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This is a new and controversial topic based on the new idea of behavioral accounting. Behavioral
accounting has two parts:

e The firstis that accounting is affected by behavior and by our unconscious cognitive biases and
is therefore not the technical activity we thought it was. That means we have to view accounting
differently and it affects the way we run companies.

e The second is that the behavior of executives can vary significantly in how it impacts the
valuation of their company; therefore in valuing a company we can’t just use traditional
measures such as profits, we have to value the impact of their behaviors separately. For
example, two identical companies might look like they have the same valuation, but if one is run
by Bill Gates and the other by someone who has failed several times, then the one run by Bill
Gates would clearly be worth more.

How Can Boring Accountants be so Exciting?

We all know what accounting is right? That’s the boring activity of recording financial transaction and
their results. The people who do it are called accountants. Accountants are usually introverted, they love
figures and hate people and usually have the interpersonal skills of a fly. Or at least, that’s what most
people think.

Oh and what about accounting? It’s all about rules and arithmetic. The left side has gotta equal the right
side and the bottom equals all the stuff at the top. Provided you can follow the accounting rules, you
can add and subtract, your accounting will be accurate and will faithfully reflect the financial position of
the company. Easy, right?

Well, do | have news for you! Actually all of what | just wrote is wrong. Sure, that’s what most people
believe. But that doesn’t make it right.

Remember Lehman in the US? One of the most advanced companies in the world and also one of the
most profitable. Except that its figures were actually all, massively, wrong. It looked like it was highly
profitable; in fact it was really bankrupt. And, no, it wasn’t a fraud, its figures were passed by its auditors
and a later review absolved them of wrongdoing. So the accounting was really, massively wrong here,
even though there was no fraud and it had some of the best accountants and auditors in the world
working on the account.
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And it wasn’t just Lehman either. Thousands of companies in the US also had similar problems in the
2008-2010 periods, although not as dramatic as Lehman. The vast majority weren’t frauds either. The
vast majority of them had competent accountants and auditors. And yet is a large number of these cases,
their accounting and their figures were wrong too. How can people as boring as accountants have been
so accounting? Even when they didn’t want to be?

More Boring Stuff to Learn about Accounting

Behavioral finance and economics show us that all of our decisions are impacted by unconscious
cognitive biases which influence them in unintended ways and often make those decisions less effective
than they would be if people were aware of their biases.

But now there is a new discipline emerging of behavioral accounting. This includes in the value of a
company the value of the behaviors of their management teams. Behavioral accounting takes these
explicitly into account so that we can move towards a more realistic way of accounting for people
instead of regarding them as having no value for accounting purposes. This in essence puts human
behavior as an asset on the balance sheet.

Behavioral accounting has until now largely regarded behavior as being an asset that can be accounted
for. But Lehman and the great recession in the US have led to a more sophisticated view of what
behavioral accounting should include. Sure it should include the value of certain humans and their
behaviors on the balance sheet. But it also has to take into account the impact of unconscious cognitive
biases in looking at how accountants and other people record financial activities.

It’s not just accountants that are involved. It’s any manager who has to prepare budgets, forecasts or
estimates. It is becoming increasingly clear that when people prepare figures, their unconscious biases
come into play without them even knowing it.

In other words, accounting, budgeting, forecasting and estimating can no longer be regarded as
technical activities where the arithmetic just needs to be correct. All such activities are the result of
behaviors which are driven by unconscious cognitive biases. When we estimate, account, budget or
forecast, our unconscious cognitive biases do have an impact. But we are not aware of this. It’s like
being affected by gravity. You only know it is pulling you to Earth once you go to the Moon and feel the
difference.

The impact comes about in various ways. Accountants often have to use judgment, contrary to popular
opinion. In classifying a sale for example, there will be many ways to do it. The accountant has to take
into account rules by the government, accounting bodies, legal opinions and so on.

It is becoming more obvious that in situations like this, our judgment is swayed by our views. Some of
these views might indeed be explicit and obvious to us; an accountant might be under pressure from her
bosses to show a profit in a particular time period.

But other judgments might be unconscious, e.g. an accountant might show a figure as being an expense
rather than a capitalized asset because she is fundamentally a conservative person who doesn’t want
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management using figures that in her view show too-optimistic a view of the company and lead it to do
foolish or too ambitious initiatives as a result.

The impact also comes in other surprising ways. Increasingly research is showing us that having too
much information can actually lead to worse decisions. The reason for this is that if you have a lot of
information it is easier to find information which agrees with your point of view, even if it’s only a small
amount of data.

Having a lot of information allows us to unconsciously filter out data we don’t agree with and to select
data with which we agree. But this process, for the most part, is entirely unconscious. It goes on all the
time, in companies, governments and other organizations such as the military.

Because all humans have these biases to a greater or lesser degree, such problems will occur in all types
of organizations and can explain how organizations can do things which later might appear to be foolish
but at the time looked sensible.

These cases were not fraud; they were cases of unwitting self-deception. Accounting is no different to
any of these activities since accounting deals with information, financial information, and a lot of it. So
our unconscious biases tend to lead us to filter out the information we don’t agree with that we get
from accountants and even accountants themselves are subject to it.

| was the CEO of several companies over a period of 20 years. During that time | learned that you have
to know who prepared figures before you could say how reliable they were. It did not matter if it was
the accountants, the salespeople or the product developers.

Whenever | received figures from any of these | would always ask who prepare them. Then | might say
something Like “Oh, those figures were prepared by John from sales. With John, | always need to reduce
sales by 30% and increase expenses b 40% to see what is likely to actually happen”.

Experienced executives always do this, even if they don’t say it out aloud, so that they don’t offend
anyone. What | used to do, and what most executives do, is actually their experience telling them that
you always have to adjust figures and estimates based on the type of behaviors of the people who
prepared them.

Financial Signature® and the Impact of Cognitive Biases

OK, so | can hear you saying something like: “Well this all sounds interesting but it’s really theoretical. |
want to see how this all works in practice before | believe what this guy is saying”. So let’s do exactly
that.

Let's first talk about two very fundamental cognitive biases in executives. One is what we call the status
quo bias. This is the behavioral tendency to not be comfortable with change. People who have a high
strength on this bias resist change and people who are low on this bias like change. Therefore they are
more likely to be innovators and to develop high value-adding products and services.
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The second bias is what we call m the illusion of control (IC) bias. This is the idea that we wrongly believe
that we can control things even when we can’t or don’t. Executives who have a high illusion of control
bias will tend to use more resources because they believe that it will give them more control over events.
Executives with a low illusion of control bias will use fewer resources. That means a high IC bias means
high expense and a low IC bias means low expense.

We can transform these two biases into behavioral drivers. One is the value-adding behavioral driver
(reflecting strength of the status quo bias) and the other is the resource utilization driver (reflecting the
illusion of control bias). We can use this idea to construct what we call the Financial Signature® of an
executive. This combines the two biases as we show below.

In Figure 1, | have shown the nine Financial Signatures®. This idea, developed from research by my
company, shows the nine different financial behaviors of managers. As you can these are classified by
the level of value they add to a product or service, and their level of resource utilization.

Note that these Financial Signatures® are all based on behavioral assessments, not financial figures.
These assessments have been developed by my company in order to measure precisely the level of
these particular cognitive biases in company managers and executives.

However this behavioral information allows us to make inferences about the executive’s impact on the
level of gross margin, which is driven by value-adding behavior and on the level of expenses which is
driven by resource utilization behaviors. So can take purely behavioral data and show its impact on
income statements.

Figure 1 The Nine Financial Signatures®
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You can see that the nine Financial Signatures® are divided into three styles. The one on the upper-left is
called the value-centric style. These are the people who create capital because their value-adding is
greater than their resource utilization. The bottom right people are called the resource-centric types
because their resource utilization exceeds their value-adding so they consume capital. The three
Financial Signatures® in the middle have value-adding that equals reduce utilization so they neither
create nor consume capital. That is, on average they break even.

We can link these styles to the accuracy of forecasting based on the two cognitive biases. This is set out

below at Figure 2. Basically what this tells us is that value-centric people will be more likely to achieve
gross margin goals and resource centric people will be less likely to achieve expenses goals.

Figure 2 Who Will Achieve Budget Goals
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So, as you can, now we are not talking theoretically any more. This behavioral model shows us how
behavior impacts estimating, budgeting and forecasting and even accounting. Even when an accountant
makes a judgment on how to account for a particular transaction, where the judgment is largely
personal, than their behavior will tend to make them lean in a particular direction. But they don’t know
this because these cognitive biases are unconscious. So they think they are being objective without
understanding that their unconscious biases are systematically impacting their decisions.

Behavioral Accounting and the Valuation Impact of Leaders
Now we can move to the issue of which leaders will be more or less likely to achieve forecasts, which we

show at Figure 3. Here we can see that more value-centric leaders means they are more likely to achieve
forecasts and more resource-centric leadership less likely to achieve forecasts.
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Figure 3 Financial Signature and Forecasting
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How about stock volatility? As we show in Figure 4, the more resource centric the leadership, the higher
the stock volatility or variation. So cognitive biases of leaders impact stock pricing characteristics, not

just simply their forecasts.

Figure 4 Financial Signature and Stock Volatility

{i

Value-A dding

Current

Mamal Resource Utilization

6 | Page



Now we can move even further to see how these cognitive biases impact the cost of capital. We set this
out at Figure 5. Not surprisingly, as value-adding decreases, the cost of capital increases. And as
resource utilization increases, so does the cost of capital. So now we can see that behavioral biases have
a direct impact on the cost of capital. In other words, different behaviors by different leaders have an

impact on the valuation of the company.

Figure 5 Financial Signature Drives Cost of Capital
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This has implications for the cost of debt and equity based on different behaviors and cognitive biases.
As we show in Figure 6, if you are value-centric, debt will be cheaper and if resource-centric, debt will be
more expensive. So again, different cognitive biases as reflected in the behaviors of executives and

leaders will have an impact on company valuation.

Figure 6 Financial Signature Impacts Debt Costs
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Likewise, the price of equity will also be impacted by cognitive biases as we show at Figure 7. Equity
prices will be high for value-centric behaviors and low for resource-centric behaviors. So stock prices are

directly impacted by behavior and cognitive biases, even though managers are not aware of this.

Figure 7 Financial Signature Impacts Equity Pricing
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Ultimately these behavioral advantages lead to advantages in the market. If you are value-centric you
clearly have the advantage in selling debt or equity. If you are resource-centric you are clearly at a
disadvantage, as we show at Figure 8.

Figure 8 Financial Signature Determines Market Advantage
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Behavioral Accounting and Leadership

Now you can see why the title of this article asks whether accounting in its current form is obsolete.
Clearly our cognitive biases have an impact on how we deal with and present estimates and forecasts.
They also impact the way accountants and managers interpret regulations and accounting rules. They
even impact the type of data we select to support our own opinions. Unless we are aware of these
issues we can have figures which totally fail to show what is really happening in a company, e.g. Lehman.

Secondly, we can see that where leaders stand on these cognitive biases impacts a range of valuation
metrics for a company. Depending on the level and type of cognitive bias of the leader and the
management team, there will be totally different valuation outcomes. So behaviors of leaders and
executives are important. No doubt this is why Warren Buffett has always said that in choosing a
company to invest in, he always looks first at the behaviors of the CEO and the management team.

So here are some conclusions we can draw from this discussion about cognitive biases, leadership and
company valuation:

1. Our cognitive biases impact the way we use and present figures without us knowing that this is

occurring.
2. The Financial Signature® of the financial people and also of top executives will impact the figures
they present in ways that they unconsciously want them to appear.
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3. The Financial Signature® of other executives in operating areas of the company will impact their
forecasts and budgets

4. You really need to know and understand the Financial Signature® of an executive before you
hire him to understand whether they will add to the company’s valuation

5. If aleaderis to achieve better financial and valuation results, they need to understand their own
Financial Signature® and how to change their behavior to achieve better results

6. Inunderstanding which companies will be more competitive, it isn’t enough to understand their
financial position as reflected in their financial statements; you also have to understand the
behaviors and Financial Signatures® of the CEO and management team; this is because financial
statements are lagging indicators of profitability and valuation and behavior is a leading
indicator.

Dr. E. Ted Prince, the Founder and CEO of the Perth Leadership Institute, located in Florida in
the US has also been CEO of several other companies, both public and private. He is the author
of two books: “The Three Financial Styles of Very Successful Leaders” (McGraw-Hill, 2005) and
“Business Personality and Leadership Success”, Amazon Kindle 2011 as well as numerous
other publications in this area. He is a frequent speaker at industry conferences. He works with
large corporations globally on leadership development programs and coaches senior executives
and teams in the area of financial leadership. He has held the position of Visiting Professor at the
University of Florida in the US in its Graduate Business School and also at the Shanghai
University of Finance and Economics in China.
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