CHAPTER 7

The General Theory of
Accounting Bias

7.1 Introduction

The preceding chapters established accounting as a measurement system
operating through recognition, measurement, estimation, timing, pru-
dence, and disclosure. Each of these operations transforms the economic
state of an entity into a standardized financial representation.

The objective of the present chapter is to integrate these mechanisms
into a single theoretical framework.

Rather than considering Accounting Bias as a consequence of a par-
ticular accounting rule, the framework developed here treats it as the
cumulative result of a sequence of accounting transformations. Every re-
ported amount reflects the combined effects of recognition, measurement,
timing, estimation, aggregation, and institutional constraints.

This unified representation provides the analytical foundation for
the subsequent examination of individual assets, liabilities, equity, and
financial performance.

7.2 Accounting as a Sequence of Operators
Let

Q

denote the complete economic state of an entity.
The accounting representation is generated through the composition

A=DoToPoMoR,

where

T
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R denotes Recognition,

M denotes Measurement,

‘P denotes Prudence and Adjustment,
e 7T denotes Timing,
e D denotes Classification, Presentation and Disclosure.

Accordingly,

FS = A(9).

Every reported accounting amount is therefore the output of a se-
quence of institutional transformations rather than the direct observation
of an economic quantity.

7.3 Definition of Accounting Bias
Let

EV(x)

denote the economic value of an object

x € Q.

Its accounting value is

Accounting Bias is

AB(z) = BV (z) — EV(x).

Positive values indicate accounting overstatement relative to the
selected economic benchmark.

Negative values indicate understatement.

The definition applies equally to assets, liabilities, equity, revenues,
expenses, and aggregate accounting quantities.

7.4 The Sources of Accounting Bias

Accounting Bias is not generated by a single mechanism.
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Instead,
it results from several distinct transformations.
We define

Br
Recognition Bias,

By
Measurement Bias,

Br
Timing Bias,

Bp
Prudence Bias,

Bg
Estimation Bias,

By
Aggregation Bias,
and

Bp

Disclosure Bias.
The total Accounting Bias is therefore

AB=Br+ By + Br+ Bp+ Bg+ Ba+ Bp.

Equation (7.1) constitutes the General Accounting Bias Equation.
Every subsequent chapter in this book can be interpreted as the
detailed study of one or more components of this decomposition.

7.5 Interaction Effects

The decomposition above assumes additivity.
In practice,
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the individual bias components frequently interact.

For example,

historical cost combined with delayed recognition produces a different
result than either mechanism operating independently.

To account for these interactions,

the general representation becomes

AB=Y"Bi+> By+ Y Byn+-

i<j i<j<k
where

denotes pairwise interaction terms.
The additive model should therefore be interpreted as a first-order
approximation.

7.6 A Geometric Interpretation

The accounting system may be viewed geometrically.
Economic reality occupies a multidimensional space

E.

Financial statements occupy another space

A.

The accounting operator becomes

A:E— A.

The accounting system may also be interpreted geometrically.
Economic reality occupies a multidimensional space

E,

while accounting representations occupy an accounting space

A.

The accounting operator maps economic states into accounting rep-
resentations:
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A:E— A,

Accounting Bias remains the signed divergence

AB =BV — EV.

When only the magnitude of the divergence is of interest, an appro-
priate distance measure may instead be defined as

Dup = d(EV, BV),

where

Dyp > 0.

The signed measure AB therefore preserves the direction of the
divergence, whereas D 4p measures its magnitude.

The choice of metric depends upon the empirical application.

Absolute differences,

relative differences,

vector norms,

and weighted distances may all be appropriate.

Economic Space Accounting Space

EVe-___

"T"--eBV

Figure 7.1: Accounting as a mapping between economic and accounting
spaces.

7.7 Classification of Accounting Bias

The decomposition permits a taxonomy.
Accounting Bias may be classified according to

1. source,
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2. direction,

3. persistence,

N

. reversibility,
5. uncertainty,

6. economic materiality.

Accordingly,
every bias component possesses the vector

(B;, Sign;, Persistence;, Variance;).

This representation will later facilitate empirical aggregation.

7.8 Persistence

Not every Accounting Bias disappears over time.
Define
ABy.

Persistence is

p = Corr(AB;, ABy41).

Examples.

Historical Cost Bias generally exhibits high persistence.
Timing Bias often reverses after recognition.
Estimation Bias depends upon future revisions.
Prudence Bias may persist indefinitely.

Understanding persistence is essential for valuation.

7.9 Aggregation
Suppose

n

economic objects are recognized.
Firm-level Accounting Bias becomes
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ABp = iABi.

=1

Gross Accounting Bias is

ABg =) _|AB;|.

3

Net bias may therefore equal zero even when gross bias is substantial.
Consequently,

empirical analysis should distinguish between

offsetting bias

and

absence of bias.

7.10 Normalization

Because firms differ in size,
Accounting Bias should frequently be normalized.
Possible measures include

AB
Assets’

AB
Equity’

AB
Market Value’
and

AB
Enterprise Value’

The choice depends upon the empirical question.

7.11 The Accounting Bias Vector

The complete bias profile of a firm may be represented as

B = (Bgr, By, Br, Bp, Bg, Ba, Bp).

Different accounting systems therefore produce different bias vectors
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rather than merely different accounting numbers.

This observation is particularly relevant when comparing IFRS with
German GAAP, since both systems embody different institutional prior-
ities.

7.12 Implications

The theory developed in this chapter has five important implications.
First,
Accounting Bias is multidimensional.
Second,
its components are analytically distinguishable.
Third,
different accounting frameworks generate different bias vectors.
Fourth,
aggregate Accounting Bias may conceal important item-level effects.
Finally,
the framework provides a common language for the analysis of every
accounting element considered in the remainder of this book.

7.13 Conclusion

This chapter unified the theoretical framework developed throughout
Part 1.

Accounting Bias was shown to be the cumulative consequence of
multiple institutional transformations acting upon economic reality.

The decomposition introduced here provides the conceptual founda-
tion for the remainder of the book.

The following part applies this framework systematically to the bal-
ance sheet.

Beginning with cash, each accounting element is examined as a specific
realization of the General Accounting Bias Equation.
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