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National Product (GNP) (Koretz 1991). The Wyatt Company, 
an employee benefits consulting firm, predicts that the 
entire GNP will be spent on health care by about 2070 if 
nothing is done to break the "inflationary spiral" (Cooper
1991).

In the late 1970s, the FASB became concerned about the 
lack of information in financial statements regarding 
employer-sponsored OPEB. They felt that a liability to 
employees existed and failure to report this information 
could be a material misrepresentation of financial 
position.4 Hence, in 1979 the FASB added OPEB to the 

project on employers1 accounting for pensions. Several 
memoranda issued in the early 1980s presented the tentative 
conclusion that an employer has an obligation for promised 
postretirement benefits (PRB) and that the cost of 

postemployment health care and other benefits should be 
accrued during the service lives of the employees in order 
to properly match the expenses and revenue in the 

appropriate time period. In 1984, the FASB decided to 
separate employers' accounting for OPEB from the on-going

4 Martin Dubilier, of Clayton and Dubilier, the 
leveraged buy-out firm bought Uniroyal for around $1 billion 
in 1985. He later discovered that included in the purchase 
was an undisclosed liability estimated at $600 million for 
promised postretirement benefits. He is quoted as saying "If 
we had known what we were getting into, we would never have 
done the Uniroyal deal" (Jereski 1987).
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pension project since members believed that OPEB might be 
overshadowed by pension issues.

The Exposure Draft on OPEB was issued in February 
1989. Response was generally favorable, but several areas 
were challenged, including the transition method. While 
recognizing that immediate recognition would give the most 
conceptual improvement to financial statements (since it 
would bring all companies to a properly stated position and 
protect the comparability of statements), the FASB also 
realized that the magnitude of the obligation would 
possibly distort the adoption year's annual earnings 
figures. Thus the FASB required amortization of the 
transition obligation over a 15 year period. The rationale 
stated for this choice was that the understandability and 
comparability of financial reports would be improved by the 
uniform phasing in of the liability by all employers and 
that actuarial techniques are developing and should become 
more reliable over time, leading to more accurate 
information during the recognition period (FASB 1909,
1990).

Respondents were generally in favor of delayed 
recognition, but proposed a longer amortization period. 
Nonetheless, several respondents wanted an option allowing 

the use of the immediate recognition method, arguing that 
immediate recognition provided a simpler method and could



be justified since a significant portion of the obligation 
relates to costs incurred in a prior period (FASB 1990) .
The Statement, which was issued in December of 1990, 
included both of these suggestions. A choice of transition 
method was allowed and the amortization period was extended 
to 20 years. With few exceptions, SFAS 106 became 
effective for fiscal years beginning after December 15, 
1992, but earlier adoption was encouraged.

To adopt SFAS 106, employers had to calculate two 
amounts: (1) the accumulated postretirement benefit
obligation (APBO) and (2) the fair value of the plan assets 
plus any recognized accrued postretirement benefit costs. 
The difference between these two amounts is the transition 
obligation and can be recognized fully in the period of 
adoption as a cumulative effect of a change in accounting 
principle or amortized over the remaining service period of 
active plan participants, to a maximum of 20 years. Under 
either method, the total liability must be disclosed in the 
footnotes to the financial statements. The service and 
interest costs for the current year are shown as operating 
expenses for each year.

While SFAS 106 has been compared to SFAS 87,
Employer's Accounting for Pensions, in that employers are 
required to change to an accrual method of accounting for a 
liability, there is one major difference: most pension
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plans were pre-funded upon adoption of SFAS 87. Due to the 
lack of tax and legal incentives most firms had not funded 
PRB when SFAS 106 was issued. The pre-funding feature of 
SFAS 87 caused many firms to show a positive effect on 
income in the year of adoption.5 In contrast, firms 
adopting SFAS 106 experience an income-decreasing effect.

summary
This research examines how the choice of transition 

method is affected by firm specific variables, those 
previously established in management choice literature and 
some specific to the issue of postretirement benefits.
Most previous research on firm characteristics in relation 
to SFAS 106 concentrates on early vs. late adopters (Amir 
and Livnat 1993; Amir and Ziv 1994; Leauby, Ugras and Welsh 
1993) and on the effect of related announcements on share 
prices (Espahbodi, Strock, and Tehranian 1991). Other 
related research attempts to show how the market can 
estimate OPEB costs from previous pay-as-you-go costs and 
examines the effects of early adoption (Amir 1993 and 
Mittelstaedt and Warshawsky 1993). Mittelstaedt, Nichols, 
and Regier (1994) attempt to explain why firms are changing

5In studies of early adopters of SFAS 87, Langer and Lev 
(1993), Norton (1989) and Stone and Ingram (1988) all 
indicated that the majority of plans were funded upon 
adoption and the effect on income was positive. Norton found 
that later adopters had similar, but not as large 
characteristics.
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retiree health plans. This current project differs from 
the others in that the choice of transition methods is 

examined to see if managers use their transition options to 
their own advantage or that of their firms.

SFAS 106 has been called "the most significant 

accounting change since the adoption of depreciation about 
80 years ago" by Eugene H. Flegm, assistant controller of 
General Motors Corporation (Berton 1990, p. A3). Gregg and 
Herring (1992, p. 18) call SFAS 106 "the most controversial 
statement ever released by the FASB". Extending the 
existing research on the adoption of this statement will 
give additional information to the FASB for use in future 
deliberations on other heated issues.

This chapter presented an introduction and overview of 
the study. Chapter 2 is a review of relevant literature. 
Chapter 3 contains the hypotheses and their development.
The results of the study are provided in Chapter 4 and 

Chapter 5 contains a summary of the findings and related 
implications.



CHAPTER 2

Review of Positive Accountin? Literature

overview
The foundation for this research is the positive 

accounting theory which states that managers make 

accounting choices based on economic incentives. By making 

choices among alternative accounting practices which are 

allowed under generally accepted accounting principles 

(GAAP), managers exercise significant control over 

financial statements. These financial statements can, in 

turn, affect the wealth of the manager, as well as that of 

the stakeholders. As a result of pressures and controls 

exerted by stakeholders and other external parties upon 

management, costs arise which have been shown to play a 

significant role in a manager's selection of accounting 

methods. The costs found to be most significant in decision 

making have been categorized as agency and political costs.

Agency costs arise as a result of a relationship that 

Jensen and Meckling (1976) situationally define as whenever 

one or more principals engage another person (the agent) to 

perform some service on the principals’ behalf that

12
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involves delegating some decision-making authority to the 
agent. Examples of agency costs are bonding expenses, 
auditing fees, bonus plans, etc. Political costs are 
attributed to the potential use of power that exists to 
affect the distribution of wealth in society, primarily by 
regulatory agencies or political groups. Some examples of 
political costs are taxes placed on certain industries (the 
windfall profits tax on oil and gas enterprises), and 
environmental control activities.

Accounting numbers (e.g. net income, debt, equity, 

etc.) are often used as a measuring device by which parties 
assess the activities of the firm and management. As a 
result, managers have an incentive to carefully select 

accounting methods to achieve desired results. Accounting 
researchers have attempted to determine why managers choose 
certain accounting methods over others. By considering 
agency and political costs, researchers suggest three main 
hypotheses to explain the differences in choice of 
accounting methods by managers: the debt hypothesis, the 
bonus plan hypothesis and the political cost hypothesis.

Gordon (1964) and Gordon, Horowitz, and Meyers (1966) 
are credited (Zimmerman 1980, Zmijewski and Hagerman 1981) 
with the first serious attempts to construct a positive 
accounting theory by attempting to develop systematic 

explanations of managers' choices of accounting procedures.
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Their works were based on the income smoothing hypothesis 
and on the proposition that capital markets are 
inefficient. Gordon assumed that stock price is a function 
of growth and variance in reported earnings and that 
managers choose accounting methods in attempts to smooth 

net income. Two assumptions were made about managers' 
behavior: that managers maximize their utility and that
their utility depends on stock price. Therefore, managers 
choose accounting procedures that maximize growth but 
minimize variance in reported earnings, thus attempting to 
maximize share price. Ball (1972) and Sunder (1975) found 
that, at the aggregate market level, the market adjusts in 
accordance with the efficient market hypothesis and thus, 
managers are probably not motivated to choose methods to 
smooth income for this reason.

Further analysis of managers' accounting choices by 
Watts (1977), Watts and Zimmerman (1978, 1979), Smith and 
Warner (1979), Leftwich (1980), and Holthausen (1980), 
among others, led Zimmerman (1980) to summarize the then 
current state of positive theory in three points.

1. The production process of the firm 
requires the combination of various 
factors of production which are usually 
owned by different parties. . . . The
self-interest of each of these parties 
gives rise to a set of agency problems 
and hence the view of the firm as "a 
nexus of contracts" which is the least 
cost solution to the agency problem
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(Jensen and Meckling 1976 and Fama
1980).

2. Accounting numbers are useful devices
in some of the contracts that are
written to reduce the agency costs of 
certain conflicts (Jensen and Meckling 
1976; Watts 1977; Watts and Zimmerman 
1978, 1979; and Smith and Warner 1979). 
In particular, accounting numbers are 
used in debt contracts (Leftwich 1980 
and Holthausen 1980) management 
compensation contracts (Watts and 
Zimmerman 1978) and corporate by-laws 
(Watts and Zimmerman 1979).

3. Accounting numbers are also used by
government to regulate and tax the firm 
(Watts 1977; and Watts and Zimmerman 
1978, 1979). Government regulation 
takes two forms. Direct regulation. . .
is the more commonly thought of form. .
. . Besides direct regulation, 
individuals using the powers of the 
state can transfer wealth from the firm 
via affirmative action, OSHA, SPA, 
antitrust, price controls etc. These 
latter activities impose what we call 
"political costs" on the firm which 
managers attempt to reduce via 
lobbying, public relations and lower 
reported earnings. Accounting numbers 
are often used in these struggles to 
transfer corporate wealth.

Studies supporting these early theories have led to 
the development of three main hypotheses to explain why 
managers make accounting choices: Watts and Zimmerman

(1986) hypothesized the following relationships between the 
accounting method choice theory and related variables:

Bonus plan hypothesis: Managers of firms with
bonus plans are more likely to choose accounting
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procedures that shift reported earnings from 
future periods to the current period.
Debt/equity hypothesis: The larger a firm's 
debt/equity ratio, the more likely the firm's 
manager is to select accounting procedures that 
shift reported earnings from future periods to 
the current period.
Size hypothesis: The larger the firm, the more
likely the manager is to choose accounting 
procedures that defer reported earnings from 
current to future periods, to avoid political 
costs.

The bonus plan hypothesis, debt/equity hypothesis and 
size hypothesis are related to managers’ compensation, debt 
covenants and political processes respectively. Using the 
above theoretical support, studies have been designed 
either to explain and predict the choice of accounting 
methods in use (e.g. Hagerman and Zmijewski 1979) or to 
find the effect on accounting method choice of variations 
in the explanatory variables (e.g. Healy 1985).
Researchers have used managers' method choices in several 
situations to examine the hypotheses. Several studies 
focus on managers' discretionary accounting choices (e.g. 
Bartov 1993, Dhaliwal 1980) while others have examined the 
activities of managers and firms in relation to the 
issuance of new standards or guidelines (Gujarathi and 
Hoskin 1992, Watts and Zimmerman 1978). The following 
discussion of some of the most frequently cited research 

studies in positive accounting is divided between studies
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of managers' activities involving discretionary accounting 
choices and studies of activities mandated by newly issued 
or proposed accounting standards.

Discretionary Accounting Choices 
Two frequently mentioned studies which attempted to 

explain accounting choice by examining existing accounting 
methods are Hagerman and Zmijewski (1979) and Zmijewski and 
Hagerman (1981).’ Hagerman and Zmijewski, using Probit 
analysis, investigated the association between the choice 
of a single-accounting method (the dependent variable) and 
the concentration ratio, profit sharing, risk, capital 

intensity, net sales, and total assets (the explanatory 
variables). Four single-accounting methods (Depreciation, 

Inventory, Investment tax credit and Pension costs 
amortization) were used to build four different models all 
using the same explanatory variables (except the inventory

Both studies examined the same 300 companies (drawn 
from CRSP) using the same four accounting method choices.
In the first study examination of the choices individually 
led to the rejection of the null hypothesis (that the model 
cannot predict the choice of method better than random 
assignment of firms to each method) at the .01, .05 and .10
levels for size, depreciation, and investment tax and 
pension choices, respectively. The 1981 study attempted to 
diffuse some of the criticisms of the earlier one by 
examining portfolio effects and was able to reject the null 
hypothesis (that the model is no better than predicting 
equal probability of selecting each choice) at the .001 
level. However, a null hypothesis that the model is no 
better than predicting that firms will adopt the most 
common strategy, is rejected at the .25 level.
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model, which added effective tax rate). The dependent 
variable was assigned based on whether the accounting 
method was income-decreasing or income-increasing (0,1 
respectively).

Hagerman and Zmijewski found that the theory was able 
to explain some of the managers' choices of methods. All 
models predicted the choice of method better than a model 
of randomly assigned firms. The best result was for the 
depreciation method, with an R of .43 They also found 
that larger firms tend to use accounting procedures that 
reduce reported earnings, indicating that the size of a 

company has some explanatory power in accounting method 
choice.

The study was criticized because it did not include 
any variables related to debt covenants and because the 
results did not seem to predict any better than the naive 
strategy of following the most common method. (The 
depreciation method chosen by 8 5 percent of the firms was 
straight-line, Hagerman and Zmijewski's model was correct 
85.33 percent of the time [Watts and Zimmerman 1986].) The 
study also failed to take into account that managers' 
decisions are rarely based on a single-method, but are 
usually part of a portfolio of accounting methods.

Zmijewski and Hagerman expanded on the previous 
research by examining a firms’ portfolio of four accounting
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procedures. The same method of assigning the dependent
variable was used, resulting in 16 possible portfolios.
Three assumptions were made about the magnitude of the 
effect of the methods on the firm's income:

1. All four procedures have the same 
impact on reported earnings.

2. The pension cost and investment tax 
credit alternatives have one-half the 
effect of the inventory and 
depreciation alternatives.

3. The effects of pension costs and tax 
credits are equal but less than one-
half of the effect of inventory and
depreciation alternatives on reported 
income.

Zmijewski and Hagerman added two new variables, risk and 
debt/total assets to Hagerman and Zmijewski's set of 
explanatory variables. Results of the Probit analysis 

indicated that all estimated coefficients had their 
predicted signs and that size, management compensation, 
concentration ratio, and total debt to total assets had a 
significant association with the dependent variable. The 
model was most applicable to large firms and those in 
highly concentrated industries. This study provided strong 
support for positive accounting theory, indicating that 
firms use an overall income strategy rather than making 
choices based on isolated accounting methods.

Press and Weintrop (1990) used a five-strategy 
methodology similar to Zmijewski and Hagerman's to assign
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values to the dependent variable. They made a few changes 
in explanatory variables, incorporating a leverage 
constraint from SEC filings, annual reports, and Moody's 
Industrial Manuals. They also replaced the debt/total 
assets variable with four different measures. Their 
results show an improvement over Zmijewski and Hagerman (an 
R of .23 compared to .090) especially when the constraints 
defined in the debt covenants were included.

Kelly (1983) reviewed 14 studies that focused on 

manager's discretionary accounting choices and their 
reaction to standards. She categorized the studies into 

those that concerned management's voluntary choices to 
establish an optimal mix of accounting policies and studies 
that concerned corporate reaction to mandated accounting 
changes. In examining studies of discretionary accounting 
choices, Kelly used positive accounting theory to define 
the central question as: whether the voluntary selection
of accounting procedures was used to influence the level of 
executive incentive compensation or to reduce the 
restrictiveness of debt covenants or exposure to political 
costs, thereby enhancing the firm's stock prices.

The five studies which Kelly examined concerning 
discretionary accounting choice (Bowen, Lacey, and Noreen 
1981; Dhaliwal 1980; Dhaliwal, Salamon, and Smith 1982; 
Hagerman and Zmijewski 1979; and Zmijewski and Hagerman
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1981) supported the positive accounting theories. As 
previously discussed, Kelly included results of Hagerman 
and Zmijewski (1979), which found that the explanatory 
variables depended upon accounting method choice. Results 
were strengthened when tests were performed using a 
portfolio of accounting choices in Zmijewski and Hagerman 
(1981) .

Dhaliwal (1980) examined the influence of a firm's 
leverage on decisions concerning oil and gas exploration 
costs prior to SFAS 19. He used 33 pairs of firms matched 
by sales revenue to test the hypothesis that the average 
debt/equity ratio of firms using full-cost accounting was 

larger than that of firms using the successful efforts 
method. A statistically significant difference was found, 
lending support to the theoretical debt hypothesis.
Dhaliwal examined the size effect by adjusting assets of 19 
of the full-cost firms to a successful-efforts basis and 
found a significant difference in firm size between the two 

methods. He interpreted this result to mean that larger 
firms might have been attempting to avoid earnings 
variability by using full cost accounting.

Bowen, Lacey, and Noreen (1981) tested a sample of 91 
pairs of firms matched by industry, to see if bonus plans, 

bond covenants, or political costs would affect the choice 

of capitalization of interest costs on assets under
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construction. They expected that firms with bonus plans 
and debt covenant restrictions would capitalize interest 
while firms facing political costs would not. Results 
confirmed that bond covenant variables and size for all 
industries other than oil and gas yielded the predicted 
results.

Dhaliwal, Salamon, and Smith (1982) hypothesized that 
percentage of management ownership of a firm would 
influence accounting method. Ownership control was used as 
a surrogate for incentive compensation schemes. They used 
the choice of depreciation method as their test variable 
for 83 firms. Results confirmed that the higher the 
percentage of ownership, the more likely managers were to 
choose an income-increasing accounting method.

Daley and Vigeland (1983) investigated managers' 
choices to capitalize or expense research and development 
(R&D) costs prior to 1974. Their research showed an 
association between choice of method and size (a proxy for 
political cost), leverage, and dividend restrictions. The 

political cost hypothesis was confirmed by results that 
indicated that smaller firms capitalized the R&D costs more 
often than larger firms, resulting in higher income during 
periods of capitalization. They also confirmed that firms 
choosing to capitalize were more highly leveraged, had more
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public debt, and were closer to dividend restrictions than 
those firms choosing to expense R&D costs.

The relationship between debt covenants and accounting 
methods was also examined by Healy and Palepu (1990). They 
compared the firms' accounting and dividend responses to an 
increase in the restrictions of the dividend constraints. 
The hypothesis was that firms subject to dividend 
restrictions would, to circumvent the covenants, choose 
accounting methods that resulted in higher net income. To 
test this hypothesis, they used changes in single
accounting method choices to find an association between 
changes in policies and dividend restrictions. Their 
results indicated that firms cut dividends, but did not 
appear to change accounting methods to bypass the 
restrictions.

In an attempt to justify the popular use of debt- 
equity ratios as a proxy for closeness to default on debt 
covenants, Duke and Hunt (1990) sampled 187 companies to 
test two hypotheses: first, that the debt-equity ratio is

positively linked to the existence of restrictive debt 
covenants and secondly, that there is a positive 
correlation between the debt-equity ratio and the 
restrictiveness of several common accounting-based debt 
covenant provisions. They examined previous research
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studies which used variations of leverage ratios. They 
calculated seven ratios for each sample firm.

Results indicated a positive relation between the 
seven ratio proxies and the existence of several common 
accounting-based debt covenants. They also found 
significant correlations between the debt proxies and the 
restrictiveness of the most "prevalent type" (p. 59) of 
covenant restriction, related to retained earnings. Duke 
and Hunt concluded that, for the extent to which most 
researchers wish to capture debt covenant restrictiveness, 
a debt to equity ratio is an acceptable proxy.

A recent study by Bartov (1993) examined the effect of 
the discretionary choice of timing the disposal of long- 
lived assets. He examined the debt hypothesis with regard 
to income recognition of the disposal. By taking 653 firm- 
year observations from 56 different industrial 
classifications, Bartov confirmed that managers took 
advantage of asset sales by timing the sale to mitigate 
accounting based restrictions in the firm's debt covenants.

Another type of research is the examination of how 
material changes in variables cause a change in accounting 

policies. If the positive accounting theory holds, then 
changes in management incentive variables, in debt 
contracting variables or in variables representing changes 
in the political environment, will cause firms to seek
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income-adjusting methods. Healy's (1985) study supported 
this theory. Healy partitioned the data according to 
details of management compensation plans and found that 
choices of accounting procedures corresponded to the 
maximization of management compensation. His study 
revealed that when the upper and lower limits in the
manager's income-based bonus plans changed, managers chose
a set of accounting methods that would increase their 
compensation.

Healy used proxy statements to identify the boundaries 
of bonus plans. He divided each company-year into three 
portfolios, UPP, LOW, and MID, based on whether the cash 
flow from operations exceeded the upper bound or fell below 
the lower bound of the bonus plan, or where neither was
binding. The mean value of accruals was calculated and
tested for statistically significant differences among the 
portfolios. There was a strong association between the 
amount of accruals and the upper and lower limits of bonus 
plans. His results confirmed the bonus plan hypothesis.

DeAngelo (1988) used proxy contests to see if a change 
in a firm's board of directors (political environment)

The value of accrual was calculated by totaling 
depreciation expense, extraordinary items, deferred income 
tax expense and changes in accounts receivable, inventory, 
accounts payable, and taxes payable. The amount was 
further adjusted for bonus-plan earnings definitions.
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caused a change in accounting numbers. She used a random 
walk model to find the unexpected amount of accruals for 
the period" to test if incumbent managers exercised their 
opportunity to present a favorable picture of their own 
performance to voters. Results confirmed this hypothesis 
and also showed that new managers took a "bath" to 

decrease earnings and blame the decreases on previous 
management.

Mandatory Accounting Choices
Lobbying Efforts

Research on the effects of a mandatory accounting 
change have yielded similar results, confirming the 
positive accounting theory hypotheses. These studies often 
examine a firm's activities prior to the issuance of or the 
required adoption date of new accounting standards, by 

studying the firm's lobbying efforts and early adoptions. 
Watts and Zimmerman (1978) examined whether the effect of a 
proposed standard on a firm's income would influence the 
firm's lobbying effort. Using the FASB's discussion 
memorandum on general price level adjustments (GPLA), they

’The expected amount of accruals was calculated by 
subtracting operating cash flow from the amount of net 
income in the period prior to the proxy contests. The 
unexpected amount was estimated by taking the difference 
between the expected and actual amounts. She did not 
separate the discretionary and non-discretionary parts of 
the accruals.
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examined comment letters and found 3 3 opposing and 18 
supporting a change. Firm size was confirmed as the only 
significant factor influencing lobbying position, with 
large firms opposing GPLA when the effect was to increase 
income.

Dhaliwal (1982) studied 44 firms that lobbied on the 
FASB's discussion memorandum on accounting for interest 
costs. He wanted to determine the role of agency theory 
variables and political costs in lobbying positions. The 
existence of management compensation plans and high 
leverage was expected to cause a firm to support interest 
capitalization. Large firms (a proxy for political costs) 
were expected to lobby against the standard. Only the 
leverage factor was found to be significant, supporting the 
debt hypothesis.

Kelly (1983) examined both the lobbying activities and 
changes in financing or operating activities in relation to 
the proposed standard on foreign currency translation. 
Results of a questionnaire revealed that 26 firms made 
financing or operating changes while 14 out of the 52 
respondents lobbied against the standard. Firms with 

greater incentive compensation and leverage, larger asset 
size, and lower management ownership exhibited more 
lobbying activities. Large size was related to financing 

and operating charges. Firms that were involved in both
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lobbying and changes were characterized by greater 
leverage, larger asset size, and smaller percentage of 
management ownership.
Earlv adoption

Many researchers have studied positive accounting 
hypotheses by examining a firm's choice to adopt a new 
standard prior to the required effective date. They 
hypothesized that a firm will adopt early if there is an 
appropriate income-decreasing or increasing effect.
Several recent studies have found results consistent with 
the bonus, debt and political costs hypotheses.

Stone and Ingram (1988) obtained survey results from 
227 companies that applied SFAS 87, Employer's Accounting 
for Pensions, in 1986. This standard, which required the 
recognition of pension expense and liability was, in 
general, income increasing, due to the funding requirements 
of previously existing pension regulations. They found 
that early adoption had a favorable income statement effect 
for most firms (101), with only five firms reporting 
increased pension expense.

Scott (1991) examined 279 firms with defined benefit 
plans to determine if agency and political cost variables, 
among others, were significant in the decision to adopt 
SFAS 87 prior to the effective date. Multivariate logistic 
analysis indicated that leverage was not significant to
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early adoption, while univariate tests of leverage yielded 
significant results, but an unexpected sign. He attributed 
the absence of the predicted result to the standard's 
minimal balance sheet effects. He tested four combinations 
of bonus calculations and boundary limits from firms with 
income-based bonus plans. Results indicated that a bonus 

plan is significant to the adoption decision, with the most 
significant results being attained where boundaries were in 

effect.
Scott hypothesized that the motivation to take a 

"bath" is also related to the existence of an income-based 
bonus plan. By including a BATH variable in his model, he 
showed the validity of his hypothesis for the early 
adoption firms. He also reported that regulated industries 

did not adopt SFAS 87 early and that late adopters were 
significantly larger firms than were early adopters. This 
finding was in line with accepted theory that the adoption 
was income-increasing and that politically sensitive 
industries desired the opposite reaction.

Sami and Welsh (1992) also achieved results that were 
consistent with evidence of systematic differences between 
firms choosing differing adoption dates. They posited 
that the FASB's policy of flexible transition periods 
allows firms to choose "a method of pension accounting that 
enhances their financial reports" (p. 234). They analyzed
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134 sample firms, 67 early adopters of SFAS 87 and a 
control group of equal number of non-early adopters matched 
by industry.

Their study differed from previous research in that 
they tested the debt hypothesis using dummy variables for 
the existence of debt constraints (on leverage, working 
capital, dividend payment and other accounting numbers 
frequently used in covenants) along with ratios for 
leverage, interest expense and dividends. Management- 

related variables, size, and pension-related variables were 
also included in the model. Early adopters were found to 
be subject to more accounting-based debt constraints and 
univariate tests showed significant differences between 
groups for dividend pay-out and interest coverage ratios. 
These results, which indicated that large firms or those 
with large pension plans were more likely to choose income- 
increasing changes, were not consistent with the political 
cost hypothesis. However, Sami and Welsh explained that 
results may partly reflect the inadequacy of size as a 
surrogate for political cost and that the amount of funding 

of the pension plan affected the timing decision.

Langer and Lev (1993) also examined managerial motives 
for selecting early adoption of SFAS 87, attempting to 
determine the effect of the FASB's multi year adoption 
period. They classified the motives into two groups:


