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1. Introduction

This paper examines the performance of standard-setting arrange-
ments between the Securities and Exchange Commission (SEC) and the
Financial Accounting Standards Board (FASB). Congress, in the Securi-
ties Acts of 1933 and 1934, delegated authority over accounting stan-
dards to the SEC which, in turn, delegated the choice of accounting
standards to a series of privately funded organizations, the current one
being the FASB.! Since an integral part of the delegation arrangement

*Columbia University; +University of California, Berkeley. We are grateful to an anony-
mous referee for his extensive comments and suggestions. We also thank David Baron,
Jon Bendor, Richard Breeden, Dennis Caplan, Nick Dopuch, Charles Horngren, Jack
Hughes, Donald Kirk, Keith Krehbiel, Paul Newman, Mort Pincus, Robert Swieringa, Ross
Watts, Guy Weyns, and seminar participants at the American Accounting Association An-
nual Meetings, University of Minnesota, Stanford University, and Washington University
for helpful discussions.

! The SEC delegated its statutory authority over standard setting to the American Insti-
tute of Accountants’ Committee on Accounting Procedure (CAP) from 1938 through
1959, to the American Institute of Certified Public Accountants’ (AICPA’s) Accounting
Principles Board (APB) from 1959 through 1973, and to the FASB from 1973 to the
present. For a discussion of the relationships among the various bodies, see Horngren
[1972; 1985].
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is the SEC’s retention of veto power over the FASB’s choice of account-
ing standards, we call the arrangement veto-based delegation.?

We show that three factors influence the performance of the delega-
tion arrangement: the level of disagreement between the SEC and the
FASB, the SEC’s precommitment ability, and the default accounting
standards from which the SEC can choose if it vetoes the FASB proposal.
We find that, if there is sufficiently small preference divergence between
the FASB and the SEC and if the SEC can credibly commit to an opti-
mally chosen response when it vetoes the FASB recommendation, then
veto-based delegation is an optimal arrangement. On the other hand, if
there is sufficient preference divergence between the two organizations,
if the SEC cannot commit to its response to the FASB proposal, or if the
currently prevailing standard is the default, then veto-based delegation
is dominated by other arrangements. Finally, we identify an alternative
delegation arrangement that partially foregoes veto power and outper-
forms any veto-based arrangement.

Our focus on the standard-setting process is motivated by the impor-
tance of accounting standards. These standards facilitate interpretation
of and comparison among corporate financial disclosures and thereby
reduce transaction costs and frictions in capital markets. The quality of
these standards depends in part on how effectively the standard-setting
process utilizes the expertise of the FASB. An indicator of the impor-
tance of this process is the long-standing debate among the FASB (and
its predecessors), the SEC, the Business Roundtable, and Congress re-
garding how to structure the standard-setting process (see Burton and
Sack [1990]).

In particular, Congress has criticized the use of veto-based delegation
and has argued that the SEC’s veto-based delegation scheme gives away
too much power to the FASB.* We seek to contribute to this discussion
by conducting a model-based analysis of the performance of veto-based
delegation in standard setting. Our analysis suggests that, contrary to
the allegation that the SEC gave away too much power by delegating
standard setting to the FASB, the SEC may not have gone far enough in

2FASB [1977] states: “[T]he Commission has reserved, and over the past 40 years fre-
quently has exercised, its power to anticipate or set aside the profession’s standards for
those the commission has found preferable.” Miller and Redding [1986] state: “The SEC
is able to influence the outcome of the process . .. through the SEC’s formal and infor-
mal communication of its desires to the FASB. The ultimate threat of a ‘veto’ . . . is always
there to help assure that the Board remains conscious of its own need to satisfy the SEC.”

% As we discuss below, this alternative delegation arrangement may not be constitu-
tionally acceptable.

4 For example, the Metcalf Staff Report (U.S. Congress [1976]) states: “In effect, the
SEC has delegated the establishment of accounting standards which are binding on all
publicly-owned corporations to the special interest groups which control the FASB and
has reserved a mere oversight role for itself.”
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delegating; fully retaining veto power could reduce the effectiveness of
the standard-setting process.

The setting of this paper assumes five features of the SEC-FASB rela-
tionship. First, setting accounting standards requires costly expertise
that the SEC, due to budgetary and salary restrictions, cannot afford.
Thus the SEC delegates the hiring of expertise and the required fund-
raising to the FASB. Second, the FASB’s expertise at determining the
consequences of accounting standards gives it an informational advan-
tage over the SEC. Third, there are varying levels of disagreement be-
tween the SEC and the FASB over the choice of any given accounting
standard. Fourth, the SEC’s ability to utilize the FASB’s expertise is
constrained because the SEC cannot use monetary transfers to influ-
ence the FASB. Finally, as discussed above, the SEC must retain veto
power over the FASB’s choices.

In light of the institutional features exhibited in the SEC-FASB rela-
tionship, assessment of veto-based standard setting requires develop-
ment of a highly institution-specific model. We build on existing models
in which a decision maker (herein the SEC) seeks to elicit decision-
relevant information from an informed agent (herein the FASB) but
cannot use monetary transfers to influence the disclosure (see Crawford
and Sobel [1982], Holmstrom [1984], and Melumad and Shibano
[1991]). We extend those models by adding veto power for the decision
maker and by operationalizing this veto power in two different ways de-
pending on the specification of the default standard. Consistent with
previous research (see Romer and Rosenthal [1978], Gilligan and Kreh-
biel [1987], and Matthews [1989]), we first study a veto arrangement in
which the default accounting standard is the status quo. This arrange-
ment seems to be descriptive of the SEC-FASB interaction over certain
accounting issues.® Because the SECis not legally required to specify the
status quo as the default standard, we study a second type of veto ar-
rangement, the strategic default arrangement, in which the default stan-
dards are endogenously chosen.®

As benchmarks for the maximum and minimum attainable standard-
setting performance, we utilize a full-commitment benchmark (in

% For instance, when the SEC vetoed the FASB proposal that only the successful efforts
method of oil and gas exploration cost recognition be used, the default standard was the
status quo, i.e., allowing firms to choose either the successful efforts or the full-cost
method.

6 For instance, when SEC Chairman Breeden said that the SEC will institute mark-to-
market accounting for financial instruments if the FASB’s proposal does not specify that
method, the SEC was specifying a default standard different from the status quo (Yang
[1990]). When the SEC issued moratoria on adoptions of in-substance defeasance in
1982 and software capitalization in 1983, it set the default at prohibition of adoptions
and asked the FASB to propose an acceptable alternative. Under the strategic default ar-
rangement, the SEC can choose, but is not limited to choosing, the status quo standard
as one of the defaults.
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which the SEC can precommit fully to its response to the FASB’s pro-
posal) and a no-commitment benchmark (in which the SEC cannot
credibly commit to its response to the FASB’s proposal).7 In this paper,
we characterize the optimal strategic default arrangement and assess
the performance of the strategic default and the status quo default ar-
rangements relative to the two benchmarks.

Not surprisingly, the SEC can increase the performance of the stan-
dard-setting process both by establishing its ability to commit to default
standards and by choosing those default standards strategically. While
these two measures are necessary for improved standard setting, our
analysis indicates that they would not be sufficient for standard setting
to achieve the maximal benchmark performance if preference diver-
gence is too large. Our main results are contained in the Summary
Theorem: If the preferences of the SEC and the FASB diverge suffi-
ciently, then no veto-based arrangement can achieve the maximal per-
formance attained by the full-commitment benchmark. On the other
hand, if preferences are sufficiently similar, then the strategic default
arrangement, but not the status quo default arrangement, achieves
maximal performance.

Our work continues the research initiated in Newman [1981¢a; 19815;
1981¢] on the relation between the SEC and FASB. Newman’s cooperative
game-theoretic perspective assumes that the SEC’s delegation of author-
ity resulted in “influence” gains for the FASB and corresponding losses
for the SEC. When the SEC’s and FASB’s preferences diverge, our results,
derived using noncooperative game theory, are consistent with his view
that a veto-based delegation arrangement decreases standard-setting
performance from the SEC’s perspective. However, when preferences are
similar, we find that a properly structured veto-based delegation arrange-
ment is an optimal institutional arrangement.

Section 2 discusses the salient features of the institutional relation-
ship between the SEC and FASB. In section 3 we describe our model of
the two veto-based arrangements (differing in the specification of the
default standard) and our full-commitment and no-commitment
benchmarks. In section 4 we assess the performance of the two veto-
based arrangements relative to each other, to the benchmark arrange-
ments, and to an alternative delegation arrangement that partially
foregoes veto power. In section 5 we summarize our results.

2. The Institutional Setting

While the stated objective of standard setting is to “provide informa-
tion that is useful in making business and economic decisions,” stan-
dard setters recognize that accounting standards should also pass the

7 The solution to the full-commitment setting and the equilibrium in the no-commit-
ment setting are characterized in Melumad and Shibano [1991].
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cost—benefit test (see FASB [1989]). Assessing the cost—benefit trade-
offs of any particular standard (for example, the effect of marking-to-
market financial instruments) typically requires expertise, defined here
as the ability to analyze the information generated in the public expo-
sure process and to determine the effects of various accounting stan-
dards on preparers, users, and other interest groups.8

While the SEC could in principle hire the necessary expertise, salary
caps imposed by the Civil Service Code may make reputable experts re-
luctant to work for the SEC (see Miller and Redding [1986]). For in-
stance, the SEC chief accountant’s salary was recently capped at about
$90,000, while an FASB board member earns $290,000.°

As a private-sector body, the FASB faces less restrictive budgetary and
salary constraints than the SEC1? Thus the FASB, through the expertise
it can hire, is more capable than the SEC in assessing the consequences
of alternative accounting standards and identifying conceptually opti-
mal accounting standards.!! By delegating standard setting to the
FASB, the SEC obtains access to that expertise.12

Even though much of the data collected by the FASB is in the public
record, the FASB’s expertise in processing that data makes its informa-
tion superior to that of the SEC. This asymmetric information would
not be problematic for the SEC if the SEC and the FASB had identical
preferences over standards. The FASB would simply propose the stan-
dard most preferred by the SEC.

However, we note several differences between the two bodies that
may create divergent preferences. First, the SEC is a government
agency, while the FASB is a not-for-profit, private-sector body. The SEC

8 Demski and Sappington [1987] define expertise as the ability to select among infor-
mation structures and privately observe the resulting signal. Our model is similar to
theirs in that the result of the expert’s analysis is assumed to be his private information,;
unlike them, we allow the expert’s information to be communicated.

9But even at that high salary, attracting qualified FASB members has been difficult
(see Cowan [1990]).

10Horngren [1972], a former member of the APB, argues that “[s]ince [the SEC] has
minimal resources . . ., it delegates the duty to the [private sector].” Burton [1973], the
SEC’s former chief accountant, points out that “[t]he SECis not in a position to establish
accounting principles, even though we have the statutory authority to do so. The [ac-
counting profession] can devote more hours and financial resources to this area than
can the Commission.”

'We refer to an accounting standard as conceptually optimal if it meets the cost—
benefit test specified in the Conceptual Framework (see FASB [1989]). We abstract from
the complexity of specifying the conceptually optimal standard for any given accounting
issue. Instead we treat it as a generic primitive and focus instead on assessing how well
the standard setting process enables the SEC to utilize the FASB's expertise.

21na survey (Ronen and Schiff [1978]) of 1,329 corporations, CPAs, accounting aca-
demics, financial analysts, corporate lawyers, and financial reporters, respondents indi-
cate that “expertise” is their most important criterion for choosing who should set
accounting standards and that they consider the FASB's expertise to be significantly su-
perior to that of the SEC.
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commissioners are political appointees nominated by the president
and confirmed by Congress, while the FASB members are selected by
the trustees of the Financial Accounting Foundation (FAF), a private-
sector, not-for-profit corporation. Second, most of the SEC’s com-
missioners have legal backgrounds, while the FASB’s board members
usually have extensive public and/or corporate accounting experience.
Finally, accounting standards are the sole focus of the FASB but only a
small subset of the SEC’s responsibilities.lg

These three differences between the two bodies suggest they may be
subject to different political pressures from their constituencies. In
fact, some argue that one reason to delegate standard setting to the
FASB is that the FASB is less likelz to be affected by political pressures
than the SEC (Breeden [1991]).1% FAF policies are designed to protect
the independence of FASB appointees from political pressures, while
no such policies insulate SEC commissioners. 5 Thus, even if the SEC
and FASB had equal access to the expertise necessary to determine
conceptually optimal standards, the preferred standards of each body
are likely to differ because of their different sensitivities to political
pressures.

SEC-FASB disagreements over accounting standards may be expressed
in private and therefore may be unobservable. However, some disagree-
ments have been public: the SEC either vetoed the FASB’s proposal,
suspended prevailing FASB regulations, or issued a superseding regula-
tion.1® Recently, the SEC has become more willing to criticize publicly
the FASB's positions; see, for instance, Linden [1990] and Schuetze
[1992] for the SEC’s criticism of the FASB’s pension statement and its
proposal on accounting for impaired loans. Whether the disagreement

13 The SEC’s responsibilities include regulation of securities markets, investment com-
panies, financial advisors, and public utility holding companies, as well as enforcement
of securities laws. A subset of the SEC’s activities involves the regulation of financial dis-
closures (both the nature of the information and the method of disclosure), a further
subset of which is the setting of accounting standards.

14Respondents in the Ronen and Schiff [1978] survey thought that a significant
difference between the two bodies is that the FASB is more objective than the SEC.

15 The FAF’s Bylaws [1984] state that “The Trustees shall not, by or in connection with
exercise of their power of approval over annual budgets or their periodic review of such
operating and project plans, direct the FASB. .. to undertake or to omit to undertake
any particular project or activity or otherwise affect the exercise by the FASB. . . of their
authority, functions and powers in respect of standards of financial accounting and re-
porting” (FAF [1984, chapter A, article 1-A, section 1]).

16 For example, FASB-SEC disagreements occurred over standards regarding: (1) oil
and gas (the SEC rejected SFAS No. 19 in 1977), (2) software costs (the SEC suspended
SFAS No. 2 in 1983, (3) defeasances (the SEC suspended FASB regulations in 1982), (4)
leases (the SEC superseded Opinion No. 31 in 1973), (5) investment tax credits (the SEC
superseded Opinion No. 2 in 1962), (6) changing price levels (the SEC superseded the
FASB Exposure Draft in 1976), (7) goodwill and intangibles in bank acquisitions (SEC Bul-
letin 42 superseded the FASB’s policy).



SEC AND FASB: REGULATION THROUGH VETO-BASED DELEGATION 7

is public or private, it seems that at least on some accounting issues
there is preference divergence at a level that varies over time and across
issues.

Given the FASB’s superior access to relevant standard-setting infor-
mation and the differing preferences of the two bodies, the SEC will try
to induce the FASB to propose the standard most preferred by the SEC.
The performance of the standard-setting process (from the SEC’s point
of view) is measured by how close the chosen standard is to the SEC’s
most preferred standard.

Two distinctive institutional features of the SEC-FASB relationship
affect the ability of the SEC to influence the FASB’s proposal. First, the
SEC cannot use monetary transfers and indirect subsidies to influence
the FASB because it lacks the authority to do so. Second, for constitu-
tional reasons, the SEC must maintain “veto power” over the FASB’s pro-
posed standards.!” Thus, the SEC cannot fully commit to its response to
FASB proposals; this limitation, as will be shown, affects standard-setting
performance in an important way.

3. The Model

3.1 THE BASIC MODEL

We model the FASB and the SEC as having preferences defined over
the set of feasible accounting standards pertaining to a particular ac-
counting issue.!® For tractability, we represent a feasible standard as a
single dimensional variable & € X where X is the real line.!?

The FASB’s expertise-based informational advantage over the SEC is
modeled as private information regarding the conceptually optimal
accounting standard  (see n. 11). Prior beliefs about { are assumed to
be uniform on [#,{]. Furthermore, we assume the FASB and the SEC
each have a most preferred standard that is a weighted average of the

17See Committe [1990] for a constitutional reason the SEC cannot fully delegate au-
thority over the setting of accounting standards.

18 While the FASB and the SEC are collections of individuals, we simplify the analysis
by assuming that each institution is represented by a single individual. Explicitly model-
ing those individuals would result in a complex equilibrium analysis due to strategic in-
teractions and collective action issues. Our model abstracts from this complexity and is
silent on interactions within the institutions in order to emphasize interactions between
the institutions.

19While we adopt this assumption for tractability, there are some accounting issues
for which alternatives can be thought of as naturally ordered along a prominent single
dimension. For instance, in the case of valuation of marketable securities, we can think
of the spectrum of alternatives as going from “cost only” at one extreme to “lower-of-
cost-or-market” on individual securities at the other extreme, with intermediate levels of
market adjustment based on alternative portfolio aggregations (for example, short-term
versus long-term portfolios). The more aggregated the portfolios, the less the adjustment
to market.
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conceptually optimal accounting standard, , and a (possible) influence
effect of outside political pressure groups, p.2

In the real world, the feasible accounting standards for a given issue
differ along multidimensional attributes over which preferences are
defined (for example, informativeness, objectivity, implementation
costs, timing of recognition). Since there are usually trade-offs among
desirable attributes of a standard, an institution’s greferences are gen-
erally not monotone along any single dimension. ! To maintain in a
single dimensional setting the inherent nonmonotonicity of multidi-
mensional preferences, we adopt preference representations for both
parties that are nonmonotone in the chosen standard.?? For tractabil-
ity, we assume that the preferences of the two parties have the follow-
ing nonmonotone functional form:

OM(&.8) = = (& - Byl - (1-Bpp)?
US(%1) = - (2= Bsi - (1-Bg)p)?, (1)

where Brpand Bg (0 < Bg=Br=1) represent the weights the FASB and the
SEC, respectively, put on the conceptually optimal accounting stan-
dard. Intuitively, each body prefers that the chosen standard % be as
close as possible to its weighted average of f and p. Note that, consis-
tent with our discussion in section 2, there are no monetary transfers
between the two bodies. We assume the SEC is more affected by politi-
cal pressure, that is, Br > Bg, because, as discussed in section 2, we find
this assumption descriptive.
To facilitate exposition, we establish the following transformation.

20 For simplicity, we think of all the political pressure groups affected by the SEC’s
choice of standard as a single group (cf. n. 18). For a given issue, p can be thought of as
the most preferred standard of that group. The differential effect of the pressure group
on the SEC and the FASB is captured by different weights on p. A simple extension of this
assumption would be to consider different pressure groups affecting the SEC and the
FASB. Note that no restrictions are assumed on p.

21 For example, we can think of x as representing a desirable but costly attribute of a
particular standard, such as informativeness. For each institution, a higher x would be
desirable if it were costless; however, higher values may increase processing and other
costs differentially for different institutions. The one-dimensional representation of
preferences over informativeness level would therefore be nonmonotone.

22 Nonmonotonicity implies there is no standard that is preferred to any other stan-
dard irrespective of the information implicit in the FASB expertise. Specifically, had the
SEC’s utility been monotone in the chosen standard, the SEC’s choice of standard would
be independent of the FASB’s expertise. Similarly, had the FASB’s utility been monotone,
the FASB would always make the same proposal. In either case, the FASB's expertise
would not be valuable because there would be no way to exploit it.

2 Our model allows for the FASB to be completely unaffected by political pressure,
i.e.,, Br= 1. The analysis can be extended to entertain the case of Bx < By, that is, the FASB
is more subject to political pressure than the SEC. Our analysis would be essentially
unaffected, but the number of alternative cases would increase.
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LemMa 1. Without loss of generality, we can transform the variables
and parameters of (1) such that the institutions’ preferences are repre-
sented by:

UF(x,t) = - (x - t)?
US(x,t) = = (x = a = B)%, (2)

where x € X= R, ¢is uniformly distributed on [0, 1], « and B are func-
tions of the original parameters, and 0 <f < 1.2 Note that ¢is the FASB's
most preferred standard and B(EB—S ) measures the relative sensitivities to
political pressures. F

Proof. See Appendix A for proofs.

Since X is assumed to be the real line, there exists an interior stan-
dard x € X that maximizes each institution’s utility expressed in (2).
This unique maximizer xi(t), i € {F,S}, is referred to as the most pre-
ferred standard for institution ¢ given the FASB’s most preferred stan-
dard ¢. The most preferred standard for the SEC is:

x5(8) = argmax US(x,t) = a + Bt. (3)

The interaction between the SEC and the FASB starts with the latter
proposing an accounting standard. The FASB’s proposal m is an ele-
ment in the proposal set M c X and its proposal rule m(f) maps its most
preferred standard into proposals.Q5 The SEC then accepts the FASB’s
proposal or chooses any other standard. The SEC’s standard-setting
rule x(m) maps proposals into standards.

The divergence of preferences represented in (2) captures a trade-off
in the interaction between the FASB’s proposal rule m(¢) and the SEC’s
choice of standard x(m). The SEC will infer information about the
FASB’s most preferred standard ¢ from the FASB’s proposal m. The FASB
is not likely to reveal its preferred standard fully in its proposal (i.e.,
m(t) = t), because the SEC would choose the standard x = o + B¢ that di-
verges from the FASB’s preferred standard ¢ On the other hand, the
FASB is not likely to convey no information in its proposal, because

then the SEC would choose the standard x = a + 5 (based on the expec-

tation of the FASB's most preferred standard, E[¢] = 5 ). That choice also
1

diverges from the FASB’s preference (unless by coincidence t = 9).

Therefore, the FASB attempts to strategically influence the SEC’s

24 Explicit expressions for x, ¢, a, and B can be found in the proof in Appendix A.

25 The FASB's most preferred standards are on the unit interval [0,1]. Without loss of
generality in terms of performance, we assume that the FASB’s proposal rule is a uniform
randomization over a subinterval (or a singleton) in the unit interval.
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accounting standard choice by only partially revealing its preferred
standard through its proposal.

Using the partial information conveyed by the FASB's proposal, the
SECwill choose a standard. Intuitively, the performance of the standard-
setting process is measured by how close the chosen standard is expected
to be from the SEC’s most preferred standard. Formally, the SEC’s ex-
pected payoff, given the FASB proposal rule m(t), the SEC standard-
setting rule x(m), and the uniform prior distribution of ¢, is:

1
—g(x(m(t)) - a - B)2dt. (4)

This performance measure will be affected by institutional con-
straints imposed on the standard-setting process. One important insti-
tutional constraint, discussed in section 2, is a limitation on the SEC’s
ability to precommit to its response to FASB proposals.26 We define the
SEC’s commitment ability as its power to bind itself to respond to each
proposal with a specific standard regardless of whether it is a sequen-
tially rational response. Full commitment to an optimally chosen re-
sponse rule allows the SEC to elicit more information from the FASB
because the latter has assurances the SEC will not use the information
too aggressively against the FASB. To the extent that the veto-based
delegation arrangement precludes full commitment, the FASB knows
the SEC will opportunistically use any information in the proposal and
therefore the FASB is less inclined to share its expertise.

The exact form and the nature of the commitment implicit in ob-
served veto-based arrangements is likely to be a function of issue-
specific factors that change over time (for example, the nature of the
political pressure on the SEC, the remaining duration of the commis-
sioners’ positions, and their own preferences and political aspira-
tions).27 Therefore, we study two polar cases of no and full commitment
as well as the constrained commitment cases of strategic default and sta-
tus quo default veto arrangements.

3.2 VETO-BASED DELEGATION ARRANGEMENTS

In a veto-based arrangement, the SEC commits to a standard-setting
rule involving either accepting an FASB proposal or vetoing the pro-
posal and choosing instead any standard from the prespecified default

2 We think of commitment as established via reputation in the unmodeled multi-
period version of this game. Modeling reputation building in the SEC-FASB game is be-
yond the scope of this study. While commitment can also be established by enforceable
contracts, this option is not descriptive of the SEC-FASB relationship.

2T The SEC’s commitment power is difficult if not impossible to observe. The SEC’s
formal or informal indications of what its future course of action would be provide some
indirect evidence of commitment ability. These indications might take the form of gen-
eral threats to veto a particular FASB proposal or specific threats to adopt a certain stan-
dard unless the FASB formulates a similar standard (as in the case of mark-to-market
accounting; see Yang [1990]).
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set X228 The FASB then proposes a standard and the SEC chooses either
the FASB's proposal or a standard from the default set. The constitu-
tional requirement that the SEC retain veto power over the setting of
accounting standards is captured by requiring a nonempty default set.2?

Research on veto-based arrangements has focused on default sets con-
sisting only of the status quo (see, for example, Romer and Rosenthal
[1978], Gilligan and Krehbiel [1987], and Matthews [1989]). This re-
striction was appropriate because political and legal constraints in the
settings studied limited the regulator’s ability to specify other defaults. In
the SEC-FASB institutional setting, however, there seems to be no consti-
tutional constraint on the SEC’s choice of a default set (as long as it is
nonempty). Indeed, for several prominent accounting issues, the SEC
indicated that it would adopt an accounting standard different from the
prevailing standard if the FASB did not produce an acceptable pro-
nouncement. Examples include in-substance defeasances, software capi-
talization, and the recent mark-to-market accounting for financial
institutions. We therefore analyze veto-based arrangements with two
specifications of the default set. In the first, the status quo default ar-
rangement, the default standard set contains only the status quo x%e X,
that is, X? = {x5¢}. In the second arrangement, the strategic default ar-
rangement, the SEC commits to either accepting the FASB’s proposal or
vetoing it in favor of a standard from an optimally chosen default set de-
noted XSP. For simplicity, we restrict the SEC to pure strategies,>” and we
observe the following.

OBserRVATION 1. Without loss of generality we can restrict attention
to nonrandomized proposal strategies for the FASB.

We now formally present the optimization programs of these alter-
native veto-based arrangements.
Status Quo Default Arrangement (SQ)

The SEC’s optimization probllem takes the following form:

PS II(IZ)[X —_[(x(m(t)) -0 — B2 dt
X(* 0

subject to:

(i) Vm,x(m) = argmax  [-(x — a — Bt)2dt, where T(m) = {t|m(t) = m}.
xe muUxSe  T(m)
(i) Vi,m(t) ¢ argmax — (x(m') - t)%.

Constraint (7) is the sequential rationality requirement on the part of
the SEC (i.e., given the proposal m and the information that the proposal

28 The default set could be either a discrete or a continuous set of feasible standards.

2 Interestingly, this requirement will prove to be nonbinding since Proposition 3 be-
low shows that an empty default set is never an optimal choice.

30We can show that this is without loss of generality under (1) the mild behavioral as-
sumption that if the SEC is indifferent between an FASB proposal and a standard in the
default set, the SEC will accept the proposal, and (2) one of a number of alternative
specifications on off-equilibrium beliefs.
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reveals about the FASB’s most preferred standard, the SEC either accepts
the proposal or chooses the status quo standard).?! The second con-
straint is the proposal constraint (i.e., the FASB makes a proposal that is
optimal given its most preferred standard and the standard-setting rule
in (2)).
Strategic Default Arrangement (SD)

In the strategic default arrangement, the SEC solves:

1
PSD: max —|(x(m()) - a — Bt)2dt
max £< (m(1)) ~ o =

subject to:
(i) Vm,x(m) = argmax  [-(x - a - Bt)2dt, where T(m) = {t|m € m(1)).
xe{mjuX? T(m)
(i) Vi,m(t) c argmax — (x(m’) - 1)2.
m

As in the status quo arrangement, constraint () is the SEC’s sequential
rationality requirement and constraint (iZ) is the FASB’s proposal con-
straint. The difference between P5€and P is that under PS¢ the SEC is
confined to the status quo when it declines the proposed standard. In
the strategic default arrangement, the SEC strategically chooses the de-
fault standard set X? to motivate the FASB to reveal more of its expertise-
generated information.

3.3 PERFORMANCE BENCHMARKS

As a benchmark for the maximal performance attainable in this set-
ting, we use the Revelation Principle which asserts that the performance
of an optimal direct revelation mechanism involving full commitment
constitutes an upper bound on the performance attainable from any
other equilibrium.

Full-Commitment (FC) and No-Commitment (NC) Benchmarks

Specifically, the revelation mechanism is a game in which the SEC
first commits to a standard-setting rule x(m). The FASB makes a pro-
posal m(¢) to the SEC which then adopts the accounting standard pre-
scribed by the standard-setting rule x(m(?)). By the revelation principle,
we can restrict attention to incentive-compatible proposal rules, i.e.,
where m(?) = t. In Melumad and Shibano [1991], we show that the full-
commitment optimization problem amounts to:

1
Pf; max ~[(x(2) - 0 - B)? dt
0

x(t
subject to:

—(x(t) = )% = —(x(t') - )2, Vi,t’

31 Of course, the integrand should include the conditional probability of ¢ given T(m).
But this measure is a constant since the original distribution is uniform.
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where the constraint set represents the incentive-compatibility
requirement.32

For a lower bound, we utilize the performance achieved in a no-
commitment equilibrium. The no-commitment benchmark involves no
constraints on the SEC’s response to the FASB’s proposal (the default set
X? equals the set of all possible standards X). Unlike the full-commitment
benchmark, the strategic default arrangement, or the status quo default
arrangement, the SEC cannot credibly promise to limit its response to
the FASB’s proposal in any way.

The equilibrium in the no-commitment benchmark consists of a
proposal rule m(t), te T, for the FASB and a standard-setting rule x(m)
for the SEC such that:3?

PNC: (i)V'm,x(m) = argmax [—(x — « — Bt)2dt, where T(m) = {t|m(t) = m).
xeX T(m)

(#4) Vi,m(t) © argmax —(x(m) — #)2.

Note that the two veto-based arrangements and the two benchmark
arrangements differ in the SEC’s commitment ability. The veto-based
arrangements we study involve “constrained commitment” in the sense
that the SEC, in response to the FASB’s proposal, limits itself to a set,
X? U {m} (i.e., the default set plus the FASB's proposal). However, the
SEC does not commit to a specific choice from the default standard set
in response to a specific proposal. This means, in particular, that after
hearing the proposal, the SEC can choose any sequentially rational
standard from X¢ U {m}.

The constrained commitment feature makes our veto-based delega-
tion a two-stage interaction. The second stage of the interaction in-
volves an equilibrium analysis of the FASB’s proposal strategy and the
SEC’s standard-setting strategy given a prespecified default set. The
constraints in PS¢ and PSP specify the necessary equilibrium condi-
tions.>* The first stage involves a mechanism design problem in which

%2 Since the FASB cannot avoid being affected by the SEC’s choice of standard, we do
not impose an individual rationality (/R) constraint. Adding this constraint does not
change our qualitative results. See discussion in Melumad and Shibano [1991].

33 In the no-commitment setting, the restriction to pure strategies for the SEC is always
without loss of generality. We focus attention on partition equilibria. The most preferred
standards of the FASB are in the interval [0,1]. A partition equilibrium of size N (N finite) is
defined as a partition [vg,v, . . . ,up] of the interval [0,1] (0= vy < v; <...<wyy=1)where
each subinterval generates the same proposal. We say that “a communication-dependent
equilibrium exists” if there exists a partition equilibrium with two or more proposals. If a
communication-dependent equilibrium yields utility for the SEC strictly higher than the
communication-independent equilibrium, communication is said to be waluable. In
Melumad and Shibano [1991], we characterize the communication-dependent equilibria
that emerge in this setting.

34 Formally, the set T(m) over which integration takes place in constraint (i) is deter-
mined by constraint (ii).
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the SEC chooses and commits to a set of default standards to be se-
lected from in case of a veto in the second stage.
We now turn to assessing the performance of veto-based arrangements.

4. The Performance of Veto-Based Delegation

4.1 RELATIVE PERFORMANCE OF ALTERNATIVE VETO-BASED ARRANGEMENTS

It is immediately apparent that the strategic default arrangement
weakly dominates both the status quo default and the no-commitment
arrangements, since it allows more flexibility. In particular, the SEC
can always set the default in the strategic default arrangement to be
the status quo standard or the set [0,1] (as in the no-commitment ar-
rangement). Formally:

OBservATION 2. The performance of the strategic default arrange-
ment weakly dominates the performance of both the status quo ar-
rangement and the no-commitment arrangement.

Once we characterize the optimal strategic default arrangement we
will establish that the dominance is in general strict.

We now compare the performance of the status quo and the no-
commitment arrangements. Intuitively one might expect the former to
dominate the latter because the SEC has superior commitment ability
in the status quo arrangement. As the following proposition estab-
lishes, this intuition need not hold.

ProrosiTioN 1. The performance of the no-commitment arrange-
ment may either dominate or be dominated by the performance of the
status quo arrangement.

The intuition behind this result is that when the status quo is
sufficiently unattractive to the SEC, the superior response flexibility of
the no-commitment arrangement would dominate the commitment
advantage of the status quo arrangement. The policy implication of
this result is that when the SEC can choose only between an uncon-
strained response to FASB proposals and the currently prevailing stan-
dard, the SEC might be better off foregoing its commitment option
altogether.

To assess the performance of the strategic default arrangement, we
utilize previous results regarding the full-commitment benchmark.
When the SEC’s standard-setting rule x(t) changes as the FASB’s most
preferred standard changes (i.e., there exist some ¢ and t, such that ¢; #
o and x(1)) # x(t9)), we say that x(¢) is expertise-dependent; otherwise, it
is expertise-independent. We further say that expertise is valuable when
no expertise-independent rule attains the same performance as any
expertise-dependent rule.

The following characterization of the optimal full-commitment
mechanism is an adaptation of proposition 3 from Melumad and
Shibano [1991].



SEC AND FASB: REGULATION THROUGH VETO-BASED DELEGATION 15

ProrosiTION MS.  When the FASB's expertise is valuable,? the opti-
mal full-commitment mechanism has the following form:

%) for t € [0,%;)
x(t) =11 t for te(x), x9)
X9 for lG(XQ, 1]

. 20+P
where x; = max{0, rﬁ} and x9 = mln{rﬁ,l}.

The intuition of this result is that when both parties’ most preferred
standards are relatively close, the FASB makes proposals that fully re-
veal its most preferred standard. The SEC thereby has full access to the
FASB’s expertise in setting the standard. However, when their most
preferred standards are relatively far apart, the FASB makes only par-
tially revealing proposals and the SEC’s choice of standard only par-
tially exploits the FASB’s superior information.

Figure 1 illustrates the optimal full-commitment mechanism for the
specified parameters. The illustrated mapping x(¢f) from the FASB’s
most preferred standard to the SEC’s choice of standard is essentially
the composite x(m(¢)) of the FASB’s proposal rule m(t) and the SEC’s
standard-setting rule x(m).

Intuitively, the SEC is choosing the incentive-compatible standard-
setting rule that minimizes the shaded area between the standard-
setting rule x(#) and the SEC’s most preferred standard line x5(¢) =
a + Bt Since tis uniformly distributed on [0,1], the area between the
standard-setting rule and the SEC’s most preferred standard line
roughly represents the performance loss due to the SEC’s need to del-
egate standard setting. In the upper and lower regions ¢t € [0,x;] and
t € [x9,1], the SEC finds it too costly (i.e., the distance between o + Bt
and ¢ is too large) to accept the FASB’s fully revealing proposal m(f) = t,
so the SEC sets standards x; and xy, respectively, that are independent
of the FASB’s expertise. In contrast, in the intermediate region ¢ €
[%1,%0], losses associated with accepting m(t) = t are relatively small (i.e.,
a + Btand tare relatively close to each other), thus the SEC is responsive
to the FASB’s expertise in choosing x(m(?)) = t.

In the following proposition we identify conditions on preference di-
vergence under which the SEC can achieve the performance of the
full-commitment benchmark in the strategic default arrangement. We
identify three salient dimensions to preference divergence. First, the
ex ante preferred standard of an institution refers to its best standard
choice before it has any information regarding the FASB’s most pre-
ferred standard. We say there is a small (large) ex ante disagreement
between the two institutions when the ex ante preferred standard of

B

p
35 When B € (0,1], the FASB’s expertise is valuable if and only if o € (—§ s 1—§ ).
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Fic. 1.—Example of an optimal full-commitment mechanism (bold line) (a = .1071,
B =.5, x; =.1429, and xy = .4762).

the SEC, E[x5(#)] = a + 5, is close to (significantly different from) that

of the FASB, E[x(1)]

NI= ol

To measure divergence ex post, we say the institutions’ sensitivities
to political pressures are similar (dissimilar) when the relative sensitiv-

B

. S . ..
ity ratio B =~ is close to one (close to zero). Note that when politi-
F

cal sensitivities are identical, i.e., Bg= Bp, then o =0and p = 1.

The third measure of divergence pertains to the ordinal ranking of
the institutions’ most preferred standards. We say that there is prefer-
ence reversal when in some cases the most preferred standard of the
SEC is higher than that of the FASB, while in other cases the rankings
reverse. Formally, there is a preference reversal if a € (0,1-f). Intu-
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itively, a preference reversal makes it much harder for the SEC and
FASB to reach a compromise.

We say that the two institutions have similar preferences if their pref-
erences exhibit small ex ante disagreement, or their sensitivities to po-
litical pressures are similar, or their preferences exhibit no reversal.
We say that the institutions have divergent preferences if none of the
above three conditions is met.

The full-commitment mechanism is said to be implementable (non-
implementable) via a strategic default arrangement if there exists (does
not exist) an equilibrium in the strategic default arrangement with stan-
dard-setting rule x(m) and proposal rule m(¢) such that the resulting
composition mapping x(m(t)) from the FASB’s most preferred standard
to the SEC’s choice of standard is equivalent to the full-commitment
mechanism x(f). In such a case, the strategic default arrangement at-
tains the performance of the full-commitment benchmark.

ProrosiTioN 2. If the SEC’s and FASB’s preferences are sufficiently
similar, the full-commitment mechanism can be implemented via a
strategic default arrangement. On the other hand, when the SEC and
FASB have divergent preferences, the full-commitment mechanism
cannot be implemented via a strategic default veto arrangement.

We use figure 2 to illustrate the relationship among the three mea-
sures of preference divergence, the implementability of full-commit-
ment performance, and the standards x; and xp characterized in
Proposition MS and illustrated in figure 1. Figure 2 shows a trapezoid
representing the set of preference parameters (o, ) for which exper-
tise is valuable in the full-commitment setting (see Proposition MS).

The implementable regions, where the full-commitment solution
can be implemented by a strategic default arrangement, are regions
(a)—(c).?’6 For preferences in regions (a) and (b), preference reversal
does not occur and there is low ex post preference divergence. The
full-commitment mechanism is implemented via a strategic default ar-
rangement involving default sets X? = {x;} and X? = {xo}, respectively.
For the preferences in region (¢), there is low ex ante and ex post pref-
erence divergence. The full-commitment mechanism is implemented
via a strategic default arrangement involving default set X% = {xy,xo}.

In contrast, the nonimplementable regions represent preference pa-
rameters for which the full-commitment solution is not implementable.
These preferences exhibit large ex ante disagreement over accounting
standards, relatively dissimilar sensitivities to political pressures, and
preference reversal. We illustrate an example of a nonimplementable
case in figure 3. The optimal full-commitment standard-setting rule x(¢)
is denoted by the bold line. The shaded area marks the region (called
the defection region) in which the SEC would in equilibrium defect
from any FASB proposal of the form m(t) = ¢ in favor of x9 because, for

36 Regions (a)-(c¢) correspond to the cases (a)-(¢) of the proof of Proposition 2.
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Fic. 2.—The implementable (nonshaded) regions and the nonimplementation
(shaded) regions.

all ¢in that region, US(xo,t) > US(¢,t). Thus, the full-commitment mech-
anism x(¢) cannot be implemented via a strategic default arrangement.

Proposition 2 establishes that the strategic default arrangement is
weakly inferior to the full-commitment benchmark. To demonstrate that
it is strictly inferior if preferences are divergent, we need to characterize
the optimal strategic default arrangement in the nonimplementable
cases and contrast its performance with that of the full-commitment
benchmark.

ProrosiTION 3. An optimal strategic default arrangement must have
either one or two default standards. In the nonimplementable cases,
the performance of an optimal strategic default arrangement is strictly
inferior to the full-commitment mechanism.

The characterization of the optimal strategic default arrangement is
presented in Appendix A as part of the proof to the proposition. Here,
using figure 3 as an illustration, we intuitively describe the trade-offs
faced by the SEC in choosing the optimal strategic default arrangement
for the nonimplementable cases.

In figure 3, recall that adopting x; and x9 as the default standards
would yield a defection region in which, if the FASB makes the fully re-
vealing proposal m(t)=t, the SEC would prefer to defect to default stan-
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Fic. 3.—Example of a nonimplementable full-commitment mechanism (bold line)
(¢ =.6,B=.2, x; =.6667, and x, = .7778).

dard xy. If the SEC could commit to accepting the fully revealing
proposal in the defection region, it would be able to replicate the full-
commitment benchmark performance. But in the defection region, by
definition, the sequential rationality condition for the SEC (condition
(7) in Program P5P) is not satisfied, so the SEC cannot credibly promise
to accept it.

Intuitively, there are two measures that the SEC could use to resolve
this impasse. First, the SEC could eliminate the defection region by re-
placing xo with a default standard dy sufficiently above xy such that the
FASB can in equilibrium be fully revealing between dy and x;. However,
the higher dy is above x9, the more performance moves below the full-
commitment benchmark performance. Second, the SEC could retain xy
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and the FASB could adopt a less revealing proposal strategy in the de-
fection region. If the FASB is sufficiently less revealing, then the SEC
would not defect to default standard x9. However, when the FASB is
less revealing, the resulting performance again deviates below that of
the benchmark.

It turns out that in the optimal strategic default arrangement derived
in Proposition 3, the SEC chooses an optimal combination of these two
measures. In the equilibrium the SEC chooses a default slightly higher
than x9 and the FASB makes partially revealing proposals in the defec-
tion region.

One complication is that we are facing a multiple-equilibria prob-
lem. We can support as an equilibrium any arbitrary number of pro-
posals in the defection region.g’7 While we cannot specify which of
these equilibria may prevail, we can compare the standard-setting per-
formance of these equilibria with that of the maximal and minimal
benchmarks. Proposition 3 establishes that any such equilibrium per-
forms strictly worse than the optimal full-commitment mechanism.

We now illustrate in figure 4 the optimal strategic default arrange-
ment for the preference parameters used in the figure 3 example
above, and we present the equilibrium involving a single proposal in
the defection region. The strategic default levels are d; = 0.6667 (which
is equal to x;) and dg = 0.7799 (which is strictly higher than xy = 0.7778).
In the defection region, the FASB, if its most preferred standard is be-

x, +B

tween t= x) and t= 12 , proposes m(?) = x; and, if its most preferred

x, +B

2

posal strategy reveals less of the information generated by the FASB’s
expertise than the fully revealing proposal m(¢) = t. Note that the SEC s
responding to the implementability problem by both adjusting one of
the defaults and accepting partially revealing proposals in the defec-
tion area.

The following summarizes the relative performance of veto-based ar-
rangements as a function of the level of preference divergence estab-
lished in Propositions 2 and 3 and Observation 2.

SummaRy THEOREM. If the preferences of the SEC and the FASB are
sufficiently divergent, then no veto-based arrangement can achieve the
maximal performance achieved by the full-commitment benchmark.
On the other hand, when the preferences are sufficiently similar, then
the strategic default arrangement, but not the status quo default ar-
rangement, replicates the full-commitment performance.

standard is between ¢ = and ¢ = B, proposes m(t) = B. This pro-

37 The important question of equilibrium refinement (selection) is beyond the scope of
the analysis. Our qualitative welfare results hold regardless of which refinement is used.
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Fic. 4. —Example of an optimal strategic default arrangement (bold line) (a = .6,
B=.2,d; =0.6667, B=0.7002, and dy = 0.7799).

4.2 THE CONSTRAINED DELEGATION MECHANISM

We conclude our analysis by examining an alternative form of dele-
gation that is shown to be superior to veto-based delegation. We define
a constrained delegation arrangement as one in which the SEC spe-
cifies a constrained standard set X“? from which the FASB may choose.
The SEC strategically chooses XY and foregoes the right to veto if the
FASB chooses a standard from X.38 Formally:

% A more complete description of the game should include the specification of beliefs
for FASB proposals outside the delegated set. However, as long as the SEC has commit-
ment power, it can implement the constrained delegation mechanism by committing to
an appropriate response (for example, the upper or lower bound of the set X?P) to any
out-of-equilibrium proposal.
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Constrained Delegation 1
Cp. - — o - Bp2
P: max [(x(t) - o = B1)? at
X 0
subject to:
Vi, x(f) = argmax —(x — £)2.
CD
xe X
Note that the SEC only partially foregoes the last mover position. While
the SEC commits not to veto an FASB proposal from X, it maintains
the right to veto (out-of-equilibrium) proposals outside that set.
OBSERVATION 4. The SEC can achieve the maximal performance with
constrained delegation. For the nonimplementable cases, constrained
delegation strictly dominates any of the veto-based arrangements.
The optimal constrained delegation set XV is a connected inter-
val. The bounds of the delegation set are x| and x, from the full-commit-

o
ment mechanism (i.e., the SEC delegates the set [max{O,ml, min

{T‘Fﬁﬁ , 1}1). We note that the delegation region expands as  goes from
zero to one. When the SEC’s and FASB’s most preferred standards are
most similar, the SEC adopts the FASB’s most preferred standard. When
the parties’ most preferred standards are most different, the standard is
independent of the FASB's preferences.

Given the superiority of constrained delegation, why does the SEC
not appear to use it? Some legal scholars would argue that since con-
strained delegation involves partial foregoing of the SEC’s veto power,
this form of commitment is unconstitutional (see Committe [1990]). If
this is the case, our analysis suggests that this constitutional constraint
limits the SEC’s ability to use fully the FASB’s expertise. If this con-
straint is not illegal, then the SEC may want to consider redesigning
the standard-setting process to approximate constrained delegation.

5. Summary and Discussion

We present a model that captures key features of the interaction be-
tween the SEC and FASB in the setting of accounting standards. We
show that three factors influence the performance of the delegation
arrangement: the preference divergence between the SEC and FASB,
the SEC’s commitment ability, and the set of default accounting stan-
dards. We find that if the FASB and the SEC have sufficiently similar
preferences and if the SEC can commit to an optimal default set, then
veto-based delegation is an optimal arrangement. On the other hand,
if preferences diverge sufficiently, if commitment ability is constrained,
or if the status quo accounting standard is the default standard, then
veto-based delegation is dominated by other arrangements.

Finally, we show that if the SEC is able to forego its veto power par-
tially, then the maximal benchmark performance will always be
achieved. This result suggests that the SEC, rather than giving up too
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much power by delegating standard setting to the FASB, may not have
gone far enough in delegating. Fully retaining veto power reduces the
effectiveness of the standard-setting process.

Useful extensions of this paper would be to check how robust our re-
sults are to relaxing some of our restrictive assumptions. These exten-
sions include introducing additional individuals or institutions (both
in the marketplace and within the SEC and FASB), modeling multiple
time periods, and allowing for multidimensional attributes of account-
ing standards.

APPENDIX A
Proofs

For simplicity, the FASB’s most preferred standard is referred to as
its type.

Proof for Lemma 1. We first rescale the utilities such that the rescaled
type t is distributed uniformly on [0,1]. Let Af = {5~ {;. We multiply

both utility functions by ——. The ordinal ranking is unchanged. Since
y y «/Ki g g

we do not make interpersonal comparisons, we can do this with no loss
of generality. We therefore define:

oA 2 (I=-Bgp-Bgi (=B p+Bs
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We now transform the above utility representation to the simplified

(1_BF)I)+I3F£
form of the lemma. Let t=Bpi+ pp= a7 %

BS '33 l3S

ﬁ—i?ﬁp= (1- B_F)Aﬁi’ and B = B_F Note that there is a one-to-one map-

B

N
ping between ordered pairs (p, ﬁ—) of original parameters and ordered
F

X, o

ps-

pairs (a, B) of new parameters.

The SEC’s utility can then be rewritten as US(x,f) = —(x — a — B#)? and
the FASB’s utility is Uf(x,t) = —(x - ¢)%.

Proof for Observation 1. 1f randomization over proposals by the FASB
results in the same choice of standard for the different proposals, the
claim is immediate. So we only need to establish the claim for the case
when some of the proposals chosen by a given type result in different
standards.

Since the FASB’s preferences are single peaked, the FASB can be in-
different between at most two proposals. Let A(x;) be the set of types
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that randomize between the proposal that results in x; and some other
proposal. We shall show that A(x;) must have measure zero. Assume to
the contrary that A(x;) has positive measure. Then, A(x;) must contain
types t) and # such that ¢ < & and either x; < ¢} <y or ¢ < tg < x;. We
focus, with no loss of generality, on x| < {; < fo.

Let m(x) € {m|x(m) = x} be the proposal that results in standard x. To
satisfy the indifference condition for each type that randomizes using
x1, it must be that:

(1) t; randomizes between m(x;) and m(x9) where xo = 2¢; — x; and
similarly
(2) ty randomizes between m'(x;) and m(x3) where x5 = 2{ ~ x;.

But observe that xy < x3; therefore, & would prefer to propose m(xy) in-
stead of m'(x;). This contradicts the assumption that the measure of
A(xp) is positive.

Thus, without loss of generality in terms of performance, we can
confine attention to pure proposal strategies.

Proof of Proposition 1. We prove this proposition by example.

Example 1. The performance of the no-commitment arrangement
3
strictly dominates that of the status quo default arrangement. Let a = 98
1 1
- SQ -
and B 9 and x 10"
Consider first the equilibrium in the no-commitment arrangement.
Based on Melumad and Shibano [1991], the two-proposal equilibrium

in the no-commitment arrangement is characterized by:

6 13
x(my) = g5 where m(§) = m for te [0, 5]

20 13
x(mg) = T} where m(f) = my for t e [4—2,1].

It can be verified that for any no-commitment equilibrium that involves
more than two proposals, the SEC is strictly better off. It is therefore
sufficient to show that the SEC has strictly higher utility in the two-
proposal, no-commitment equilibrium than in the equilibrium of the
status quo default arrangement.

In the status quo default arrangement, the equilibrium is the following:

x(m) = t where m(t) = t for t € [0,1].

To verify that this is the equilibrium, note that the FASB of type ¢ strictly
prefers to propose m(t) = tif it is accepted because ¢t is the FASB’s most
preferred standard. If the FASB proposes m(f) = ¢, then the SEC chooses
between accepting the proposal or vetoing it in favor of the status quo,
the SEC prefers the FASB pro-

1 3
that is, x € {¢, 10 }. For proposals ¢ < 13
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posal to the status quo because -+ < ¢t < a+pt For proposals ¢ > -, the

1
10 14°
SEC prefers the FASB proposal to the status quo because:

1
t= (a+p) < (a+Bt) - (-15)-

The difference between the SEC’s utility in the two-proposal, no-
commitment equilibrium and the equilibrium in the status quo default
arrangement is:

13

42 1

3 ¢ 3 ¢ 20 3 ¢t ¥ 113
| e=+=- - — 4 - - dt+ || =z + = —t|ldt = —=>0.
(5 rampon 1 (3 s- (a4 o
42
That is, the two-proposal, no-commitment arrangement strictly outper-
forms the status quo default arrangement.

Example 2. The performance of the status quo default arrangement
strictly dominates that of the no-commitment arrangement.

3
Consider a = ~3 and B = 1 and x5¢ = 5 We first show in the no-

commitment arrangement that only a one-proposal equilibrium exists.
Note that a one-proposal equilibrium always exists. Assume to the con-
trary that an equilibrium exists with N proposals where N = 2. Accord-
ing to lemma 1 in Melumad and Shibano [1991], the expression for
the cutoff type ¢; between the lowest proposal and the next higher pro-

posal is:
8 3 N_
(3) (1+(§) (——2( )T = (5 )3 ))

= N 1IN
(?’“3))

But this expression is negative for any N = 2. Therefore, the only pos-
sible equilibrium in the no-commitment arrangement involves only one

, where N = 2.

proposal. The SEC will then choose the standard x = a + BE[{] = 5

We now turn to the status quo default arrangement. Consider the
following standard-setting rule.

1
x(m) = t, where m(t) = t for t e [0, 5]
1 1
x(m) = g,where m(t) = tfor t e [3’1]’ (A1)

We first show that while this rule may not be the resulting equilibrium, it
establishes a lower bound on the equilibrium SEC performance in the sta-

1
tus quo default arrangement. First observe that for the FASB’s te [0, 5 1,
the FASB would always propose m(t) = tsince the SECwould never veto it
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1
in favor of xS = — . For t e [5 , 11, they might pool in different ways, but

g .
for the SEC to accept a pool proposal over x5¢ = 5> the resulting welfare
over the arbitrary pool must exceed the welfare under vetoing the pro-
posal in favor of x5¢ = 5 Thus, it is sufficient to show that the perfor-

mance of (Al) dominates that of the no-commitment equilibrium.
The difference in terms of the SEC’s utility between (Al) and the
one-proposal, no-commitment equilibrium is:

1
1 2 1 2

B 1 8 1 1 3 1 1 3 77
"({(“Z‘Zt)dt_J(E i 4)dt+j(8 1 4)‘“ 10000 ~ -
5

Therefore, the optimal status quo default arrangement must achieve
strictly higher performance than the no-commitment arrangement.
Preliminaries to Proofs of Proposition 2 and 3. The following terminol-
ogy is useful in the proofs.
Preliminary A. Let d;, d; € X? be defaults specified in a strategic de-
fault arrangement. The following are equivalent:

(i) The SEC defects (does not defect) from d; to d

(i) x(m(t)) = d for m(¢) = d;, (x(m(t)) = d; for m(¢) = d;).

(id) US(d;,t) = E[ (d; - o - BO?|(m(0) = ] < (>) E[-(dj - a - BO?|m(?)
- dz] = U (dz’t)

() |dj—a-Bd;| < (>) |a + Bd; - d;|-

Note that the SEC defects from ¢ to d,,, where d,, < ¢:

(i) whend,<t<a + Btand
(i) whend,<a +Bt<tift-a+Pt<a+ Pt-d,

Preliminary B. Let d,, and d, be arbitrary proposals specified in a
strategic default arrangement. The following are equivalent, for FASB
type te T(d,):

(2) FASB type t defects (does not defect) from d,, to d,,.

(@) m() = dy (m(2) = dy,).
(iii) UF(dyy,t) = ~(d,, - )2 < (>) UR(d,,t) = ~(d,, — 1)2.

Note that FASB type ¢t € T(d,) does not defect from d,, to d, where
d, <d,if t<d,

Preliminary C. The performance of the optimal full-commitment
mechanism is implementable in an arrangement if the strategies pre-
scribed by the optimal full-commitment mechanism are sequentially
rational for the SEC.

Proof of Proposition 2. For each of the parameter sets below, we spec-
ify a strategic default arrangement and check whether it implements
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(in the sense of preliminary C above) the performance of the optimal
full-commitment mechanism.
Case(a). as0anda+P=<1. FromProposition MS, the full-commitment

o
mechanism involves x; and x9 such that x; = max{ ﬂ’m =0<xy=

200+ B
9P < 1. We then choose a strategic default arrangement with only one

default dj = x9. For the parameters of this case, Vit < x9, ¢t > a + B¢; there-
fore, the SEC does not defect from ¢ to xo, V ¢ < x9. For ¢ > xo, it is clear
that there is no proposal x that is preferred by the FASB to xy and that will
not be rejected by the SEC in favor of x9. Therefore, the specified strate-
gic default arrangement implements the full-commitment performance.

Case(b). a=0anda+B=1. From Proposition MS, the full-c%mmiément
o o+
mechanism involves x; and xg such that x| = - < %9 = min{ 9B 1} =

1. We choose a strategic default arrangement with only one default
dy = x;. Note that these conditions imply that ¢t < a + Bt, V¢ > x;; there-
fore, the SEC does not defect from tto x;, Vit > x;. For ¢ < xp, it is clear that
there is no proposal x that is preferred by the FASB to x| and that will not
be rejected by the SEC in favor of x;. Therefore, the specified strategic
default arrangement implements the full-commitment performance.

‘Case (¢). O0=oa=< % and % sa + B =<1. From Proposition MS, the full-
20

commitment mechanism involves x; and x9 such that 0 < x; = 5_p <
200+ B -B

X9 = 9B < 1. We choose a strategic default arrangement with defaults

dy = x1 and dg = xo.

Note that for these parameters x9 — o - Pxg < a + Bxo ~ x;; therefore,
the SEC does not defect from xo to xj. A fortiori, the SEC does not de-
fect from ¢t to x;, Vte [x],%9].

Also note that for these parameters x9 — a — Bx; > o + Bx; — xy; there-
fore, the SEC does not defect from x; to xo. A fortiori, the SEC does not
defect from ¢ to x9, V¢ € [x,x9]. Therefore, the specified strategic de-
fault arrangement implements the full-commitment performance.

Proof of Proposition 3. The proof is based on two distinct results. The
first, Proposition 3A, characterizes the optimal strategic default ar-
rangement for the nonimplementable cases. The proof is very lengthy
and we provide here only an abbreviated version (a detailed proof is
available from the authors). The second result, Proposition 3B, com-
pares the performance of the optimal strategic default arrangement
(for the nonimplementable cases) with the performance of the full-
commitment mechanism.

To simplify exposition, we introduce the following definitions:

An equilibrium involves full separation for all types in [¢;,%] when
the proposal rule is m(f) = ¢ for all types in [{,l] and the standard-
setting rule is x(¢) = m(¢) for all types in [¢1,f].
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An equilibrium involves pooling for all types in [0,¢] ([#,1]) when
the proposal rule is m(f) = ¢; (m(f) = t9) for all types in [0,#] ([#9,1]) and
the standard-setting rule is x(¢) = m(¢) for all types in [0,#] ([#,1]).

An equilibrium involves partitioning {vy,v;, . . . , v,41} where vy < v] <
... < Uy, over some interval [vg,v,.1] of types if:

) Vi 1T Uit

(i) v; e argmax —(x(m) - )2 for t e [ 5 5 :’,

(i#t) v; € argmax [ —(x - a - Bt)2dt, where T(v;) = {t|m(0) = v},
xe{vyux? T(v)

where i=1,2,..., n

Vi1t Ut
The first requirement says that any FASB type in 5 )

prefers v; over any other proposal. The second condition requires that
the SEC prefers the FASB’s proposal over any default.
1

The set of parameters, o = 5 and a + B = 1, are called the lower defec-
1
tion cases, and the set of parameters,a =0 and a + B < 37 are called the

upper defection cases. The label lower (upper) defection case is chosen
because, for the specified parameters, if the SEC were to adopt a strate-
gic default arrangement based on the full-commitment mechanism
(i.e., n = 2 with d; = x; and dy = x9), the set of types for which the SEC
would defect to either x; or xy to x(¢) = ¢ is below (above) the type for
which the SEC and the FASB preferences coincide.

STATEMENT OF ProrosiTioN 3A. In the lower defection cases (the
upper defection cases are symmetric), an equilibrium in a strategic
default arrangement is characterized by either one or two default stan-
dards and has the following structure:

Case 1. The deg&aﬂt set is biny&,ﬁ% = {d;,do} where dy = x| and dy = x9

(recall that x| = 9_B and xg = 9B are the standards in the pooling

regions of the full-commitment mechanism).
¢ In regions [0,x;] and [dy,1], the equilibrium involves pooling with
x(t) = m(t) = x; and x(¢) = m(t) = do, respectively.
20— d,
e In the region [x), B(dy)], where B(dy) = 1_—2[3, the equilibrium

involves partitioning with vy = x| and v,,1 = B(do).
¢ In the region [B(dy),ds], the equilibrium involves full separation.
Case 2a. The default set is a singleton, X? = {d;} where d; = x;, and
(1-2B) (2-B)
2(1+B)
e In the region [0,x;], the equilibrium involves pooling with x(f) =
m(t) = x1.

o <
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¢ In the region [x;,1], the equilibrium involves full separation.
Case 2b. The default set is a singleton, X" = {d;} where d; < x; and

(1-2B) (2-PB)
> T (1+p)
e In the region [0,d;], the equilibrium involves pooling with x(f) =
m(t) = dy. 20, — d

e In the region [d;,C(d;)], where C(d;) = mln{ ~9p ,1}, the equi-

librium involves full separation.

e In the region [C(d;),1], the equilibrium involves partitioning with

U = C(dl)

Sketch of Proof of Proposition 3A: Case 1. We sketch the proof through
a series of lemmata. Proofs of these lemmata are available from the au-
thors. We first note than in an optimal strategic default arrangement,
there must be a finite number of defaults.

LemMa 2. The default set is a finite set, {d}, . . . ,d,,}, where d| <. .. < d,,

Proof. Assume that the default set X4 is not finite. That is, there ex-
ists a default d; € X? that is an accumulation point, since X¢ ¢ Xand X
by assumption is a closed set. Thus, Ve > 0, there exists another default
die X, WLOG d;>d;, in the g-neighborhood around d;, where d; - d; =
3(e) < &. Let T(d;) = {t|d; = x(m(?))} denote the set of types that make a
proposal that results in d;. Then for each ¢ € 1(d;) and for every ¢ > 0,
[t—d;| <|t- d; + 8)|. But since d; is an accumulation point, then this
condition must hold for any arbitrarily small ¢ (and therefore (¢));
thus, 7(d;) must consist only of d;, WLOG assume that d; < o + Bd;. For
sufficiently small ¢, it is clear that d; < d; < o + Bd;. Then in response to
m(d;), the SEC prefers x = d; to x = d;, contradicting the assumption that
d; is a default.

Next, we show that the lowest and highest defaults are associated with
pooling behavior by the FASB. Lemma 3 below shows that an optimal
strategic default arrangement x*(¢) starts and ends with a pooling re-
gion. Furthermore, the highest and lowest pooling regions are above

o o
and below ¢ = =B Note that ¢ = -B is the FASB type that is in perfect

o
agreement with the SEC. Graphically, ¢ = 1-P is the intersection be-

tween the SEC’s and the FASB’s most preferred standard line.
LeEmMA 3. Assume n = 2. Then, an optimal strategic default arrange-
ment x*(f) must involve some d; and d,, such that:

o
x*(t) = dy for t € [0, d;], where d; < P
o
=d, for te [d, 1], where d, > m
Sketch of Proof. The lengthy proof is available from the authors. The
following is a sketch of the proof. We prove the case for d,; the proof
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for d; is similar. We suppose to the contrary that Lemma 3 does not
hold. There are three counter-cases to consider:

Case (i): «x*(t) =d, for te [d,,1], where d, <

o
1-p-
o
Case (#i): x*(¢y) =t forte [d,1], where d, < ~1_—B

o
Case (iz): x*(t) =t forte [d,1], where d, > m

We show that, compared with each counter-case, the optimal strate-
gic default arrangement x*(¢) specified in Lemma 3 is preferred by the
SEC and is implementable. Thus, neither of the counter-cases charac-
terizes the optimal strategic default arrangement.

We now turn our attention to the case in which the defection region
occurs for low types (called the lower defection case); the proof for the
upper defection case is symmetric. We start with some definitions.
B,[dy,d,] (B)d;,d,]) is defined as the upper (lower) bound of the de-
fection region generated by defections from ¢ to d, (d;). Formally:

B,[dy,d,] jelf}ifdiﬁl d,-a-Bt=a + Bt- & and

Bl[d17dn] = S[l:tpd{l I t—-a- Bt sa + Bt - dl}

te 1> n]
Three cases can arise.

Case (a): B,[d,,d,] > d; and Bj[d;,d,] = d, (lower defection case).
Case (b): B,[dy,d,] = d; and Bj[d;,d,] = d,.
Case (¢): Byldy,d,] = d| and By[d,,d,] < d, (upper defection case).

In case (b), it is immediately verified that the optimal mechanism is
such that n = 2. The remainder of the proof is concerned with case (a);
the proof of case (¢) is similar. Lemma 4 shows that in the lower defec-
tion case there is perfect separation for high types between the lowest
and highest defaults.

Lemma 4. The optimal strategic default arrangement sets x*(¢) = ¢
for t e [B,ldy,d,], d,].

Sketch of Proof. The lengthy proof is available from the authors. Let
k be such that d;, _ | < By[d;,d,] < d;. The proof consists of three claims
which we state without proof. Intuitively, claims 1 and 2 below show
that there are no defaults between d, and d, and claim 3 establishes
that dj, = B, [d,;,d,].

Claim 1: In a full-commitment setting, the SEC prefers x*(¢) = ¢ for
t e [dk’dn]'

Claim 2: x*(t) = tfor t € [d},d,] is implementable.

Claim 3: The optimal default 4, = B,[d;,d,].

By the definition of B,[d;,d,], we cannot have perfect separation for
types t € [d;,B,[d;,d,]]. Therefore, it must be the case that each SEC
standard is a response to an interval of FASB types. These “pools” could
result from types pooling at defaults or from self-generated pools in
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which types choose a proposal that is not a default and that the SEC
finds sequentially rational to accept.

LemMa 5. Without loss of generality, we can restrict attention to
strategic default arrangements involving a partition (but no defaults)
in the region t € (dy, B,[d;,d,]].

Sketch of Proof. The argument supporting Lemma 5 is that both a
self-generated pool and a default (that is chosen in equilibrium) are
characterized by the same proposal constraint for the FASB. They
differ, however, in that the latter requires a sequential rationality con-
straint for the SEC while the former does not. Therefore, any equilib-
rium in the case where there is a default d; in the region ¢ €
(dq1,B,[dy,d,]] is also an equilibrium in the case where dj is omitted (in
that case the equilibrium would involve a self-generated pool v; = d;).
The converse, however, is not true; an equilibrium involving no default
in the region t € (d;, B,[d;,d,]] may not be an equilibrium if we define
any of the self-generated pools as a default.

Lemma 5 implies that without loss of generality we can restrict atten-
tion to strategic default arrangements involving two defaults only. We
conclude the proof of Proposition 3A: Case 1 by establishing that the
upper pooling region xy of the full-commitment solution is a bound for
the highest default d,, (Lemma 6) and that the value of the lowest de-
fault d; is exactly the lower pooling region x; of the full-commitment
(Lemma 7).

200+ B
LEMmMA 6. dnz X9 = Tﬁ

Proof. Suppose that d, < x9. Recall that we can restrict attention to
the strategic default arrangement that uses default set {d;, . .., B,,d,}.
Consider an alternative strategic default arrangement with default set
{dy, ..., B,,d, + €}. It is easy to verify that the FASB’s proposals and the
SEC’s standard-setting rule are unaffected on [d;,d,]. Furthermore,
the FASB will not defect from ¢t on [d,.d, + €] if the SEC does not de-
fect. For a small enough choice of € > 0, the SEC does not defect from
ton [d,d, + €] because the definition of B, and the fact that 4, > d,,_;
= B, imply that d,~(a+pd,)<(a+Bd,) - B,, thus d, + € = (a + B(d, + €)) <
(a + B(d, +¢)) - B,

The first-order condition for the optimal d, is (1 - d,*)(2 - B)(x9 -
d,*) = 0. Since we assume that d,* < xo, the derivative is positive. Thus,
the SEC is better off with the proposed alternative strategic default ar-
rangement where d,* = xo.

LEMMA 7. dj = x.

Proof. We demonstrate this lemma through the claims 7.1-7.4.

Claim 7.1. There exists at most one default below x;.

Proof. Assume there is more than one default below x;. That is, as-
sume that in equilibrium there exist d; and dy such that dj < dy < x;. Then

d, +d, dy +d,
for te [0, —2—], the SECmust choose d;. Thatis, dg - (o + B 1

)>
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d, +d.
1 2
(a + BT) - d;. Rearranging yields the equivalent expression
di+dy 9q, o .
T>m = x], contradicting the assumption that d; < dy < xy.
Claim 7.2. 1f dj < %1, then there does not exist v < d;j such that the
v+d
1

SEC prefers d; to v for any arbitrary [0,0] where b€ [v, 5 1.
Proof. We need to show that:

b b
~[ (v-a-B02dt+ [ (d - a-Bt)2dt<0, or b(Bb + 2a — v~ dy)(v - dy) < 0.
0 0

Since by definition, v < d;, we need to show that Bb + 2a > v + d;. Since
v < dj < xp, it is sufficient to show that B + 20 > 2x;; this holds because
b< X1
Claim 7.3. dy = x.
Proof. Suppose d; > x1; then for v; = 2x; - d; (note that v; < x;) all
v.+d
types in [0,—12—1] would prefer the standard v; to d; while the SEC

would not defect to any of the defaults (in particular, to d;). (Note that
the particular v; = 2x; - d; discussed is the one that is most preferred
ex ante by low types. The same argument would go through for any v;
< %.) By claim 7.2, if the SEC set d; = x;, then there is no pool v; < x;
such that the SEC would accept. It is easy to check that the equilibrium
resulting from setting d; > x; would make the SEC worse off relative to
choosing d; = x;.
20
2-P

Proof. We first note that increasing d; (d;<x;) by an ¢ > 0 will not
lead the SEC to veto any of the previously accepted proposals in favor
of the new (increased) d; + €. It is enough to consider the lowest pos-
sible v1. The lowest bounds on v; and on the average type choosing
vy are both equal to d;. That is, we need to show that a + Bd; > d;
when d; < x;. This inequality is immediately verified.

The effect of increasing d; on the SEC’s utility over the interval ¢ €
[0,v1] is given by:

Claim 7.4. dy =z xq =

d1+v1

v

dd, Yo
2

9 1
S B O A [ (v, —o—Bo%de| =
0 d

8oud, - (6-3B) d,> (4-2B) djv, + (2-P) v,
i .
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To sign this derivative, note first that it is increasing in v;. When we
replace vy in the derivative by its lower bound d;, the derivative is
di1(2 - a) (x; — dy), that is positive for all dy < x;. Since the derivative is
positive at the minimizing value of vy, it is positive for all v; and all 4;
where d; < v;.

It is easy to verify that the FASB’s proposals and the SEC’s standard-
setting rule are unaffected on [v,1]. Furthermore, on the interval

d +e+v

[0’ 2
this proposal.
Proposition 3A: Case 2. There are two possible subcases to consider:

Subcase 1: x1(¢) = d; for te [0,dy)

t for te [d;, 1], and
t for te [0,dy)

dl for te [d17 1]

1, the FASB will pool on d; + € and the SEC will accept

Subcase 2: x9(?)

The optimal level of 4 in the first subcase is determined by the follow-
ing optimization probl;m:
1
1
max - [ (d; - a - B)2de = [ (1o - By2di
1
0

d,

subject to d; € [0,1].
. The first- and second-order conditions with respect to d;, i.e.,
(1-d*)((2-B)d"| - 20) = 0 and -2((2 - B)d"| - ) < O respectively, imply
200
that, for our parameters, d} =a—= = x].
P '72- . 20+PB
Similarly, for the second subcase, we can show that d; = 9_B = Xo.

It can easily be verified that for the above parameters, x;(¢) domi-
nates xo(?); i.e.:

* 1 Xo 1
- [ —a-B2dt- [(t-a-Bo2dt>- [(t-a-Bt)2dt~ [(x - a—pt)2dL
0 * 0 *o

We now investigate whether x;(¢) is implementable as a veto arrange-
(1-2B) (2-P)
2(1+PB)
adopts d; = x; and that the SEC’s standard-setting rule is:

ment. Consider first o < . In that case, suppose the SEC

x(m(t)) xq for t e [0,x%))

t forte [x,1].

Then, the FASB’s optimal reporting rule is:

m(t)

x; for te [0,x))
=t forte [x,1].
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Given the above reporting rule the SEC’s optimal standard-setting rule
is indeed:

]

x(m(t)) x1 for t e [0,%])

=t forte [x,1],

because for the above parameters the SEC prefers ¢ to x;.

onsider now the case when a > 5(1+P) . In this case, in the
20— 7
region [C((d;),1], where C(d;) = min{ 1_—25 ,1}, there cannot be full sepa-

ration since the SEC will defect from m(¢) = ¢ to dy. The equilibrium
must involve partitioning by arguments similar to those in Lemma 5
above.

We now evaluate the performance of the strategic default arrange-
ment relative to the benchmark case of full commitment. We have al-
ready established that for the parameters of Proposition 2, a strategic
default arrangement entails no loss of performance. We are left with
an open question in the nonimplementable case: Is there a strategic
default arrangement that differs from the full-commitment standard-
setting rule and yet replicates the latter’s performance?

STATEMENT OF ProposiTion 3B. For all nonimplementable cases, any
strategic default arrangement achieves strictly lower performance than
that of the benchmark full commitment arrangement.

Proof. Consider cases 1 and 2 of Proposition 3A.

Case 1. Strict dominance of the full-commitment mechanism is
shown in two subcases:

Case 1.1. Assume dy = x9. Define p(dy) as the lowest possible level of
the first self-generated pool above x; when the second default is do. Let
y be the right endpoint of the types that propose p(dy). For the SEC not
to defect from p to x9, the lowest level of p(dy) given y must be such
that p(2 - B) - 2By = Bx; - 2dy + 4a. Since by construction y > p and dg =

40 - 2B - 20 40— 2B - 20
X9, p(x9) > (—2—_—3—I3—)T§t—[3)—We can show that p(xo) > 2=3p) (2=B)

1
%) because a > 3.

2

Consider the following mechanism x(¢) that does better than the op-
timal strategic default arrangement x*(¢).
x +p( x2)
— 9 )
x +p (x2)
= plxy) for te [——5—— plx)

t for t e [p(x9),d9)
dy for te [dy1].

x(t) =x for te [0,
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The performance of this mechanism is strictly better than x*(¢) (but is
not implementable as a strategic default arrangement). We now show
that the performance of x(f) is strictly inferior to that of the full-
commitment mechanism described in Proposition MS. It is sufficient to
show that:

x+ p (%)
— P () P ()
- (xqma-Bo2di- [ (plxe) —a-PBo2dt+ [ (1-a-Po2di<0.
x X+ p (%) X
2

3
200-2p+
The LHS is evaluated to be LHS = (_—Pﬁgi
20 12(2-P)

negative because p > x;= 9_B

. This expression is

Case 1.2. 1f dy > x9, then consider the following mechanism x(¢) that
does better than the optimal strategic default arrangement x*(¢).

x(t) =x; for te [0,x))
=t forte [x,dy)
dy for te [dy,1].

The performance of this mechanism is strictly better than x*(¢) (but is not
implementable as a strategic default arrangement). We now show that the
- performance of x(¢) is strictly inferior to that of the full-commitment
mechanism described in Proposition MS. It is sufficient to show that:

d, 1 1
- [(t-a-Bo2dt- [(dy—a-Bty2dt+ [(x - a - PBi)2dt<0.
X9 dy X9

The LHS is evaluated to be:
(-3+2B+a+dy(2-PB)) (B+20—dy(2-P))*
3(2-P)° '

LHS =

Therefore, it is sufficient to show that the first term in the numerator
is negative. Because the coefficient on dy is positive, it is sufficient to
show that:

-3+ 28 +a+(2-P)xy<0.

This inequality holds since in the nonimplementable cases, o + p < 1.
Case 2. The proof for the strict performance loss of the strategic de-
fault arrangement described in case 2 is similar to that of case 1 above.
In case 2a of Proposition 34, the optimal strategic default arrangement
is strictly dominated by the full-commitment mechanism over the re-
gion t € (x9,1] (and possibly over the region ¢ € [0,d;]). In case 2b of
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Proposition 3A, some FASB types start pooling at C(d;). The proof re-
mains essentially the same; i.e., the optimal strategic default arrange-
ment is strictly dominated by the full-commitment mechanism over the
region ¢ € (x9,1] (and possibly over the region ¢ e [0,d;]).

Proof of Observation 4. Recall from Proposition MS that the optimal
full-commitment mechanism is:

x; for te[0,x)
x()= ¢ for ¢t € [x7,x9]
X9 for te(tg,l].

It is therefore clear that by setting X? = {x,x9}, we can implement the
full-commitment mechanism in the CD setting. The strict dominance
of CD over the veto-based mechanism for the nonimplementable cases
is an immediate corollary to Proposition 3.
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