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ABSTRACT

This paper uses the Economic Interest Group Theory of Government (EIG
Theory) to investigate the incentives of state governments to produce GAAP
annual financial reports. Use of the EIG Theory suggests that political
competition among interest groups will affect the incentives of state govern-
ments to produce GAAP financial reports. Political competition affects a
state's decision to produce GAAP financial reports because it affects the
incentives of competing interests to accept the additional deadweight costs
associated with producing GAAP disclosures. Evidence offered in this study

implies that state government GAAP compliance is influenced by the political
environment of each state. ‘



1. Introduction

Many recent studies have examined the economic determinants of financial
disclosure practices of governments.l These studies propose various economic
reasons to explain why we observe such diverse accounting disclosure practices
in the government sector. An example of these studies is Ingram [1984] who
provides some possible explanations for financial disclosure practices of
state governments in order to predict associations in his data, but he does
not develop these explanations into an exp}icit theory. Governmental account-
ing research is currently being conducted without an explicit theoretical
framework to base predictions of the associations between economic factors
and cross-sectional variation in generally accepted accounting principles
(GAAP). Without an explicit theory of state government disclosure practices,
the validity of predictions made cannot be determined. 1In this paper, I use
the economic interest group theory of government (hereafter referred to as the
EIG theory) to develop a positive theory of state government financial disclo-
sure practice. The positive theory developed in this paper posits that the
level of state government GAAP disclosure is significantly influenced by the
nature of the politiéal competition among interest groups.

The EIG theory will enable us to predict state government disclosure
practices by predicting the behavior of dominant interest groups. In the EIG
theory, dominant interest groups control the political budgetary process and,
therefore, control the funding of costly GAAP disclosures. The funding of
GAAP disclosures requires the support of some coalition of dominant interest
groups. Dominant interest groups will use their political influence to pro-
mote or oppose the production of GAAP disclosures to further their own inter-
ests. Whether or not dominant interest groups support funding for GAAP dis-

closures depends on the level of political competition between taxed and

subsidized groups.
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In the next section, I extend the EIG theory to explain why the level of
political competition between taxed and subsidized groups affects compliance
with GAAP disclosure standards by state governments. In section 3, I explain
how the possible determinants of state governments' GAAP compliance provided
by Ingram relates to and can be explained by the EIG theory and in that
section develop the primary hypothesis for this study. Section 4 describes
the selection of the data and the methodology. 1In section 5, I present the
empirical analysis, while section 6 contains the conclusion.

2. Political Competition and Governmental Accounting Practices: An Extension
of the EIG Theory

Understanding how most government agencies choose accounting disclosures
requires a model of how government information is funded. This paper uses a
model of government that is based on the EIG theory. The EIG theory suggests
that interest groups are relevant in understanding the incentives of govern-
ments to produce GAAP information. A modél of government based on the EIG
theory can be used to explain why political competition between taxed and
subsidized groups influences the variation in state government accounting
practice.

The EIG theory is drawn from the work of Downs [1957], Stigler [1971],
Peltzman [1976, 1980], and Becker [1983, 1985]. Downs began the development
of the EIG theory by showing that high information costs cause both politi-
cians and the public to rely on interest groups to gather and to process
government information. Stigler's contribution to the EIG theory was to
explain why the optimal size of effective political coalitions (interest
groups) is smali in relation to the total voting population. Peltzman argued
that the level and the allocation of government spending is determined by the

political competition between these interest groups, specifically, the



competition between taxed and subsidized groups. Becker developed the EIG
theory further, detailing the factors that determine the political effec-
tiveness of interest groups.

Becker [1983] finds that the determinants of political influence for a
given interest group are: number of persons in different groups, additional
pressure from competing interests, efficiency in producing political pressure,
and deadweight costs. In the EIG theory, deadweight costs are defined as
distortions in the use of resources that are caused by the use of taxes and
subsidies. Deadweight costs include administrative costs that do not flow
directly to subsidized groups. Hence, deadweight costs also include the costs
of producing GAAP disclosures.

In the EIG theory, interest groups exert political pressure to affect the
taxes and subsidies of their members. Total taxes and total subsidies will
not be equal because of deadweight costs. Both taxed groups and subsidized
groups have incentives to reduce deadweight costs because more tax revenue is
required to provide a given amount of subsidy and an increase in deadweight
costs reduces the equilibrium subsidy (Becker [1983]). Therefore, the EIG
theory suggests that both taxed and subsidized groups may not demand GAAP
disclosures because the production of GAAP disclosures increases deadweight
costs.

However, we observe that some states do produce GAAP disclosures. GAAP
disclosures are produced when some dominant coalition has economic incentives
to accept the higher deadweight costs. The EIG theory maintains that govern-
ment budgets are determined by the competition among interest groups and
assumes that the state will implement the desires of dominant coalitions.
Therefore, it must be that the decision to fund and produce GAAP disclosures

is supported (or at least not opposed) by the interest groups or coalitions



that dominate the political competition. The EIG theory suggests that whether
or not a particular state accepts the higher deadweight costs associated with
producing GAAP disclosures depends on the competitive environment between

taxed and subsidized groups.

2.1 Low Level of Political Competition

When taxes are low, the political competition between taxed and subsi-
dized groups will be low. Low political competition between taxed and subsi-
dized groups signals the dominance of subsidized groups in the political pro-
cess. Low political competition may not provide sufficient incentives for the
dominant coalition (subsidized groups) to support funding for GAAP disclo-
sures. This is because it is generally in the best interest of subsidized
groups to minimize deadweight costs and, therefore, accounting costs. Conse-
quently, in states where subsidized groups dominate the political process,
GAAP disclosures will tend not to be funded.

In states where subsidized groups dominate the political process, poli-
ticians can be pressured to raise the tax revenues necessary to fund subsid-
ies. Hence, in states where subsidized groups are dominant, resources are
available to fund subsidies. Subsidized groups do not have incentives to
increase deadweight costs by funding GAAP disclosures when the level of polit-
ical competition between taxed and subsidized groups is low. When competition
is low, subsidized groups will tend to dominate the political process because

taxed groups will have low incentives to invest in lobbying activities.

2.2 High Level of Political Competition
Political competition will tend to be high when taxed groups have suffi-
cient incentives to be active in the political process i.e., when tax rates

are high. When taxes are high, the political competition between taxed and



subidized groups will be high, because the marginal benefits of taxpayers
participating in the political process will exceed the marginal costs
(Peltzman [1976, 1980]). If taxed groups dominate the political process, GAAP
disclosures will tend to be funded.

Government production of accounting information may improve the effi-
ciency of taxed groups in producing political pressure because it reduces the
information costs to taxed groups. As taxed groups improve their efficiency,
the level of political competition between taxed and subsidized groups should
increase. In a more competitive environment, subsidized groups may be forced
to increase their efforts in producing political pressure to maintain their
current level of subsidy. Increased political activity by taxed and subsi-
dized groups does not insure positive effects for either group because polit-
ical influence is zero-sum (Becker [1983]). However, increased political
activity by taxed groups will tend to result in the production of more infor-
mation to facilitate the assessment of overall financial condition. When the
level of political competition between taxed and subsidized groups is high,

the political environment is favorable for the funding of GAAP disclosures.

2.3 Intense Political Competition

When political competition is intense with neither taxed nor subsidized
group dominating, fiséal strain may result. Intense political competition
between taxed and subsidized groups is evidenced by fiscal strain. When
fiscal capacity is strained, both taxed and subsidized groups have incentives
to be more active in the political process. However, neither taxed groups nor
subsidized groups may dominate the political process when the level of politi-
cal competition is high; taxed groups may have enough political influence to
re;ist additional taxes, but not enough influence to significantly cut subsi-

dies. In such a case, the issuance of notes and bonds to finance subsidies
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and deadweight costs may result. When neither taxed nor subsidized groups
dominate the political process, a third major interest group enters the pic-
ture: the financial community. An intense degree of political competition
between taxed and subsidized groués may lead to debt financing of government
operations. The financial community requires governments to enter into
legally binding contracts which may be penalized for non-GAAP disclosures.
Therefore, the demands of the financial community for GAAP disclosures are
only relevant incentives for producing GAAP disclosures when an intense level
of political competition between taxed and subsidized groups leads to debt

financing.

2.4 Other Effects of High'Competition

When taxed groups dominate the political process, taxes cannot be raised
and may be lowered. The dominance of taxed groups increases the level of
political competition within both taxed and subsidized groups. Increased
within-group political competition may lead to an increased need for politi-
cians to have GAAP information to determine if "equitable" allocations and tax
burdens have been distributed by the bureaucrats. GAAP information to assess
"equitable" allocations and tax burdens will be strongly supported by those
interest groups expected to gain from its production. The supporters of GAAP
disclosures, in this case, will tend to be taxed groups and politically weak
subsidized groups.

Politically strong subsidized groups will not have incentives to support
funding of GAAP disclosures regardless of the political climate. Politically
strong subsidized groups will be able to use their political influence to
insure their maximum subsidy. However because of logrolling, politically weak
subsidized groups may join coalitions with taxed groups to support funding for
GAAP disclosures. Politically weak interests could gain political influence

from the production of GAAP information with the support of taxed groups.



The increase in deadweight costs due to the production of GAAP disclo-
sures will affect the nature of the political competition between taxed and
subsidized groups. This is because deadweight costs affect the incentives of
interest groups to produce political pressure. The EIG theory maintains that
deadweight costs discourage the efforts of subsidized groups to raise subsi-
dies, while stimulating the effgrts of taxed groups to lower taxes (Becker
[1985]). Since accounting costs increase deadweight costs, while decreasing
the information costs, the efforts of taxed groups to reduce taxes will be
stimulated. This stimulation of taxed group efforts will contribute to polit-
ical competition remaining high in states with GAAP disclosures, resulting in
conditions that are favorable to the continued funding of GAAP disclosures.3

The EIG theory is important to government accounting research because
government accounting and auditing costs are deadweight costs. Hence, the EIG
theory provides us with a tool that can be used to develop a positive theory
of state government accounting practice. Such a positive theory can be
employed to aid in our understanding and our ability to predict variation in
GAAP disclosure practices across state governments.

3. Political Competition Between Taxed and Subsidized Groups: An EIG Theory
Interpretation of Ingram

Ingram [1984] examined the association between economic factors and
cross-sectional variations in the GAAP disclosure practices of state govern-
ments. Ingram posits that interest groups demand GAAP disclosures to deter-
mine resource availability and use; however, as previously explained, this
demand may not be sufficient to result in funding for GAAP disclosures if
subsidized groups dominate the political process. Yet, Ingram's view is
consistent with the EIG theory view that interest groups demands are impor-

tant in understanding the demand for GAAP disclosures at the state level.
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In addition to interest group demands, Ingram treats the following as
possible independent determinants of compliance with GAAP disclosures: (1)
voter demands to reduce the costs of monitoring; (2) bureaucrat demands to
maintain their professional status; and (3) press demands to satisfy their
information needs. Ingram does not attempt to structure his suggested deter-
minants of GAAP disclosures for state governments into a positive theory of
state government information production. The EIG theory, however, can both
explain these determinants and structure them into a logical conceptual frame-
work. The EIG theory can explain the influence of the voters, bureaucrats
and the press on state government GAAP disclosure practices in terms of the
political competition between taxed and subsidized groups for economic
benefits.

In the EIG theory, voters use interest groups to reduce the vast quanti-
ties of government information required to make informed election choices.
Voter reliance on interest groups to reduce the high costs of gathering and
processing government information results in the election decisions of voters
being significantly influenced by the interest groups to which they belong.
The EIG theory assumes that voters delegate their information processing and
decision making responsibilities to interest groups to reduce the high costs
of monitoring governments. Hence, voter demands for accounting information to
reduce the costs of monitoring state governments are conveyed by interest
group demands.

The EIG theory further assumes that interest groups use politicianms,
bureaucrats, and voters to transmit their power. "Voter 'preferences' can be
manipulated and created through the information and misinformation provided by
interested pressure groups, who raise their political influence partly by

changing the revealed 'preferences' of enough voters and politicians (Becker
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{1985, p. 392])." Interest groups use statutes and appropriation bills to
legalize their negotiated contracts with politicians (Carpenter [1987]). The
incentives of politicians to monitor the execution of statutory provisions
and to hire professionally trained accountants will be determined by the
desires of dominant interest groups.

Statutes and appropriation bills are also used by interest groups to dir-
ect bureaucrats. Bureaucrats are motivated by their own self-interest and are
hired to carry out the negotiated contracts between politicians and interest
groups. Therefore, interest groups can determine the professional standards
on which accounting bureaucrats will be evaluated. The professional pressures
for bureaucréts to select GAAP disclosures will be determined by the profes-
sional standards imposed by dominant interests.

The EIG theory may also be used to examine the importance of the Press
documented in Ingram's analysis by focusing on the affects that the Press has
on the information costs to taxed and subsidized groups.4 The Press affects
the information costs to taxed and subsidized groups in two ways. First, the
Press reduces the costs to interest groups of disseminating information to
their members. Since interest groups often engage in public relations activi-
ties and issue press releases, they influence the information provided to
their members and the public by the Press. Use of the Press by interest
groups can reduce the costs of interest groups communicating with their mem-
bers, as well as influencing the information available to the public on a
given government issue. If the Press reduces information dissemination costs
to interest groups, increased newspaper circulation would favor coalition for-
mation, which should lead to increased competition between taxed and subsi-
dized groups. Increased competition would tend to be associated with greater

GAAP disclosure by states.
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Second, the Press reduces the information costs of monitoring state gov-
ernments by interest groups. The effect of the Press on monitoring costs
would tend to be more positive with respect to the ability of taxed groups to
produce political pressure than on subsidized groups. This is because of a
bias in press coverage (Zimmerman [1977]). Government program scandals pro-
vide ﬁore newsworthy stories than stories with favorable effects; therefore,
taxed groups have more opportunities to employ press information in producing
political pressure. Since newspaper articles tend to favor the political
needs of taxed groups, increased newspaper circulation can be expected to
increase the influence of taxed groups in the political process. Therefore,
increased newspaper circulation is generally expected to have negative
effects on the ability of subsidized groups to produce political pressure and
positive effects on the ability of taxed groups. Hence, the reduction of
monitoring costs should be associated with greater GAAP disclosures since
reduced monitoring costs are expected to increase the political influence of
taxed groups.

Increased political competition between taxed and subsidized groups, and
within taxed and subsidized groups should make conditions more favorable for
the passage of funding to support the production of GAAP disclosures. Domin-
ant interests will support GAAP disclosures when they expect GAAP disclosures
to reduce their information costs and produce information useful to them in
producing political pressure. Since fiscal strain indicates a high or intense
level of political competition, fiscal strain is a signal that conditions are
favorable for the funding of GAAP disclosures.

GAAP disclosures will be funded when taxed groups are active in the
political process. High or intense levels of political competition result

when taxed groups become overburdened with taxes, which creates incentives for
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them to organize to reduce their taxes. Taxed groups may support an increase
in deadweight costs related to the state producing GAAP disclosures, because
GAAP disclosures will reduce information costs. Reducing information costs on
the overall financial condition of the state creates a political environment
more supportive of taxed groups.

Figure 1 contains a summary of the effect of the political environment on
GAAP disclosure practices of states. Use of the EIG theory leads to the
primary hypothesis of this study:

The level of state government financial disclosure in conformance with
GAAP will tend to be positively associated with the level of political compe-
tition between taxed and subsidized groups.
4. Selection of Data

This section describes the data used in this paper to test the hypothesis
that state government conformance with GAAP disclosures is positively associ-
ated with the level of political competition among interest groups. In this
section, I describe the GAAP disclosure indexes employed, the selection of

political competition proxy variables, and the statistical methods employed.

4.1 The GAAP Disclosure Indexes

Statewide financial reports were requested for the fiscal year ended 1984
from all fifty states. An annual financial report was received from all
states that produce a statewide financial report. For states that did not
send a statewide financial report, written or verbal confirmation was obtained
to insure that the state did not, in fact, produce a statewide audited finan-
cial report.

The financial reports obtained were analyzed twice. Once to determine
conférmance with the GAAP disclosures-used in Ingram [1984], while the second

analysis was made using a GAAP compliance checklist based on National Council
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on Governmental Accounting (NCGA) and American Institute of Certified Public
Accountants (AICPA) pronouncements which were the authoritative sources of
GAAP for governmental units in 1984. Only those items believed to be rele-
vant and/or material for all state government entities were included in the
checklist. Hence, two GAAP-based disclosure indexes are used in tﬂis study.
States without a statewide audit report were given the same scores reported in
Ingram [1984] for the INGRAM index and a zero for the NCGA index. The Ingram
[1984] scores were verified over the telephone. INGRAM is the variable name
for the updated Ingram [1984] index, while NCGA is the variable name for the
1984 GAAP compliance index.

The selection of 1984 as the study year is potentially significant
because in October of 1984, Congress passed the Single Audit Act of 1984. The
Single Audit Act now requires all state governments to have an annual audit
conducted in accordance with generally accepted auditing standards (GAAS).
This requirement will result in the reporting of weaknesses in internal con-
trol, compliance with major grant regulations, and material departures from
GAAP. A state government may elect to have a Single Audit performed on a
departmental basis, thereforg, passage of the Single Audit Act does not insure
that states will produce statewide financial reports in conformance with GAAP.
However, since departures from GAAP will become public information, states may
now be under more pressure to fund the production of GAAP disclosures.

The General Accounting Office (GAO) of the federal government had
attempted to implement the Single Audit Concept without the force of a federal
statute. However, the attempts of the GAO to implement the Single Audit Con-
cept prior to 1984 were not very successful (McBride [1980] and Reynolds
[1981]). Therefore, it is assumed that the incentiveﬁifor states to produce

/
GAAP disclosures prior to 1984 were not primarily driven by federal audit
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requirements,- but were significantly driven by the nature of political compe-
tition in each state.

In addition to the two GAAP indexes previously described, a third vari-
able on state GAAP compliance was based on a recent report published by the
National Association of State Comptrollers. This report contained a list of
states that self-reported if they produced financial reports in conformance
with GAAP. This report contained responses from forty-four states. The six
states that did not respond to the state comptroller study were classified as
GAAP/NON-GAAP states based on review of their annual financial report or veri-
fication that they do not produce a statewide GAAP report. The classifica-
tion of states into GAAP vs. NON-GAAP states is contained in Table 2. The

GAAP compliance dummy variable used in this study is GAAPCODE.

4.2 Selectién of Political Competition Proxy Variables

Several variables were selected as proxy variables for the level of
political competition between interest groups based on the premise that
factors which facilitate the formation of political coalitions will also
increase the level of political competition. Dye [1969] suggests that urbani-
zation, personal income, industrialization, and education may lead to coali-
tion formation. Peltzman [1980] clearly articulates why education and person-
al income would lead to more political competition among interest groups.

An urbanization index based on percentage of the population in urban
areas (URBAN) was employed to measure the extent of urbanization in each
state. Per Capita income in 1979 (MONY7930) was used to measure personal
income. The percentage of the population with four years of college (COLLEGE)
was used to proxy for the level of education.

In addition to urbanization (URBAN), personal income (MONY7930), and

education (COLLEGE), I posit that those factors which decrease information
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costs to the public will lead to increased formation of political coalitions
and, hence, increased political competition among interest groups. This
assertion leads to the selection of population per square mile (POPG8003) and
Per Capita Newspaper consumption (NEWSPR) as additional proxies for the level
of political competition. Since states may become more aggressive in seeking
federal grants when the level of political competition is high (i.e., high
taxes), total federal grants (GRANTS) may also proxy for the level of politi-
cal competition. The Salary of the Accounting Administration may also proxy
for the level of political competition because it signals that conditions are
favorable for funding additional deadweight costs for information production.

All of the proxies identified above capture some attributes related to
the level of political competition, but none is a direct measure. To over-
come this problem, a political competition index (CINDEX) was calculated.
CINDEX was calculated by ranking the following variables: wurbanization index
(URBAN), Per Capita Income (MONY7930), percentage of the population with a
college education (COLLEGE), population per square mile (POPG8003), Per Capita
newspaper consumption (NEWSPR), Salary of the Accounting Administration
(SALARY), and Per Capita federal grants (GRANTS). The ranking procedure would
assign a value of 1 to the state with the lowest value and 50 to the state
with the highest value. For example, the Per Capita Income ranking would
assign a 1 to the state with the lowest Per Capita Income and 50 to the state
with the highest. After all ranks were obtained they were summed for each
state to obtain the value of CINDEX for each state. CINDEX is used as a proxy
for the level of political competition.” Another proxy for political competi-
tion is based on deleting Grants from CINDEX. This variable is named GTINDEX
and is used when the actual amount of federal grants is used as a control.

The predicted association between the political competition indexes and the
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GAAP disclosure indexes (CINDEX and GTINDEX) is positive. That is, those
states with conditions which favor coalition formation will tend to be the
states that produce GAAP financial reports.

In addition to CINDEX and GTINDEX, two other political proxy variables
were used, RANNEY and RAN84. RANNEY was used in Baber [1983] to proxy for
political competition. RANNEY measures the degree of inter-party competition
between the Democrats and the Republicans. The RANNEY index measures the
inter-party competition for the period from 1962 to 1972. The RANNEY index is
based on the average percent of the vote won by the Democratic gubernatorial
candidates, the average percentage of the seats won in the state senate by the
Democrats, the average percentage of the seats won in the state house by
Democrats, and the percentage of all terms for governor, senate, and house in
which the Democrats had control. Since, the RANNEY index measures the polit-
ical competition over a period more than a decade earlier than the 1984 period
that I am interested in, I recalculated the index for the period 1974 to 1984.
The new RANNEY index is named RANB4.

If Democrats are viewed as the party which primarily represents the
interests of subsidized groups, while Republicans are viewed as the party
which primarily represents the interests of taxed groups then we would expect
low values of the RANNEY and RANB4 indexes to be associated with states that
adopt GAAP disclosurés, while high values would be associated with states that
do not adopt GAAP disclosures.5 States with values in the middle ranges for
RANNEY and RAN84 indicate intense political competition, since neither
Republicans (taxed groups) nor Democrats (subsidized groups) dominate the
state's politics. Therefore, middle range values of RANNEY and RAN84 would
tend to be associated with GAAP disclosure. Given the associations for high
and low values of RANNEY and RANB4, a negative association with the GAAP

disclosures is predicted.
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A description of the variables and their sources is contained in Table 2.

Summary descriptive statistics are contained in Table 3.

4.3.

Methodology

This study uses univariate and multivariate methods for examining the

association between political competition and the cross-sectional variation in

the level of GAAP disclosures by state government entities. The univariate

analysis includes the Pearson Product-Moment analysis for parametric tests and

the Spearman Rank Order analysis for the nonparametric tests. The multi-

variate analysis uses OLS regression with the NCGA and INGRAM GAAP disclosure

indexes as the dependent variables, and logistic regression for the dummy

GAAPCODE dependent variable. The OLS models assumes a multivariate normal

distribution, while the logistic model does not.

The base OLS model is of the form:

Yi = BO + leli + 82X2i + B3X3i + thhi

where Y, = INGRAM or NCGA,
Xii = Population, a proxy to control for size of the state,
X2i = General Obligation Debt,
X3i = CPACODE,
X41 = Proxies for the level of political competition.

The base logistic regression model relates the probability that a state

will produce GAAP disclosures, conditional on the logistic cdf given below:

P (Yi =1) = 1/[1 + exp (-XiB)]

where Yi = GAAPCODE
X7, =1, so B, if the intercept,
1i
X2i = Population,
X3i = General Obligation Debt,
XAi = CPACODE,
XSi = Proxies for the level of political competition.

An interpretation of the logistic model is as follows. Whether or not a

state produces GAAP disclosures depends on the size of the state, professional

skills of the accounting administrators, influence of the capital market, and
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the level of political competition. This, in turn, may depend on population,
level of general obligation debt outstanding, professional background of the
accounting administrator, factors that influence coalition formation, and the

nature of the political competition.

5. The Empirical Analysis

5.1 Univariate Analysis

This section presents and discusses results for the univariate tests of
the cross-sectional relationship between state government GAAP disclosures and
political competition among interest groups.

The Pearson and Spearman correlation coefficients between the GAAP depen-
dent variables and the political competition proxy variables are presented in
Table 4. The results based on the Pearson Analysis are comparable to the
Spearman analysis, however there are a few significant differences. All
explanatory variables except for RANNEY, RANB4, and CPACODE are significantly
correlated with the NCGA, INGRAM, and GAAPCODE Indexes. All significant cor-
relation coefficients are consistent with predictions based on the EIG theory.
There is a very high degree of significant positive correlation among several
of the explanatory variables as indicated in Table 5. Positive correlation

among several of the explanatory variables is expected.

5.2 OLS Regressions

The results of the OLS regression analysis for the NCGA and INGRAM
Indices are presented in Tables 6 and 7. Table 6 contains the analysis for
the NCGA index controlling for the effects of population and general obliga-
tion debt for all regressions except for MODEL3 which controls for population
and federal grants. 1In all regressions where general obligation debt is

included the CINDEX and GTINDEX are significant. GRANTS, which is intended to
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control for the effects of federal grants audit regulations on GAAP reporting
practices, is not significant but GTINDEX is significant. When INGRAM is used
(Table 7) as the dependent variable, some summary statistics improve, however,
still only G.O. Debt, CINDEX and GTINDEX are significant.

Of the eighteen regressions reported in Tables 6 and 7, MODEL7 in Table
7 (INGRAM INDEX) has the greatest explanatory power as indicated by the
adjusted R2 summary statistic. MODEL7 in Table 7 is statistically significant
and is able to explain 31.5% of the variation. MODEL2 in Table 7 has the
smallest estimated standard error and explains 30.6% of the variation. Infer-
ences that can be drawn from the OLS models are limited because all OLS
assumptions have not been satisfied. Logistic regression, which has fewer

assumptions than OLS, is employed in the next section.

5.3 Logistic Regressions

Table 8 contains the logistic regressions which use GAAPCODE as the
dependent variable. Table 8 uses a similar format to that used in Tables 6
and 7. As is the case in the OLS analysis, the more parsimonious models that
only control for POPULATION and G.O. DEBT have, in general, better summary
statistics. Of the nine estimated versions of the GAAPCODE logistic model
reported in Table 8, MODEL7 has the greatest explanatory power as measured by
its R of 51.1. The percentage of concordant pairs for MODEL7 is .88. Using a
one-tail test, GTINDEX, CINDEX, and RAN84 are significant at the 10% level in

the predicted directions. All models reported in Table 8 are statistically

significant with R values ranging from .394 to .511.

5.4 Other Evidence
Finally, a more general approach to looking at the data is employed in

this section. Table 9 divides the States into High Debt versus Low Debt
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States based -on the median value of General Obligation Long Term Debt Out-
standing. Table 10 divides the States into High Competition versus Low
Competition States based on the value of the RAN84 Index. States with RAN84
values greater than .45 are classified as high competition states. Then the
data in Table 1 (GAAP versus NONGAAP compliance), Table 9, and Table 10 are
combined into a 2x2 classification table which gives the proportion of states
that are GAAP given their level of political competition and outstanding debt.
These data are presented in Table 11.

The evidence presented in Table 1l supports the primary hypothesis that
the level of political competition affects the incentives of states to adopt
GAAP disclosures. Only one of the seven states that have low debt and a low
level of political competition produces a GAAP annual financial report. While
seven out of eighteen states with low debt and high competition produce a GAAP
financial report. Clearly, from looking at Table 11, the effect of debt on a
state's decision to produce GAAP disclosures is greater than the level of
political competition, but the level of political competition still appears to

be important.

5.5 Limitations

The empirical results generally support the premise that cross-sectional
variation in state government GAAP reporting practices is associated with the
level.of political competition. However, there are some methodological pro-
blems that limit the generalizations that can be made from the statistical
evidence presented.

The regression analyses attempted to control for factors other than the
level of political competition that would influence the decision of a state
government to produce GAAP disclosures. Addition of such control variables

assumes that the variables can be exogenously specified, when actually these
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between taxed and subsidized groups and/or within subsidized groups will
increase, also creating conditions favorable for the funding of GAAP
disclosures.

Future research should involve a combined effort among economists, polit-
ical scientists, and accountants to: (1) explore the relationships that
influence the nature and the level of political competition among interest
groups, (2) further investigate the influence of interest groups on ‘the pro-
duction of information by government entities, and (3) more rigorously test
the premise that the level of state GAAP disclosure is positively associated
with the level of political competition between taxed and subsidized groups.
Clearly, all factors which influence the decision of states to adopt GAAP
disclosures have not been identified in this study. Political competition
appears to be an important factor, but additional work is needed to identify
other significant factors that influence government's decision to conform to
generally accepted accounting principles for external financial reporting.
Finally, future research should explore the relationship between political

competition and GAAP reporting practices of local units of government.
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independent variables may be endogenous. Since the models employed did not
specify the causal relationships among the variables nor use a simultaneous
method of estimation the results could be misleading. In addition, the proxy
variables selected may measure the variable of interest (level of political
competition between taxed and subsidized groups) with error. The extent of
any measurement error is unknown, however, if present it could bias the
statistical tests. In spite of these limitations, this study does support
the notion developed in Baber [1983] that political competition affects the
incentives of state governments to supply information to the public. Politi-
cal competition appears to have a significant influence on a state's decision

to provide GAAP disclosures.,

6. Conclusion

This paper provides an extension to the EIG theory of government to
explain the cross-sectional variation in GAAP reporting practices of state
governments. Use of the EIG theory identifies accounting and auditing costs
as deadweight costs which is important in understanding the incentives of
state governments to produce GAAP disclosures. The variation in GAAé report-
ing practices of states is found to be positively associated with political
competition indexes which measure conditions that favor coalition formation
and negatively associated with political enivornments where subsidized groups
dominant the political process. These findings are consistent with the over-
all hypothesis that the level of political competition is positively associ-
ated with the level of conformance with GAAP. When taxed groups dominant the
political process, political activity within subsidized groups will increase,
creating conditions favorable for the funding of GAAP disclosures. When
political competition is intense with neither taxed groups nor subsidized

groups dominating the political process, the level of political activity
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- FOOTNOTES

lThese studies include Zimmerman [1977], Maher and Keller [1978], Evans
and Patton [1983] and Ingram [1984].

2Once GAAP disclosures are funded, it is unlikely that subsidized groups
will be able to produce enough political pressure to eliminate them. This is
because GAAP disclosures are reducing the monitoring costs to taxed groups and
would signal a need to taxed groups to increase their political activities.

3Funding of GAAP disclosures is not a trival issue since it may cost a
state in excess of $1 million dollars to implement an accounting system to
produce all required GAAP disclosures. The State of New York has spent in
excess of $10 million dollars improving its accounting system to produce GAAP
disclosures.

Ingram documents an insignificant, weak, and negative correlation
coefficient between newspaper circulation and his GAAP indexes; in his multi-
variate analysis he finds a significant negative regression coefficient for
newspaper circulation. I recalculated the Spearman correlation coefficient
between newspaper circulation and Ingram's GAAP indexes using the SAS statis-
tical package and the public data sources cited in Ingram. I found the
correlation coefficients to be insignificant, weak, and positive. There are
differences in the data reported by Ingram and the data that I obtained from
the cited sources. The nature of this discrepancy is unknown.

5A high value for the RANNEY and RAN84 indexes occurs when Democrats are
dominant (i.e., are winning the elections), while a low value for RANNEY and
RAN84 occurs when the Republicans have dominated the elections in a state.
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POLITICAL ENVIRONMENT

Taxed Groups Dominate

Subsidized Groups
Dominate

Neither Taxed nor
Subsidized Groups
Dominate

NATURE OF
POLITICAL COMPETITION

High Level of Political
Competition within
Subsidized Groups

Low Level of Political
Competition within
Subsidized Groups

Intense Political
Competition between
and within Taxed
and Subsidized
Groups

EFFECT ON

DISCLOSURES

GAAP
Disclosures

No GAAP
Disclosures

GAAP
Disclosures

Figure 1. Summary of the Effect of the Political Environment on GAAP

Disclosure Practices of States.



New Hampshire

GAAP VS NON-GAAP STATES

GAAP STATES(28) NON-GAAP STATES(ZZ)
Alaska Alabama
California Arizona
Colorado Arkansas
Florida Connecticut
Hawaii Delaware*
Illinois Georgia*
Indiana Idaho

Kentucky Iowa

Louisana Kansas
Maryland Maine
Massachusettss* Mississippi*
Michigan Nebraska
Minnesota North Dakota
Missouri Ohio

Montana Oklahoma#*
Nevada South Carolina

South Dakota

New Jersey Texas

New Mexico* Vermont
New York West Virginia
North Carolina Wisconsin
Oregon Wyoming
Pennsylvania

Rhode Island*

Tennessee

Utah

Virginia

Washington

*No response to the State Comtrollers: Technical Activities and Functions
Study, 1986



TABLE 2

VARIABLE DESCRIPTIONS

GAAP DISCLOSURE VARIABLES:

VARIABLE NAME DESCRIPTION
INGRAM Based on disclosure index used in

Ingram (1984)

NCGA Disclosure index based on NCGA
pronouncements as of 1984

GAAPCODE Dummy variable that indicates (a)
GAAP compliance

POLITICAL COMPETITION
PROXY VARIABLES®

POPG8003 Population per Square Mile (b)

MONY7930 Per Capita Money Income in 1979

COLLEGE Percent of the Po?gsation with Four
Years of College

NEWSPR Per Capita ?osnds of Newspaper
Circulated ‘¢

N (d)

URBAN Urbanization Index

GRANTS Total amount of gra?gi from the
federal government

G.0.DEBT General Obligation Long-term debt (e)

SALARY Salary of the %gsounting
Administrator

CINDEX Political Competition Ranking Index

GTINDEX Political Competiti?g)Ranking Index
minus GRANTS ranks

RANNEY 1976 Interparty Competition Index (g)

RAN84 1984 Interparty Competition Index (h)

Data Sources:

(a)

National Association of State Comptrollers Technical Activities and
Functions, Lexington, Kentucky: Council of State Governments, 1986.

(b)

U.S. Bureau of the Census, County and City Data Book [Machine - Readable
datafile]. Washington: Bureau of the Census, 1983.

(c)

Newsprint Information Committee. Newspaper and Newsprints Facts at a
Glance, 83-84, 1984.
(gt atistical Abstract of the U.S., 1983.

(e)State Government Finances, 1984 and review of annual financial reports.

(£)

Scarmmon, R. M. and McGillivray. American Votes 15 and 16. Washington,
D.C.: Elections Research Center, 1983 and 1985.

(g)

Jacob, H. and Vines, K. Politics in the American States: A Comparative
Analysis. Boston: Little, Brown and Company, 1976.

(h)Congressional Quarterly, Inc. Congressional Quarterly Weekly Reports,

1974-1984,
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SPEARMAN AND PEARSON CORRELATION MATRIX BETWEEN

TABLE 4

GAAP DISCLOSURE VARIABLES AND VARIABLES

THAT PROXY FOR THE LEVEL OF
POLITICAL COMPETITION

G.0.DEBT

GRANTS

CINDEX

GTINDEX

RANNEY

RAN84

CPACODE

POPG8001

* Significant
*% Significant
**%% Significant

NOTE: Spearman

at 10
at .05
at .01

coefficient in parentheses

INGRAM NCGA
. 5662%%% WAYFE
(. 4750%%%) (.5723%%%)
L2742k . 2500%
(.3051%%) (.3139%%)
L5246k L G458k%%
(.5339%%%) (. 4138x%%)
L5314%k% RAYAEE
(.5482%%%) (. 408 1%%%)
.0121 .0622
(.08813) (.1565)
-.0313 .0318
(.0211) (.0723)
1474 .2036
(.1503) (.2736%)
.2816%% .2276
(.2989%%) (.2971%%)

GAAP

CODE

« 499 3% %%
(.5796%*%)

L 2764%*%
(.3127%%)

«5096%*%
(.5040%%%)

« 5145%%%
(«5194%%%)

.0889
(.1606)

.0012
(.0140)

.1623
(.1623)

«2568%
(.3043%%)
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TABLE 9

LOW DEBT vs.

HIGH DEBT STATES

HIGH DEBT(25)

Alaska
California
Connecticut
Florida
Georgia
Hawaii
Illinois
Kentucky
Louisiana
Maryland
Massachusetts
Michigan
Minnesota

New Jersey
New York
North Carolina
Ohio

Oregon
Pennsylvania
Rhode Island
South Carolina
Tennessee
Virginia
Washington
Wisconsin

NOTE:

1.

2.

Median Value of G.0. Debt is $650,624,000

*No general obligation debt outstanding per U.S. Census, State Government

Finances, 1984

LOW DEBT

(25)

Alabama
Arizona*
Arkansas¥*
Colorado*
Delaware
Idaho
Indiana*
Iowa%*

Kansas#*

Maine
Mississippi
Missouri
Montana
Nebraska*
Nevada

New Hampshire
New Mexico
North Dokota
Oklahoma
South Dokota*
Texas*

Utah

Vermont

West Virginia*
Wyoming#*



TABLE 10

HIGH COMPETITION vs. LOW COMPETITION STATES
BASED ON RAN84 INDEX

HIGH(29) EQE(ZI)
Alaska Alabama
Arizona Arkansas
Colorado California
Connecticut Florida
Delaware Georgia
Idaho Hawaii
Illinois Kentucky
Indiana Louisana
Iowa Maryland
Kansas Massachusetts
Maine Mississippi
Michigan New Jersey
Minnesota New Mexico
Missouri North Carolina
Montana Oklahoma
Nebraska Rhode Island
Nevada South Carolina
New Hampshire Texas
New York Virginia
North Dakota West Virginia
Ohio Wisconsin
Oregon
Pennsylvania
South Dakota
Tennessee
Utah
Vermont
Washington
Wyoming

NOTE: States with RAN84 values greater than 45 are classified as high
competition states.



NOTE:

TABLE 11

PROPORTION OF STATES THAT ARE GAAP GIVEN G.0. DEBT OUTSTANDING
AND LEVEL OF POLITICAL COMPETITON

High Competition Low Competition
High 9/11 11/14
Debt
Low "I g ',
Debt

Constructed from data presented in Tables 1, 9, 10.



