are the 

imprecise dating of new information about regulation, the 

possibility that some firms gain while others lose and the 

difficulty of separating the effects of regulation from 

other industry-wide shocks. 

Some of the studies that dealt with the impact of 

mandatory accounting changes on stock prices focused only on 
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one or two events such as the issuance of the final 

statement or an exposure draft as opposed to the entire 

policy making process. This study looks at the entire 

pension policy making process rather than at just one 

particular event during the policy making process. The 

impact or influence of a proposed accounting standard is 

better captured when the entire policy making process is 

analyzed. For example, Abdel-Khalik, et al., [1981] 

examined the economic consequences of SFAS No. 13 (lease 

capitalization) on bond and stock prices and failed to 

observe a stock market reaction; subsequently, Pfeiffer 

[1980] detected a negative market reaction near the date of 

the FASB public hearing on lease capitalization. 

Abdel-Khalik, et al., [1981] did not examine this event. It 

is important to look at the entire set of events leading to 

the final passage of the standard rather than concentrating 

only on the issuance of the standard. If the researcher 

looks just at the issuance of the final standard, he may 

detect a favorable impact on stock prices when in fact the 

standard adversely affects all firms. This could happen if 

information about the proposed changes became a part of the 

public domain before the issuance of the final standard. In 

other words, the market participants probably anticipated 

the final form of SFAS No. 13 during the public hearings. 

The standard may impose a lower "cost" on firms than was 



expected earlier from the discussion memorandum and exposure 

draft and could be interpreted by the market as "good news." 

For this reason, it is important that the researcher look at 

all the events leading to the final passage of the standard. 

The Objectives of the Study 

The objectives of this study are two fold: 

(1) to empirically analyze stock market reactions to the 

accounting policy deliberations on pensions; 

(2) to further our understanding of the significance of 

FASB's due process. 

This dissertation is organized as follows: 

Chapter II reviews the pension literature and other studies 

that deal with the impact of accounting regulation on 

security prices and returns. Chapter III presents 

alternative theories of possible causes of a stock market 

reaction to accounting policy deliberations and to mandatory 

changes in accounting policies. This section also discusses 

SFAS No. 87, "Employers' Accounting for Pension Plans," 

[FASB, 1985b] and its likely effects on the financial 

statements of pension plan sponsors. Chapter IV describes 

the data to be used and discusses the methodology that will 

be employed in this study and develops specific hypotheses. 

Chapter V presents t e results of the analysis on the data 

described in chapter IV and Chapter VI summarizes the study, 



points out the limitations of the study and offers 

suggestions for future research in this area. 
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CHAPTER II 

REVIEW OF LITERATURE 

This section reviews two types of studies: (a) studies 

that have dealt with the impact of mandated accounting 

disclosure on security prices and (b) some of the pension 

related studies in accounting and finance. 

Studies on Selected Mandated Accounting 
Disclosures and Stock Prices 

Lev and Ohlson [1982] reviewed the following important 

regulations: (a) line-of-business (LOB) reporting, (b) oil 

and gas accounting, (c) inflation accounting, (d) lease 

capitalization, (e) disclosures required by the 1934 Acts 

and (f) extraordinary and special items. The authors found 

that the mandated LOB information, particularly sales 

figures, affected the return distributions of multiproduct 

firms [Lev and Ohlson 1982, p. 276]. 

Collins, Rozeff and Dhaliwal [1981] examined the 

economic reasons for the observed negative abnormal common 

stock performance of firms whose reported earnings and 

stockholders equity were negatively affected by the 

elimination of full cost accounting IU the oil and gas 
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industry. The authors offer naive investor theory, modified 

investor theory, contracting theory and estimation risk 

theory (which are explained in the next chapter), as some 

possible explanations for the differential market reaction 

to the mandatory accounting change in the oil and gas 

industry. Collins, Rozeff and Salatka [1982] examined the 

stock price effects of the FASB's mandate to eliminate full 

cost accounting for the extractive petroleum industry and 

the subsequent Securities and Exchange Commission's (SEC) 

decision to permit this accounting method. Using a 

generalized least squares approach, they compared the risk 

adjusted returns on portfolios of affected and unaffected 

firms. The authors detected significant stock price effects 

for the above actions of FASB and SEC. 

Arbel and Jaggi [1978], Beaver, Christie and Griffin 

[1980], Gheyara and Boatsman [1980] and Ro [1980, 1981] 

found consistent results with respect to ASR No. 190 data, 

in that they did not detect a price or volume market 

reaction to the SEC regulations on the disclosure of 

replacement cost data. 

Noreen and Sepe [1981] applied a version of the 

residual return model to the study of market reactions to 

the FASB deliberations on inflation accounting. The 

principal advantage of the price reversal methodology is 

that it does not require ex ante specification of the 
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direction and/or magnitude of price reaction on individual 

firms as required in the Ball and Brown [1968] methodology. 

Assume that the initial FASB proposal to disclose 

inflationary effects had an effect on the values of firms' 

stocks. According to the price reversal methodology, one 

can assume that the firms which were favorably affected 

initially are the firms most likely to be affected 

(favorably) by subsequent events that increase the 

probability of the promulgation of the proposed regulation. 

Similarly, one can assume that the firms which were 

unfavorably affected initially are the firms most likely to 

be affected (unfavorably) by subsequent events that increase 

the probability of the promulgation of the proposed 

regulation. Thus by observing the return pattern across 

time, it is possible to detect the market reactions to 

accounting policy deliberations by computing cross-sectional 

correlations of excess returns for those events that 

presumably changed the probabilities of regulation adoption. 

Noreen and Sepe [1981] concentrated on three specific events 

associated with the policy making deliberations: the report 

in January, 1974 that compulsory inflation disclosures had 

been placed on the FASB agenda; the report in November, 1975 

that the FASB had decided not to issue a statement in 1975 

and the report in January, 1979 that the FASB had once again 

proposed that inflation disclosures be required. Their 
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findings support the hypothesis that stock prices were 

affected by the FASB deliberations. 

Basu [1981] criticized the price reversal methodology 

and suggested an alternative to the cross-sectional 

correlation analysis. He pointed out that the correlation 

analysis is inappropriate where the number of variates 

(events or announcements) under consideration exceeds three 

or four and the correlation based approach yields a metric 

which cannot be conveniently interpreted in economic terms. 

Also, the correlation based price reversal methodology is 

essentially a univariate testing perspective, whereas the 

nature of the problem and the structure of the hypothesis 

indicate a multivariate context. Therefore, he recommended 

significance levels based on the multivariate framework. 

Basu suggested use of Hotelling's T2 test and ANOVA to 

determine market reactions to FASB inflation accounting 

announcements. 

As regards SFAS No: 13 (on lease capitalization), the 

results are mixed. Abdel-Khalik [1981] failed to observe 

any stock or bond price reaction to the issuance of the 

standard. Pfeiffer [1980] on examining the market reaction 

to the accounting policy deliberations on leases, found a 

negative market reaction near the date of the FASB public 

hearing. Similarly, Thompson [1984] examined the share 

price behavior during the 1973-1976 accounting standard 
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setting process on leases and found that lessee shares were 

valued downward (relative to non-lessee shares) as result of 

the standard setting process. 

Leftwich [1981]1 utilized transaction cost theory and 

agency theory to formulate hypothesis as to why a seemingly 

"cosmetic" accounting change might be expected to affect 

shareholders' wealth and hence security prices. He 

considered the issuance of APB Opinion No. 16 which 

restricts the availability of the pooling method of 

accounting for business combinations and examined the impact 

of this change on lending agreements. An analysis of the 

return performance of "affected firms" was conducted for 

various time periods related to the deliberations and 

issuance of APB Opinion No. 16. Based on his review of the 

history of the deliberations on business combinations issue, 

he subjectively selected 21 'events' and statistically 

identified significant abnormal performance around 9 of 

those 21 events. His research was inductive in that he 

identified several periods of negative market reaction and 

then developed a multivariate regression model, based on 

transaction cost theory to test hypotheses based on the 

assumptions underlying the model. However, he found that 

transaction cost theory did not adequately explain the 

negative market reaction. 

1 See Solomons (forthcoming) for a thoughtful criticism of 
Leftwich [1981] study. 
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Benston [1973] examined the impact of the 1934 

Securities Act, especially mandated sales disclosure. He 

asserted that the sales disclosure provisions of the 1934 

Act had no significant impact on stock prices. 

Cheng [1981] examined the impact of the SFAS No. 8 

standard setting process on security returns of 

multinationals and applied "intervention analysis" focusing 

on the following key events: (1) placement of the topic on 

the FASB technical agenda, (2) the appointment of the task 

force, (3) the issuance of the discussion memorandum, (4) 

the holding of the public hearings, (5) the issuance of the 

exposure draft, (6) the pronouncement of the standard, and 

(7) the date the standard took effect. He observed positive 

market effects around the time of the appointment of the 

task force and the issuance of the exposure draft, 

concluding that the accounting standard setting process and 

investment decisions are interrelated. Salatka [1984] 

analyzed the capital market reaction to the accounting 

policy decision process relating to foreign currency 

accounting and found a negative capital market impact on the 

day prior to the release of the exposure draft of SFAS No. 

8. Salatka tested the difference in daily abnormal returns 

between an experimental group affected by SFAS No. 8 and a 

matched control group of firms which were not affected 

around several events associated with the issuance of SFAS 
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No. 8. Using a cross-sectional analysis, he tested for the 

differential capital market effects across experimental 

group firms and found support consistent with the 

contracting cost and political cost theories. A detailed 

discussion of these theories is deferred until Chapter III. 

Accounting regulations concerning extraordinary and 

special items are a relatively unexplored area. Gonedes 

[1975, 1978] concluded from stock return behavior that 

"special items" do have information content and also pointed 

out that neither unexpected dividends nor unexpected 

extraordinary items were able to explain security returns 

beyond the information reflected in unexpected earnings. 

Pension Related Studies in Accounting and Finance 

This section reviews some of the pension related 

studies such as alternative theoretical frameworks to 

describe pension arrangements, the effect of Employee 

Retirement Income Security Act (ERISA) or the pension 

environment etc. 

Pensions: Some Alternative Theoretical Frameworks 

Stone [1982, p.3] examined the alternative theoretical 

perspectives from which modern pension plans (defined 

benefit pension plans) might be analyzed. She examined 
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gratuity theory and deferred wage theory, two early 

theoretical frameworks used to explain pensions, and found 

both inadequate. Pesando and Rea [1977] point out that a 

pension was viewed as a gratuity from the employer to the 

employee in appreciation of his long and faithful service. 

Deferred wage theory posits that pension benefits are a form 

of deferred wages. Employees sacrifice their current wages 

in exchange for a promise of pension benefits. Stone [1982, 

p.4] concluded that despite the existence of favorable 

support for the deferred wage theory [De Roode, 1913; 

Bernstein, 1964 and [U.S. Congress, 1973], modern pension 

plans do not have attributes consistent with deferred wage 

theory. She argued that the deferred vesting requirements, 

the integration of pension and social security benefits and 

the upward revisions of pensions of retired employees are 

some of the features of modern pension plans which cannot be 

rationalized in terms of the deferred wage theory. More 

recently, option pricing/contingent claim theory and agency 

theory have been used to explain pension arrangements 

[Treynor, et al., 1976; Logue, 1979]. Option pricing theory 

views pension plans as contingent contracts. Future pension 

benefits that will accrue to an employee are contingent upon 

factors like the employee remaining in service until vesting 

occurs, the employer's ability to discharge his obligation 

as they become due. Agency theory explains why employees 
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are willing to provide services in exchange for future 

benefits or how the benefits and isks of corporate pension 

pla-ii sponsorship are shared among investors, employees and 

employers. 

Oldfield [1977] examined the various financial aspects 

Private pension systems and using regression analysis 

examined the impact of unfunded vested benefits on stock 

prices. He pointed out that the market treats the reported 

book value of unfunded vested benefits as a fairly accurate 

but somewhat understated representation of a firm's pension 

obligation. Gersovitz [1980] using a nonlinear regression 

model examined the economic consequences of unfunded vested 

pension benefits and concluded that unfunded vested benefits 

above some discrete level (less than or equal to 30 per cent 

of net worth) do not diminish the value of a firm's shares, 

and that the stock market perceives the amount of reported 

unfunded vested benefits to be an understatement of the 

firm's pension related obligations. Feldstein and Seligman 

[1980] empirically examined the effect of pension funding on 

share prices and suggest that each dollar of unfunded vested 

benefits reduces the firm's equity value by about $1.44. 

Recently, Daley [1984] extended the work of Feldstein and 

Seligman [1981] by examining the relationship between three 

measures of pension cost--(l) pension expense, (2) unfunded 

vested benefits, and (3) unfunded prior service cost and the 
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market value of equity. His findings suggest that pension 

expense is the "most consistent" measure of the security 

market's aggregate pension cost estimate as opposed to 

unfunded vested benefits. 

ERISA and the Pension Environment 

Several studies have examined the impact of recent 

pension legislation, especially the passage of the Employee 

Retirement Income Security Act [ERISA]. Treynor, et al., 

[1976] in their seminal book, examined the impact of ERISA 

on plan sponsors, plan participants, shareholders, creditors 

and government. Using an option pricing framework, they 

concluded that the passage of ERISA has changed the nature 

of the employer's obligations for unfunded vested benefits 

and in general, has increased the financial risk of defined 

benefit pension plan sponsors. Employing a similar option 

pricing framework, Sharpe [1976] analyzed corporate pension 

policy under three different conditions: pre-ERISA, 

post-ERISA (with and without contingent liability insurance) 

and showed that an optimal pension funding policy is one 

which maximizes the difference between the value of the 

insurance and its cost. It is important to note that both 

Treynor, et al., and Sharpe concluded that ERISA would 

increase the plan investment risk when sponsors of the 

underfunded pension plans tend to terminate such plans and 
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transfei a portion of their obligation to the Pension 

Benefit Guarantee Corporation (PBGC). Logue [1979], 

employing option pricing and agency theories, analyzed the 

impact of ERISA and changes in the Social Security system. 

He concluded that ERISA has increased monitoring and 

supervising costs and decreased the benefits of plan 

sponsorship to the employers. However, Bulow [1980] 

concluded that ERISA has not changed the substantive nature 

of the employer's pension obligation and disagreed with the 

earlier studies which implied that corporate defined pension 

plans are underfunded. Stone [1981] empirically assessed the 

effect of disclosures concerning unfunded pension benefits 

on market risk measures and observed no significant shift in 

the systematic risk of firms subject to ERISA and detected a 

relationship between unfunded pension benefits and market 

risk measures which appears to change from the pre-ERISA to 

post-ERISA period. 

Summary 

This chapter reviewed some of the studies that dealt 

with the impact of mandated accounting disclosure on 

security prices and also some of the pension related 

literature. The accounting regulations that were reviewed 

in this chapter were (a) line-of- business reporting (LOB), 

(b) oil and gas accounting, (c) inflation accounting, (d) 

lease capitalization, (e) disclosures required by the 1934 
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Acts and (f) extraordinary and special items. The studies 

on the stock price effects of SFAS No. 19 detected 

significant stock price effects as a result of the FASB's 

decision to eliminate full cost accounting and the 

subsequent SEC proposal to permit this accounting method. 

The studies that examined the information content of ASR No. 

190 data did not detect a price or volume market reaction. 

As regards SFAS No. 13 on lease capitalization the results 

were mixed. Gratuity theory, deferred wage theory, option 

pricing/contingent claim theory and agency theory were 

suggested as some theoretical frameworks to explain pension 

sngements. Studies on the impact of the Employee 

Retirement Income Security Act (ERISA) in general concluded 

that ERISA has changed the nature of the employer's 

obligations for unfunded vested benefits and in general, has 

increased the monitoring and supervising costs. However no 

significant shift in the systematic risk of firms subject to 

ERISA was detected. 
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CHAPTER III 

ACCOUNTING STANDARDS AND STOCK PRICES 

Foster [1980] asserts that accounting standards and 

specific policy decisions affect one or more of the 

parameters of the market model.2 Foster points out that a 

mandated accounting change can influence the mean of the 

firm-specific return component, the systematic risk of the 

firm and the uncertainty of firm-specific returns (variance) 

without affecting its mean. Therefore, a researcher has to 

determine which of the above effects is likely to occur as a 

result of the proposed regulation. A careful survey of 

accounting literature that deals with the impact of 

mandatory accounting changes on the stock market reveals two 

types of studies: (a) studies that are primarily concerned 

with detecting the impact of accounting regulation without 

explicitly offering theoretical explanations for the 

existence or non-existence of such effects [Dukes, Dyckman 

and Elliot 1980; Horwitz and Kolodny 1980; and Noreen and 

Sepe 1981], and (b) studies which attempt to offer theory 

based explanations for any observed stock market reaction to 

specific accounting changes [Leftwich 1981; and Collins, 

Rozeff and Dhaliwal 1981]. 

2 [1976] d S t a i l e d e x p l a n a t i o n o f t h e market model, see Fama 
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How crucial is theory in explaining reactions in the stock 

market (or lack thereof) to proposed accounting standards? 

The significance of a theory cannot be overemphasized. The 

first step in the design of an empirical study is the 

development of testable hypotheses. These hypotheses should 

be based on well articulated theories because the failure to 

consider existing theory or prior empirical evidence can 

result in a biased analysis. In other words, theory 

development helps to increase the power of empirical tests 

by properly structuring and refining the testable hypotheses 

[Ricks 1982, p.62]. Chow [1983, p.5] points out that the 

lack of theory creates important obstacles to good 

experimental design and at times may render the results 

insignificant. Foster [1980] strongly endorses theory in 

market based accounting research and points out that an 

important aspect of research is the explicit testing of a 

theory. Also, a researcher can rely on theory to 

differentiate between first-order and second-order effects 

of the proposed regulation. For example, a potential 

decline in exploration activity as a result of SFAS No:19 

and its impact on the market value of firm may be considered 

first-order effects of SFAS No:19, and other effects may be 

construed as second-order effects. 
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Before presenting alternative theories of the possible 

causes of a stock market reaction to mandatory accounting 

changes, an attempt will be made to identify some of the 

important 'effects' of a proposed accounting standard on 

stock prices of "affected' firms. These 'effects' are 

presented in Figure 1, along the lines suggested by Kelly 

[1983, p.120]. Changes in accounting standards are viewed 

as exogenous changes in the environment that cause some sort 

of disturbance in the otherwise stationary environment. 

Mandated accounting changes can affect stock prices in 

a number of ways. As depicted in Figure 1, changes in 

accounting standards may affect stock prices through changes 

on the firms' financing-investment-production activities and 

changes in financial statements (i.e. changes in the level 

of earnings and stockholders' equity). Often times, 

mandated accounting changes may produce cosmetic or neutral 

effects. In other words, they may have no obvious impact on 

firms cash flows and may provide no new information to 

users because the information provided as a result of 

compliance with the new standard was available prior to the 

change either in footnotes or from other published sources. 

Leftwich [1981] points out that even apparent cosmetic 

changes accounting methods may have an indirect effect on 

stock prices by forcing the firm into technical default. 

Political costs may also affect stock prices. Political 
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costs arise from both direct and indirect regulation of the 

firm. When a mandated accounting standard is issued it may 

cause an increase in the variance of reported earnings (SFAS 

No:8 for instance), which in turn may increase the 

likelihood of large positive levels of earnings and 

consequently increases the probability of greater political 

regulation. 

The following are some of the theories of stock price 

changes in response to mandated accounting changes. 

(1) Naive Investor Theory: This theory is based on the 

assumption of investor irrationality. Ricks [1982, p. 69] 

posits that a sufficient number of investors "fixate" on net 

income, i.e., they do not look beyond the bottom line. This 

is known as the "functional fixation hypothesis." This 

theory postulates that investors may not be able to 

appreciate subtle differences in accounting standards and if 

the proposed accounting standard recmces earnings per share 

{even if cash flows do not decline), a decline in the market 

value of the firm can be expected. 

(2) Contracting Cost Theory; Thompson [1984, p. 57-58] has 

succinctly expressed the essence of contracting cost 

hypothesis as follows-

The ownership structure of a corporate firm can be 
viewed as a configuration of contracts which allocates 
the risks and benefits of the firm's investments among 
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various claimants. The value of a given claim depends 
not only on the characteristics of those investments, 
but also on the particular contract terms...each class 
or claimants, motivated by self-interest, can be 
presumed to have adopted wealth maximizing strategies 
with respect to the contract terms by which it is 
a££ec!rej' Therefore, when existing contract terms are 
affected as a result of the proposed standard, a 
potential, for wealth transfer is created among 
claimholders which in turn may increase the transaction 
and renegotiation costs which are inevitable to alter 
modify or eliminate the production-investment 
-financing activities of the firm. 

In other words, bond indentures and debt covenants and other 

agreements, usually based on "rolling GAAP" as opposed to 

frozen GAAP," may force a firm faced with mandatory 

accounting changes to violate the restrictions imposed by 

lending agreements. Collins, et al., [1981, p.43] point out 

that mandated accounting changes impose binding constraints 

on the opportunity set of a firm by forcing the firm to 

select a vector of investment/financing/accounting mixes 

that may be different from the current opportunity set. 

This occurs because of imposition of two costs: information 

costs and agency costs. Information costs would mean costs 

of securing additional capital or a reduction in expected 

cash flows of the firm attempting to avoid higher 

information costs by altering investment/production/ 

financing policies. Mandatory accounting changes can 

increase the costs of securing capital, because some 

institutional investors may cease to include securities of 

firms 'affected' by the mandated change in their portfolio. 
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Consequently, the 'affected1 firms have to look for new 

capital suppliers hence increase in information cost is 

imminent. 

Agency costs are the second important component of 

contract costs. Jensen and Meckling [1976] point out that 

covenants in loan agreements and management compensation 

agreements serve to resolve conflicts between management and 

stockholders and to minimize agency costs. Under the agency 

theory framework, management may be viewed as the agent for 

the suppliers of capital (i.e. shareholders and bondholders) 

who are the principals. Kelly [1983] points out that there 

are two potential conflicts of interest: the 

shareholder/manager conflict, giving rise to the agency cost 

of equity and the bondholder/shareholder-management 

conflict, giving rise to the agency cost of debt. Agency 

costs are composed of a residual loss, bonding costs 

(incurred by the agent) and monitoring costs (incurred by 

the principal). Residual loss refers to the decline in the 

market value of the firm's equity due to the discrepancy 

between decisions made by the agent and those the principal 

would have made. In other words, the principals in 

anticipation of the conflict between their goals and the 

goals of the agent, reduce the price they are willing to pay 

for the firm's stock or bonds. It is the agent, who 

ultimately bears this residual loss xn the form of increased 

cost of capital. 
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To reduce this cost, the agent contracts with the 

principal to ensure that his interests will not be harmed. 

These contracts represent the bonding costs and are borne by 

the agent. Finally, the principal may incur monitoring 

costs to restrict the agent's actions. But these monitoring 

costs are also borne by the agent in the sense that they 

reduce the price received for the firm's equity. In 

addition to these agency costs which are part of the 

contracting cost, there are other types of costs too. For 

instance, a proposed accounting change may bring a firm 

closer to violation of covenants in loan agreements and 

thereby increase bankruptcy costs. The firm might attempt 

to avoid the bankruptcy costs by renegotiating, which means 

increased renegotiation costs. Thus, as a result of these 

renegotiation or redemption costs, expected bankruptcy 

costs, agency costs and information costs, stock prices may 

decline. 

(3) Estimation Risk Theory: Collins, et al., [1981] cite 

estimation risk theory as a possible explanation for a stock 

price decline. Klein and Bawa [1976, 1977] introduced the 

term "estimation risk" while discussing the portfolio 

selection problem when the parameters of probability 

distributions of security returns are unknown. The 

traditional Capital Asset Pricing Model (CAPMp assumes that 

investors know the parameters of these probability 

3 See Lintner [1965] for more details about the model. 
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distributions, even though in reality this is not the case. 

Klein and Bawa emphasize that if investors possess 

insufficient or minimal information on a subset of available 

securities, they may not include them in their portfolio but 

will include only those set of securities about which 

sufficient information is available. In other words, 

whenever there is increased uncertainty about the 

availability of investment/financing mix, estimation risk is 

expected to be present. Levy [1978] points out that in a 

world of limited diversification, greater uncertainty about 

future investment/financing choices financing choices raises 

the variance of the stock return distribution and thus 

causes a price decline in the firm's shares. 

The Evolution of SFAS No. 87 

The Financial Accounting Standards Board has mandated 

some radical changes in accounting for single employer 

defined benefit plans. SFAS No. 87 focuses on the 

measurement of pension related information as well as 

disclosure. The FASB indicated that the accounting for 

pension costs is still in transition [FASB 1985b]. This 

section examines some of the recent changes in pension 

accounting and their likely effects on the financial 

statements of pension plan sponsors. A brief review of the 

history of pension accounting is in order. 
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Accounting Research Bulletin (ARB) No.36 issued in 

November, 1948 by the Committee on Accounting Procedure 

(CAP) of the American Institute of Accountants, was the 

first attempt to bring some uniformity to accounting for 

pensions. ARB No.36 concluded that pension plan costs 

should be allocated to income of current and future periods 

rather than to surplus. However, it did not specify the 

actuarial methods or actuarial assumptions to be used to 

determine the components of pension cost. In 1956, the 

Institute issued ARB No. 47 mandating that past service cost 

should be charged to operations during current and future 

periods at the inception of a plan [Gibson, 1981 pp. 40-41]. 

Due to the growing significance of pensions and varying 

accounting practices, the Accounting Principles Board (APB) 

sponsored Accounting Research Study No.8, "Accounting for 

the Cost of Pension Plans," which formed the basis for the 

conclusions reached in Opinion No. 8. APB Opinion No. 8 was 

a comprehensive document and represented the basis for 

accounting for pension plans before SFAS No. 87 (except in 

the area of disclosure, which is governed by FAS No.36). 

Schwartz and Lorentz U984] state that APB Opinion No. 8 was 

more specific than prior research bulletins; it 

conditionally approved five different actuarial cost methods 

for computing pension expense and defined minimum and 

maximum accounting charges for pension cost. 
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In 1974, the U.S. Congress passed the Employee 

Retirement Income Security Act (ERISA) to secure the rights 

of pension plan participants and to assure adequate funding 

of defined benefit plans. ERISA established minimum 

standards for pension plan participation, vesting, funding 

and disclosure. Although ERISA was not aimed at curing 

accounting deficiencies, it nevertheless changed the pension 

environment. Finally, the growing criticism of APB No. 8 

for its failure to provide comparability of financial 

information required some action. 

In cooperation with the U.S. Department of Labor and 

the American Academy of Actuaries, the FASB issued 

Statements No.35 and 36 after five years of study and 

deliberations. The issuance of the above two standards are 

important milestones in FASB's accounting standard setting 

process. Statement No.35 mandated certain new pension 

disclosures for defined benefit pension plans and attempted 

to establish some uniformity in two significant areas: (1) 

disclosure of accumulated benefits -- not just vested 

benefits and (2) disclosure of plan investments at fair 

market value. 

FAS No.36 (issued in May, 1980) amended Opinion No.8 

and mandated disclosure of vested and nonvested accumulated 

plan benefits using the benefit measurement approach 

required by Statement No.35. It also required disclosure of 
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the assumed rates of return used in calculating accumulated 

plan benefits but did not consider salary progression in 

calculating plan benefits. Schwartz and Lorentz [1984] 

point out that the two standards were intended to be interim 

measures and may be viewed as by-products of the FASB's 

deliberations. The above standards are primarily 

disclosure' standards and do not address some important 

questions related to pensions such as: 

(a) Of the various actuarial methods currently available, 

which is/are more appropriate? 

(b) What is the nature of the employer's obligation with 

respect to pensions and should it be recognized as a 

liability on the employer's balance sheet? 

(c) How should the unique characteristics of multiemployer 

plans be dealt with? 

The FASB's quest for 'possible' answers to these and to 

a host of other questions led to the issuance of a 

Discussion Memorandum in February, 1981. This discussion 

memorandum was the first step in a project to review how an 

employer should account for the obligation and costs 

incurred in connection with postemployment benefits. The 

discussion memorandum defined postemployment benefits to 

include various types of pension benefits as well as other 

benefits provided to employees after their retirement. The 

scope of the Discussion Memorandum was restricted to 
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single-employer, noninsured, defined benefit pension plans 

in the United States [FASB, 1981]. The discussion 

memorandum addressed issues of how pension related amounts 

in the employer's financial statements should be determined. 

These issues concern whether some part of an employer's 

obligation for future pensions should be recognized as a 

liability on the balance sheet. In addition, the Discussion 

Memorandum addressed the recognition and measurement of 

amounts to be charged to income as pension expense for a 

period. Finally, the discussion memorandum addressed the 

accounting for changes in a pension plan, including 

establishment of a new plan and increases in the level of 

benefits. One hundred ninety three letters of comment were 

received in response to the Discussion Memorandum. In July, 

1981, the FASB held a public hearing on the issues covered 

in the February, 1981 discussion memoiandum. Thirty seven 

presentations were made at the meeting. As a next step, the 

FASB issued the Preliminary Views in November, 1982. 

Preliminary Views was one of the most controversial 

documents that the FASB has ever issued. It dealt with the 

accounting and reporting requirements for single-employer, 

noncontributory, noninsured, defined benefit pension plans 

in the U.S. [FASB, 1982]. More specifically, Preliminary 

Views reexamined the following aspects c pension 

accounting: reporting of pension liabilities and assets, 
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measurement and amortization of the intangible asset and the 

measurement valuation allowance. A brief review of the 

above aspects of preliminary views are in order. 

(1) The Net Pension Liability: The net pension liability 

(or asset) is defined as the projected pension benefit 

obligation (measured using current assumptions about future 

events) less the plan assets (measured at fair value plus or 

minus a measurement valuation allowance (MVA). 

(2) The Intangible Asset: Lucas and Miller [1983] state 

that the intangible asset reflects the unamortized cost of 

past plan amendments (or the plan's initiation) that granted 

credit for prior service. 

(3) The Pension Cost: The Board's pension cost for a period 

is the sum total of the following four components: the 

increase in the pension benefit obligation due to employee 

services rendered during the period plus the increase in the 

pension benefit obligation due to the passage of time less 

the increase in the plan assets due to earnings on 

investments at the assumed rate plus amortization of the 

intangible asset. 

(£) The Measurement Method: The measurement approach is 

aimed at enhancing the understandability and comparability 

of financial reporting. This approach is similar to the 

accumulated benefits approach defined in SFAS No.35 except 

that it includes consideration of estimated future salary 

increases for plans with benefit formulas based on salary. 
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(!5) The Measurement Valuation Allowance (MVA) : The FASB has 

attempted to "buffer" the variations in measurement of the 

obligation and plan assets by using a measurement valuation 

allowance to reduce the volatility of the reported earnings. 

Thus MVA is essentially a "smoothing device." 

(6) Amortization of the Intangible Asset and the Measurement 

Valuation Allowance: Both the intangible asset and the MVA 

would be amortized over the remaining service period of 

active plan participants. The average remaining service 

period would be determined each year, based on the actuarial 

assumptions used in estimating the pension benefit 

obligation. 

After the issuance of the Preliminary Views in 

November, 1982, the Board issued a second discussion 

memorandum in April, 1983 on additional issues that were not 

addressed in the 1981 discussion memorandum. In October, 

1983, the board published the findings of a field test 

[FASB, 1983b] of the accounting proposals contained in 

Preliminary Views. The field test was important because it 

enabled those affected to compare the proposed accounting 

with current practice and to identify potential 

implementation problems. The field test was conducted in 

cooperation with the Financial Executives Institute. Thirty 

two companies applied Preliminary Views to their actual 

situations for the years 1979 through 1982. However, the 
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FASB warned that the results of the field test should be 

interpreted in the light of the inherent limitations of the 

study. Some companies did not include all of their pension 

plans in the test and the companies that participated tended 

to be large and mature firms. The following were some of the 

findings of the study: 

(a) the difference between the pension cost under 

preliminary views and APB Opinion No.8 would have been 

greater than 20 per cent for nearly 50 per cent of the test 

observations. 

(b) the pension cost under the proposed accounting would 

have been larger than under Opinion No.8 in 36 per cent of 

the cases and less than under Opinion No.8 for 64 per cent 

of the cases. 

(c) most companies would change their return-on-assets 

assumption more often under preliminary views than under 

current practice. 

(d) Schwartz and Lorentz [1984, p. 12] state that the 

amortization period of the intangible asset and measurement 

valuation allowance would be considerably shorter based on 

average remaining lives of current employees, ranging from 6 

to 20 years (with a mean of 13 years) compared to 10 to 30 

years under current practice for test companies. 

In March, 1985, the board issued an exposure draft 

[FASB 1985a]. The following basic conclusions about the 
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nature of a defined benefit pension plan and the role of 

plan sponsor were implied in the exposure draft. The 

conclusions are briefly outlined below: (1) pension 

benefits are deferred compensation and not gratuities, (2) 

the cost of an employee's pension should be recognized 

during the employee's working life, (3) the employer has an 

obligation for benefits earned by employees, (4) accounting 

for a defined benefit pension arrangement does not depend on 

how the plan is funded or even on whether it is funded. In 

other words, funding decisions should not be used as the 

basis for accounting recognition of pension cost. With the 

usefulness of financial reporting as the primary objective, 

the exposure draft proposed the following three changes 

[FASB 1985a]: 

(i) the standard would require immediate recognition of a 

liability in certain circumstances when the accumulated 

benefit obligation exceeds the fair value of plan assets, 

although it would continue to delay recognition of the 

related charge to net periodic pension cost. 

(ii) a standardized method of measuring net periodic pension 

cost is proposed to improve comparability and 

understandability and 

(iii) additional disclosures like (a) description of the 

plan including employee groups covered, (b) funding policy, 

(c) type of benefit formula, (d) the components of net 
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periodic cost, etc., which are intended to provide more 

complete and current information are called for. 

Finally, on December 26, 1985, the FASB issued SFAS No. 

87, "Employers' Accounting for Pensions" [FASB, 1985b]. The 

rule required about 20 per cent of public companies, mostly 

in heavily unionized industries, to increase the reported 

liabilities on their balance sheets which, according to the 

WSJ [1985b], may make additional financing more difficult to 

obtain. Although the final rule was passed by a 4-3 vote, 

all the seven members of the board agreed with two major 

changes, namely that the current pension reporting system 

does not require adequate disclosure and that pension cost 

should be recognized over the employee's approximate service 

period. Thus, as it stands now, SFAS No. 87 differs from 

the current practice in the following ways: 

(1) the determination of the annual pension expense has to 

be based on the projected unit credit method 

(benefits/years-of-service approach). Currently the most 

widely used actuarial method is entry age normal. However, 

companies could use a different method for the purposes of 

funding. 

(2) the standard requires immediate recognition of a 

liability (minimum liability) on the face of the balance 

sheet itself (rather than in the footnotes) when the 

accumulated benefit obligation exceeds the "fair value of 

plan assets." 
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(3) Additional disclosures are required in the notes to 

financial statements on funding policy, benefit formula, 

components of net periodic cost, and employee groups 

covered. 

(4) Prior service costs will need to be amortized over the 

average remaining life of active employees; currently, prior 

service cost can be amortized over a period of 20-30 years. 

(5) Similarly, actuarial gains and losses (only the excess 

of 10 per cent of the greater of the present benefit 

obligations or the fair value of plan assets) will have to 

be amortized over the average remaining service period of 

active employees, compared to the current practice of 20-30 

years. 

In its final form, SFAS No. 87 does not significantly 

differ from the March 1985 exposure draft. The changes made 

tended to decrease volatility of reported earnings. The new 

rule permits companies to measure returns on pension plan 

assets by using average annual yields. The initial plan was 

to require the returns to be calculated precisely for each 

quarter, which would have increased the volatility of 

reported profits. Also, companies do not have to report 

plan assets at market value, but at "fair market value," 

which employs an averaging technique to smooth market 

volatility. And, companies will not be required to disclose 

(a) the ratio of net periodic pension cost to covered 
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payroll (b) the separate amounts of amortization of 

unrecognized prior service liabilities and amortization of 

unrecognized net gain or loss, or (c) separate information 

on plan cash flows, particularly employer contributions 

separated from other contributions and benefits paid out 

[Pensions & Investment Age, 1986]. 

The new standard will be required in financial 

statements for 1987, although earlier application of the 

standard is encouraged. Companies will not have to 

recognize the unfunded pension liability on balance sheets 

until 1989. Also, foreign plans and non-public companies 

that sponsor no plans with more than 100 participants do not 

have to comply until 1989. 

Implications of SFAS No. 82 

Based on the above review of the changes in pension 

accounting, an attempt will be made to assess the likely 

economic consequences of SFAS No. 87. The consequences will 

be discussed in the light of the theories discussed earlier 

and along the lines of Figure 1. The probable consequences 

are enumerated as follows: 

(1) Contracting cost theory suggests that recognition of a 

net pension liability in the balance sheet may cause some 

companies to be in violation of loan covenants, such as 
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those relating to maximum indebtedness permitted, minimum 

tangible net worth and specified relationships of debt and 

equity. In other words, when bond indentures and debt 

covenants are based on "rolling GAAP" as opposed to "frozen 

GAAP," the recognition of net pension liability may cause a 

firm to be in technical default. Even if the debt 

agreements can be renegotiated, compliance may increase 

renegotiation costs. All these things imply that a decline 

in the stock prices of firms sponsoring a single-employer 

defined benefit pension plan may orcur. 

(2) The probable impact of SFAS No. 87 on reported pension 

expense of individual firms is difficult to assess. The 

magnitude and direction depend upon on such factors such as 

the characteristics of the employee group, average remaining 

service period, and the benefit formula. The Board claims 

that the proposed projected unit credit method will produce 

a lower pension cost than currently reported by most 

companies. Ernst and Whinney [1983] caution that companies 

with an older work force may be reporting increased pension 

cost. Also, the proposed percentage method of amortization 

of prior service cost will produce larger amortization 

costs, especially for companies with high employee turnover. 

(3) The Board emphasizes that pension funding is a financing 

decision and should not dominate the process of determining 

annual pension expense. The standard calls for an adoption 
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of a uniform approach to measure pension expense (the 

projected benefit approach) and thus will require most 

employers to change the actuarial method currently being 

used to calculate expense. Employers also would have to 

decide whether to change to the proposed method for funding 

as well as for accounting purposes. Ernst and Whinney 

[1983] caution that separate methods for funding and 

accounting would create some additional costs for employers. 

Thus, the new standard may have an impact on the cash flow 

of firms if it affects net income by way of increased normal 

pension expense, amortization of the intangible asset, 

record keeping costs and likely tax effects. 

(4) Rue and Volkan [1984] argue that the disclosure of net 

pension asset and the intangible asset (unamortized cost of 

past plan amendments) may lead to a decline in the 

return-on-assets ratios and might imply deteriorating 

managerial competence. 

(5) The disclosure of certain additional pension related 

information that were not required previously could lead to 

a reassessment of a company by security analysts, credit and 

bond rating agencies. These reassessments could increase 

information and agency costs. They could also impair the 

availability of financing for some companies and may 

increase the estimation risk. All these things could mean a 

potential decline in stock prices. 
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(6) Labor unions may demand accelerated funding which could 

adversely impact the firm's cash flows and dividend 

policies. The failure to fund may adversely affect labor 

negotiations; the demand for current, rather than deferred 

income, may increase. 

(7) Rue and Volkan [1984] indicate that firms may resort to 

one or more of the following strategies to avoid applying 

SFAS No. 87. Firms may phase out defined benefit pension 

plans and opt for defined contribution pension plans. Firms 

may try to fund their net pension liabilities to avoid the 

adverse impact on the loan covenants. Firms may prefer 

insurance annuities which means there could be a massive 

transfer of funds from bank trusts to insurance companies. 

Summary 

This chapter examined the relationship between mandated 

accounting changes and stock prices. It was illustrated 

that mandated accounting changes can affei t stock prices in 

a number of ways. Accounting regulation can cause changes 

in stock prices through changes j.n the firms' financing 

investment and production strategies. It was asserted that 

even an apparent cosmetic change in accounting principles 

could have an indirect effect on stock prices by forcing the 

firm into a technical default. Naive investor theory, 

contracting cost theory and estimation risk theory were 

offered as some of the theories of stock, price changes in 

response to mandated accounting changes. 



48 

This chapter also briefly reviewed the history of 

pension accounting in the United States. Several steps 

taken by the FASB an issuing the SFAS No. 87 were identified 

and discussed. Finally the likely implications of SFAS No. 

87 for firms that sponsor a defined benefit pension plan 

were discussed. From the balance sheet point of view it was 

posited that recognition of a net pension liability in the 

balance sheet may cause some companies to be in violation of 

debt covenants. From the income statement point of view, it 

was pointed out that firms with an older work force may be 

reporting increased pension cost. Also the mandated 

percentage method of amortization of prior service cost and 

actuarial gains and losses will produce larger amortization 

costs, especially for companies with high employee turnover. 
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CHAPTER IV 

STATEMENT OF HYPOTHESES AND METHODOLOGY 

Accounting standards are not formulated overnight. 

They usually result from lengthy deliberations. In the 

process of formulating accounting policy decisions, 

information about the forthcoming standard is disseminated 

to the markets and available empirical evidence indicates 

that security prices adjust in response to the policy making 

deliberations [Rice, 1978; Lev, 1979; Dyckman and Smith, 

1979; Noreen and Sepe, 1981; Leftwich, 1981; Cheng, 1981; 

Benjamin and McEnroe, 1981; Sepe, 1982; Lys, 1984; Salatka, 

1984; and Thompson, 1984]. This study will examine market 

reactions to the FASB's standard setting deliberations on 

pensions around the events presented in Table I. The 13 

events, listed in Table I, are the significant events 

associated with the FASB's pension accounting deliberations. 

Chow [1983] points out that looking at a series of events 

(as opposed to looking at just one particular event) should 

enable the researcher to detect abnormal performance. Since 

this study focuses on the FASB's deliberations, the 

chronology of events summarized in Table I was chosen from a 

list of steps taken by the FASB during the last several 

years. These steps are also outlined in the recently issued 
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exposure draft [FASB, 1985a]. Additional events were 

identified from an examination of the Wall Street Journal 

Index and the New York Times Index for die years 1980 

through 1985. Wright and Groff [1986] view the Wall Street 

Journal Index as a reasonable tool for dealing with event 

date uncertainty, but they caution that a substantial number 

of information events, particularly nonfinancial items, do 

not appear either in the Wall Street Journal Index or the 

Dialog Information Retrieval Service. Abdel-Khalik [1984] 

compared the press release dates of earnings and dividend 

announcements of a sample of sixty firms with the dates on 

which those items appeared in the Wall Street Journal. He 

found that about 83 per cent of the announcements examined 

appeared in the Wall Street Journal no later than one day 

after having been disclosed in corporate press releases. 

TABLE I 

CHRONOLOGY OF EVENTS ASSOCIATED WITH THE FASB'S 
DELIBERATIONS ON ACCOUNTING FOR PENSIONS 

No of 
Event Trading Dates and Descriptions 
No Days 

1 February 19, 1981: The FASB issued a Discussion 
Memorandum (Employers' Accounting for Pensions 
and Other Post employment Benefits.) 
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No of 
Event Trading Dates and Descriptions 
No Days 

2* 3 July 13-15, 1981: The FASB held a public hearing 
on the issues covered in the February 1981 
Discussion Memorandum. 

3» 1 November 23, 1982: FASB issued Preliminary Views 
on the issues addressed in the February 1981 
Discussion Memorandum. 

4. 1 March 17, 1983: The New York Times 
reported: "Accountants attend FASB seminar 
on proposed changes in pension accounting." 

5. 1 April 19, 1983: The FASB issued a Discussion 
Memorandum (Employers' Accounting for Pensions 
and Other Postemployment Benefits) on issues 
that were not previously addressed 
either in the February 1981 Discussion 
Memorandum or in Preliminary Views. 

6. 1 August 4, 1983: The Wall Street Journal 
carried an article titled: "Should balance 
sheets reflect pension funds?" 

7- 1 January 5, 1984: The Wall Street Journal 
reported: "FASB proposal on pension accounting 
seen underfire at hearings next week." 

1 January 9, 1984: Barron's 
carried an article "The Great Accountancy 
Shoot-out." 

1 January 11, 1984: FASB held a public hearing on 
the issues covered in Preliminary Views 
and the April 1983 Discussion Memorandum. 

8- 1 February 13, 1984: An article entitled "Critical 
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No of 
Event Trading Dates and Descriptions 
No Days 

Mass" on the current status of the pension 
policy deliberations was published in Forbes. 

9* 1 March 22, 1985: The FASB issued an Exposure 
Draft (Employers' Accounting for Pensions). 

10. 1 June 12, 1985: The Wall Street Journal 
reported: "FASB's planned rule would produce 
one-time profit boosts at many firms." 

11* 3 July 22-24, 1985: The FASB held a public hearing 
on the above exposure draft. 

12. 1 December 6, 1985: The Wall Street Journal 
carried an article titled "A controversial rule 
would burden corporate balance sheets." 

13. 1 December 27, 1985: The Wall Street Journal 
reported the release of SFAS No. 87. 

19 Total Number of Days 

Next, an attempt will be made on a priori basis to 

determine the direction of the stock market response 

(positive or negative abnormal performance) to the 

deliberations of the FASB identified in Table I. There are 

at least four factors that have to be considered in 
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predicting the directions of the stock market response to 

the pension policy deliberations: first, the likely costs 

imposed by the proposed standard and second, the probability 

of passage of the standard. In other words, if an event 

such as a news release by FASB postpones the passage of the 

standard, that event is said to have decreased the 

probability of passage of the standard. Third, the change 

in the level of stringency as the deliberations continue. 

This is actually a part of the costs imposed by the 

standard. In other words, when there is a compromise or a 

decrease in stringency during the course of deliberations 

(such as between a discussion memorandum and an exposure 

draft or between an exposure draft and the final statement) 

the direction of the market response is expected to change. 

The market might view the compromise as 'good news.' 

Finally, the impact of the deliberations is not the same for 

all firms that sponsor a defined benefit pension plan. Firm 

specific characteristics such as the average age of the work 

force, benefit formula, and level of funding could also 

influence the direction of market response. When all the 

four factors are considered together, it is difficult to 

predict a priori the direction of the market response (to 

the deliberations) because there is a high level of 

interaction among these factors. 
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Events 1 (first discussion memorandum) and 2 (public 

hearing on the first discussion memorandum) may be expected 

to induce market participants to revise their expectations 

negatively about the costs imposed by the final standard. 

It will be recalled from Chapter III that events 1 and 2 

increased the probability of passage of a new pension 

standard and the discussion memorandum addressed the 

possibility of disclosing a new liability item (unfunded 

pension obligations) in the balance sheet. Among other 

things, the discussion memorandum (event 1) addressed the 

recognition and measurement of amounts to be charged to 

income as pension expense for a period. 

Event 3 ( Preliminary Views ) was an extension of the 

discussion memorandum issued in February 1981 and was more 

specific on several measurement and disclosure issues. 

Specifically, it called for the recognition of two new 

pension related items in the balance sheet. The first was 

either a net pension asset or a net liability calculated as 

the difference between the pension benefit obligation and 

the fair value of the plan's net assets plus or minus a 

measurement valuation allowance. The second new balance 

sheet item proposed by the Preliminary Views was an 

intangible asset representing the expected economic benefits 

to be realized by an employer as a result of the initiation 

or amendment of a plan. The Preliminary Views called for 
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the application of only one method (the projected unit 

credit method) to determine the net pe iodic pension cost. 

In addition, the actuarial gains and l.eses had to be 

amortized over the remaining average service life of 

employees. Under APB Opinion No. 8 these gains and losses 

had to be amortized over a period of twenty years. Since 

Preliminary Views represented a marked departure from APB 

Opinion No. 8 one should expect event 3 to be viewed by the 

market participants as a 'bad news.' 

On March 17, 1983 (event 4) the FASB sponsored a 

seminar on the issues raised in Preliminary Views. More 

than 250 accountants from major corporations attended the 

seminar and the FASB faced severe resistance from most of 

the accountants [New York Times, March 17, 1983]. The 

opposition by the accounting community led the FASB to 

reconsider the pension issue rather than to issue an 

exposure draft. 

On April 19, 1983, the FASB issued a second discussion 

memorandum (event 5) on additional issues that were not 

addressed either in the February 1981 discussion memorandum 

(event 1) Preliminary Views or in (event 3). This second 

discussion memorandum explored issues involved in an 

employer's accounting for defined contribution plans, 

multiemployer plans and accounting issues that arise when a 

pension plan is curtailed. In addition, the discussion 
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memorandum addressed issues related to the implementation of 

and transition to the accounting proposed in Preliminary 

Views. It is quite likely that the release of the second 

discussion memorandum (rather than the issue of an exposure 

draft) was seen by the market participants as a 'good news' 

-- there could be some scope for a compromise by the time an 

exposure draft is issued. 

On January 11, 1984, the FASB held a public hearing on 

Preliminary Views and on the second discussion memorandum. 

An exposure draft was issued on March 22, 1985. In the 

exposure draft, the FASB significantly reduced the balance 

sheet effects relative to those proposed in Preliminary 

Views. For balance sheet purposes only, the Board dropped 

its proposed use of the projected unit credit method and 

recommended that entities show as a balance sheet liability 

the excess of their accumulated benefit obligation over the 

fair value of pension assets. However, the exposure draft 

contains no provision for the recognition of an asset when 

the fair value of pension assets exceeds the accumulated 

benefit obligation. The Board also discarded its proposed 

measurement valuation allowance approach to smoothing the 

recognition of actuarial gains and losses in favor of what 

it calls the 'corridor* approach, i.e., only actuarial gains 

and losses in excess of ten percent of the greater of the 

projected benefit obligation or the fair value of plan's 
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assets will be recognized. Thus on the whole, the exposure 

draft would require less radical changes than those proposed 

i n Preliminary Views the FASB estimated that only about 20 

per cent of the major corporate .s would show the new 

pension liability on their balance sheets [WSJ, 3/22/85]. 

After holding a public heau.ng on the exposure draft in 

July, 1985, the FASB issued SFAS No. 87 in December, 1985. 

In its final form, SFAS No. 87 did not significantly differ 

from the exposure draft. However, the FASB made the 

following changes to decrease volatility of reported 

earnings. SFAS No. 87 permits firms to measure returns on 

pension plan assets by using average annual yields. The 

exposure draft required that the returns be calculated 

precisely for each quarter, which would have increased the 

volatility of reported earnings. Also, firms do not have to 

report plan assets at market value, but at "fair market 

value,' which employs an averaging technique to smooth 

market volatility. It is quite likely therefore that the 

issuance of SFAS No. 87 was viewed by the market 

participants as ' o d news.' 

Data 

In this study, a static group comparison approach is 

used in designing the exper;men* Many market-based 

research studies have employed this type of design.4 In this 

4 See Dyckman, Downes and Magee [1975] for a review. 
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approach, the effect of the treatment variables (accounting 

policy deliberations) is determined by comparing certain 

stochastic attributes of security returns (mean, variance, 

serial correlation, etc.) between a treatment group (firms 

to which the standard is applicable) and a control group 

(firms not affected by the standard). The most significant 

change from current practice resulting from SFAS No. 87 

relate to the accounting for single-employer defined benefit 

pension plans [FASB, 1985b, para. 8 ].5 It is clear that the 

stateme . - did not bring significant changes to the existing 

requirements for defined contribution plans [FASB, 1985b, 

para. 240 ].6 Also, the statement does not apply to pension 

plans that provide life insurance or health insurance 

benefits, multi-employer pension plans and pension plans of 

smaller and non-public employers [FASB, 1985b]. 

The "control group" in this study, consisting of firms 

sponsoring defined contribution plans, does not possess the 

two important characteristics of a control group. First, 

the members of both the control and the treatment groups 

5 In a defined benefit pension plan, the employer's 
contributions are determined by an actuarial computation 
based on employees' length of service, present and future 
compensation etc. 

6 In a defined contribution plan, the employer makes no 
specific promises to employees about the amount of their 
eventual benefits [FASB, 1983, para. 133]. The difference 
between the two types of plans is significant because, in 
the case of a defined contribution plan, potential gains 
and losses from the performance of assets is borne by the 
employee. The employer bears the risk in the case of 
defined benefit plans. 
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should be selected at random from a single homogenous 

population before the latter is subjected to the 

experimental treatment. As Dyckit. i and Smith [1979, p. 51] 

point out, random selection is not possible in most 

market-based studies since the firms self-select into the 

"control" and "experimental" groups. However, Campbell and 

Stanley [1963, p. 57] recommend a static group comparison as 

the best of the feasible designs. Second, the control group 

should be unaffected by the treatment. In this study, that 

is not possible. Although the standard is primarily geared 

to single-employer defined benefit pension plans, the 

defined contribution pension plans are also required to 

disclose some additional information [FASB, 1985, para. 60]. 

Or-e again, this problem is not unique to this study. 

Studies by Dyckman and Smith [1979], Lev [1979], and Lys 

[1984], which attempted to capture the impact of SFAS No: 19 

on oil and gas firms, experienced a similar problem. In 

those studies, firms that followed the "full-cost" 

accounting were labeled as the "treatment group" while firms 

that followed the "successful-efforts" method were 

classified as the "control group." However, the authors 

cautioned that firms already utilizing "successful-efforts" 

accounting could experience some impact on their security 

returns as a result of the implementation of SFAS No. 19. 

Hence, the differentiation between experimental and control 
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groups is one of degree and the portfolio of firms that 

sponsor defined contribution pension plans can only be 

described as an "imperfect r-ontrol group." 

The sample of firms included in this study were 

obtained from the Blue Book of Pension Funds [Swanson, 

1984]. Members of the control and experimental groups were 

matched on three criteria: (1) SIC code, (2) asset size and 

(3) long-term debt to equity. In order to be included in 

the sample, firms had to be traded in either the NYSE or the 

AMEX. I examined the New York Times Index and the Wall 

Street Journal Index to identify other information releases 

occurring around each event date. Firms subject to 

confounding information releases such as dividends 

declarations or earnings announcements were deleted from the 

sample. A total of 84 firms were identified as part of the 

s simple. 

TABLE II 

Two 
Digit 
SIC 

Type of Industry 
No. of 

Firms in 
Experimental 

Group 

No. of 
Firms in 
Control 
Group 

13 Oil and Gas Extraction 

15 Building Construction 
and General Contractors 

16 Construction other than 
Building Construction 
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Two 
Digit 
SIC 

Type of Industry 
No. of No. of 

Firms in Firms in 
Experimental Control 

Group Group 

20 Food and Kindred Products 

23 Apparel and other 
Finished Products 

26 Paper and Allied Products 

27 Printing and Publishing 

28 Chemicals and 
Allied Products 

30 Rubber and Miscellaneous 
Plastics 

32 Glass, Cement, Clay Products 

33 Primary Metal 

34 Fabricated Metal Products 

35 Machinery 
(excluding electrical) 

36 Electrical and Electronic 
Machinery 

37 Motor Vehicles and Accessories 

39 Jewelry and Precious Metals 

45 Air Transportation 

48 Telephone Communication 

49 Electric, Gas and 
Sanitary Services 

50 Wholesale trade (durable) 

53 General Merchandise Stores 

54 Food Stores 

1 

4 

0 

4 

1 

4 

5 

1 

3 

4 

1 

1 

1 

1 

0 

2 

1 

1 

0 

1 

0 

7 

0 

1 

0 

0 

1 

2 

0 

3 
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Two No. of No. of 
Digit Type of Industry Firms in Firms in 
SIC Experimental Control 

Group Group 

56 Apparel and Accessory Stores 1 0 

58 Eating and Drinking Places 0 2 

59 Miscellaneous Retail 0 4 

62 Security and 
Commodity Brokers 0 1 

63 Life and Property Insurance 0 1 

73 Business Services 2 2 

79 Amusement and Recreation 0 1 

80 Health Services 0 1 

TOTAL 44 40 

Using SAS, a t -test was performed to see whether there 

were any significant differences between the two groups in 

terms of either the debt to equity ratio or asset size. The 

results of the t -test are presented in Table III. 
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TABLE III 

SELECTED CHARACTERISTICS OF FIRMS IN THE 
EXPERIMENTAL AND CONTROI GROUPSi 

Experimental 
Group 

Control 
Group 

Prob> T 

Debt/Equity Ratio 
Mean 0. 48394 0 .50925 0.832 

Minimum 0. 00000 0 • Of 000 

Maximum 2. 90000 2 .30000 

Standard Deviation 0. 57450 0 .47145 

Assets3 

Mean 1358. 92500 690 .57500 0.05 

Minimum 35. 00000 38 .00000 

Maximum 7594. 00000 6672 .00000 

Standard Deviation 1756. 71500 1134 .89700 

1979 through 1982. 

2 not rejected at 0.05 level, 

3 In millions of dollars. 

The above results irlicate that there was no 

significant difference between the experimental and control 

groups in terms of the debt to equity ratio. However, the 

null hypothesis that the mean assets size of the two groups 

are the same was rejected at the 0.05 level. This should 
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not come as a surprise since firms that sponsor defined 

benefit pension plans are generally larger than firms 

sponsoring defined contribution pension plans [Bodie and 

Shoven, 1983]. 

Methodology 

Estimating the abnormal performance or excess returns 

for firms or portfolios around the event days is an 

important phase in any event study. There are many 

estimation methods available to the researcher. Unadjusted 

or mean adjusted returns, risk adjusted returns and risk 

controlled portfolio returns are some of the commonly used 

estimation methods.7 Bowman [1983] points out that the risk 

adjusted return techniques covers a wide range of risk 

adjustment methodologies, most of which have been developed 

from the Capital Asset Pricing Model (CAPM). The most 

common of them is the market model applied by Fama, Fisher, 

Jensen and Roll (FFJR) 1969].8 

7 See Beaver [1981, 1982] for a detailed review of such 
security return estimation methods. 

8 In addition to the market model, there exist a host of 
other models that could be used for risk adjustment. The 
CAPM, the Black [1972] two parameter asset pricing model, 
the Fama and MacBeth [1973] procedure, Scholes and 
Williams [1977] method for nonsynchronous trading and the 
arbitrage pricing model developed by Ross [1976] are some 
of the other alternatives. 
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This study makes use of the Multivariate Regression 

Model (MVRM) methodology to overcome several methodological 

problems associated with the tradi* >nal event study 

methodology used by FFJR [1969] and a host of other 

researchers. The MVRM methodology is a specific application 

of the general Seemingly Unrelated Regression Model (SURM) 

methodology proposed by Gibbons [1980] for measuring the 

effects of new information on asset prices. Other 

applications of this methodology can be found in Schipper 

and Thompson [1983]; Binder [1983]; Hughes and Ricks [1983]; 

Pownall [1984] and Madeo and Pincus [1985]. Binder [1983, 

p. 15] posits that the strengths of the MVRM methodology 

stem from its underlying assumptions: (1) that the 

disturbances are independent and identically distributed 

within each equation and (2) that across equations (firms) 

only the contemporaneous covariances of the disturbances 

are non-zero. These assumptions fit stock return data quite 

well. The multivariate regression equation that will be 

used in this study is as follows: 

1 4 2 

RI-t" a l + + * yiOLDat + 
a=l 

where Rx-fc = r a t e °f return on portfolio I over period t 

(in this study, period t is one day) 

Rwb = rate of return on a value-weighted market 

portf lio over period t 
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«X = E(RI> " % E ( R w ) 

u I t = disturbance term of portfolio I at period t 

= covariance (R^ , Rmt)/variance (R»rt)
9 

yXfiL ~ abnormal returns 

= are dummy variables; 

If there are 'a' test days, each D equals 1 during each 

of these test days and 0 otherwise. 

The Calculation of the Test Days 

The total number of test days are calculated as follow: 

Total number of test days from Table 1 = 1 9 Days 

A window period of 10 days (5 days before and 
after each event) for all the events except 

events 1, 7 and 13 = ioo 

A window period of 5 days for event 1 = 5 

A window period of 12 days for event 7 = 1 2 

A window period of 6 days for event 13 = 6 

Total Number of Test Days 142 

Thus, altogether there will be 142 dummy variables. As 

indicated above the window periods were not the same for all 

the thirteen events, particularly for events 1, 7 and 13. 

The five days prior to February 19, 1981 (event 1) were not 

considered due to the presence of confounding events. Event 

7 is actually made up of two overlapping events. On January 

9 From February 19, 1981 (event 1) to December 31, 1985 
there were 1230 trading days. The estimates of <x and /3 
were calculated over a period of 1230 days. It is also 
assumed that <x and fi are constant during the above period. 
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5, 1984 the Wall Street Journal reported that a public 

hearing would be held on January 11, 1984 to discuss the 

issues raised in the April 1983 disc >sion memorandum. 

Therefore, the total number of test days for event 7 

amounted to 15 days — five days before January 5, 1984, 

five days after January 11, 1984 and the five days between 

January 5, 1984 and January 11, 1984. For event 13, the 

days after December 31, 1985 were not included in the 

analysis for two reasons. First,the SFAS No. 88 (accounting 

for pension plan curtailments was issued shortly after the 

issuance of SFAS No. 87; hence the inclusion of test days 

after December 31, 1985 could be subject to the problem of 

confounding events. Second, there is also the problem of 

the so called "January effect" whicn could influence the 

abnormal performance associated with event 13. 

The MVRM methodology permits the testing of several 

hypotheses. For instance, the researcher can test that all 

excess returns (gammas) equal aro, or that the average 

abnormal return during test day 'a' equal zero, or that the 

cumulative (across all test days) average abnormal return 

equal zero, or that the abnormal return for a particular 

test day 'a' is the same for each stock, etc. Binder [1983] 

lists as many as eleven hypotheses that can be tested with 

the aid of MVRM. This is probably the most significant 

advantage of the multivariate regression model approach. 
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Other approaches, e.g., FFJR [1969], Izan [1978], only test 

the significance of average effects. 

Hypotheses 

The market reactions around the selected events will be 

examined to test the following hypotheses. The hypotheses 

will be individually tested for the experimental and control 

portfolios. 

Hypothesis 1: 

H0 : All Abnormal R e t u r n s ( A R ) = 0 

The literature reviewed in Chapter III suggests that 

mandated accounting changes can cause changes in stock 

prices for a number of reasons. Mandated accounting changes 

might force a firm to opt for a suboptimal 

financing-investment-production strategy; for example, in 

the case of SFAS No. 19 it was argued that the standard 

might cause a decline in oil exploration activity. Mandated 

io More specifically, these should be called prediction 
errors rather than abnormal returns. Similarly, all the 
cumulative abnormal returns should be called cumulative 
prediction errors. From the interpretation point of 
view, there is no difference between an abnormal return 
and a prediction error. The difference exists only in 
the way the 't' statistics is calculated for the 
prediction error. Prediction error 't' statistic is 
consistent with standard econometrics [Kmenta, p.240]. 
Also, see Dodd and Warner [1983] for a description of the 
prediction error methodology. 
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accounting changes may contribute to changes in financial 

statements which in turn may impact stock prices through 

possible violation of del*" covenant- increased political 

costs and disclosure of new information, etc. In addition, a 

mandated change like SFAS No. 87 may have long-run economic 

consequences such as compelling sponsors to opt for defined 

contribution plans, (rather than defined benefit pension 

plans) or to switch to insurance annuities, etc. Hypothesis 

1 posits that none of the 13 events identified in Table 1 

had an impact on the security returns of the experimental 

portfolio consisting of firms sponsoring defined benefit 

pension plans. 

Hypothesis 1 is actually a joint test that the abnormal 

returns on each of the 142 test days equal to zero. In 

other words, this hypothesis tests that abnormal return for 

test day 1 (ARX) = ARZ = AR3 = . . . = AR 1 4 2 = 0. This 

hypothesis is considered to be the most significant since 

failure to reject this hypothesis would mean that the 

pension policy deliberations did not have any effect on 

portfolio returns. 

Hypothesis 2 

H0 : The Cumulative Abnormal Return 
(across all test days) - 0 
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This above hypothesis tests that (ARX + AR2 + AR3 + . . . + 

AR14 ) = 0. Rejection of this hypothesis would mean that 

all the thirteen events pertaining to the pension policy 

deliberations collectively triggered response in portfolio 

returns. 

Hypothesis 3 

H0 : All Cumulative Abnormal Returns (CAR) = 0 

Hypothesis 3 is a joint test that cumulative abnormal return 

for event 1 (CARJ = CAR2 = . . . CAR13 = 0. Binder [1985] 

points out that the tests of hypothesis 3 may be more 

powerful than the tests of hypothesis 2. A failure to 

reject hypothesis 2 could be due to asymmetric effects 

effects summing to zero (i.e. positive and negative abnormal 

returns may cancel out) but there could be some events 

containing new information. This study will test both 

hypotheses 2 and 3. 

Hypothesis 4 

Hypothesis 4 is actually a subset of hypothesis 1 and sheds 

light on the significance of individual events. The 

following sub-hypotheses focus on individual events unlike 

hypotheses 1 which focused on all the events taken together. 

H0 4.1 : All Abnormal Returns for event 1 = 0 

H0 4.2 : All Abnormal Returns for event 2 = 0 
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H0 4.3 : All Abnormal Returns for event 3 = 0 

H0 4.4 : All Abnormal Returns for event 4 = 0 

H0 4.5 : All Abnormal Returns for event 5 = 0 

H0 4.6 : All Abnormal Returns for event 6 0 

H 0 4.7 : All Abnormal Returns for event 7 = 0 

H0 4.8 : All Abnormal Returns for event 8 = 0 

H0 4.9 : All Abnormal Returns for event 9 = 0 

H0 4.10 : All Abnormal Returns for event 10 = 0 

H0 4.11 : All Abnormal Returns for event 11 = 0 

H 0 4.12 : All Abnormal Returns foi event 11. = 0 

H0 4.13 : All Abnormal Returns for event 13 = 0 

Hypothesis 5 

Hypothesis 5 is actually a subset of hypothesis 3 which in 

turn is a subset of hypothesis 2. Like hypothesis 4, this 

hypothesis tests the cumulative abnormal returns (CAR) for 

each of the 13 events. 

H0 5.1 : The cumulative abnormal return for event 1 = 0 

H0 5.2 : The cumulative abnormal return for event 2 = 0 

H0 5.3 : The cumulative abnormal return for event 3 = 0 
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H„ 5.4 : The cumulative abnormal return for event 4 = 0 

H0 5.5 : The cumulative abnormal return for event 5 = 0 

H0 5.6 : The cumulative abnormal return for event 6 = 0 

H0 5.7 : The cumulative abnormal return for event 7 = 0 

H0 5.8 : The cumulative abnormal return for event 8 = 0 

H0 5.9 : The cumulative abnormal return for event 9 = 0 

H0 5.10 : The cumulative abnormal return for event 10 = 0 

H0 5.11 : The cumulative abnormal return for event 11 = 0 

H0 5.12 : The cumulative abnormal return for event 11 = 0 

H0 5.13 : The cumulative abnormal return for event 13 = 0 

Summary 

This chapter described the data, methodology and 

hypotheses of this study. A chronology of events associated 

with the FASB's deliberations on accounting for pensions was 

presented. Altogether a total of thirteen events were 

identified. These events were chosen from a list of steps 

taken by the FASB during over a period of several years. 

Additional events were identified from an examination of the 

Wall Street Journal Index and the New York Times Index for 

the years 1980 through 1985. A quasi-experimental design 
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was used in this study. Two portfolios were constructed to 

test the hypotheses. The experimental portfolio consisted 

of firms sponsoring a defined benef pen? ion plan and the 

control portfolio consisted of firms sponsoring a defined 

contribution pension plan. Although SFAS No. 87 is 

primarily geared at single-employer defined benefit pension 

plans, the defined contribution pension plans are also 

required to disclose some additional pension related 

information. Members of the experimental and control 

portfolio were matched on three criteria: (1) SIC code, (2) 

asset size and (3) long-term debt to equity. In order to be 

included in the sample, firms had to be traded in either the 

NYSE or the ANEX. A total of eighty-four firms were 

identified as part of the sample. The multivariate 

regression model (MVRM) methodology «vas selected to 

determine the abnormal return performance for the two 

portfolios. Altogether a total of 142 test days around the 

thirteen events were identified. Five hypotheses were 

proposed to detect the presence or absence of stock market 

response to the pension policy deliberations. 
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CHAPTER V 

RESULTS OF TESTS 

As described in chapter IV, two portfolios were 

constructed to test the hypotheses. The first portfolio 

consisted of firms that sponsor a defined benefit pension 

plan (the experimental portfolio) and the second portfolio 

consisted of firms that sponsor a defined contribution 

pension plan (the control portfolio). Results of analysis 

of the experimental portfolio are presented in Table IV. 

Abnormal returns were calculated for five trading days 

before and after each event except for events 1, 7 and 13. 

Event 7 is actually made up of three overlapping events. On 

January 5, 1984 the Wall Street Journal reported that a 

public hearing would be held on January 11, 1984 to discuss 

the issues raised in the discussion memorandum issued on 

April 19, 1983. On January 9, 1984, Barron's issued an 

article entitled "The Great Accountancy Shoot-out" on the 

proposed standard on pensions. Therefore, the total number 

of trading days for event 7 amounted to 15 days — five days 

before January 5, 1984, five days after January 11, 1984 and 

the five trading days between January 5, 1984 and January 

11, 1984. Abnormal returns for Day 0 (day of the event) 

were averaged for events 2 and 11. For example, event 2 is 

82 
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TABLE IV 

ABNORMAL RETURNS FOR THE EXPERIMENTAL PORTFOLIO FOR THE 
142 TEST DAYS DURING THE FASB DELIBERATIONS 

ON SFAS NO. 87 (IN PER CENT) 

Test Days 

Event 

-5 -4 - 2 , 2 .3 . s » J « 

1 -.37 -.30 -.67* .07 -.27 .52 6 
2 -.40 -.66* -.67*-.57 -.04 -»331-.14 -.07 -.21 -.47 .36 13 
3 -.12 .03 .09 .07 .00 -.38 .14 -.32 .39 -.67* .89* 11 
4 .38 -.07 -.39 -.19 .35 -.25 .28 .27 .19 .26 .71* 11 
5 .31 .60* ,70« .66* .38 -.16 -.06 .62*--.36 -.49 .71* 11 
6 .25 .14 -1.10* .11 -.44 ~ . 9 1 1 1 9 -.36 -.25 .41 -*.43 11 
74 -.29 .18 .29 -.07 -.34 .11 .54 .77* .32 .04 .47 15 
8 -.95* -.29 -.33 .59 .00 -•78*-.19 .16 .03 -.13 -.21 11 
9 ! 57 -.52 -.46 -, .18 -.07 -.08 .08 -.03 .22 -.35 .55 11 

10 .01 -.12 .07 , .09 -.09 .18 .00 .11 -.09 .05 -.51 11 
11 .35 .23 .20 . 34 1.18* .21*-.27 -.40 -.24 -.07 .08 13 
12 .24 .00 .25 . 02 -.18 -.40 -.06 .00 .25 .28 .17 11 
13 .61' .11 .53 . 12 -.19 .04 -.21 7 

Total Number of Test Days 142 
1 Rejected at the 0.02 level 
1 Rejected at the 0.05 level 
* Rejected at the 0.10 level 
* ™ e

a
a b n o n , i s l return f o r e v e n t 7 for days +6 *7 +a 

and *9 were .19*. .28X, .60%, and -.06X, respectively.' 
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a public hearing on the issues covered in the February 1981 

discussion memorandum. This public hearing lasted three 

days, i.e., from July 13 to July 15 of 1981. The abnormal 

returns during these days were: -0.14 per cent, -0.91 per 

cent11 and 0.08 per cent. The average abnormal return 

during the above three days was -0.32 per cent. and is 

shown in Table IV as the abnormal return for day = 0. 

Similarly, the abnormal returns during July 22-24, 1985 

(event 11) were averaged and identified in Table IV as the 

abnormal return for day = 0. 

A close look at Table IV reveals that there are 20 

significant event days during the entire deliberations 

period. Some of them generated unanticipated bad news (Day 

+2 for event 1, Day -4 and -3 for event 2, Day -5 for event 

8 etc.) and some of them generated unanticipated good news 

(Day -4, -3, -2 for event 5 etc.) Of the 13 events, only 

events 2, 6, 8 and 11 generated significant abnormal returns 

on Day 0 at the 0.10 level.i2 Also, for events 2, 6, and 8 

11 Significant at the 0.02 level. 

1 2 Listing of Events 

Event 1 FASB issued a discussion memorandum 
(February 19, 1981) 

Event 2 FASB held a public hearing on the issues covered 
in the first discussion memorandum 
(July 13-15, 1981) 

Event 5 FASB issued the second discussion memorandum 
(April 19, 1983) 

Event 6 The Wall Street Journal reported the findings of 
the field test of the Preliminary Views 
(August 4, 1983) 

Event 8 Forbes reported on the status of pension 
policy deliberations (February 13, 1984) 
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the abnormal returns on day - 0 were negative as expected.!3 

As for the remaining 10 events, the abnormal returns on Day 

0 were not significant at the 0.10 level. The issuance of 

the final statement (event 13) had no significant immediate 

impact on the experimental portfolio returns, but some 

events (like the public hearings) which preceded the final 

passage of the standard appeared to trigger a stock market 

reaction. As discussed in chapter I that Abdel-Khalik, et 

a -̂• ' [1981] examined the economic consequences of SFAS No. 

13 (lease capitalization) and failed to observe significant 

downward security returns around the release of SFAS No. 13. 

They examined the stock market reaction only around the date 

of release of SFAS No. 13, and did not include other 

preceding events such as release of Discussion Memoranda or 

public hearings in their analysis. Subsequently, Pfeiffer 

[1980] detected a negative market reaction near the date of 

the FASB public hearing on SFAS No. 13. In other words, new 

information brought to light during the public hearings 

appeared to have induced market participants to revise their 

expectations of the costs likely to be imposed by a final 

standard. 

Next, the results of the tests of the five hypotheses 

presented in Chapter IV will be examined. Hypothesis 1 

(Table V) is a joint test that the abnormal returns on each 

Event 11 FASB held a public hearing on the issues raised 
in the exposure draft (July 22-24, 1985) 

3 See chapter III for details. 
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of the 142 test days (representing the 13 events) equal to 

zero. This hypothesis is very important since a failure to 

reject this hypothesis would mean that the entire pension 

policy deliberations had no effect at all on the portfolio 

returns. Results presented in Table V are in agreement with 

the results presented in Table IV. Rejection of hypothesis 

1 implies that of the 13 events, at least some of the events 

caused market participants to revise their expectations 

concerning the accounting methods that would remain 

acceptable for pension accounting. As expected, the 

hypothesis 1 was not rejected at the 0.10 level for the 

control portfolio. 

TABLE V 

RESULTS OF THE TESTS OF HYPOTHESIS 1 
H 0 : ALL ABNORMAL RETURNS FOR EACH 

OF THE 142 TEST DAYS = 0 

Experimental Control 
Portfolio Portfolio 

I v * l u e 1.2907 1.0383 
Prob > F 0.017 0.370 

Hypothesis 2 (Table VI) tests that abnormal return on test 

day 1 (ARt) + abnormal return on test day 2 (AR2) + . . . + 

^142 = 0. Rejection of this hypothesis would mean that all 
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the events pertaining to the pension policy deliberations 

collectively had an impact on the security returns of the 

experimental portfolio. Hypothesis 2 could not be rejected at 

the 0.10 level for either group. This could be due to asymmetric 

effects. Binder [1983] asserts that it is not clear a priori that 

the effects of regulation are consistently positive or negative, 

i.e., within the same industry some firms may gain while others 

lose. For instance, the impact of SFAS No. 87 on individual firms 

is difficult to assess. It depends on various factors such as 

the characteristics of the employee group (e.g., age of the work 

force, average remaining service period, the benefit formula used, 

funding status etc.). When there is this asymmetry, i.e., some 

firms gain and others lose as a result of regulation, the usual 

tests of significance of average or cumulative average returns 

may falsely imply that the regulation was benign. 

TABLE VI 

RESULTS OF THE TESTS OF HYPOTHESIS 2 
H0 : THE CUMULATIVE ABNORMAL RETURN 
(ACROSS ALL THE 142 TEST DAYS) = 0 

Experimental Control 
Portfolio Portfolio 

F value 
Prob > F 0.926 

0087 0.7332 
0.392 
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Next, the results of the tests of hypothesis 3 (Table VII) 

are examined. Binder [1983, 1985] posits that the tests of 

hypothesis 3 may be more powerful than the test of hypothesis 

2. A failure to reject hypothesis 2 could be due to asymmetric 

effects summing to zero (i.e., the positive and negative 

abnormal returns may cancel out) but there could be some 

events containing new information. It will be recalled that 

hypothesis 1 was rejected for the experimental portfolio 

implying unanticipated information was released on some of the 

test days out of the total 142 test days. Hypothesis 2could not 

be rejected for either of the two portfolios implying that the 

pension policy deliberations collectively did not impact on the 

returns of the experimental portfolio. The rejection of hypothesis 

implies that out of the 13 events, at least some events contained 

unanticipated information. Thus, the results of the tests of 

hypothesis 1 and hypothesis 3 are consistent. 

TABLE VII 

RESULTS OF THE TESTS OF HYPOTHESIS 3 
H0 : ALL CARS FOR EACH OF THE 13 

EVENTS = 0 

Experimental Control 
Portfolio Portfolio 

F value 3.2545 0.7662 
Prob > F 0.0001 0.697 
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Next, the results presented in Tables VIII, IX and X are 

analyzed to assess the impact of individual events on security 

returns of the two portfolios. 

TABLE VIII 

RESULTS OF THE TESTS OF HYPOTHESIS 4 
H0 : ALL ABNORMAL RETURNS FOR EACH 

OF THE TEST DAYS FOR EVENTS 
1 THROUGH 13 = 0 

Experimental 
Portfolio 

Control 
Portfolio 

Hypothesis 4L11 

F value 
Prob > F 

Hypothesis 4.21 

F value 
Prob > F 

Hypothesis £.3̂  

F value 
Prob > F 

Hypothesis £.j[ 

F value 
Prob > F 

Hypothesis 

F value 
Prob > F 

1.4331 
0.199 

1.6971 
0.056 

1.2800 
0.230 

0.9744 
0.468 

2.1179 
0.017 

2.147 
0.046 

0.5260 
0.910 

1.4359 
0.150 

1.1334 
0.331 

1.4712 
0.136 

Hypothesis 4.61 

F value 
Prob > F 

2.2043 
0.013 

1.3120 
0.211 
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Hypothesis 4.7 

F value 
Prob > F 

1.1155 
0.336 

1.2163 
0.252 

Hypothesis 

F value 
Prob > F 

Hypothesis ji.9 

F value 
Prob > F 

Hypothesis 4.10 

F value 
Prob > F 

Hypothesis 4.II1 

F value 
Prob > F 

Hypothesis 4.12 

F value 
Prob > F 

Hypothesis 4.13 

F value 
Prob > F 

1.6397 
0 . 0 8 2 

1.0102 
0.435 

0.2657 
0.991 

1.5934 
0.081 

0.3676 
0.968 

0.9137 
0.496 

1.2348 
0.258 

0.5750 
0.851 

0.7466 
0.695 

0.6183 
0.843 

0.5229 
0.889 

1.2290 
0.283 

iHjj Rejected at 0.10 level 
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TABLE IX 

CUMULATIVE ABNORMAL RETURNS FOR THE EXPERIMENTAL PORTFOLIO 
FOR THE 142 TEST DAYS DURING THE FASB DELIBERATIONS 

ON SFAS NO. B7 (IN PER CENT! 

Test Days 

Event 
No. -5 -4 -3 -2 - 1 0 + 1 +2 +3 +4 

V 
+5 Value 

i .37 -.67 -1.34 -1.27 -1.54 -1.02 1.5 

2 -.40 -1.06 -1 .73 -2.30 -2 .34 -2, .67 -2.81 -2.88 -3.09 -3.56 -3.20 9.4* 

3 -.12 -.09 .00 .07 .07 .31 -.17 -.49 -.10 -.77 .12 0.0 

4 .38 .31 - .08 -.27 .08 .17 .12 .39 .57 .84 1.55 1.8 

5 .31 .91 1 .61 2.27 2 .65 2. ,49 2.43 3.05 2.69 2.20 2.91 6.3* 

6 .25 .39 - .71 -.60 -1 .04 -1. ,95 -2.14 -2.50 -2.74 -2.34 -2.77 5.81 

7*-.29 -.1.0 .19 .12 - .23 ,12 .42 1.19 1.51 1.55 2.01 4.9* 

8 -.95 -1.24 -1 .57 -2.16 -2 .15 -2. 93 -3.12 -2.96 -2.93 -3.06 -3.27 8.1* 

9 .57 .05 .42 -.60 .67 - . 75 -.67 -.70 -.48. -.83 -.28 0.1 

10 .01 -.11 .04 .05 .04 13 .14 .25 .16 .22 -.29 0.1 

11 .35 .58 .78 1.12 2 .30 2. 51 2.24 1.84 1.60 1.54 1.61 2.6 

12 .24 .24 .49 .51 .33 07 -.14 -.13 .11 .40 .56 0.2 

13 .61 .72 1, ,25 1.38 1. ,19 1 . 23 1.01 1.2 

1 Rejected at the 0.02 level 
1 The cumulative abnormal returns for event 7 for days +6 +7 +a 
and +9 were 2.20X, 2.48K, 3.08*/. and 3.02% respectively. 
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RESULTS OF THE TESTS OF HYPOTHESIS 5 
H0 : THE CUMULATIVE ABNORMAL RETURN 

FOR EVENTS 1 THROUGH 13 = 0 

92 

Experimental 
Portfolio 

Control 
Portfolio' 

Hypothesis 15.1 
F value 
Prob > F 

Hypothesis 5.21 

F value 
Prob > F 

Hypothesis ji.3 

F value 
Prob > F 

Hypothesis 5.4 

F value 
Prob > F 

Hypothesis 5.51 

F value 
Prob > F 

Hypothesis 5.61 

F value 
Prob > F 

Hypothesis J5.21 

F value 
Prob > F 

Hypothesis .S-JI1 

F value 
Prob > F 

1.4872 
0.223 

9.3561 
0.002 

0.0079 
0.929 

1.7841 
0.182 

6.3569 
0.012 

5.8204 
0.016 

4.9447 
0 . 0 2 6 

8.1079 
0.005 

0.0000 
0.998 

3.1183 
0.078 

0.1753 
0.676 

0.2358 
0.627 

0.6357 
0.425 

1.3746 
0.241 

0.0208 
0.885 

2.9574 
0 . 0 8 6 
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Experimental 
Portfolio 

Control 
Portfolio 

Hypothesis £>._9 

F value 
Prob > F 

Hypothesis 5.10 

F value 
Prob > F 

Hypothesis 5.11 

F value 
Prob > F 

Hypothesis 5.12 

F value 
Prob > F 

Hypothesis 5.13 

F value 
Prob > F 

0.0596 
0.807 

0.0689 
0.793 

2.6115 
0.106 

0.2? ">7 
0.6J5 

1.2014 
0.273 

0.2367 
0.627 

0.7538 
0.386 

0.0566 
0.812 

0.4094 
0.522 

0.0387 
0.844 

1 H0 Rejected at 0.10 level, 
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Interpretation of the Results 

The following scenario developed by Leftwich [1980a] may . 

be useful in understanding the results of the abnormal 

performance associated with the thirteen events. Consider 

a world where the entire feasible set of accounting rules 

for pensions has been discovered and is known to the 

market participants. In this world, the FASB does not 

invent or create 'new* rules. Instead, the FASB decides the 

rules it will endorse as acceptable and rule changes 

occur when the FASB deems that a currently endorsed rule 

is no longer acceptable. Market participants estimate the 

probabilities that the FASB will endorse each of the rules 

in the feasible set and revise their estimates of the 

probabilities as they learn of new criticisms of the 

currently endorsed rule and the response of the FASB 

to those criticisms. In other words, if the equity 

market is efficient, the market response to any news reflects 

only the unexpected component of that news, i.e., the deviation 

of the actual outcome from the expected outcome. If the final 

ruling imposes lower costs on firms than what was expected, 

positive abnormal performance can be observed when the ruling 

is announced, even though the mandatory change may be 'bad news' 

relata/e to current standard. Leftwich [1980a] points out that 

most accounting rule changes do not come as a complete surprise 

to market participants. Typically, the rule changes are 
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preceded by a long period of deliberations during which 

discussion memoranda are issued, public hearings are held 

and exposure drafts are circulated. Market participants 

thus have several months warning that a change is likely to 

occur, and there is a supply of information that enables 

them to revise their expectations about the form of the final 

rule and the effect of that rule on firms. 

Events 2, 5, 6 and 8 were significant as evidenced 

by the rejection of hypotheses 4.2, 4.5, 4.6 and 4.8 (Table 

VIII) and hypotheses 5.2, 5.5, 5.6 and b.8 (Table X). Table 

VIII presents the tests of hypothesis 4, all abnormal 

returns equal to zero for a specific event. On the other hand, 

Table IX lists the cumulative abnormal returns for each one 

of the 13 events. Table X presents tests of hypothesis 5 

that the cumulative abnormal return equals zero for each 

specific event. 

Event 2 is a public hearing held by FASB during July 13-15, 

1981. Thirty seven presentations were made at tue hearing 

[FASB, 1985a] and the public hearing focused on the issues 

covered in the discussion memorandum issued in February 19, 

1981 (event 1). More specifically, the public hearing dealt 

with basic issues related to accounting and reporting 

requirements for single-employer, noninsured, defined 

benefit pension plans in the United States. Hypothesis 4.2 

that all abnormal returns for event 2 equal zero was rejected 

at the 0.10 level and hypothesis 5.2 that the cumulative 
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abnormal return for event 2 equals zero was rejected at the 

0.02 level. In other words, event 2 was the first among the 

14 events that induced market participants to revise their 

expectations about FASB rule endorsements on pension accounting. 

As evidenced by Table IX, event 2 contained unanticipated bad 

news -- the cumulative abnormal return was -3.15 per cent. 

The next change in expectations that can be identified occurred 

on April 19, 1983 (event 5) when the FASB issued a Discussion 

Memorandum on additional issues that were not addressed either 

in the February 1981 discussion memorandum (event 1) or in 

Preliminary Views (event 3). The second discussion memorandum 

[FASB, 1983a] addressed situations that had been previously 

omitted. It explored additional issues involved in an 

employer's accounting for defined contribution plans, 

multiemployer plans and accounting issues that arise when a 

pension plan is curtailed. In addition, the Discussion 

Memorandum addressed issues related to the implementation of 

and transition to the accounting proposed in Preliminary 

Views. This event contained unanticipated good 

news -- the cumulative abnormal return was 2 91 per cent. 

The expectations of the market participants were revised 

again on August 4, 1983 (event 6) when the results of 

a field test of the accounting proposals were published. 

This event apparently contained bad news—the cumulative abnormal 

return was -2.77 per cent and hypotheses 4.6 and 5.6 were 

rejected at the 0.02 level. The report [WSJ, August 4, 1983] 
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stated that the application of the proposed rules 

increased the reported pension expense for some test firms 

but decreased expenses for others. However, some firms that 

participated in the field test opposed the proposed standard. 

For instance, Dupont's Chief Financial Officer William Buxbaum was 

quoted as stating that "there are various acceptable ways to apply 

the standard; one way, Dupont's reported 1982 earnings would rise 

about seven cents a share, while another way, they will fall 

about nine cents a share" [WSJ, August 4, 1983]. Executives 

at the 3M Corporation stated that uhe proposed rules would 

cause extreme fluctuations in the year to year reported pension 

expense, making earnings more volatile. 

Expectations were revised again on February 13, 1984 

(event 8) when the status of the pension policy deliberations 

was reviewed by the financial press (Forbes, February 13, 

1984). The report entitled "Critical Mass" apparently 

induced market participants to anticipate a costly 

final ruling. This event generated a cumulative abnormal return 

of -3.27 per cent and hypotheses 4.8 and 5.8 were rejected at 

the 0.10 and 0.02 levels respectively. What about the remaining 

9 events? Except for events 7 and 11, the other seven events 

(1,3,4,9,10,12 and 13) could have induced changes in 

expectations but the absence of significant abnormal performance 

is consistent with expectations remaining unchanged. The cumu-

lative abnormal returns (CARs) for the above seven events were 

-1.02 per cent, 0.12 per cent, 1.55 per cent, -0.28 per cent, 
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-0.29 per cent, 0.56 per cent and 1.01 per cent 

respectively; none of these CARs were significant at the 0.10 

level. Recall that event 9 was the issuance of an 

exposure draft on March 22, 1985 and event 13 was the release 

of SFAS No. 87 on December 27, 1985. In chapter IV it was 

predicted that the issuance of the exposure draft (event 9) 

and the final standard (event 13) were probably viewed as 

'good news' by the market participants. As noted in chapter 

IV, the exposure draft required less radical changes than 

those proposed in the Preliminary Views. Similarly, 

the FASB made certain changes in SFAS No. 87 to 

decrease the volatility of reported earnings (such as 

the use of average annual yields to measure returns on plan 

assets etc.). There is no evidence of any significant 

change in expectations around events 9 and 13. However, 

the cumulative abnormal return for event 13 was positive 

as predicted. As indicated by Table IX, the cumulative 

abnormal return for event 13 was 1.01 per cent. If this study 

had considered only event 13, the conclusion would be that the 

new pension accounting rules had no significant effect on the 

security returns of the experimental portfolio. That is 

why this study took a process approach, i.e., looked at a 

series of events preceding the passage of SFAS No. 87 rather 

than just looking at event 9 (release of the exposure draft) 

or event 13 (release of the standard). 

The cumulative abnormal return for event 9 (Exposure 
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Draft) was negative. Its cumulative abnormal return was 

~0.°7 per cent. The negative cumulative abnormal return could be 

explained by the fact that the exposure draft enhanced the 

probability of the passage of SFAS No. 87. 

The statistical significance of events 7 and 11 is analyzed 

next. Event 7 was a public hearing 'ield by the FASB on 

January 11, 1984. The public hearing focused on the issues 

raised by Preliminary Views (event 3) and the April 1983 

Discussion Memorandum (event 5). Hypothesis 4.7 that all the 

abnormal returns generated by ev- ot " during the 15 day period 

equal to zero could not be rejected at the 0.10 level. 

However, hypothesis 5.7 that the cumulative abnormal return 

for event 7 equals zero was rejected at the 0.05 level. As 

evidenced by Table IX, the cumulative abnormal return for 

this event was 3.02 per cent. As emphasized in chapter IV, the 

rejection of hypothesis 4 is more important than the 

rejection of hypothesis 5, in order for a particular event 

to be significant. Since the results of hypotheses 4.7 

and 5.7 are in conflict, the statistical significance of 

event 7 is unclear at this point and will be reexamined later 

Similarly, for event 11 the results of hypotheses 4.11 and 

5.11 are in conflict. Event 11 was a public hearing held by 

the FASB on July 22-24, 1985 on the exposure draft (event 9). 

Results presented in Table IX suggests that all of the impact 

of the issues discussed in the public hearing had been anticipated, 

The cumulative abnormal return of 1.61 per cent was not 
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significant at the 0.10 level. However, hypothesis 4.11 that 

all the abnormal returns during the 13 day period (associated 

with the public hearing) equal zero was rejected at the v.10 

level implying, of the 13 event days at least some days 

generated significant abnormal performance. 

Additional Tests on Events 2, 5, 6, ]_, 8 and 11 

The analysis in the previous section pointed out the 

inconsistency in the results of hypothesis 4 and 5 for 

events 7 and 11. To strengthen the analysis, additional 

tests were performed not only for events 7 and 11 but also 

for events 2, 5, 6 and 8. Using the seemingly unrelated 

regression (SUR) approach [Gibbons, 1980; Binder, 1983] two 

equations were used. The first one represented the experimental 

portfolio of 44 firms. The second one represented the control 

portfolio of 40 firms. The following additional hypotheses 

were tested. 

Hypothesis 6 

H 0 : The Cumulative Abnormal Return for event 2 is the same 

for both the experimental and control portfolios. 

Hypothesis 7 

H0 : The Cumulative Abnormal Return for event 5 is the same 

for both the experimental and control portfolios. 
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Hypothesis 8 

H0 The Cumulative Abnormal Return for event 6 is the same 

for both the experimental and control portfolios. 

Hypothesis 9 

H0 : The Cumulative Abnormal Return for event 7 is the same 

for both the experimental and control portfolios. 

Hypothesis 10 

H0 : The Cumulative Abnormal Return for event 8 is the same 

for both the experimental and control portfolios. 

Hypothesis 11 

H0 : The Cumulative Abnormal Rt-urn for event 11 is the same 

for both the experimental and control portfolios. 

These hypotheses test whether there is a 

significant difference in the cumulative abnormal returns 

of the experimental and control portfolios for events 2, 5, 6, 

7, 8 and 11. The results of hypotheses 6 through 11 

are presented in Table XI. 

Table XI indicates that hypotheses 9 and 11 representing 

events 7 and 12 were not rejected at the 0.10 level, whereas 

hypotheses 6, 7, 8 and 10 representing events 2, 5, 6 and 8 were 

rejected at the 0.10 level. In other words, events 2, 5, 6 and 8 

induced the market participants to revise their expectations 

about the final form of the standard. On the other hand, events 
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7 and 11 could have induced them to revise their expectations 

but the abnormal performance around these events were not 

statistically significant. 

TABLE XI 

RESULTS OF THE TESTS OF HYPOTHESIS 6-11 

Hypothesis j61 (event 2) 

F value 7.2200 
Prob > F 0.007 

Hypothesis 1} (event 5) 

F value 5.7444 
Prob > F 0.017 

Hypothesis 81 (event 6) 

F value 3.0057 
Prob > F 0.083 

Hypothesis 9 (event 7) 

F value 1.9589 
Prob > F 0.16 

Hypothesis lQi (event B) 

F value 3.2936 
Prob > F 0.070 

Hypothesis 11 (event 11) 

F value 0.5963 
Prob > F 0.440 

1 H0 Rejected at 0.10 level 
1 H0 Rejected at 0.02 level 

The results of this study offer some insights into the 
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general problems associated with measuring the impact of 

mandated accounting changes. Along the lines of Leftwich 

[1980a], it may be stated that of the 13 events considered 

as part of the FASB's deliberations, abnormal returns 

were significantly negative for only 3 events, significantly 

positive for 1 event and not significantly different from 

zero for other 9 events. Thus, the results indicate that 

4 of the 13 events caused market participants to significantly 

revise their expectations concerning the costs imposed by 

SFAS No. 87. If a researcher investigated abnormal performance 

around only 1 of the 13 events, the negative abnormal 

performance may not be detected; no abnormal performance would 

be detected if 1 of 9 events were selected, and negative 

abnormal performance would be detected only if 1 of the 3 events 

were selected. To overcome some of these problems this study 

employed the process approach, i.e., focusing on a series of 

steps that led to the passage of SFAS No.87 rather than looking 

at just one or two events. 

Finally, what are the implications of the above results for 

accounting standard setting? In recent years the FASB and the 

SEC have encouraged research on the effects of accounting policy 

choices on security prices. Unfortunately, the research has 

not been very helpful in directing accounting policy making. 

In general, the studies that deal with the impact of accounting 

regulation on security prices imply î hat immediate stock price 

response (non-response) is the same as stock market impact 
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(no impact). Hines [19843 argues that a market response 

(non-response) is not an adequate indication of the ultimate 

stock market (no impact) of an accounting standard. In other 

words, a price response (non-response) may not capture the 

unanticipated cash flow consequences of an accounting regulation 

and these unanticipated consequences may be significant. Hines 

[1984] asserts that security prices and security price reactions 

to accounting changes only reflect the average or consensus of 

shareholders' expectations about the ultimate effects of the 

change on the value of a firm, rather than the actual effects 

of the change. The many and often indirect and delayed 

consequences such as violation of debt covenants, changes in 

production, financing and investment decisions, etc., may 

occur and their long term impact on the individual firm may 

not even be envisaged at the time of the release of the 

standard. In addition to these problems, two specific problems 

restrict the contributions of market-based research studies to 

accounting policy making. First, the market response (non 

response) to mandatory accounting changes cannot easily be 

interpreted in the absence of a developed theory of individual 

investor behavior. In other words, investors, firms and 

managements are heterogeneous with respect to their investment 

objectives, time horizons, risk preferences, expectations, 

abilities and evaluation methods. Hines [1984] points out that 

the perceived implications of accounting changes will not be 

the same for all investors. The aggregation of investors' 
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heterogeneous responses to accounting changes, given that 

investors do not all evaluate such changes identically, yields 

results which cannot be confidently interpreted. The problem 

of heterogeneity constitutes another reason why different 

studies examining market reaction to the same accounting change 

often produce different results both in terms of direction and 

magnitude of market response. Heterogeneity also suggests 

that differential security price responses may offset each 

other, thereby reducing or eliminating a price reaction. 

The second problem is that even if the immediate 

market reaction (non-reaction) were an adequate surrogate 

for the ultimate market effects (non-effects) of 

an accounting standard, Hines [1984] argues that the 

magnitude of the effect of most accounting standards is small 

relative to the variability of firms' security prices. This 

problem must be seen to be compounded, however, if it is 

accepted that investors are unable to foresee immediately 

all the cash flow effects of an accounting standard. This 

means that the full effect of a standard is unlikely to be 

immediately reflected in security prices, and so the magnitude 

of the effect of an accounting standard relative to the 

variability of firms security prices will be even smaller 

and hence even more difficult to detect. 

Similarly, Beaver [1982] points out that stock price effects 

deal only with one aspect of the effects of financial reporting 

regulation. He assorts that they are a proxy for economic 
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consequences of ultimate concern: capital formation, resource 

allocation, etc. Beaver [1982] emphasizes that the absence of 

price effects is not necessarily an indictment of a regulation 

and the presence of price effects (like in this study) is not 

sufficient to confirm the value of the regulation and market 

reaction (non-reaction) is not a necessary condition for 

information usefulness (non-usefulness). 

Summary 

This chapter presented the results of the hypotheses 

developed in chapter IV. The results analyzed indicate that 

the deliberation process associated with the issuance of 

SFAS No. 87 affected the security returns of the firms 

sponsoring a defined benefit pension plan even though the 

final passage of SFAS No. 87 (event 13) did not 

significantly affect the security returns. It appears that 

the costs imposed by SFAS No. 87 (such as recognition of 

unfunded pension obligation on the balance sheet and 

disclosure of other information not currently disclosed, 

etc.) were anticipated by the market participants before the 

release of SFAS No. 87. On the other hand, the deliberation 

process did not cause a reaction on the control portfolio 

(consisting of firms sponsoring defined contribution pension 

plans) at the 0.10 level. 

Out of the thirteen events examined, significant 

abnormal performance was detected around only four events. 



107 

Event 2 (a public hearing held by the FASB during 13-15, 

1981), event 6 (a Wall Street Journal news item on the 

results of a field test of the Preliminary Views) and event 

8 (a Forbes news item on the status of the pension policy 

deliberations) generated negative abnormal returns whereas 

event 5 (a discussion memorandum issued by FASB on April 19, 

1983) generated positive abnormal returns. 

This chapter highlighted the significance of the 

process approach, i.e., focusinq on a series of steps that 

preceded the passage of SFAS No. 87 rather than looking at 

just one or two events. The implications of the results of 

this study for the purpose of accounting standard setting 

were discussed and the problems that restrict the 

contributions of market-based research studies to accounting 

policy making were identified. 
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CHAPTER VI 

SUMMARY AND CONCLUSIONS 

This study had two basic objectives. The first was to 

determine stock market reaction to pension policy 

deliberations. The second was to further our understanding 

of the significance of the FASB's due process procedure. 

A number of prior studies have attempted to measure the 

impact of mandatory changes in accounting regulation on 

security returns of firms. Some of these studies focused 

only on the impact of a particular event, such as the 

issuance of the final statement or an exposure draft, as 

opposed to to the entire policy making process. This study 

looked at the entire pension policy making process rather 

than at one particular event. If the researcher looks only 

at the issuance of the final standard, he may detect a 

favorable impact or no impact on stock prices when in fact 

the standard adversely or positively affected all firms. 

This can happen if information about the proposed changes 

had become part of the public domain before the issuance of 

the final standard. 

In thj.s study, I selected 13 critical events that 

preceded the passage of SFAS No: 87 and designed a quasi 

experiment to test the stock market reactions to the above 
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events. The experimental group consisted of firms 

sponsoring a defined benefit pension plan and the control 

giw .p consisted of firms sponsoring a defined contribution 

pension plan. The two qroups were matched on the basis of 

SIC code, debt to equity ratio and assets. The final sample 

included 44 firms in the experimental group and 40 firms in 

the control group. 

I used a multivariate regression model (MVRM) to detect 

the market reactions to the pension polj cy deliberations. 

The MVRM methodology affords the testing of several joint 

hypotheses (e.g., that the abnormal returns on all the test 

days equal zero, or that all the cumulative abnormal returns 

equal zero, etc.) and aids in the interpretation of the 

results. The traditional event study methodology used by 

FFJR [1969] and a host of other researchers does not allow 

the testing of joint hypotheses. 

The following scenario developed by Leftwich [1980a] 

may be useful in understanding tne -esults of the abnormal 

performance associated with the thirteen events. Consider a 

world where the entire feasible set of accounting rules for 

pensions has been discovered and is known to the market 

participants. In this world, the FASB does not invent or 

create 'new* rules. Instead, the FASB decides rules it will 

endorse as acceptable and rule changes occur when the FASB 

deems that a currently endorsed rule is no longer 
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acceptable. Market participants estimate the probabilities 

that the FASB will endorse each of the rules in the feasible 

set and market participants revise their estimates of the 

probabilities as they receive new information about 

criticisms of the currently endorsed rule and the response 

of the FASB to those criticisms. In other words, if the 

equity market is efficient, the response of the market 

participants to any piece of news reflects only the 

unexpected component of that news, i.e., the deviation of 

the actaal outcome from the expected outcome. If the final 

ruling imposes lower costs on firms than what was expected, 

positive abnormal performance may be observed when the 

ruling is announced even though the mandatory change is 'bad 

news' for all firms. 

Leftwich [1980a] points out that most accounting rule 

changes do not come as a complete surprise to market 

participants. Typically, the rule changes are preceded by a 

long period of deliberations during which discussion 

memoranda are issued, public hearings are held and exposure 

drafts are circulated. Market participants thus have 

several months warning that a change is likely to occur and 

there is a supply of information that enables them to revise 

their expectations about the form of the final rule and the 

©ff ©ct of that rule on firms. To cope with the problem of 

revised expectations, a window period of ten days (5 days 
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before and after each event) was examined to capture the 

Initial major revision of expectations concerning the rule 

change. However, any revision of expectations outside the 

window period (i.e., after 5 days) was not considered. 

Out of the 13 events examined, significant abnormal 

performance was detected around only 4 events. Event 2 (a 

public hearing held by FASB during July 13-15, 1981), event 

6 (a Wall Street Journal news item dated August 4, 1983 on 

the results of a field test of the proposed pension 

accounting) and event 8 (a Forbes news item dated February 

13, 1984 on the status of the pension policy deliberations) 

generated negative abnormal returns whereas event 5 (a 

Discussion Memorandum issued by FASB on April 19, 1983) 

generated positive abnormal returns. However, the 

cumulative abnormal return (across all the 13 events) was 

not significantly different from zero au the 0.10 level. 

There was no evidence of any significant change in 

expectations around event 9 (issuance of an Exposure Draft 

on March 22, 1985) and event 13 (the release of SFAS No. 87 

on December 27, 1985). The market participants appear to 

have anticipated the final form of SFAS No. 87 and the 

likely costs associated with the new standard. 

The results indicate that the deliberations associated 

with the issuance of SFAS No. 87 caused a stock market 

reaction for firms sponsoring a defined benefit pension plan 
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(experimental portfolio). On the other hand, there was no 

significant market reaction for the control portfolio 

(consisting of firms sponsoring a defined contribution 

pension plans) at the 0.10 level. It should be pointed out 

that that the mandated changes in pension accounting are not 

cosmetic' in nature. SFAS No. 87 demands the disclosure of 

new information which is not currently available either in 

footnotes to annual reports or in other published sources.14 

The results of this study are in agreement with the 

evidence found in the contemporary literature that security 

returns adjust in response to the policy making process. 

Prior studies on the impact of accounting regulation on 

security markets assumed that neutral documents like 

Discussion Memoranda, unlike an exposure draft or the final 

Standard would not have a significant reaction on security 

returns. This study suggests that such an assumption may be 

erroneous. Security market prices do appear to react to 

neutral events, such as issuance of a discussion memorandum 

and public hearings. In other words, the results suggest 

that discussion memoranda and public hearings are important 

steps in the process of issuing an accounting standard and 

that revisions of market expectations are associated with 

such seemingly neutral events. 

1 4 S F A S N o- 87 requires disclosure of the components of net 
periodic pension cost, a description of the plan 
including employee groups covered, type of formula, 
funding policy, a schedule reconciling the funded status 
of t! e plan with amount reported in the employer's 
statement of financial position, etc. 
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Suggestions for Future Research 

The following two suggestions axe offered to guide the 

future research in •'his area: 

1. A cross-sectional regression analysis may be employed to 

determine whether the effects of pension policy 

deliberations vary across firms. A multiple regression 

model may be applied to examine the nature of the 

relationship between the magnitude of security return 

response and the firm's debt to equity ratio. Contemporary 

accounting literature argues that mandatory accounting 

changes may affect debt covenants [Collins et. al, 1981; 

Leftwich, 1981; Lys, 1984]. In other words, contracting 

cost theory may be offered as an explanation for the 

observed impact of SFAS No. 87 on security returns of 

individual firms. The abnormal return or the cumulative 

abnormal return can be regressed on the debt to equity 

ratio. The evaluation of the validity of the contracting 

cost theory will be based on the statistical significance of 

the debt to equity ratio included in the model. 

2. In chapter V I discussed the implications of stock market 

response (or non-response) for accounting standard setting 

and some of the problems associated with the interpretation 

of the results of studies that deal with the impact of 

accounting regulation on security prices. Now an attempt 
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will be made to outline some steps for future research that 

will be geared to evaluate the welfare implications of SFAS 

No. 87. Lev and Ohlson [1982] present an excellent 

discussion of the implications of welfare economics for 

market-based accounting research. With the aid of welfare 

economics, Lev and Ohlson argue that the volume of trading 

is a relevant welfare indicator and recommend on the 

simultaneous focus on volume and security prices to 

interpret the results of market-based studies. They assert 

that markets serve the purpose of allocating risks and 

trading reflects this use of markets and is an indicator of 

the social usefulness of markets. The same perspective is 

applicable to information as long as the economy functions 

efficiently. Trading is affected by the dissemination of 

new information and thus the trading variable reflects the 

usefulness of the information. Given the above general 

comments, how could one design a study that evaluates the 

social usefulness of the mandated disclosures of SFAS No. 

87? Along the lines suggested by Lev and Ohlson [1982] one 

might focus on the question: did the mandated disclosure of 

pension related information generate additional 

(above-average) trading? If an affirmative answer is found 

Lev and Ohlson would argue that social benefits in terms of 

improved risk sharing were derived from the mandated 

disclosure of pension related data. Of course there could 
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be other factors which might account for the increase in 

trading, i.e., the confounding events problem. However, the 

suggestions of Lev and Ohlson [1982] are worth 

investigating. 

Limitations of the Study 

The limitations of this study are equally applicable to 

other studies that deal with the impact of accounting 

regulation on market prices. The problem of 'confounding 

events' is probably the most important; it poses a serious 

threat to the internal validity of the experiment. In other 

words, the observed effect could be due to some other signal 

(apart from the treatment effect) received by the market. 

In this study several steps were taken to minimize the 

effect of confounding events. The author examined the New 

York Times Index and the Wall Street Journal Index carefully 

to identify other information releases occurring around each 

event date. Firms subject to confounding information 

releases such as dividends declarations or earnings 

announcements, were deleted from the sample. Use of a 

matched pair design and the multi-event approach also served 

to minimize the above problem. However, the use of a five 

day window period before and after each event does not 

capture the revisions in expectations that may have occurred 

outside the window period. 
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Second, Leftwich [1981, p.10] points out that changes 

in accounting rules are not imposed exogenously but result 

from economic forces. Hence, firms affected by the 

accounting rule change are likely to be affected by the same 

economic forces that bring about eh., .ges in accounting 

rules. Thus it is difficult to identify the cause of 

measured abnormal performance of affected firms since, none 

of the abnormal performance may be attributable to the 

accounting rule change per se. Some of the impact may be 

attributable to the economic forces that motivated the rule 

change. This is essentially a problem of causation and 

stems from the confounding events problem described earlier. 
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