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Abstract®

This paper is on moral hazard problems in the relationship between the manage-
ment as the principal and the management accountant as his agent. We discuss
these problems under two conditions: (1) that the management accountant's
output is an experience good and (2) that it is a credence good. The second
condition differs from the first one that even in a multiperiod relationship
agency costs remain constant. This can lead to a phenomenon we will call 'or-
ganizational failure', especially if the output of the management accountant has
a negative value.

We show that the internal decision support provided by a management accoun-
tant can be classified as a credence good so that organizational failure may be a.
reason for the recent loss of relevance of German management accounting. To
resolve organizational failure we discuss the consequences and feasibility of
monitoring instruments like behavioral monitoring or result monitoring. It can be
shown that - in contrast to the case of experience goods - these monitoring in-

struments have a positive value even with risk-neutral agents.

This paper is a revised version of a presentation held at the EIASM-workshop
"Accounting and Economics" in Ziirich on September 19-20, 1996 and is based on
results of my dissertation "Zur institutionalen Koordination der Informationsbe-
ziehung zwischen Management und Rechmungswesen", WHU, 1996. I am very much
indebted to Jiirgen Weber, Peter-J. Jost, Dieter Pfaff and Alfred Wagenhofer for
helpful suggestions on the dissertation and to the participants of the EIASM-
workshop, especially Tim Baldenius and Dieter Ordelheide, for their comments
during the discussion.



1, Introduction

Financial and management accounting in German companies are traditionally

incorporated as separate information systems with only few loose connections.

The reason for this is based on the traditional background of German financial

accounting legislature as well as on management needs.

Financial accounting is primarily directed towards external users, like sharehol-

ders, creditors, or tax-receiving bodies. Besides giving information on a com-

pany's economic position, financial accounting reports the annual net profit on
which dividends as well as tax payments are based. As financial statements form
the authoritative base for tax computaﬁon, companies usually try to present fi-

nancial data so as to minimize tax payments. Additionally, creditor protection, as

a central principle of German accounting legislature, has a great influence on the:
presentation of financial data: companies are encouraged to establish secret re-

serves to ensure long time steadiness of profit reporting.

Consequently, financial accounting systems have long been viewed as unsuit-
able provider of informational support for internal management decisions. Sepa-
rate management accounting systems were therefore established to provide the
necessary short term decision support. Although these systems basically use in-
put data from financial accounting, many changes are made, for example from
cash-based costs and revenues into imputed costs and revenues. German mana-
gement is thus faced with two different types of accounting systems (Busse von
Colbe, 1996), which are more than often incompatible with each other. This
incompatibility is enhanced by the fact that financial accounting and manage-
ment accounting are established in dual accounting concepts so that accounts

can be closed individually in both systems. Thus, reconciliation becomes more

difficult and are often neglected.

For many years, internal decision support has been claimed as the central objec-
tive of management accounting. In reaction to increasing complexity and dy-

namics of the managerial environment more and more refined and extensive ma-
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nagement accounting systems were developed which were to support any kind
of short term decision.

In recent times, however, a counter-movement has been started. Almost ten
years after Johnson and Kaplan (1987) the question of "relevance lost" is again
being discussed (Pfaff, 1994; Ziegler, 1994; BFuP-Meinungsspiegel (1995);
Coenenberg, 1995; Schildbach and Wagner,1995). Empirical research shows the
presence of doubts on existing management accounting systems, especially in
terms of their quality and suitability as decision support (Witt, 1988; Horv4th,
1992; Reifl and Hoége, 1995; Weber, 1996). In 1993, Siemens, as one of Ger-
many's biggest companies, openly decided to abandon management accounting
and use their financial accounting system not only as an external information
device, but as a provider of management decision support as well (Ziegler,
1994).

This development somewhat contrasts the accounting theory. From an informa-
tion economics perspective it can be shown that management accounting may
provide a more valuable decision support than financial accounting because
management accounting systems can be adapted to the individual characteri-
stics of a particular decision maker and/or a particular decision problem!.

This paper attempts to throw some light on this development. The fundamental
notion is that management accounting systems giving decision-facilitating in-
formation are credence goods, which will be explained in section 2. In this case,
management cannot observe the value of decision support provided by a parti-
cular management accounting system.

To discuss problems arising from accounting as a credence good we propose a
formal model to evaluate management accounting systems in section 3. These
systems can be interpreted as message services on the appropriate method of
valuation in a given decision problem. We show that they can either have a
positive or a negative value.

In section 4 we use these results to formally describe an agency relationship
between management and the management accountant. A moral hazard

problem arises if the management cannot observe the accountant's chosen level
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of effort which determines to some extent the value of his output, i.e., a particu-
lar accounting system. As this value is usually a credence good, the moral ha-
zard problem remains even in a multiperiod relationship. This can lead to rejec-
tion of the accountant's output. The abandonment of management accounting
in Germany can be explained as such a rejection.

This is a new aspect in management accounting theory which usually focuses
on rather technical aspects, like the development of new, for example process-
oriented, accounting techniques. Nevertheless, some papers discuss related
problems. Demski and Sappington (1987) analyze how to motivate an agent to
gather information before choosing an action. This differs from our model where

the accountant gathers information as well but leaves the choice of action to

‘the management. Conroy and Hughes (1987) propose a model quite similar to

ours but in contrast they take the agent's output as contractable and hence an.
experience good.

In section 5 we take a normative perspéctive and analyze two types of monitor-
ing instruments that can be used to alleviate the organizational failure in the
case of credence goods: behavioral monitoring and result monitoring. Section 6

finally contains some conclusions and prospects for future research.

2. Experience and credence goods

The ability of the user to evaluate goods: search goods, experience goods and
credence goods

Search goods, experience goods and credence goods as goods categories are
based on the works of Nelson (1970) and Darby/Karni (1973). They are defined.
according to the user's ability to determine the value of a good. Search goods
are those whose value can be determined before use by simple inspection at
negligible cost. An example for such a good would be a rug, whose design can
be determined before purchase. The value of experience goods, for example an
article of food, can be determined only after use: important qualities like taste
will be known only after eating. Credence goods cannot be evaluated at all or

only at prohibitively high costs: cloth which is claimed to be made of eco-cot-
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ton and has not been treated chemically is a credence good. It is important to
note that these categories depend on the knowledge and the judgmental power
of the user. A good that would be considered as an experience good by one
person may be a credence (or search) good for another.

Nelson (1970) distinguished only between search and experience goods. He
explained market structure as a function of consumers' search strategies, i.e., in-
spection or trial. Darby/Karni (1973) introduced credence goods and discussed
the possible loss of economic welfare in comparison to search goods and expe-
rience goods if they are offered by fraudulent sellers. An attempt to intégrate all
three categories of goods into one model was first made by Zeithaml (1981): she
developed a services marketing concept and used all three types of goods to
cluster tangible goods and services on a continuum of increasing inability to.

evaluate quality.

Analysis of contractual relations: experience goods versus credence goods

from a new perspective

The possibility of reacting upon another party's strategic behavior plays an cen-

tral role in the analysis of contractual relations. Macneil (1974: 693) describes
contractual relations as a "promise or set of promises" between economic parties
to exchange goods or services. Any utility-maximizing party tries not to give
away more in value than the other party offers. This remains easy if the value of
the offer is known ex ante or, using our terms, a search good. If the value of the
offer is lower than the price that has to be paid, any utility-maximizing party can
react by rejecting the contract.

If the value of the offer is not known ex ante, but will be known ex post, the of-
fer will be accepted if contractnal conditions concerning its value, like condi-
tional payments or guarantees, can be agreed upon. These contractual condi-
tions are secondary means of reacting upon an offer of insufficient value. The
use of such contractual conditions requires the possibility of claiming recourse,
otherwise they are ineffective2.

If the offer of the other party is a credénce good, there is never a possibility to

claim recourse; no condition can be linked to the good's value because the va-
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lue will never be observed at all. The three categories of search, experience and
credence goods can therefore be reduced to experience goods and credence

goods in a broad sense (see Figure 1)3.

reaction upon insufficient value
possible impossible

transaction search experience goods

without recourse goods credence goods

transaction search goods credence goods

with recourse experience goods

experience goods credence goods
in a broad sense in a broad sense

Figure 1: A broader definition of experience and credence goods

If a party is able to observe the value of an offer in a contractual relationship so
that recourse can be claimed, we will henceforth call this offer an experience
good. If a party is not able to claim recourse concerning the value of an offer,

we will henceforth call the offer a credence good.

Accounting systems as transaction objects: experience or credence goods?

Before studying closely the accounting systems provided by a management ac-
countant, we have to discuss whether these systems are experience goods or
credence goods.

An accounting system can be interpreted as a message service on the
appropriate method of valuation in the decision making process. Information
economics usually assumes that a message service provided by an expert, for
example a management accountant, does not convey less information than the
decision maker already possesses, so that it can at least do no harm. This is what
Marschak (1954: 201) had in mind when he pointed out that "there is no
damage in knowledge".

Unfortunately, a decision maker cannot always be sure that the agent providing
a message service is really a good expert, or, more formally, if the message ser-

vice in fact does convey additional information. Whereas a message service
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from a good expert helps to increase expected utility, using a message service
from a bad expert may result in decreasing expected utility4.

If we assume a multiperiod relationship between the decision maker and ex-
pert>, which implies the possibility of recourse, we can identify two conditions,
one of which must be satisfied in order for a message service to be classified as

an experience good:

(1) The decision maker can identify the action, which would have been
optimal, ex post.
If, for example, an investment counsellor proposes an investment that,
ex post, yields a result below market average, the chances are higher
that he is a bad expert. If the yield is better than the market average,
he is probably a good expert. The same would hold for the advice of a
meteorologist.

(2) The decision maker has already accumulated a lot of knowledge, so
that the remaining risk is relatively low.
If, for example, the decision maker is an investment counsellor himself,
he should be able to judge the advice provided by a second invest-
ment counsellor, e.g. through plausibility or methodological checks,
and thus find out, before using it in his decision, whether the counsel-

lor is in this case a good or a bad expert.

If none of these conditions hold, then the message service provided by the ex-
pert is a credence good: the decision maker is not able to determine its value
neither before nor after taking the decision.

An important question is now, whether an accounting system as a message ser-
vice is an experience good or a credence good. Upon closer examination the
first condition is unlikely to be met: The management accountant, as the expert,
provides decision support for a great number of decisions, but the resulting pro-
fit is usually calculated in an overall perspective and so cannot be attributed to
particular decision problems. Additionally, the profit of unrealized alternatives is

usually not accurately known.
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The second condition mentioned above may hold in some cases: if a member of
management has previously accumulated a large amount of knowledge on diffe-
rent accounting systems, he should be capable of evaluating a message service
provided by the management accountant. But the more complex the managerial
environment and, as a result, management accounting systems, the less likely
this condition is met. It seems plausible therefore to put forward the hypothesis

that management accounting systems are credence goods.

3. Evaluating the accounting system provided by the management accoun-

tant: a formal approach

Before describning the agency relationship between management and manage-
ment accountant we first have to examine more closely the value of the message
service - or accounting system - which is the agent's output. Not only are the:
driving forces determining this value of special interest, but also the question,.
whether the value of the message service may be negative, thus causing even
without costs disutility to the principal.

The formal approach to evaluating an accounting system as decision support to.
indicate the appropriate method of valuation is based on Marschak's (1954)
model for calculating the value of an inquiry.We assume a manager M has to
choose from a given set A={a} of alternative actions ¢. M's Neumann-
Morgenstern utility function U depends on the short term monetary profit g4
realized with the chosen action a¢. This implies that any additional conflicts .
between management and owners are neutralized in this paper, e.g. by assuming
that goal conflicts have been eliminated by the necessary contractual mecha-
nisms, to put a clearer focus on the internal relationship between management
and management accountant.

The decision is made under uncertainty because gq is a function of a given set
S={s} of states of Nature s. M attributes to each s a subjective probability p(s)s.
As a rational decision maker he chooses the action a that maximizes his

expected utility _
max E[U(g,)]=max ¥, p(s) U(gss) )
a a Py



This choice can be improved if M acquires additional information on the pro-
babilities p(s). To analyze the role the management accountant plays as an ex-
pert, we must have a closer look at the states of nature. The uncertainty ex-

pressed by p(s) can be attributed to two different sources:

* Uncertainty about exogenous future events:
This is a common interpretation of uncertainty. Changes in managerial
environment, e.g. production technologies, cannot always be foreseen.
Information about some exogenous future event z is providéd e.g. by
production management.

¥ Uncertainty about the appropriate method of valuation with which to
calculate profits:
This is a second source of uncertainty, not as commonly discussed as
the first. To attribute operating profits g to each alternative action a for
each possible event z, M has to know how to evaluate the substantial
consequences of each g, i.e., translate these consequences into costs
and revenues. As there are many different methods of valuation? that
can attribute profits to alternative actions M needs to know which
method is best used in some particular circumstance. This is not only a
question of objective data quality, but also of subjective adaptation of
cash-based costs and revenues e.g. to individual risk-preference. The
information on the appropriate method of valuation is to be provided

by management accounting systems.

This distinction has important implications: uncertainty can only be reduced by
a management accountant on the choice of methods of valuation m, but not on
future events z. Even if he provided perfect information on m, a decision under
uncertainty could still remain with respect to unknown z. In this case the opti-
mal method of valuation m should attribute expected utilities to each alternative
action that reflect as well as possible the remaining uncertainty on exogenous
future events z.

Formalizing these ideas we assume a given set Z={z} of future events z, and a

given set Q={m} of possible accounting systems m for calculating operating



profits g. Both Z and Q are assumed to be stochastically independant. This im-
plies that, among other things, behavioral aspects, like influencing z by some
choice of m, are excluded from our analysis.

p(s) can now be interpreted as

p(s}=p(z)p(m) (2)
p(z) is the subjective probability M attributes to some exogenously given future
event z and p(m) is the subjective probability that an accounting system m
should be used to calculate the expected utilities for a particular decision pro-
blem.

The management accountant's output has to be measured in how far the ac-
counting systems help to reduce (or increase) this methodological kind of un-

certainty. The expected utility rule (1) now becomes$

ijZp(m)Z p(2) U(gamz) (3)

1 Z

For simplification we will introduce the preference value Pg,;, which comprises

the expected utility of an action calculated with a method of valuation m:
Py = 2,7(2) U gamz ) _ (4)

4

Expression (3) can then be written as
mapr(m)Pam =max E[ 7, ] (3)

a 12 a

Expression (5) implies that a rational decision maker M maximizes his expected
utility if he chooses the action a with the maximum expected preference value.,
The expectancy is expressed by the probabilities p(m) that are attributed to the
different accounting systems m. If, by chance, the best method of valuation m is
perfectly known, then M will attribute to every alternative only one preference

value Pgn=E[P,] and choose the action 4 with Pgu2Pgp, for all a#d.

Example:
A customer asks for a modified version of a standard product. It is a one-
time special order and he is ready to pay a premium of up to 10% on the
price of the standard product. M, e.g. the sales manager, has to decide

whether to accept this order. The production manager informs him that
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there is enough idle production capacity to accept this order. Never-
theless M is not sure, how much additional input in production, as well
in administration, will be needed to implement the modifications.

Attributing profits to both alternatives he is uncertain if he should cal-
culate with full costs or differential costs. Figure 2 summarizes the deci-

sion matrix faced by M,

b z=1 z=2
ot low input | high input Pam E[P,]
: o plz=1)=07 | p(z=2)=0.3
m=1
’ differential|l p(m=1)=0.6| +30 -20 +15
a=1 costs
accept . +5.4
order =
ful?.::ozsts p(m=2)=0.4 0 -30 -9
a=2 |
decline] +10 +10 +10 +10

order {;

Figure 2: Decision matrix (example) with uncertainty about future

events and about accounting systems

The columns describe uncertainty on future events, e.g. the additional
input it will take to implement the modification. It can either be low
(with the probability p(z=1)=0.7) or high (with the probability
P(z=2)=0.3). Additionally, M is not sure whether to calculate this spe-
cial order at full costs or differential costs. With p(m=1}=0.6 he as-
sumes that the best method of valuation will be calculating with
differential costs. Consequently, he considers a calculation using full
costs as best method of valuation only with p(m=2)=0.4.

To calculate Py=] or expected utility of the action a=1 (accept order),
M has to weigh the possible profits not only with the probabilities of fu-
ture events (low versus high input), but also with the probabilities of the
possible accounting systems (differential costs versus full costs). It is

+5.4 for the first alternative (accept order) and +10 for the second al-
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ternative (decline order). As a rational decision maker, M will now
decline the order.

Accounting theory says that the best method of valuation is calculation
using differential costs (Deakin and Maher, 1994: 445-7). From this
point of view, M makes a wrong decision. If M knew accounting theory
well enough, then his subjective probability p(m=1) would change to
1.0, and p(m=2) consequently to 0. In this case, the expected utility of
the first alternative rises to +15. M would now accept the special order
and so, in the light of risks only related to exogenous future events that
cannot be foreseen, make a better decision. Consequently, a message
service conveying information on the choice of methods of valuation by
improving the subjective probabilities p(m) would be valuable to M. On
the other hand, a message service worsening the p(m), for example by
changing them from p(m=1)=1.0 to 0.5 and p(m=2)=0 to 0.5, should be
rejected by M.9 |

To evaluate a management accounting system, we will assume that M already
has gathered all available information in order to reduce uncertainty related to
future events: the p(z) can no longer be improved. We will ﬁow have a closer
look at the p(m).

At the starting point of our analysis, i.e., when M is first confronted with a parti-
cular decision problem, all possible methods of valuation have equal probabili-
ties p(m) according to the Laplace rule. If M has some knowledge on the choice
of methods of valuation, this knowledge can be interpreted as message service
M', sending without cost and delay some signal i’ € 1' that changes the prior

probabilities p(rn) in a Bayesian process into posterior probabilities p(mli"). The

- p(m=1)=0.6 and p(m=2)=0.4 from the above example can be interpreted as

such posterior probabilities.

If ' as a message service gives perfect information on the choice of accounting
systems for a particular decision problem, then i’ € 1’ will be such that the best
method of valuation m will have the posterior probability p(m=mli")=1.0. All

other posterior probabilities will be p(m=mli)=0. We can assume however that,
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in most cases, 1|’ gives only imperfect information because otherwise the mana-
gement accounting profession would probably not exist.

M now has the possibility of acquiring an accounting system as a message
service to reduce uncertainty on the choice of the appropriate method of
valuation from a management accountant R. This message service is provided,
for example, through a report R submits on a particular decision problem and
will be denoted 1. Any signal i € 1) changes the probabilities p(mli") in a second
Bayesian process to new posterior probabilities p(mli',i). Both 1' and 1)
represent aggregated knowledge on the choice of methods of valuation. As M -
who possesses 7' - and R - who possesses 1| - are different persons, both
message services are unrelated. Figure 3 summarizes the series of events during

the decision making process.

What is happening: The formal approach:

the management M is faced  starting point: all possible accounting
with & decision problem and  systems have an equal probability
t=1 =~ develops aset of alternative  p(m)

actions

M evaluates the alternative M's knowledge 1" emits a signal i'
actions based on his already  changing p(m}) to p(mli".

t=2 = existing knowledge => with the prebabilities p(mli"
the action & yields the highest
expected utility {prior action)

M changes his valuation M acquires a message service 1 from
based on the accounting R emitting a signal i which changes the
t=3 == Sysiem provided by the p(mli') to p(mlf',i).
= management accounting R => with the probabilities p(mli,i) the
action a* yields the highest ex-
time v pected utilitiy {posterior action)

Figure 3: Series of events during the decision making process

The value of any message service depends on how the choice of action changes
after a signal has been emitted. We denote the optimal action chosen by M, ba-
sed only on the message service 1, with 4, the optimal action based on informa-
tion from 1) being denoted by a*:

d=max » p(mli')P,, =max E[P,li'] (6)

c m a
a*=max2p(mli',i)Pam=m§x E[P,li",i] (7)
a

n
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We are now confronted with two message services 1)’ and 1} influencing the
choice of the method of valvation. M'is always used by M because as his
knowledge it is assumed to be available without costs or delay. The use of 1
which is provided by R is voluntary and depends on its value in comparison to
N'. It is evident that the value of 1} can only be positive if 1 is a better message
service on a particular decision problem than 1)'. Consequently, both message
services T} and ' have to be put into an order.

Unfortunately, a general ranking of two message services - or information sys-
tems - is only possible if Blackwell's (1953) theorem holds, which is not always
the case. Blackwell's theorem shows that the message service with the lower
rank is just a stochastic transformation (garbling) of the message service with
the higher rank: The former contains just imperfect information about the
_latterl0,

Nevertheless, a ranking is always possible with reference to a particular decision
problem. As Laffont (1989: 58) points out, a message service M has a higher
rank than a message service 7' if, for a given decision problem and a given
Neumann-Morgenstern utility function U, condition (8) holds:
B[UIn]>E[Ul7'] (8)
Expression (8) implies that the decision maker reaches a higher expected utility
by using message service 1} than by using the message service T)'. This rather
individually-oriented concept will now be used to evaluate 1]. Let D be the va-
lue of a message service 1} provided by R. According to (8) we then have to

distinguish two cases:

Case 1: 1 is equal to or better than N’ (or 1} 21'):

In this case D can be calculated according to (9) which corresponds to

Marschak's (1954) decision oriented valuation of informative signalsl!:
D=3 pG)(B[Bli',i])-E[P3li'] =Y, p(i) (B[ Bl i ]~ E[ B3l 1,i]) 2 0 (9)
i i

It is evident in expression (9) that D is the aggregated increase of
expected utility which is expressed by the expected posterior preference

values E[Pg#li',i]. These are calculated with the posterior probabilities
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p(mli’,i), which implies the input of the better message service 1 and are
weighted with the individual probabilities p() of each signal i € 1.

(9) shows as well that D has to be non-negative: For every signal i € 1,
either an action a*#4 will reach a higher expected preference value so
that E[Pg#li"i]>E[Pgli",i], or 4 remains the optimal action with E[Pgli',i]>
E[Pga4li'i]. In both cases the difference is non-negative. As p(i) are non-

negative probabilities, D itself can never become negative in this case.

Case 2: 7] is worse than 1) (or 11 <1)'):

In this case we have to modify the calculation of D tol2

D=Zp(i}(E[Pa*li']) E[Bli']= Zp(z)( [Pl ]-E[R3li'])<0 (10)

In contrast to the former case D is now the aggregated decrease of ex-
pected utility because a worse message service 1 induces a worse choice
of action. The expected preference values E[Pg#li] after choosing the po-
sterior ﬁlternative a* must now be calculated with the prior probabilities
p(mli’) because this time these probabilities reflect the better message ser-
vice 1'. Thus, the changes in the choice of action are included only impli-
citly through the identification of an alternative a* that would have been
optimal if a signal i € 1 had been used.

As always E[Pq+i'J<E[P4li"] - because otherwise & would not be the op-
timal action prior to using i € M - and E[P4#li'|<E[P4li"] for at least one i

with w(Z)>0, (10) shows that D must be negative.

D, as the value of 1, is M's gain or loss in expected utility if M uses R's message
service M as accounting system in his decision-making. If R is a good expert
(Mzn'), then M gains because he is more likely to calculate the profits of the al-
ternative actions with the best method of valuation and thus choose a better
action than without using 1. If R is a bad expert, then M might change from a
good to a worse action by choosing a method of valuation with the help of a
bad message servicel3.

Equations (9) and (10) have some additional implications summarized by Figure
4 (WeiBlenberger, 1996: 111-26):
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* If M has perfect information on the choice of methods of valuation, i.e.,
knows the method m, then D<0: if 1| also contains perfect information,
then D=0, otherwise D<0.

* If M has no information at all, then D>0: if T also contains no informa-
tion, then D=0, and if N contains at least some information, D>014,

* If M contains perfect information, then D reaches a maximum.

* If | contains no information at all, then D reaches a minimum.

minimum D maximum D
D=0 |
D<O >1‘ D>0 -
P
n<mn' >|< M > M ——-
n=n'
1 €oniains no - m coniains perfect
information at all information

Figure 4: Value of 1) depending on the relationship between 1) and )",

Having now formally derived that the value D of the management accountant's
output 1] depends on the relation of its quality to the quality of management's
knowledge 1’ and that this value may very well become negative, we can now
analyze more closely the moral hazard problems that arise in the relationship

between M and R.

4. The agency relationship between management and management accoun-

fant

From an agency perspective the management is considered as the principal, the
management accountant as the agent. The management delegates valuation
which is originally part of the management tasks to the management account-
ant. The reason behind this is the need to specialize because management tasks
have become to complex to be exercised as a whole by the management him- -
self.
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Ross (1973: 134) describes agency relationships as "one of the oldest and com-

- monest codified modes of social interaction”. They arise if one party, the agent,

performs on behalf of another party, the principal, a particular task, which, for
some reason, the principal cannot or does not want to perform himself. The
principal pays an agreed remuneration to the agent who, in return, has to trans-
fer the outcome which results from his effort to the principal. All relevant
aspects of the agency relationship form a contract that may be either real or fict-
itious.

The normative analysis of agency relationships has thrown some light on many
phenomena, especially the moral hazard problem (Ross, 1973; Holmstrém, 1979;
Shavell, 1979). The central contractual instrament to alleviaté the moral hazard

- problem is conditional payments depending on the outcome of the agent's ef-

fort. This alleviation is costly if the agent is risk-averse because then a trade-off
between incentive effects and optimal risk-sharing can be observed. This trade-
off is called agency costs and normative agency literature concentrates on ex-

plaining or finding contractual instruments to reduce these costs.

The basic model: experience goods - the traditional results of agency theory

do hold

In this part of section 4, we will study the relationship of M and R under the
condition that the value D of the message service 1] can be observed by both M
and R: M is an experience good. In this case, we will denote its value as D. To
assume the output of the agent's effort to be an experience good - for example,
some monetary output - is quite typical for agency games described in the litera-
ture.

D depends on some action e privately taken by R and on a random state of na-
ture O, signifying some exogenous risk: D=D(e,0). This leads to a moral hazard
problem if from M's pbint of view another level of e is desirable than from R's
point of view. We assume that D>0, so that M prefers higher levels of e.

M's Morgenstern-Neumann utility function U is defined over D. D is reduced by

the remuneration B M has agreed to pay to R. For simplicity we assume that all
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other costs M incurs are zerolS, M is supposed to be risk-neutral: U=U(D-B)
with U'>0 and U"=0,

R's Morgenstern-Neumann utility function V is defined over remuneration B
and action e: V=V(e,B). This is further restricted by assuming that V(e,B)=N(B)-
H(e) with N">0 and N"<0 which implies that R is risk-averse over B and H'(e)>0
and H"(e)>0, so that R prefers lower levels of e. R is only willing to accept a
contract if he can expect at least some minimum reservation utility Viin.

The interpretation of these assumptions is the following: M has to solve a deci-
sion-making problem. He feels that he does not possess enough accounting
knowledge to enable him to calculate the right costs and revenues for alterna-
tive actions. He asks R to provide him with a message service, for example an
accounting report, indicating the appropriate method of valuation. He offers R
the fee B. If R accepts this offer, R has to make a productive input e to produce.
n.

D, as the value of 1}, does not only depend on R's effort ¢, comprising all efforts
R undertakes to produce an message service with a high value D, but also on
some random effects 0, for which R is not responsible. These effects can be mis-
takes in data processing, misunderstandings or just plain errors. We assume that
with higher efforts e the probability of random bad effects decreases but never
equals zero. e can be observed by M only jointly with O through the observa-
tion of D.

e causes disutility to R which rises progressively with increasing e. The disutility

results from conflicts of interest. Many examples can be found, e.g.

* R wants to use very accurate methods of valuation that lack actuality.

* R wants to use methods of valuation which are fashionable at the time
but do not conform to the decision problem.

* R does not want to put high efforts into the procurement of the neces-

sary input data to find the best method of valuation m.

One of the earliest results of agency-theory was that in contrast to the Pareto-

optimal risk-sharing arrangement that proposes a fixed payment, B has to be
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made dependant on the output D. Otherwise, the utility-maximizing R will
choose a minimum level of effort ey, and justifyllow values of D with a bad 6.

The following program describes the maximization problem M faces to deter-

mine the optimal B*(D):

max E[U(D(e,6)-B(D))]  subject to (11)
B(D)

E[N(B(D))]~H(e)2 Vipin (12)
e=ar'ger{n?x{E[N(B(_Q))]—H(e')} (13)

Expression (11) implies the maximization of M's utility subject to R's expected
utility reaching at least the reservation level Vipip (12) and R maximizing his uti-
lity for any given contractual arrangement B(D) (13)16. We have to keep in
mind that M is, in fact, primarily interested in the level of D; R's choice of e mat-
ters only secondarily as it has an influence on the level of D.

A very simple procedure like the first order condition approach taken with the
necessary assumptions already shows that the results of this game conform to
the results of classical principal agent-theory. The first-best solution - the op-
timization without expression (13), which implies perfect knowledge of e and
thus absence of the moral hazard problem - results in

U

<O A (14)
The second-best solution is
% =A+U f?(igll—:))

f(Dle) denotes the density function of D depending on an effort ¢ made by the

(15)

agent and caused by random influence 0, and f'(Dle) is its first derivative. Both-
equations (14) and (15) show conditions for the optimal contract. The additional
U-term with >0 in equation (15) implies the loss of expected utility for M - the
agency costs - resulting from a deviation of optimal risk-sharing. Only if R was
risk-neutral, would the contract be Pareto-optimal either as a risk-sharing device
or as an incentive device. In this case |l equals zero.

An important condition for the existence of a contract between M and R is that

at least the optimal contract B*(D) should lead to a non-negative expected uti-
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lity level in (11). If this is not the case, then the agency-relationship in itself is in-
efficient and a rational M will not offer a contract to R. This condition is usually
neglected, but plays an important role when we examine closely the case of
credence goods.

As can easily be seen, many other results developed in normative agency theory
hold for the relationship between M and R (WeiBenberger, 1996: 162-74). For
example, as Holmstrém (1979) showed, an additional and stochastically inde-
pendent message service Cp={cp} monitoring e will have a pos.itive value only
if R is risk-averse because a cdntractual arrangement B(cp,D) reduces the in-
fluence of 6. If R is risk-neutral, Cp has no value at all. If the costs K¢y, of the
message service Cyp are lower than the reduction of agency costs induced, it is
feasible to use Cp,. '
Another instrument to reduce agency costs is to make use of multiperiod:
contracts with memory: M offers a payment scheme which is conditional not
only on the actual performance D of the actual period t, but also on the perfor-
mance of past periods Dy.1, Dt.2, etc. A period comprises the completion of one
subgame between M and R, which, in this model, would be the production of an
accounting system as a decision support for one particular problem. This implies
a relationship with recourse. Lambert (1983) has shown that agency costs are
reduced in a two-period game because a risk-averse agent can diversify at least
some of the exogenous risk 0 over the two periods.

Extending the program described above in two-period modell7 results in

Uy £'1(Dyle)

—— =A== (16)
Nl' ul f1(21[‘31)

as second-best solution for the first period and in

U, '1(Dyle) f'9 (Dyler (D))

—= A+ ———+ Uy (D) 17)
Ny' H £i(Dyler) 205 fi(Dyle)fa(Dylex (D)) (

as second-best solution for the second period. Condition (16) for the optimal
contract B1*(D;) in period 1 and (17) for the optimal contract B*(D1,D») in
period 2 show that the moral hazard problem is not resolved in any of the two

periods as [11>0 and l2>0. But Lambert shows as well that the expected value
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of the quotient of marginal utilities is in both periods equal to A: This implies in-
come smoothing for the agent and thus a diversification of the exogenous risk
0, which coﬁsequenﬂy leads to a reduction of agency costs.

The more future periods a contract comprises, the less exogenous risk 0 the
agent has to carry: consequently, agency costs should decrease with the num-
ber of periods ex ante contracted upon. Early analysis of this intuition is
provided by Rubinstein (1979) and Radner (1981). Rubinstein shows that in an
infinite game exogenous risk can, under certain conditions, be fully diversified,
so that the principal can achieve a first-best solution18. Radner (1981) comes to
similar results. Figure 5 indicates the decrease of agency costs as a difference

between M's expected utility in the first and second-best solution.

E[U agency costs (experience goods) . .
[ ]‘ . first-best solution

second-best solution
(experience goods)

P

number of periods coniracted

Figure 5: The decrease of agency costs in multiperiod settings (experience

goods)

The higher the number of periods contracted, the lower the agency costs
incurred by M in each period.

As the relationship between M and R is usually a long term relationship which
implies the possibility of recourse, this result should hold for their relationship if
T is an experience good. This has important implications: in this case there could
be no significant moral hazard problem between management and management
accountant since it should be alleviated by long term contracts. Consequently,
the abandonment of German management accounting could not be explained

by moral hazard problems if accounting systems were experience goods.
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Another result is also evident: costly monitoring of e becomes less feasible if the
number of periods ex ante contracted upon increases. In this context, D can be
interpreted as a costless monitoring signal that supersedes costly behavioral

monitoring in long term contracts.

A new perspective: production of credence goods in an agency relationship

and organizational failure

If the output M of R's effort is a credence good, then its value, which now will

be denoted by P, cannot be observed by M. As today's management account-
ing systems in Germany are rather complex and their understanding requires a
lot of knowledge, we can assume that most management accounting systems
have to be considered as credence goods: Their Valﬁe - 1.e. their quality as a
message service denoting the appropriate method of valuation - is not known to
the management.

In this situation, the 'easy way out' of the moral hazard problems is unavailable
because M cannot offer a contract to R in which the payment B directly de-
pends on the value P of the output 1) itself?9,

This implies that M has to offer R a fixed payment and R will - in the case of
hidden action - invariably choose the minimum level of effort ep;,. Conse-
quently, a utility-maximizing M will offer only a payment Bfix,min SO that R
reaches with e = emin just his reservation utility Visin. This holds for a one-pe-

riod relationship as well as for a multiperiod relationship.

E[U] agency costs (experience goods) first-best solution

P P e e P TT'/ o e
*:*****:::fiﬁ;ﬁ* % * ‘ +‘¢t~4*¢¢,.¢‘// second-best solution
oletelals S et d
SRS (experience goods)

eteleleleds

&ﬁi&i&tﬁ#ﬁ’ lﬂ'

et LKL agency costs
(credence goods)

% second-best solution

J_crede nce goods)

number of periods contracted

Figure 6: Constant agency-costs in multiperiod settings (credence goods)
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Consequently, agency costs do not decrease in long term contracts; the expect-
ed-utility functions from Figure 5 therefore change to Figure 620.

The situation may arise where the level of ey is so small that the expected
utility M reaches will be negative. In this case, M will not offer a contract to R,
but will make his decision without acquiring 7). This implies that the agency
costs are higher than the expected utility of the first-best solution: the second
best function of the credence goods case in Figure 6 would then be found
below the abscissa. If the relevant second best expected utility of the case of
experience goods is above the abscissa, this situation can be interpreted as
‘organizational failure'. It occurs only because R's output is a credence good?2!
which results in constant agency costs. Figure 6 makes it evident that the more
periods are ex ante contracted upon, the higher the probability for the existence
of organizational failure becomes.

If we take as given that management accounting systems can be considered as
credence goods, then, in the absence of other contractual mechanisms, a moral
hazard problem can easily lead to organizational failure in management ac-
counting. M then decides not to offer a contract to R or, in a more dynamic per-
spective, stops offering contracts. We can thus deduce that the recent loss of
relevance of German management accounting can, at least to some extent, be
explained by an unresolved moral hazard problem and, consequently, high
agency costs in management accounting.

Trying to find evidence for organizational failure by taking a closer look at ma-
nagement accounting in Germany we nevertheless find that - even though its
relevance is discussed - only very few companies have in fact stopped using
management accounting systems. This leads to the question if the
organizational failure of management accounting is prevalent only in few Ger-
‘man companies. One answer could be that in these companies organizational
failure occurs only in a hidden way because the decision to offer a contract to R
is made by a different member of management than the person deciding to use 1)

as decision support?2.
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Comparing once again the case of credence goods to the case of experience
goods (Figure 6) we find that the difference of agency costs is increasing with
the number of periods contracted upon. Consequently, costly contractual
instruments, that help reduce agency costs also in the case of credence goods
become the more feasible, the more periods are contracted upon. In the

following section we will discuss monitoring instruments as such an instrument.

5. Monitoring instruments in agency relationships: a new perspective

Having analyzed some reasons for the recent loss of relevance of German ma-
nagement accounting, we now take a normative perspective discussing some
monitoring instruments that could help to reduce agency costs in the case of
ctedence goods. Note that these instruments are assumed to be costly, so that
they play a subordinate role or no role at all in the multipericd case of experi'-.
ence goods because here D exists as costless monitoring instrument, supersed-
ing many other, costly monitoring instruments.

Monitoring costs arise from designing monitoring instruments, from getting
monitoring data, from disutility that monitoring may cause with the agent or
from additional moral hazard of a third-party monitor.

Monitoring instruments can be interpreted as message services as well. Their
value equals the reduction of agency costs they induce. In this section we will
examine two different types of monitoring instruments relevant in the case of
credence goods: behavioral monitoring, giving imperfect information on e, and

result monitoring, giving imperfect information on D.

Behavioral monitoring:

Behavioral monitoring can be interpreted as the acquisition of an message ser-
vice Cp={cp} emitting a signal ¢y € Cp on R's effort. Consequently, cp is
stochastically correlated with e, but not with D. This implies for example that c}
would not vary with D if e was kept constant. If cp gives only imperfect infor-
mation on e, a monitoring risk Yy exists: cp might wrongly indicate a high (or
low) level of effort. This risk is assumed to be independent of 6. We can inter-

pret ¢p as chle, Yo).
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A typical example for behavioral monitoring in management accounting is pro-
cess auditing, which tries to measure ratios on the information processing effort
performed by the management accountant.

In order to motivate R to choose a higher level of effort than ey M can make
the payment B dependant on a signal ¢, € Cy: B=B(cp(e,Vp)). This is very simi-
lar to a payment B(D(e,0) in the case of experience goods. As R is risk-averse,
this payment scheme once again deviates from the Pareto-optimal risk-sharing
arrangement because R has to carry control risk y as an incentive device. Ex-
pressions (18) to (20) show the new maximazation program that leads to the

optimal contract B(cp):

élgax)E[U(B(e, 6)-B(cp))]  subject to (18)
Cp

E[N(B(cp))]-H(e) 2 Vign (19)
e=a:;ge?ﬁx{ﬁ[N(B(cb))]—H(e')} (20)

Note that the expectation M forms on P is not dependant on cp but on the level
of effort ¢ induced by the payment scheme B(cp) through (20). Solving this pro-
gram using the first order condition approach leads to the condition for the op-
timal payment scheme in the second-best situation (WeiBenberger, 1996: 202-6):
BolU)_; ., f‘: (cple)

N' 7(cple)

Comparing condifion (21) to condition (15) we find that the main difference

(21)

consists in M's marginal utility U" which is formulated as expected utility de-
pending’ on the distribution of 6. Even though behavioral monitoring alleviates
the moral hazard problem, it does not exclude the possibility of Type-I or Type-
II errors occurring as a result of O: A risk-averse M cannot share the risk 8 with
R but has to carry it alone. This can be an additional driving force inducing
organizational failure.

The W-term with (>0 in (26) implies that in a one-period game some agency
costs resulting from the moral hazard problem still exist because a risk-averse R
has to carry some of the control risk Yp, which is expressed by the density

function fP(cple) and its first derivative f'(cple). This one-period game can be
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transformed into a multiperiod game which leads to similar results as for expe-
rience goods: The greater the number of periods ex ante contracted upon, the
more the agency costs resulting from moral hazard problem decrease because R
is able to diversify control risk W, over several periods.

There is however an important difference between the case of experience goods
and the case of credence goods. If R is risk-neutral, then additional behavioral
monitoring in the case of experience goods has no value at all since R is indiffe-
rent to any risk reduction. The first-best solution is achievable independent of
the observability of e. In the case of credence goods, behavioral monitoring is
always valuable, even if R is risk-neutral. As R is then indifferent towards con-
trol risk Yp, the moral hazard problem will be resolved completely in a one-pe-
riod game.

Depending on a comparison of the two types of risk, 8 and , cp, contains bet-
ter or worse information on e than D does in the case of experience goods. If 0
is smaller than Vfp, then an equivalent reduction of agency costs by Cp, in the
case of credence goods will take more periods than by using the D in the case
of experience goods if the number of periods is finite.

In the infinite model, a first-best solution can be reached with any Cp, giving in-
formation on ¢, so that all agency costs resulting from the moral hazard problem
vanish. Consequently, any Cy, will be feasible in the infinite game if its costs
Kcp do not exceed this part of the agency costs resulting from the moral hazard

problem.

Result monitoring:

Result monitoring can be interpreted as the acquisition of a message service
Cr={cr} emitting a signal ¢ € C; on the value of 1 as the result of R's effort23.
consequently, ¢ is stochastically correlated with B, but not with e. This implies
that ¢r would not vary with e if D was kept constant. If ¢; gives only imperfect
information on P, a monitoring risk Y exists: ¢y might wrongly indicate a high
(or low) value of D. This risk is assumed to be stochastically independent of 9.

We can express cr as c{(D, ).
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A typical example for result monitoring in management accounting is quality
auditing. This implies, for example, the auditing of data sources and methodo-
logy of established accounting systems to judge their applicability for particular
decision problems. External auditing of financial reports is another form of result
monitoring applied to financial accounting.

If a moral hazard problem exists, a contract B based on the result monitoring
signal c; can be used as an incentive devices: B=B(c{(P,;)). Expressions (22)

to (24) show the maximization program generating the optimal contract B(cy):

]gr(lax)E[U(B(e, 0,c,,¥,)-B(c,))]  subjectto (22)
E[N(B(c,))]-H(e) = Viyin | : (23)
e=m;gentéa}:x{E[N(B(c,,))]—-H(e')} | (24)

Note that in (22) the expectation M forms on B is now dependant on e and the -
exogenous risk 0, as well as on ¢ and the control risk Yy: M includes in his
estimation of D not only e, but also the result monitoring information ¢; € C;.

If we have a closer look at C; as a monitoring instrument for reducing moral ha-
zard, we can interpret c; as imperfect information on  which itself contains im-
perfect information on e so that we can write:

p(c,le) =p(c, 1 D)p(Dle) | (25)
(25) implies a garbling in the sense of Blackwell's (1953) theorem, so that C; is a
worse message service on e than all possible values D that form a message ser-
vice {D}.

Solving the maximization program with the first order condition approach leads
to the condition for the optimal payment scheme in the second-best case
(WeiBenberger, 1996: 208-12):
U ep 7' (o1 D) 2" (Ble)
N' £7(cy1 D)2 (Ple)

Condition (26) shows the garbling in the i-term, increasing the risk R has to

(26)

carry as incentive device in comparison to the case of experience goods: ¢y

gives worse information on e than B would if it was known.
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As the one-period game can be extended to a multiperiod game, R can diversify
the overall risk imposed by B(cy) leading to a reduction of the risk premium he
claims, but at a slower rate than in the case of experience goods because c; as
signal on e contains both risks 0 and . If the game is infinite, then R can di-
versify the overall risk he has to carry as an incentive device. In that case, the
moral hazard problem is resolved completely.

Concerning the value of C; we have the same result with result monitoring as
with behavioral monitoring: the value of C; is always positive in the case of
credence goods, even with a risk-neutral R: here, the moral hazard problem
again is completely resolved in a one-period game.

Additionally, risk-sharing between a risk-averse M and R now becomes possible

based on a signal ¢y emitted by Cy, but this is only a sharing of the overall risk

- including 0 and .

Monitoring systems for management accounting?

Our results show that both behavioral and result monitoring may in the case of
credence goods help to reduce agency costs. Even if they are costly they may
be feasible in a long term relationship. If accounting theory accepts a want of
trust?4 in accounting systems as empirical phenomenon, then additional re-
search in feasible monitoring should be considered. This should also include
discussions of behavioral effects of monitoring, i.e., the éausing of disutility with
R, as well as the search for resource-efficient monitoring instruments.

The discussion of monitoring instruments alse provides another aspect in ex-
plaining the growing inclination towards financial accounting: the external au-
dits of financial reporting that are legally required can be interpreted as result
monitoring, resolving the problem of organizational failure from want of trust in
financial accounting. If the management has to choose between decision sup-
port from financial accounting or management accounting, it will choose the sy-
stem that seems the most credible, which will under these conditions be financial
accounting. If German management accounting has to win back once again its
relevance, then resolving credibility problems in management accounting

should be one of the challenges accounting theory has to attack in the future.
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6. Conclusions

In this paper a growing loss of relevance of German management accounting
has been explained by credibility doubts faced by management accounting in
the presence of moral hazard problems. These moral hazard problems cannot be
resolved by making payments to the agent which depend on the value of the
outcome because the outcome itself is a credence good. A way to alleviate or
even resolve moral hazard problems are costly monitoring instruments: behavio-
ral monitoring or result monitoring. These instruments tend not to be feasible in
the multiperiod case of experience goods, but in the multiperiod case of
credence goods they do play an important role.

The question of credence goods as an agent's output has not yet been broadly
analyzed in agency literature. In this paper it has been discussed in the light of a
particular problem, i.e., the increasing loss of relevance of German management:
accounting. It should be interesting to consider this phenomenon for other cre-
dence goods as well, for example consulting or certain types of medical advice.
Finally, it must be stressed that most empirical phenomena do not have one-di-
mensional but multi-dimensional explanations. The model we described may in-
deed throw some light on the German situation, but other explanations may also
be valid. One could, for example, put forward the hypothesis that traditional
management accounting systems are too cumbersome and inflexible for a fast
changing managerial environment, so that the situation we observe in Germany
is simply a transition from traditional management accounting to new systems
which have not yet been developed (Weber, 1996; Weber and WeiBenberger,
1996). This, too, will have to be further examined in future research.

1 This is for example expressed by Demski's (1973) model on the general impossibility
of normative accounting standards. He states that "no set of standards exists that will
single out the most preferred accounting alternative without specifically incorporating
the individual's beliefs and preferences" (p. 720). Later, Pfaff (1994) points out that
imputed cost types can be interpreted as security equivalents of a risk-averse decision
maker.

2 An example would be the purchase of an article of clothing from a flea market stall
compared to a similar purchase from a big chainstore. If it shrinks after the first
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washing (experience characteristic), a guarantee can be claimed only at the chainstore,
and not from the seller on the flea-market, who probably will be no longer there.

This is supported by Tirole (1988: 106) who states that "in a broad sense search
goods include warranty goods".

The following example describes this problem: A decision maker is looking for the
optimal alternative to invest his money. He has some knowledge on capital markets
himself, e.g. the probable yield of some governmental and industrial bonds. He feels
that additional information on other financial assets or the attached risk could help
him find a better way to invest his money. He considers asking an investment coun-
sellor for advice, but in fact does not know if the counsellor in question is a good or a
bad expert. In the first case, following his advice will probably yield higher profits.
But in the second case it would be better not to follow his counsel because the deci-
sion maker has a higher probability of choosing the ex post optimal alternative if he
relies solely on his own judgment.

This is usually true for the relationship between manager and management accoun-
tant. Landsberg and Mayer (1988: 27) cite an empirical study that the average Ger-
man management accountant has been employed by the same company for an aver-
age of twelve years.

p(*) does not denote a special function of (+) but only indicates a probability with
0<p(=)<1.

More formally, any function m attributing real numbers g to each a € {a)} can be
considered a method of valuation,

Weibenberger (1996: 84-5). Formally it is crucial that Z;p(z) as well as Zp;p(m) add
up to a finite number. This can easily be assumed because the p(s) denote probabili-
ties.

This is a very stylistic perspective of the decision-making process. In reality, message
services that serve as management accounting systems do not provide probability
distributions, but only aggregated values like means, expectancy values, or security
equivalents, The uncertainty of M between full costs and differential costs would
probably be resolved by using differential costs, including a mark-up to consider the
possibility that full costing may have been the better accounting system.

Noiseless message services can be ranked accoréiing to the much simpler criterion of
fineness. It can be shown (Hartmann-Wendels, 1991: 44) that this criterion can be re-
conciled with Blackwell's theorem.

Note that p(mli’)=X;p(i)p(m)i"i) and that T;p(i)=1.

Note that E[P4li"=Z;p())E[P4li1].

In the literature, examples on message services having a negative value are nsually ba-
sed on modifications of parameters of the decision matrix by acquiring information
(e.g. Ackoff, 1958; Dréze, 1960), or by forcing one party to a given strategic beha-
vior (Ponssard, 1976). This does not hold for the problem discussed here. The nega-
tive value results from listening to bad advice.



30

14

15

16

17
18

19

20

21

22

23

24

This is the case that Marschak (1954) considers: There is no damage in knowledge
however small it may be because it is always compared to the situation of 'no
knowledge at all'.

This seems to be a restrictive assumption becanse M should have to pay for a produc-
tion technology, like data processing equipment, he has to provide R with. But as
formal consideration of these costs do not change ovr basic results, we will neglect
them in this paper.

If more than one e maximizes R's expected utility we assume that he will pick from
these the one that is most favorable for M.

The variables of both periods are assumed to be stochastically independent,

Infinite contracts seem somewhat difficult to apply in real-world-situations, but Ru-
binstemn (1979: 409) points out that the mathematical construct of infinity can be in-
terpreted in game theory as the continuos expectation of a new game by the players,
after each game has been finished. So any relationship without a fixed end could be
taken as an infinite relationship in the sense of the theory.

If only R can observe the value of 1, this is of no use to M because a utility-maximiz-
ing R will never truly repoit a value of 7 that might bring him a disadvantage.
Additionally, another difference to the case of experience goods has to be noted: As
M does not know & he may reject a message service 1| with a value B>0 (Type-I
error) or accept a message service T| with a value B<0 (Type-II error). This risk can-
not be shared with R which leads to suboptimal contracts if M is risk-averse as well.
The problem of Type-I/Type-II-errors will not be discussed further. For a more de-
tailed analysis see WeiBenberger (1996: 184-7).

Note that this discussion of accounting systems as a credence good deviates somewhat
from the discussion of credence goods in other papers (e.g. Darby/Karni, 1973; Wo-
linsky, 1993; Taylor, 1995): These papers usvally refer to repair services where the
problem consists in agents trying to oversell service volume. This is not the case with
decision support provided by the management acconntant so that the traditional solu-
tion, 1.e., the separation of diagnosis and repair, does not apply.

A detailed analysis of hidden organizational failure is given by WeiBenberger (1996:
194-7). Another answer to this question could be that management accounting is not
used for decision support at all, but only as a signal to shareholders, competitors or
customers that management strives for efficient production. The loss of relevance
then can be explained rather easily: as management accounting is a costly signal, it
may be replaced by other, more informative or cheaper signals, e.g. the introduction
of total quality management or a shareholder value concept.

This implies that through Cr the character of 71} changes partially from credence good
to experience good. This does not contradict our definition of credence goods, if Cy
is either costly or contains only imperfect information or both.

Trust in this context means a high expected utility U; distrust, in contrast, means a low
expected utility U.
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